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Central Banking in a Time of Stress*

By A l f r e d  H a y e s  
President, Federal Reserve Bank of New York

The past year has been a difficult one for monetary 
policy, both at home and abroad. It began with the Fed
eral Reserve seeking to restrain a boom, while hoping 
that the Congress would soon extend a helping hand by 
enacting a tax increase. The Federal Government had been 
running a huge budget deficit, and its financing severely 
limited the room for maneuver for monetary policy. Inter
nationally, we had to deal with the aftermath of the ster
ling devaluation, a rush for gold that verged on panic, 
then a heavy blow at the French franc two months later. 
Meanwhile, our own trade balance was deteriorating badly, 
chiefly as a direct result of the inflation at home.

A major development of the past year was, of course, 
the enactment of the tax surcharge and expenditure con
trol bill. The initial fears of “overkill”, as well as the 
hopes of a prompt moderation of excessive demand, did 
not survive for long. The subsequent inflationary devel
opments and expectations have served to emphasize the 
need for fiscal restraint. Without the shift from a budget 
deficit of more than $25 billion in the last fiscal year to 
approximate balance this year, a shift aided substantially 
by the tax surcharge and expenditure restraints, it is diffi
cult to imagine what would have developed. For that rea
son, I would like to commend all those bankers who 
worked tirelessly for this fiscal policy measure, and who 
— as much as any group— succeeded in persuading a 
Congress facing election to increase the tax burden. 
Bankers, in that effort, were carrying on in their best tra
dition of civic responsibility.

Monetary policy also had to grapple with the inflation

*An address before the forty-first annual midwinter meeting of 
the New York State Bankers Association, New York City, Janu
ary 20, 1969.

ary surge of 1968. During the first half of the year, the 
rate of growth of bank credit was brought down from the 
high level of the preceding six months. The demands of 
the Treasury and other borrowers pushed interest rates 
up, while the Federal Reserve maintained restraint as the 
tax bill worked its way through the Congress. After the 
midyear enactment of fiscal restraint, and the quick re
sponse of financial markets to the promise of a lower 
level of credit demands, the System shifted to accom
modate the market’s move to lower interest rates. With 
the benefit of hindsight, we can now regret that too-hasty 
reaction, for it is clear that the growth of money and 
credit was excessive in an economy marked by undimin
ished momentum and powerful inflationary forces. To
ward the end of the year, there was an appropriate tight
ening of policy.

I have merely touched on some of the difficult prob
lems of the past year; it is already clear that there will be 
more of them to face before 1969 is ended. What I pre
fer to speak about today, however, is the structure of 
the Federal Reserve System and its position in our Gov
ernment, and how these features lend themselves to an 
effective way of developing answers to these difficult 
problems. I certainly do not intend to argue that the 
present structure of the System or its formulation of 
policy is perfect. But I do wish to examine critically some 
suggestions for radical change, and to call your attention 
to some elements of strength in our present arrangements.

All of you, I am sure, know in your own organizations 
occasions when equally intelligent and concerned men 
facing the same facts come to different policy conclusions. 
This happens, of course, as votes are counted at meetings 
of the Federal Open Market Committee and the Federal 
Reserve Board, whether the policy problem be one of 
open market operations, discount rates, or bank mergers. 
No one has a monopoly of wisdom, and the more able
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minds that can be effectively brought to bear on these 
difficult questions, the better. A special strength of the 
System is its regional structure that brings it close to the 
day-to-day life of the whole country. In the Federal Re
serve System we especially recognize the great value of 
the views of the Reserve Bank directors, developed as 
they are all around the country and in experience with 
business conditions and financial markets. In a somewhat 
narrower context, we in the Reserve Banks are aware 
how much we owe our directors in their decisions and 
advice on developing and managing an efficient organi
zation and on introducing new methods and techniques.

The idea is sometimes advanced that it would be desir
able to concentrate monetary authority in Washington 
still further. I would like to point out, however, that such 
a move would not only reduce the part played by the 
Reserve Banks in the policy formation process, but might 
also risk the loss of the valuable participation by the Re
serve Bank directors. The member banks have a fine 
record of electing as directors outstanding businessmen 
and bankers who contribute both sound judgment and in
timate knowledge of the current state of the economy to 
the formulation of monetary policy. The Federal Reserve 
Act, of course, requires these elected directors— together 
with other leaders of the community appointed as direc
tors by the Board of Governors—to establish, or reestab
lish, the discount rate every two weeks. Their action, as 
you know, is subject to the approval of the Board of 
Governors, but it seems to me clear that there is an ad
vantage in having discount rate action reflect these com
bined judgments. Although I probably do not have to tell 
you so, I must note at this point that the directors de
liberate and vote in the broad public interest, whatever 
their positions in private life.

At every meeting the directors express views on busi
ness and credit conditions that are useful to each Reserve 
Bank president at meetings of the Federal Open Market 
Committee. I cannot exaggerate the value of the collective 
judgment of the Reserve Bank directors, expressed as they 
carry out the responsibilities imposed on them by the 
Congress. And it seems to me most unlikely that we 
could continue to attract men of the same high quality 
if they were to be deprived of a meaningful role in for
mulating monetary policy.

Another suggestion advanced in recent years is that 
discretionary judgment with respect to monetary policy 
is undesirable. Instead, it is argued, there ought to be 
a fixed rule that would guide the monetary authorities. 
Under this approach the stock of money would be in
creased by a uniform percentage each quarter or month. 
I certainly believe that monetary policy can and should

be improved and that its record during the past year has 
been something less than perfect. But I am not persuaded 
that we should aim at a fixed percentage growth in the 
money supply month in and month out regardless of 
what else is going on in the economy: whether Federal 
spending is rising rapidly or slowly, whether business 
capital spending is lively or sluggish, whether labor is in 
short supply or abundantly available, and whether price 
increases are negligible or staggeringly large. Moreover, 
in some circumstances steady growth in the money stock 
would, in my judgment, entail wild gyrations in interest 
rates and financial values that could threaten economic 
stability. I cannot refrain from noting also that advocates 
of a fixed rule with respect to money have reached no 
agreement either as to the definition of money or as to the 
appropriate growth rate of money, however defined.

Turning now to the coordination of System policies 
with other Government measures, we in the Federal Re
serve like to emphasize that the System is not independent 
of the Government, but independent within the Govern
ment. Naturally, the System is responsible to, and must be 
responsive to, the Congress, from which all its powers 
derive. But there is, and there should continue to be, close 
and frequent consultation with the Administration, espe
cially such bodies as the Treasury Department and the 
Council of Economic Advisers. The public interest re
quires the frankest exchange of information and views. In 
the final analysis, the Federal Reserve must be able to 
determine monetary policy free from the day-to-day pres
sure of partisan politics, and the structure of the System 
helps to attain this end.

I should like to turn now to the area of the System’s 
relations with its member banks. The fact is, of course, 
that any monetary policy to be effective must work on and 
through banks. The Federal Reserve can do a great deal 
just by its control of the cash reserves of the banking 
system. But it can do a great deal more, and do it more 
effectively, if banks understand and support its policy. It 
is not easy, on the face of it, for bankers to approve a 
policy that restrains their ability to extend credit when 
interest rates are high. Nonetheless, bankers generally do 
support such a policy if they are persuaded that it is in 
the country’s best long-run interest, because they then see 
that it is in their interest as well. Indeed, I was impressed 
last year with the large number of bankers who criticized 
the Federal Reserve because it was not still tougher on 
credit expansion.

It is not easy, to take another example, to support a 
voluntary program that requests an actual reduction in 
profitable loans to creditworthy foreign borrowers, risking 
a loss not only of today’s earnings but a handicap in de
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veloping future attractive business. Yet bankers have sup
ported this policy, and I hope will continue to do so as 
long as the need is so urgent, for a strong dollar is in their 
best long-run interest, as it is in every American’s. I 
believe that one reason for wide support among bankers 
for policies such as these is the structural relationship 
between member banks and the Federal Reserve, and the 
channel of communication which that relationship pro
vides.

I am aware that from time to time some matters come 
to the fore on which there may be honest differences of 
opinion. Bankers rightfully feel free to criticize Federal 
Reserve actions, in both the regulatory and monetary 
policy fields. Generally, the criticism is constructive, re
flecting an active banker participation in the discussion 
of what is good for the economy and the nation. Not infre
quently the criticism is deserved as well and has helped 
to bring about improvements. For example, there has 
been a growing feeling that inequitable treatment has de
veloped as between national banks and state-chartered 
members; one such inequality related to the establishment 
of operating subsidiaries. Recently the Federal Reserve 
Board withdrew its objection to the establishment of bank 
subsidiaries to conduct activities that may be handled 
more effectively in this way than as a department of the 
bank itself. This, of course, applies only where state law 
permits the use of such subsidiaries, as it does in New 
York State. Progress in eliminating such inequalities and 
in coping with other problems may not have been as swift 
or on as broad a front as some of us may wish, but prog
ress is being made and, I hope, will continue to be made. 
The best way to foster such progress is for you, as bankers, 
to maintain your interest and participation in System 
affairs and to let us have your suggestions for improve
ment.

The Federal Reserve, as I have indicated, is aware of 
these problems and is seeking ways to eliminate many of 
the causes of dissatisfaction. We have, as you know, com
pleted a comprehenive study of the discount mechanism 
on which your views were solicited. A primary purpose 
of the proposed changes in discount administration is to 
make the privilege of membership more useful to banks. 
The System has recently organized a vigorous effort to 
focus upon some of the supervisory matters which may 
give rise to dissatisfaction by bankers. Perhaps I should 
mention, too, that we are at the moment studying closely 
the implications of the blossoming of one-bank holding 
companies. With these efforts as evidence, I can assure 
you that the System is concerned about these supervisory 
matters and is moving steadily toward improvement.

I have devoted some time to questions about the struc

ture and the policy-making methods of the Federal Re
serve System because I think these matters are of sub
stantial and lasting importance. But they take on added 
significance at this time when our economy and our bank
ing system are being subjected to serious inflationary pres
sures that distort their effective working. Credit demands 
are high because of inflation, but the System is trying to 
limit the growth of bank credit for the same reason. Banks 
are being pinched by the Regulation Q ceiling, which 
causes funds they might otherwise attract to be diverted 
to marketable instruments yielding more than CD’s can. 
Yet, the stubborn fact is that inflation must be resisted 
and that monetary policy must be in the front line. One 
can also admit, in this connection, that even the tem
porary period of “accommodation” during last summer 
has made our present problems more difficult.

As we look ahead, I still believe we can count on last 
year’s fiscal measures, now supplemented by the increase 
in the social security tax, to cool down our overheated 
economy somewhat. We can also look forward to a reduc
tion of Treasury debt between mid-March and June of 
some $8 billion, in marked contrast to the experience of 
last spring. Nevertheless, there will surely be a long and 
arduous way to go before we return to a satisfactory de
gree of price stability. Yet such a return is essential, not 
only for the health of our economy at home but for the 
preservation of confidence in the dollar abroad. It is im
possible to repeat too often the warning that continued 
inflation distorts business judgments on policies involving 
investment in plant and equipment or in inventories, on 
wage and price policies, and that decisions that turn out 
to be unsound and unsustainable will make the neces
sary correction so much the more painful. I am deeply 
disturbed, therefore, by the prevalence of inflationary psy
chology as evidenced by excessive speculation in com
modity, security, and real estate markets.

While it is illusory to suppose that we can somehow 
squeeze all the inflation out of the economy in a few 
short months, or that the necessary adjustments will be 
painless for everybody, it is nonetheless true that a con
tinued and successful effort is essential. The alternative, 
demonstrated again and again in other countries that have 
had to adopt harsh measures of austerity, is surely less 
attractive; the problem does not get easier to grapple with 
if it is pushed away into the future.

It may also be worth reminding ourselves what it is we 
are trying to achieve. At home, we ought to aim at a 
gradual reduction in the rate of piice inflation, and to do 
so with a minimum rise in oveiall unemployment. To 
reduce the rate of price inflation to 2 percent a year might 
be a practicable interim goal. To those who fear that this
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might mean an excessive rise in unemployment, I would 
point out that at present we face a situation of extreme 
labor scarcity in most parts of the country, combined 
with a serious unemployment problem in certain fields, 
and especially with respect to the nonwhite population. I 
would hope that we could make continued progress in 
cutting unemployment in these special areas, while at the 
same time moderating the more general situation of ex
treme labor shortage. What we should seek now is a bet
ter balance between production and aggregate demand; 
monetary and fiscal policies can help greatly to achieve 
that balance. If we do so, we will be mounting a success
ful attack on the discouraging outlook that now confronts 
those savers who provide the capital for economic growth 
by putting their funds in thrift accounts or bonds. We 
will also be restoring our international trade surplus,

largely by reducing the recent unsustainable surge in im
ports; that improvement, in turn, will strengthen the in
ternational monetary structure in which the dollar is the 
keystone.

This formidable task cannot be accomplished by Gov
ernment fiscal policy and Federal Reserve monetary mea
sures alone. It needs the cooperation of management and 
labor, and indeed of all elements in the economy. I have 
tried to suggest that in banking we have developed a 
framework in which such cooperation has worked effec
tively. You, as bankers, advising your corporate and 
individual customers, can do much to extend that co
operation by fostering understanding during the difficult 
months ahead as we try to slow down the economy’s un
sustainable pace to a growth rate that will produce greater 
real gains for all of us over the long run.

The Business Situation

Concrete signs of a needed moderation in the rate of 
economic expansion have remained meager thus far in 
1969. Recently received information indicates that de
mand continued to be excessive and inflationary as the 
old year ended, although pressures in the consumer sector 
tended to ease somewhat. The gross national product 
advanced vigorously in the October-December quarter, 
the labor market tightened further, and prices continued 
to soar. The relatively small increase in personal con
sumption expenditures was apparently responsible to 
some degree for a substantial accumulation of inventories 
at the retail trade level. The 10 percent tax surcharge was 
very likely an influence on consumer behavior, but the 
fundamental trend of consumer demand was obscured by 
the dampening effects of the widespread outbreak of flu. 
The magnitude of the fourth-quarter advances in indus
trial production, business fixed investment, residential 
construction, employment, and prices left little doubt re
garding the exuberance of the economy as 1968 drew 
to a close. It is clear that the task of restoring a satis
factory degree of price stability will be long and dif
ficult.

GROSS NATIONAL PRODUCT 
IN THE FOURTH QUARTER

The nation’s total output of goods and services (GNP) 
increased by $16.8 billion in the final quarter of 1968 
(see Chart I) to a seasonally adjusted annual rate of 
$887.8 billion, according to preliminary estimates by the 
Department of Commerce. This represented only a very 
modest slowing from the previous quarter’s $18.1 billion 
advance. Of the total fourth-quarter expansion in demand, 
a bit more than half reflected simply higher prices. The 
implicit GNP price deflator— a broad, summary measure 
of price developments in all the components of national 
output—increased at an annual rate of just under 4 
percent, exceeding the third-quarter pace of V/2  percent 
and equaling that recorded during the first half of 1968. 
The proportion of GNP growth consisting of real expan
sion—that is, the rise in output excluding the effect of 
price changes—diminished quarter by quarter through 
the year, giving clear evidence of the disturbing grip of 
inflationary forces. In the final quarter, real GNP 
increased at an annual rate of 3.8 percent.
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