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The Board of Governors of the Federal Reserve System

appreciates the opportunity to comment on H. R. 212. This bill

has far-reaching implications for the workings of our economy.

It raises momentous issues with respect to monetary and credit

policies, the role of the Federal Reserve System, and whether

its traditional insulation from political pressures should continue.

I therefore hope that this Committee will take whatever time is

needed to arrive at a full and just understanding of the proposed

legislation.

Money Supply

Section 2 of the proposed bill requests the Federal Reserve

Board and the Federal Open Market Committee to "direct their

efforts in the first half of 1975 toward maintaining an increase

in the money supply (demand deposits and currency outside banks)

of no less than 6 per cent at an annual rate, over each three month

period . * . . !l This section further requires the Board and Open

Market Committee to report to the House and Senate Banking

Committees whenever the money supply deviates from the specified

target for either technical or substantive reasons,

I want to make it clear at the outset that the Board fully

supports the general objective of maintaining adequate growth of
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the monetary aggregates. Indeed, the Board and the Open

Market Committee have adopted policies in recent months to

encourage greater expansion in the whole family of monetary

and credit aggregates. The Board is also well aware of its

responsibility to the Congress, and we would welcome the

opportunity of clarifying our actions and policies.

In our judgment, however, this purpose can be best

served through Congressional hearings or other communications

with the Congress, As the members of the Committee know, the

Congress has not found it easy to legislate fiscal policy. If the

Congress now sought to legislate monetary policy as well, it

would enter a vastly more intricate, highly sensitive, and rapidly

changing field - - with consequences that could prove very damaging

to our nation's economy.

In the past few years, the Federal Reserve System has

paid raore attention to the growth of monetary aggregates than

it did in earlier times. We appreciate the fact that an expanding

economy requires an expanding supply of money, that any pro-

tracted shrinkage of the money supply may well lead to shrinkage

of economic activity, and that attempts to encourage growth in
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money and credit will lead to a decline of short-term interest

rates when economic activity is weak. But, while the Federal

Reserve recognizes all this, we are also mindful of the lesson

of history that rapid growth of the money supply will lay the

base for a new wave of inflation, and that interest rates on long-

term loans will tend to rise when a higher rate of inflation is

expected by the business and financial community.

As these comments indicate, the Board and the Open

Market Committee pay close attention to monetary aggregates.

We do not, however, confine ourselves to the particular monetary

aggregate on which H. R. Z1Z focuses - - namely, demand deposits

plus currency outside of banks. The reason is that this concept

of the money supply, however significant it may have been ten

or twenty years ago, no longer captures adequately the forms

in which liquid balances - -o r even just transaction balances - -

are currently held. Financial technology in our country has

been changing rapidly. Corporate treasurers have learned

how to get along with a minimum of demand deposits, and

to achieve the liquidity they need by acquiring interest-

earning assets. For the public at large, savings deposits

at commercial banks, shares in savings and loan associ-

ations, certificates of deposit, Treasury bills, and
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other liquid instruments have become very close substitutes

for demand deposits. Nowadays, a corporate treasurer is

likely to see to it that the size of his demand deposit is no

larger than the working balance required by his bank. He

knows that a telephone call to his bank will suffice to convert

promptly any negotiable certificate of deposit in his possession

into a demand deposit, and he is therefore apt to keep the bulk

of his transactions and precautionary balances in the form of

interest-earning assets - - that is, certificates of deposit or

other highly liquid paper.

Let me try to make what I!ve just said a little more

concrete* During the final quarter of 1974, the narrowly-

defined money supply on which H.R. 212 focuses grew at an

annual rate of 4. 3 per cent* Meanwhile, time and savings

deposits of commercial banks, exclusive of large certificates

of deposit, grew at a rate of 9 per cent; the deposits of non-

bank thrift institutions grew at a rate of 7 per cent; credit union

shares grew at a rate of 9 per cent; large negotiable certificates

of deposit issued by commercial banks grew at a rate of 26 per

cent, and so on. We at the Federal Reserve are concerned with


