A meeting of the Federal Open Market Committee was held in

the offices of the Board of Governors of the Federal Reserve System

in Washingtcn on Tuesday, January 17, 1965, at 9:30 a.m.

PRESENT:

Mr. Martin, Chairman
Mr. Hayes, Vice Chairmaa
Mr. Balderston

My, Daane

Mr. Hickman

Mr. Mitchell

Mr. Robertson

Mr. Shepardson

Mr, Shuford

Mr, Swan

Mr, Wayne

Messrs. Ellis, Brvan, S:anlon, and Deming,
Alternate Members of the Federal Open
Market Commitiee

Messrs. Bopp, Clay, and [rons, Presidents of the
Federal Reserve Banks of Philadelphia, Kansas
City, and Dal’as, r:spectively

Mr. Young, Secretar;

Mr. Sherman, Assistant Secretary

Mr. Kenyon, Assistant Secretary

Mr, Broida, Acsistanc Secretary

Mr. Hackley, (enera' Counsel

Mr, Noyes, Eccnomis.

Messrs, Brill, Holland, Jones, Koch, Mann, and
Ratchford, Asso:iate Economists

Mr, Stone, Manager, System Open Market Account

Mr. Coombs, Special Manager, System Open
Market Account

Mr. Molony, Assistant to the Board of Governors

Mr. Cardon, Legislative Counsel, Board of
Governors

Messrs. Partee and Villiams, Advisers, Division
of Research and Statistics, Board of Governors

Mr. Hersey, Adviser, Division of International
Finance, Board of Govcrnors

Mr., Axilrod, Chief, Government Finance Section,
Division of Research and Statistics, Board
of Governors
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Miss Eaton, Ceneral Assistant, Office of the
Secretary, Board of Governors

Messrs, Willis, Holmes, Eastburn, Taylor,
Baughman, Tow, and Green, Vice Presidents
of the Federal Reserve Banks of Boston,
New York, Philadelphia, Atlanta, Chicago,
Kansas City, and Dallas, respectively,

Mr. Lynn, Director of Research, Federal
Reserve Bank of San Francisco

Messrs. Fousek and Sternlight, Assistant Vice
Presiderts of the Federal Reserve Bank of
New York

Mr., Kareken, Consuvltant, Federal Reserve Bank
of Minneapolis

Upon motion duly made and seconded,
and by unanimous vote, the minutes of the
meetings of the Federal Open Market Com-
mittee held on December 1 and 15, 1964,
were approved.

Before this meeting there had bcen distributed to the members
of the Committee a report from the Speciil Manager of the System Open
Market Acccunt on foreign exchange market operations and on Open
Market: Acccunt and Treasury operat:ons i1 foreign currencies for the
period December 15, 1964, through JSfanuarv 6, 1965, and a supplemental
report for January 7 through 11, 1965, Copies of these reports have
been placed in the files of the Committee,

Supplementing the written reports, Mr, Coombs stated that
the gold stonck would be reduced by $200 nillion this week as a
result of the French decision to step up their gold purchases. On

the basis of other scheduled orders, the Stabilization Fund was

expected to end the month with a balance of approximately $35 million
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This would be inadequate to take care of other prospective orders
coming thrcugh in February and another sizable reduction in the gold
stock would have to be made, probably du-ing the first half of
February.

At the December 1 meeting, Mr. Coombs said, he had indicated
to the Committee that the outlook was for a net reduction in the
gold stock of at least $750 million in 1Y65. This was a conservative
estimate; subsequent developments cuggesred that the prospective
decline might well be on the order of $1 to $1-1/4 billion, even
without taking account of the reduction that would be occasioned
by the increase in the International Monrtary Fund quotas,

The:re had been a heavy burgt of speculation on the London
gold market last week, owing to two major factors: first, the exag-
gerated discussion in the French press of the gold policy of the
Frencn Government and, second, widespread misunderstanding and mis-
interpretation of Mr. Roosa's reference in his final press conference
to a prospective alteration of the 25 per cent gold reserve require-
ment. Buying pressure built up steadily last week, reaching a
crescendo on Friday (January 8).

In accordance with a gencral understanding reached in 1961
among members of the Gold Pool, Mr, Coombs said, the Bank of England
allowed the price to rise as a tactical neasurr up to a level at the

fixing of $35.15 on Friday. After the fixing there were scattered
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transactions in a thin market at prices ranging between $35.16 ard
$35.19. Total turnover on Friday reached $31 million and the cost
of interveniion amounted to $28 million. The statement put out by
the U.S. Treasury on Friday, reasserting the U,S. determination to
maintain the $35 gold price and to convert official holdings of
dollars at that price on demand, helped to restore confidence over
the weekend., Yesterday, the Bank of England brought the price
down to $35.14 by forceful tactics, and roday the price dropped
another cent to $35.13. This tactical maneuver of letting the
price move up and then hitting the speculators had paid off, and
it would be used again if needed. The heavy intervention made
last veek not only exhausted the Gold Pocl reserve, which
initiclly was $40 million, but put the Pcol into deficit to the
extent of $28 million. Accordingly, the Gold Pool selling
arrangement was reactivated over the weckend at Basle, retroactive
to lact Friday., As the Committee would recall, the U.S. share of
the cost of intervention was 50 per cent.

Since the last meeting of the Committee, Mr. Coombs con-
tinued, there had been a good deal of downward pressure on sterling
and upward pressure on continental currencies in foreign exchange
markets. By now the British had drawn a total of $745 million on
the credits made available to them under the $3 billion credit

package. Of this $745 million, $200 million had been used to
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repay prior debts and another $200 million already had been
committed during the hectic days just before Thanksgiving. Thus,
the British had used in the market a total cf $345 million, net,

. . 1
of the package since its announcement.-—

Yestercday and today, Mr. Coombs said, the sterling market
atmosphere was somewhat better, and th2 sterling rate was driven
up above $2.79 through sizable intervention yesterday. Renewed
pressure on th2 pound might well appear over the coming weekend.
One question in the offing was what Britain's trade figures for
December, scheduled for publication on Januzry 18, would show.
If they indicated a significant decline in imports the market
should behave riuch better. But if they showzd deterioration the
situation might become difficult again.

Mr. Cocmbs reported that at the weekend meeting in Basle
Governor Carli of the Bank of Italy had discussed with him the
problems arising from Italy's growing intake of dollars during
recent months. The Governor thought it might be desirable to

follow the procedure that had been used in 1962, vhen the U.S.

1/ Two senteaces have been deleted at this point for one of the
reasons cited in the preface. The deleted matcrial related to certain
other operations by the Bank of England.
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Treasury had taken over many of the Bank of Italy's forward lira
contracts. Mr. Coombs indicated that he agreed, and plaunned to s»
recommend tc the U.S. Treasury. In addition, Governor Carli thought
it might be desirable for the System to draw on its swap arrangement
with the Bank of Italy, and Mr. Coombs coasidered this suggestion
also a usefvl one.

The atmosphere at the Basle meeting, Mr. Coombs continued,
was charactirized by as much apprechensicn and uncertainty on the
part of the central bank governors as he had observed at any such
meeting in the last four years. What the Europeans feared most was
periodic evidence of simultaneous wcakness of sterling and the
dollar and the possibility of a joiat spcculative attack on the
two key currencies. It was important to vwemember that the resources
of the Gold Pool were limited to $270 million, and it would not take
many diys like last Friday to run through this amount in short order.

The central bank governors presenr at the meeting were
unanimous ir recommending early removal o the Federal Reserve's
25 per cent gold cover, Mr. Coombs said. They felt that uncertainty
on this issue had been a major factor behind the recent speculative
pressures, and they thought it would be preferable to remove the
U.S. gold reserve requirement in one stroke rather than in two
steps. Moreover, they thought that in explaining removal of the
requirement major emphasis should be placed, if possible, on the

importance of freeing the gold stock for international purposes
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rather than on the need to allow for prospeciive increases in the
U.S. money supply.

Mr. Coombs remarked that the central bank governors expressed
strong feelings on the urgency of this countcy's acting to curtail the
volume of bank lending to foreigners, particularly term lending, and
if possible also acting to curtail somewhat the outflow of direct
investments. This was the position not only of France but of nearly
all of the Common Market countries. Unless Lhe United States acted,
there was a clear risk of joint countermeasures by the Common Market
countries.

Finally, Mr. Coombs said, many of the central bank officials
were disturbeu by the decision of France to step up gold purchases
from the U.S. They felt that the manner in which this matter had
been handled h:d seriously undermined their own positions with their
respective governments.

Mr. Eliis noted that Mr. Coombc had r1eferred to the possi-
bility of a "jcint speculative attack" on the pound and the dollar
and asked what he had meant to imply by that phrase. Mr. Coombs
replied that the attack on sterling had been interpreted in many
quarters as also undermining the position of the dollar. It was
widely accepted in the foreign exchange markets that if specula-
tion against sterling led to devaluation of that currency--and to
competitive devaluations of other foreign currencies-~the position

of the dollar might become untenable and there would be a major
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risk of its devaluation also. There alto was a risk that certain
central banks would decide to increase their gold ratios, as France
had done. Spain had indicated that it would be buying gold, and
Austria was likely to do so also; and other countries might react
similarly, as they had in 1960. Along with purchases from the U.S.
by foreign central banks, there easily could be a convergence cver
a short period of speculative demands ca the London gold market,
and thus cn the Gold Pool, 50 per cent 5f which would be met ont

of U.S. stocks. As he had indicated in his statement, the present
outlook was for a substantial reduction in the U.S. gold stock in
1965. It was quite possible that declires would have to be reported
every montn, and this would intensify the prevailing uncertainties.
In his judzment, the dollar now was in ¢ situation of acute danzer;
the progressive erosion of its position over the past five years
had made the dollar vulnerable.

Mr Hayes asked if Mr. Coombs wculd express his own vicws
on the matlers discussed at Basle of the U.S. gold cover and of
possible means of curtailing U.S. bank lending abroad. Mr. Coombs
replied that he could not speak to the domestic aspects of the gold
reserve requirement, but from the point of view of the foreign
exchange markets he thought a complete removal of the requirement
would do much to restore confidence. The more thorough-going the
action the more clearly it would be understood abroad and the

greater its effect would be.
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With cespect to curtailing foreign lending by U.S. banks,
Mr, Coombs coatinued, he personally thought that some reduction of
domestic credit availability would be useful. But to add a cutting
edge, he would favor combining this with moral suasion designed to
reduce foreig: lending on a selective basis., In his judgment there
were a number of arguments against extending the interest equaliza-
tion tax to tarm loans of banks for this purpose. First, in many
cases the one per cent tax would not be much of a deterrent; pro-
vision had already been made in many loan contracts to allow for
the tax if it should be extended to btank loans. Secondly, the
tax was a bluat and inflexible instrument that did not deal with
the geographi:zal nature of the problem. As he saw it, the main
problem at prasent concerned U.,S, bank lending to the Common
Market countries and to Austria and Spain. These countries were
accumulating large amounts of dollars and were increasingly
inclined to use them as a bargaining instriment in dealing with
the United States. But the tax would apply equally to countries
such as Britain and Japan where it would be undesirable now to
curtail U,S. oank lending.

In response to Mr. Mitchell's request for an amplification
of the suggestion that moral suasion be used, Mr. Coombs noted that
Second District banks presently reported 2all of their foreign term

loan commitments to the New York Reserve Bank. What he had in mind
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was urging commercial banks in the national interest not to make
any loans of relatively large size--perhaps $5 million or more--to
designated countries. The list of such countries might be modified
from time to time as circumstances changed. The banks involved in
lending abroad were aware, of course, that their foreign loans
added to the nation's balance of pesynents 1leficit. However, they
were faced with a competitive problen; unl:ss they knew that their
competitors were also being asked to curtail foreign lending they
were likely Lo feel that a refusal to make a particular foreign
loan would mean foregoing a profitable opportunity with no gain to
the national interest, because some vother ovank would make the loan
in question. On several occasions in the past the commercial banks
had demonstrated their willingness to follow such suggestions. For
example, all banks had complied with requests not to participate

in the financing of certain Canadian wheat sales--to Russia on one
occasion, and to Japan on another.

Mr. Hickman observed that these earlier examples of the use
of moral suasion were one-shot affairs, and Mr. Coombs was now
proposing a continuing program of policing foreign lending by
banks. He asked whether such a program, to be successful, would

not require some quid pro quo in the form of a willingness on the

part of the Federal Reserve to reduce domestic credit availability.

To his mind, it was the present level of credit availability that
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was the basic cause of the problem, although he was not necessarily
suggesting a reduction in credit availability at this time.

Mr. Goombs replied that he would not describe reduced credit avail-

ability as a ''quid pro quo', but he did agice that the administrative

problems of the program would be lessened if banks had a smaller
volume of funds to lend.

Mr. Hickman then noted that it might be difficult to imple-
ment the program if the specific objectives were being continually
modified as the matrix of capital flcws changed., Under such circum-
stances it misht be hard for an individual banker to understand from
week to week which loans were acceptable and which not unless thers
was som: guiding group along the lines of ¢ capital issues committce,
There also mipht be some problem in coordinating the vrogram among
the several Federal Reserve Banks.

Mr. Coombs replied that he would nct expect such problems
to be serious. The program would not involve a great many details:
rather, it would amount to suggesting to crmmercial banks in
February, say, that they hold back on loans to certain countries,
and then perhaps indicating in September that they no longer need
hold back on loans to one or more of these countries., Within the
System, the Reserve Banks readily could keep in touch with one

another on the objectives being sought,
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Mr. Mitchell observed that he thought it was difficult to
justify using moral suasion of the sort discussed in a democracy,

particularly if some quid pro quo was to be offered. He noted that

a relatively tmall number of banks were important foreign lenders.
Mr. Hayes responded that he did not think that any question of a

guid prc quo was involved. What was proposed was to draw on the

great patriotic instincts of bankers-~-instincts which as yet had
not been tappcd. In his judgment it clearly would be unreasonable
to expect an individual banker to curtail his foreign lending if
he did pnot know that his competitors also were doing so.

In reply to Mr. Hickman's question on the possible useful-
ness of controls on direct foreign investments, Mr. Coombs observed
that these would be more difficult to administer than controls ovex
bank lending tivcause of the larger number of businesses involved.
In any case, however, such controls would presumably lie in the
province of tle Department of Commerce and not the System.

Mr. M:tchell asked whether it was correct that some
European govesnments were not prepared to take steps to curtail

1/
U.S. investmernt in their countries.

1/ Threc sentences have been deleted at this point for one of the
reasons cited in the preface. The deleted sentences, reporting the
first part of Mr. Coombs' reply, related to the interests of certain
countries, including the United States, in the matter under discussion.
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The situation with respect to particular countries
changed from month to month. When the Itatians had been in diffi-
culty last year, for example, a heavy flow of U.S. investment there
had helped to ease the situation. Now the Italians were accumulating
excess dollars. It was because circumstances were so changeable that
he favcred ¢ flexible approach to the probiem.

In the course of the preceding discussion Messrs. Daane and
Young temporarily left the room.,

Thereupon, upon motion duly made
and seconded, and by unaninous vote, the
System open market transactions in foreign
currencies during the periuvd December 15,
1964, through January 11, 1965, were
approved, ratified, and corfirmed.

Mr. Coombs then noted that two System swap arrangements
would rzach the end of their terms on Febrvary 8: the $100 million,
three-month facility with the Bank of France, and the $250 million,
six-month facility with the German Federal Bank. He recommended
renewal of the French swap line for another three months and of the
German line {for either six or twelve months, depending on the out-
come of discussions to be conducted with the German Federal Bank,

Renewal of the swap arrangement

with the Bank of France for a further
period of three months, and of the swap



1/12/55 -14-
arrangements with the Germnan Federal
Bank for either six or tw2lve months,
as recommended by Mz. Coonbs, was
approved.

Mr. Coombs reported that two System drawings of Dutch
guilders from the Netherlands Bank, which already had been renewed
once, woul¢ mature next month; one on February 4 for $20 million
equivalent, and another on February 10 for $10 million equivalert.
At th> prescent moment he saw no possibility of repayment, and con-
sequently te recommended their renewal for another three months.

Renewal of the two d:awings of
Dutch guilders from the Netherlands
Bank, as recommendec by M. Coombs,
was noted without objection.

Mr. Coombs then noted that of the $200 million authorization
by the Committee to engage in forwezrd transactions, a total of
$154 nillio1 was employed at present and another $15 million had
been committed, for a total commitwent oif $169 million. These
forward operations had been extremely useful in reassuring the
markets and in preventing an undue concentration of gold losses.
Noting that he might have occasion to engage in additional forwa=d
operations of authorized types in the near future, Mr. Coombs re-
quested the Committee to increase the dollar limit on forward
transactions specified in the continuing authority directive for

System foreign currency operations by $75 million, to a total of

8275 million.
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Upon motion made and seconded,
and by unanimous vote, the second
paragraph of the continuing authority
directive for System foreigr currency
operations was amendea, effective
immediately, to read as follows:

The Federal Reserve Bank of New York is also authorized
ané directed to operate in any cr all of the foregoing cur-
rencies tn accordance with the (uidelines and up to a
combined total of $275 million e¢quivaient, by means of:

(2) purchases through forward transactions, for the
purpose of allowing greater flexibility in covering
commitments under reciprocel currency agreements;

(b) purchases and sales through forward as well as
spot transactions, for the purpose of utilizing
its holdings of omne currency for the settlement
of commitments denominited in other currencies;

(c) purchases through spot transactions and concurrent
sales through forward transactions, for the
purpose of restraining short-term outflows of
funds induced by arbitrage considerations; and

(d) sales through forward transactions, for the
purpose of influencing interest arbitrage flows
of funds and of minimiing speculative disturb-
ances,

Before this meeting there had been listributed to the members
of the Committee a report from the Manager of the System Open Market
Account covering open market operatiomns in J.8. Government securi-
ties and bankers' acceptances for the period December 15, 1964,
through January 6, 1965, and a supplemental report for January 7

through 11, 1965, Copies of these reports have been placed in the

files of the Committee,
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In supplementation of the writter. reports, Mr. Stone
commented as follows:

lLooking back in the record, I note that at the first
meeting of the Committee in January of last year I com-
mented that December of 1963 showed none of the turbulence
that ¢ften characterizes that month, This time, however,
we have been experiencing one of thz more turbulent year-
end periods in recent memory.

“he Committee last met on Decenber 15, the quarterly
tax date. The money market was quite comfortable at that
time, as it had been over the preceding few days (which
included the December 10 dividend date), largely because
banks in New York and in other majo: money centers across
the country had worked themselves into basic reserve posi-
tions in which they would be able to meet without strain
the demands they knew would converge upon them around
mid-month., This situation was soon to change, however.
Deale” credit demands picked up sharply as the month
progressed, and these demands have continued into the
new year as dealers acquired large holdings of rights
in the advance refunding,

A&t the same time, a significant redistribution of
reserves to country banks occurred. Over the past three
weeks excess reserves averaged abous $100 million higher
than in the preceding three weeks.

A counterpart of the heavy and persisting credit
demands and the movement of reserves to country banks
has becn a sharp deterioration of the basic reserve
nositions of major city banks, The large New York banks,
for exauple, moved from a basic surrlus position in the
week or two preceding the tax date to a basic deficiency
position averaging in the neighborhcod of $500 million
over the last two weeks of December; and then to a defi-
ciency in the neighborhood of $1 billion for a few days
last woek. Large basic reserve deficiencies have also been
recorded in a number of other major citices around the
country, The 38 banks that report daily showed, as a
group, a basic reserve deficiency averaging $585 million
in the three full statement weeks since December 15.

Suchh a situation in money market banks has, of course,
meant heavy pressure on the Federal funds market as these
banks sough” actively to acquire funds to cover their
deficiencies. The volume of funds moving through the
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market has, if anything, been a little larger than usual,
but the Jemands have been so enormous that all trading
has been at 4 per cent, except for two or three hours on
one particularly difficult day when a major bank bought
funds at 4-1/8 per cent. Bank lending rates to dealers
moved up as the banks' reserve positions deteriorated.
From a g:neral range of 4- 4-1/4 per cent at the time of
the last meeting, such rates rose to a range of 4-3/8 -
4-1/2 per cent by .the end of the year and have remained
around those levels.

Our efforts to deal with these heavy pressures were
complica:ed by unusually wide and unpcedictable swings in
market factors affecting reserves., Indeed, the average
"miss'" par day during the period was about $240 million,
and on two days the misses were on thz order of $1 billion;
moreover, about three-fourths of the misses were in the
direction of a lesser availability of reserves than the
estimate: had suggested,

Undu:r these circumstances, repurchase agreements
were a particularly useful device for wmoderating the
strong pressures that weighed upon the money market
during tne period., And making those c¢greements at
3-7/8 per cent--until yesterday, when we made some at
4 ver cent-~-helped both to keep the b:.1ll rate within the
range indicated by the Committee and to insure the success
of the Treasury financing., Indecd, I have little doubt that
in the absence of these repurchase agrcements at a 3-7/8 per
cert rate the bill rate would have moved into the 3.90's
during the second half of December, This would not only
have been contrary to the Committee's wishes, but also
would have posed a serious threat to the Treasury's plans
for the advance refunding, TFor @ rise in bill rates into
the 3.90's would have been accompaniec by a decline of
some magnitude in prices of intermediste~ and longer-term
issues, and even a small decline might well have precluded
Treasury financing within the 4-1/4 per cent interest rate
ceiling, As it was, the longest option in the refunding
had to be priced to yield a full 4-1/4 per cent, while the
1974 issue was priced to yield 4.24 per cent. In short,
there was little or no room left,

Turning to the advance refunding itself, the operation
was well received by the market, After a day or two of
some nervousness over developments in gold, the refunding
closed ovut with what appears to have bheen real success in
achieving debt extension, Dealer holdings of the longer
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issue, however, total over $500 million, and the aggregate
exchange into that issue was very larga. The success
achieved by the Treasury may be regarded, from a longer-
run stancpoint, as a dramatic indication of investor con-
fidence in the interest rate outlook. In the short run,
however, the market might well encounter some difficult
problems in the process of distributing its large holdings
to investors, particularly if we should experience again
the kind of unsettlement in intecnational financial condi-
tions that occurred last week.

Mr, EJlis asked Mr. Stone to enlarge on his reasons for first
making repurcluse agreements at a 3-7/8 per cent rate and then
shifting to a 4 per cent rate.

Mr, Stone replied that the 3-7/8 per cent ratc had been
addressed to the special circumstances of unusually heavy seasonal
pressures which coincided with the Treasurv's advance refunding
operation. He had had no intention of retaining that rate any
longer than necessary for the purpose:s of meeting the Committee's
objectives and of avoiding impairment of the refunding. Yecterday
(January 11), some relaxation finally became evident in the seasonal
pressures» that had weighed so0 heavily on the market since the latte:
part of December. As a result, the 3-7/8 per cent rate no longer
appeared justified and repurchase agreements were made at & per cent.

Mr, Hickman asked Mr, Stone to commcent on the usefulness of
the new program of resexrve veports from a sample of country banks,
in light of the size of the recent misses in reserve estimates,

Mr., Scone said that the first results of the new country

bank sample had become available on December 10, 1964, As with
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any new survey, there were bugs that had to be worked out; and it
probably wés more difficult to launch a survey of this kind in
December than at any other time of the ycar, He had not felt suf-
ficient confidence in the early results to rely heavily on them,

so the new survey as yet had not been particularly helpful. How-
ever, he would expect it to become increasingly useful as experience
was gained,

Mr. Holland said he felt much thz same way. Refinements in
methods were being made in this '""shakedown' period, but the results
to date werc encouraging with respect to the probable ultimate
usefulness of the new sample in reducing after-the-fact revisions
in weckly required reserve and vault cash estimates., There was
still the problem of day-to~day mitses in estimates of operating
facters such as float and currency. There elements were the major
cause of the big misses Mr., Stone had mentioned earlier,

Thereupon, upor moticn duly made
and seconded, and by unanimous vote,
the open market transactions in Govern-
ment securities and banke:s' acceptances
during the period December 15, 1964,
through January 11, 1965, were approved,
ratified, and confirmed.

Chairman Martin then called for the staff economic and
financial reports, supplementing the written reports that had been

distributed prior to the meeting, copies of which have been placed

in the files of the Committee,
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Mr. Brill made the following statement on economic conditions

I am afraid my remarks today arce somewhat diffuce, since
there are many facets of the present situation worthy of
exploration., Out of the welter of vords, I hope that three
points will emerge: (a) the economv is still showing surpris-
ing moderation in the face of an inventory bulge of apparently
very large proportions, (b) the prescnt balance of forces
appears likely to persist for the next few months, and (¢) so
long as this balance persists, the present stance of monetery
policy seems to me to be apprecpriat: to domestic needs.

Now as to the evidence. Befor. the onset of work
stoppages last fall, the economy wa:r growing at a rate of
close Lo 5 per cent in veal terms, Industrial production
alone vas increcasing at over a 7 per cent annual rate. Afier
the irterruption resulting from the GM and Ford strikes,
activity resumed with great vigor, a: auto manufacturers
pressel to make up for lost product:on and steel consumers
continved to lay in stocks as a hedue against the possibility
of a spring steel strike. The industrial production index in
December is estimated to have jumped about 1-1/2 points, to
a level some 7-1/2 per cent higher than that a year earlier.
Ymployment rose to record levels and the unemployment rate
edged down slightly,

A significant part of the Decerber production rise was
for stockpiling; two-thirds of the puint and a half increase
in the production index last nonth vas accounted for by the
auto aid steel industries. Rough staff guesses put November-
Decembur inventory accummulation in the vicinity of an
&8 billion annual rate.

Y:t, even with this pace of activity and such concentra-
tion in inventory demand, it is hara to discern substantial
evidence of inflation or infletionary psychology. Some up-
ward price pressures persist, but they continue to be
confined to specific areas and continue to be offset, at
Jeast in part, by decreases elsewhere. For example, pressures
scem to be abating in the nonferrous metals markets as more
supplics become available from privste production and Govern-
ment stocks, and building material prices continue to reflect
the leveling off of activity in the construction industry,

On the other side of the ledger, the steel price situa-
tion remains touchy as the industry nibbles away at
Administration resistance, The steel increases to date~-at
least the published ones~--have had insignificant effect on
the broad indexes, but there is always the possibility that,
emboldenad by the mild rcaction so far, the industry may
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essay moie substantial advances., By and large, however,
there are few signs as yet in commodity markets that

recent price increases are spreading or becoming cumulative
or accelerating.,

Neither do we see signs of inflationary psychology
in security markets, There has been relatively little net
advance in stock prices since early summer, and bond prices
at year-end were generally about the same or a little higher
than a year ago.

Many reasons can be attributed fcr this general market
stability, after another year of substantial economic gain,
a ycar in which a significant reduction was made in the
extent of unutilized resources, I still prefer as an
explanation the rolling readjustment theory. Last year
we had iwportant shifts in demands, thc principal one
being the shift from the Government to the private
sectors, Federal spending held about level, while tax
cuty permitted businesses and coasumers to take priority
in claiming additional resources. Within the private
sector trere was a shift from residential construction to
industriel construction. More recently, there was a shift
in consumer spending from nondurables to durables, and
within dirables from furniture and appliances to autos,

As one type of final demand leveled off, another surged
forwvard, keeping aggregate activity rising at a moderate
but evidently sustainable pace., Industrial capacity
utilization increased, thus maintaining incentives for
continued investment, but not creating enough production
bottlenecks to incur widespread price instability.

Most analysts seem to agree that {or the next few
months expansion will continue s:irong, reflecting a high
rate of inventory accumulation, rising expenditures for
fixed carital, and strong car sa'les, Other demands
takan together are expected to rise only moderately
further, Barring new serious work stoppages on the
docks or the rails, aggregate activity will probably
make up for the strike losses last fall, It looks as
though the economy could continue on this path until it
reaches the next set of hurdles, the first of which comes
in early April when consumers have to face the bite resulting
from underwithholdings on last year's income taxes. The
second hurdle comes on May 1, the deadline for the new steel
contract. Beyond that, increasing weaknesses loom, but this
is not the focus of any remarks this morning.
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Assuming such a somewhat unbalanced expansion can
be sustained over the next two to three months without
developing significant departures f-om price stability,
it appears to me that the present posture of monetary
policy would remain appropriate. Along with a large
flow of savings, this policy las produced a structure
of interest rates admirably siited o domestic require-
ments, Stable-to-declining lung-term rates continue
to encourage investment by businesscs and State and local
governments, while not subjecting already reduced housing
activity to financial pressures. 1. relatively high short
rates are having any domestic effeci, it must be in the
desirable direction of inhibiting some financing of
inventories, although probably this impact is minimal.

The eritical question is what specific policy
objectives would contribute to maincenance of the present
set of rate relationships. What volume of reserve addi-
tions would produce the appropriate banking system
contribution to credit flows? Here we have to look to
all the sources of funds banks can rwuster, Savings
deposits, which spurted in November when consumers
awaited the availability of ncw autos, apparently
declined a bit from this pecak but stayed relatively
high /n December, and ma% coninue to expand rapidly
ag the new higher rates offered by banks exert a tug
on furds which might otherwise flow to nonbank finan-
cial intermediaries.

However, faster gains in savings accounts may be
offset in part by smaller rates of increase in CDs.

The high cost to banks of CD money since the November
rise in short-term rates appears to have discouraged
aggressive issuance by many prime bsnks, and other
jmportant issuers had already curbed their CD activity
starting last spring. Also, corporations seem to be
displaying less interest in the CD warket, perhaps
reflecting a developing squeeze on the availability

of liquid funds,

Thus, while banks may be, on bazlance, the
recipients of a somewhat larger net inflow of tiwme and
savings accounts, some of this rising inflow will have
been bought away from other lenders and will not repre-
seut & net contribution to the over-all supply of
loanable funds. To balance fund supplies against
prospective demands at current costs of credit, and
to mect apparent cash balance preferences at current
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rates of return, would appear to require at least as
large an expansion in private demand deposits over the
next few months as occurred last quarter. It should be
recalled that this fourth-quarter rate of expansion was
well below that for the year as a whole, Possibly a
more rapid pace will be in order for a while, if dis-
tribution of the present Treasury financing operation
requires extensive and extended bank underwriting.

But we s10uld be able to read promptly from financial
market performance if such reserve objectives are wide
of the mark.

Mr, Holland then made the following statement concerning

financisl developments:

I should like to concentrate my remarks on just
one or two issues this morning, taking advantage of
the enhanced flow of information to the Committee in
the form of the green bookl/ and the draft staff
answers to the agenda questions.?2/ Before turning
to the mein thrust of my remarks, however, I should say
that reports from outlying banks have made us revise
dovn our estimate of December ccmmercial bank credit
growth te $1.1 billion from the 31.5 - $2,0 billion
estimate in the green book, This reflected loan ex-~
pansion ebout in line with the 1l per cent rate for
the year as a whole, and some de:line in securities
holdings. Indeed, commercial bank additions to
securitics holdings over the fourth quarter as a whole
averaged only about $200 million a month, well below
the $800 million-a-month spurt in the third quarter,
Such a characterization of bank credit expansion is
somewhat less vigorous than one might have been led
to make on the basis of weekly reportiag member bank
data alonc, and reflects the factl that country bank
credit expansion has lagged behind city bank expansion
in parts of this period, most recently in December,

1/ The report, "Current Economic and Financial Conditions,"

2/

prepared Cor the Committee by the Board's staff,

The staf{'s prermared comments on certain questions considered
by the Committee at this meeting, given at a later point in
these minutes,
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The large Treasury advance rvefunding clearly calls
for an "even keel" policy, as the staff answer to
Question 6 points out, probably until the next meeting
of the Committee., But in the current circumstances, I
think "even keel'" can be construed to extend over a
substantially wider range of events than in some previous
financings, Let me explain what I wmean. I think most
discussions of the definition of "even keel" have boiled
down its essential meaning to, ''mo change in money market
or reserve conditions (or in any other arena of System
action) that would be construed by the market as signalling
a change in monetary policy."

Given the recent large oscillations in free reserves,
the market obviously is now paying less attention to any
chsnge of, say, $50 million than it did earlier this year,
and so we have acquired a correspondiangly greater degree of
freedom here to use if we wish. Similarly, short-term
interest rate fluctuations seem to have been greater since
the discount rate increase, and not always in the same
directior, Thus, the three-month bill! rate moved up rela-
tively high in the cluster of short-term rates under
seasonal and expectational influcnces carlier in December;
and thereafter it has dropped relatively low in the money
market rate structure as these earlier special forces were
reversed, and additional downward pressure developed from
"rights'" sales in the advance refundiny and also from less
aggressive competition from bank sales of CDs. In the
circumstances, I think further bill rate changes of
several Ltasis points either up or down would not upset
the market, so long as the changes evolved from under-
standable changes in supplies and dema.ds for bills and
were not linked to actions in the monecary authorities.

Perhaps the least elbow roor for maneuver in an
even keel context attaches to such day-to-day financing
ratzs as those on dealer loans and Federal funds. These
have moved up to new highs since the turn of the year,
under the twin impetus of the strong snift of reserves
away from money market centers and the need for dealers
to finance their large operations in connection with
the Treasury refunding, Relatively sizable borrowings
by city banks have also been a consequence of these
events., Such developments have been fairly well under-
stood by the market as natural sources of temporary
pressure, and so produced no {lurry of talk of changed
Federal Reserve policy. Nonetheless, if such pressures
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are not velaxed a bit over time, parti-ularly as dealers
marage to work down their need for banc financing and if,
as is expected, reserves do drif: back to the money centers
from out in the country, then market participants are likely
to becomz increasingly of the view that it is monetary
policy and not natural forces that are behind the persisting
tightness, and this revision in attitules and expectations
could give rise to liquidating pressures in the short-term,
and especially in the long-term, markets. I think, the-e-
fore, that the most practical operational constraints for
even keel in this period might be to allow day-to-day
financing conditions to slip baclk a shade toward pre-
relundipg levels, The degree of such decline could be
either slight or more appreciable within an even keel
context. and perhaps a middle~of -the-road view would be
to allow day-to-day financing rares to go no higher than
at present, and gradually to allow Federal funds rates to
slip occasionally below 4 per cent and dealer lending rates
to slide back toward 4-1/8 - 4-1/4 per cent and sometimes
lower as January proceeds, This may scem to be focusing
attention very narrowly, but I sve no assured alternative
to such a procedure, given the sjize of undigested new
bond holdings that have been inj:cted into the market by
the unexpectedly appealing Treasury refunding. In particu-
lar, so large an addition to long bonds in dealer hands,
financed by increased demands for day-to-day money, has
gserved to tighten up very much the somctimes quite loose
lirkages between the money market and the long bond markets.
For a time at least, for better c¢r worse, any further
instalment of '"Operation Twist'"--that :s, any further
upward pish in money market rates without an increase
in long rates~-seems out of the cuestion,

In so concentrating operational actention upon day-
to-day merket rates rather than con the 3-month bill rate,
I rcecognize I am suggesting a departure of sorts., But
I think there are reasons for believing that the bill
rate curiently is a less pertinent measure to both the
Committeec's international and domestic objectives than
are day-to-day money market and bank reserve conditions.
The statistlics for this past year show a considerable
willingness on the part of private foreigners to hold,
in one form or another, the dollars that rearhed their
hands as a consequence of our balance of payments
deficit, Thus the interest rate and other attractions
to them to hold dollar balances did not appear seriously
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inadequate. If policy is thus still resasonably free to
concentrate on dealing with the causes of the deficit,
rather than simply trying to keep it financed, then
among the sources causing the deficit, the one most
amenable to further influence by monetary policy--either
general or selective~-seems to me to bz bank lending
abroad. Bank lending policies can be :changed over time,
and mones market and reserve conditions can contribute to
such changes. We already have evidence, in the September
and December surveys of bank lending practices, that

both customer standards and costs of credit for some
business borrowers are being tightened somevhat by a
substantial portion of big banks. It is moot, however,
whether such tightened lending prractices affect foreign
or domestic customers more, And the financing of orderly
domastic expansion continues to depend upon the avail-
ability ¢ £ both bank loans and also loiger-term credit,
The yields and terms in longer term markets are

currently very much tied to day-f.o-day money market
conlitions because of the large dealer positions

arising cut of the advance refunding.

I conclude that both the international and domestic
concerns of the Committee at the momen: are more tightly
related v the cost and availability of day-to~day financ-
ing in th- market than to any other operational variables.
Whether the Committee should chouse to have such financing
conditions tightened, eased, or left the same when the need
for an ''even keel'" fades has to cdepend upon a balancing of
internatinal and domestic consicerations, Whatever way
that choi:e may be resolved, I think a case can be made
that: the safest way to communicate witli the Manager in
these weexs 1is in terms of desired day- to-day money
market conditions,

Mr., Ellis referred to the question that Mr. Holland had
degcribed as "woot," and asked if he had any evidence as to whether
the effects of a gencral reduction in the availability of funds
would impinge primarily on foreign lending by banks. Mr. Holland
responded that he kpow of no reliable evidence on this question
despite efforls such as he was sure everyone around the table had

made to obtain it from the available statistics. At the moment,
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perhaps talking with bankers was the best method of getting clues
as to how they would react to a reduction in the availability of
funds. From discussions he had had with some bankers he suspected
that both domestic and foreign loens of banks involved marginal and
inframarginal cases. He emphasized that this judgment was based on
hearsay and not on any firm evidence.

Mr. Hayes agreed with Mr, Holland that the most useful way
of getting at the subject of bankers' probable reactions was to talk
with them, He had talked about this with various New York bankers
many times, and he had obtained the impression that their foreign
lending was considered to be a more marjinal activity than *heir
domentic londing and would be more susceptible to curtailment by
a recuctior in the availability of funds,

Mr, Ellis remarked that there was another aspect to the
problem-~some banks outside of New York appeared eager to get into
the foreign lending field., 1If New York banks cut back their foreign
loans they might f£ind the gap was being filled by other banks urnless
gomething was done to minimize the spread of this activity,

Mr, Hersey presented the following statement on the balance
of payments:

Looking back at 1964, one of the most striking
features of our balance of payments was the unusually
large bujld-up in U,S, short-term liabilities to com-
mercial banks abroad, which last year was of the order

of mapnitude of $1-1/2 billion. This represents an
increase in interbank balances, including liabilities
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of American banks to their branches abroad and liabilities
of foreign agencies and branches operating here to their
head offices, plus any increase there may have been in
holdiigs of short-term money market paper in this

country for the account of commercial banks abroad.

The countries concerned in this increase were primarily
Britain, Canada, Japan, Switzerlana, and Germany.

Because of this inflow of private banking funds,
we had in 1964, at one and the same time, a deficit on
"regular transactions'" (the concept we have ordinarly
focused on) of the order of mwagnitude of $2-1/2 billion,
and a deficit on the "official settlements" basis of the
order of magnitude of $1 billion. There was a striking
contrast also in the trends within the year., The annual
rate of deficit on regular transactions rose from under
$2 billion in the first half of the year to over $3 bil-
lion in the second half, On the ocher hand, the anrual
rate c¢f "official settlements." ad,usted for seasonal
variation as well as we can, droppcd from somewhere near
$1-1/7 billion in the first half tc $1 billion and per-
haps lvss in the second half, Thie difference in trends
withir the year reflects the fact -hat the large build-
up of commercial bank balances was heavily concentrated
in the second half of 1964, starting in fact in July and
continuing in every month but Septeuber and December.

A seasonal run-down is normal in December.

I have had to state all these Jfigures in very
approximate terms because we do not yet have compre-
hensive figures for the month of December, but only
incomplete figures for the weeks ending on Wednesday.

I should also point out that the di. ference between
the two kinds of deficit is not due solely to the
behavior of commercial bank balances. In addition,
there was a much smaller normal grovth of short-term
balances belonging to private foreigners other than
banksg, but this was pretty well offset last year by
a decline in the liquid assets held in this country
by the World Bank and other international agencies.

Why did commercial banks help us out so greatly in
the financing of the deficit on regular transactions in
the second half of 19647 What does this development
portend for 1965? If we could get a good answer to the
first question, it would help in answering the second.

Previous large build-ups in commercial bank balances
oceurred in 1959, 1961, and 1963, The first was of the
order of magnitude of $1 billion, but the other two were
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only of the order of magnitude of about $1/2 billion.

A large decline occurred in the csecond half of 1960,
after a very wide spread had opened up between U,S. and
British short-term interest rates; that was also the

time of vhe first flare-up in the gold market. I mention
those earlier movements to emphasize that last year's
build-up was relatively very large. Al'so, in contrast

to the earlier movements, last year's huild-up does not
appear to have been stimulated ir large degree by special
inducements that foreign central banks, particularly the
Bundesbank, gave their commercial banks to acquire and
hold dollar balances in the United States or in the Euro~
dollar market.

The plausible available answers to our first
question are of three kinds. First, oie might associate
increases in foreign commercial bank bzlances here more
or less directly with borrowing cperat.ons in the United
States by those banks or their customeis, in so far as
the proceeds were not needed immediately for trade
financing or other purposes, Canadian issues in our
market were very large in the fourth quarter, and term
lending by U.S. banks was heavy all thiough the second
half. But when one pursues this explanation in terms
of the countries involved or in terms »>f comparisons
with earlier periods, it seems to be at best only a
very partial explanation.

Seccnd, one might be tempted to lcok for an explana-
tioa in terms of the placement of funde in New York by
Canidian banks obtaining deposits denoninated in U.S.
dollars from U.S. corporations., Certainly for some of the
monthly m>vements this explanation is valid., By half-years,
however, it breaks down. The net outflow of U.S. corporate
liquid funds into dollar deposits abroad was fairly large
last year, but it was probably not significantly larger
after midyear than before.

Third--and this may turn out to have been a fairly
important factor--banks operating in the Euro-dollar
market in London and elsewhere may have found the volume
of U.8, dollar funds coming to them from all sources
larger than they wished to employ in Euro-dollar lending
abroad, In the case of American bank branches abroad,
the relatively low rates they could pay on very short-
term Euro-dollar deposits may have allowed them to
obtain funds ahroad for their head offices in this
country at a cost below that of borrowing on 90-day
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CDs here¢e. An important element in this third explanation
is the thought that the aggregate volume of Euro-dollar
deposits was rising strongly after midyear, and British
statistics do support this assumptior.

Underneath all these complexities we are warranted,
it seems to me, in seeing at the least an undiminished
willingness of private foreigners to hold dollar balances,
at least on into December. Possibly we can infer even more,
that th: uneasiness about sterling which began to develop
last aucumn contributed to the increase in foreigners'
dollar holdings in the form of liuro-d-llar deposits and
so to the increase in commercial banks' balances in this
country.

Th¢ implication of this line of thought is that in
1965, a: and when confidence in sterling is restored, we
may see some unwinding of the 1964 developments. In any
case, it seems very unlikely that the build-up of commercial
bank balances would again be as large as it was last year.

The aftermath of the sterling crisis may also affect
other elements of the balance of paym-nts in 1965. As
British jmports are cut back we will 1ave one definitely
unfavorable factor thrown into the pot of uncertainties
about tle outlook for the U.S. ifrade »alance. While the
outlook does secm favorable for a further general expan-
sion of world trade, and for further gains in the U.S,
share of exports in some markets, Bri.ish measures of
restraint, added to continuing French cfforts to check
inflation even at a sacrifice of near-term economic
growth in France, could begin tc modi.y this outlook
sonewvhat, In the next few months, also, we may see more
of a risz in U.S8. imports than was occurring from last
spring through October. We have just learned that in
November imports were up sharply to ahove a $20 billion
raie, from under a $19 billion rate in the late summer
and early autumn, But in considerablc¢ part this was
duce Lo a speeding up of shipments to get ahead of the
threatencd port strike.

All things considered, it looks likely that our over-
all deficit on the official settlements basis will be
higher in 1965 than the $1 billion level we have had in
the past year and a half., This will tend to produce a
further swelling of U.S, gold sales. To counteract these
tendencies, and to help cope with the international political
as well as financial problems they will involve, it will
become increasingly necessary this year to look for policy
measures that nhold promise of halting the spill-over of
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bank reserve availability and of tiwme deposits into
foreign term loans and other foreigi credits.

The seriousness of this problem of spill-over into
foreign lending is indicated by the confidential data on
foreign term loan commitments gathered by the Treasury from
U.8. banks, These data show substaitial increases in commit-
ments since the middle of lasi. year, to Europe as well as to
other areas, and they suggest the continuation of the outflow
on term loans at an annual rate in cxcess of $1 billion.

This compares with an average rate of about $3/4 billion from
the spring of 1963 to mid-1964, But since midyear the rate
has been about $1-1/4 billion,

The sterling crisis is for us a timely reminder that,
if not now, then perhaps late:, acute problems can arise
for a reserve currency countiy witb a persistent disequilib-
rium in its international accounts. Perhaps we need a
differcnt mix of fiscal and moneta*y policies than any we
have yct tried out,

Prior to this meeting the staff had prepared and distributed
certain questions and responses for consideration by the Committee.

These materials were as follows:

1. Bu:iness activity., In view of the length of this expan-
pion p:riod, are there indications ¢f developing imbalances--
:n invantories, production relationships, or the composition
of con.umption~~that suggest the possibility of either a
cyclic:l topping-out or an overheating of the economy in the
relatisely near future?

Tae well-balanced expansion through September 1964 has
tince "een disturbed by auto strikes and the possibility of
a stee’' strike in the spring. Auto output is scheduled to
te maintained at very high rates for some months ahead, at
a time when steel output is responding to enlarged demands
for precautionary stocks., Subsequently, we may face
gharply reduced auto and steel output, Nevertheless, the
bulge in inventory buying as it has developed thus far does
not seem to be leading to overly buoyant business expecta-
tions and commitments or to a subsequent c¢yclical topping-
out,

Limiting the overheating possibility are the facts that
the labor force and industrial capacity are growing more
rapidly than earlier and are adequate to meet most current
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and deve.oping demands. For some of the nonferrous metals,
the supply situation, which had been very tight, is improving.
Consumer purchases of durable goods other than autos have
been on 4 plateau for six months, and the earlier rapid rate
of expansion in spending for nondurable goods has slowed.
While residential construction activity may have bottomed

out after its decline of last yeer, it is hardly an expansive
factor. Federal purchases seem destinued to change little in
the months immediately ahead.

Oth2r final demands, however, rem2in moderately expan-
sive, Consumer incomes are rising at a fairly steady pace
and consumer demands for autos appear strong. PRusiness
spending for fixed capital is still rising, as is State and
local government spending. Such a balance of forces would
be likely to result in a continued subitantial increase in
over-all output for several montl's, wi.h the possibility of
sone slowing in the pace of exparsion later in the year,

2, Labot markets. To what extent have recent labor contract
settlement s and recent developments in productivity been
exerting upward pressures on unit labo* costs?

Only a few major contreacts have buen negotiated since
the auto settlement. Some of the settlements have provided
for larger than guidepost increases, wtile others have pro-
vided for smaller gains, but the averase appears to be about
in line with over-all changes in productivity.

Witl the auto settlement not providing for any increase
in Yourly money wages this year, averagce hourly earnings in
manufacturing have shown no acceleration in their rate of
rise. At the end of 1964, average hourly earnings in all
manufacturing were only 7 cents, >r 2.8 per cent, above
December 1963, a smaller rise than in the previous 12-month
period,

Fringe benefits have been rising more rapidly than money
wage payments; over the past year, fringes increased 4.3 per
cent per cmployee in manufacturing. Total compensation per
employee in manufacturing, including both money wages and
fringes, was about 3.3 per cent higher in late 1964 than a
year carlier, close to the guidepost and below the indicated
rise in output per manhour.

In recent months, changes in output per wmanhour in
manufacturing have been obscured by the auto strikes but
there is no evidence of a slackening over the past year
in the high rate of increase of about 4 per cent., This
increase was about the same percentage as in 1963 and 1962,
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Totel labor costs per unit of output in manufacturing
have beer. showing no significant trends this year., Unit
costs in individual months have been up as well as down.

In September and October unit labor costs rose somewhat,
partly because of the auto strikes, Ia November, with

output at G.M., resumed, they declined. With the automobile
industry back at full production and with total manufacturing
output continuing to rise, unit labor costs in manufacturing
in Decembder probably dropped back to pre-strike levels.

3. Price developments, Is there any evidence to suggest
that businessmen are expecting an inflationary price drift
in the period ahead? Or that dewnand pressures are extending
the area of price increases or accelerating the recent slight
updrift :n the over-all price indexes?

There are occasional indications in the press that some
businesswen are expecting an inflationary price drift, but
these reports are too limited to provide evidence of any
developing inflationary psychology amo1g businessmen.

Actval price performance to date 1as not been such as
to confirm inflationary expectations. Following a rise of
.4 per cent between mid-September and wid-October, the
industrial commodity price index increased only .2 in
Novamber and .1 in December, The four -h-quarter rise
reflectec primarily recovery in *uels, back to the year-
ago level, and further increases among nonferrous metals.
Gen:ral spreading of price increases to other markets in
resoronse to demand pressures does not appear to be occurring.

However, current strong demznds for most types of steel,
partly to hedge against a strike threa: to supplies, are
sus:caining higher prices for some steei products. The
industry has announced increases of 2 ¢o 3 per cent for
galvanized products, citing in psrt the increased cost of
zinc, The direct effects of these increases on the total
index is negligible,

Recently, upward pressures appear to be abating for
some nonferrous metals. Tin prices fell sharply after
announcement of an increase in the amount of the metal
available {rom the stockpile. Copper production has
recovered from the strikes and other disturbances of last
summer and recently prices in the London metal market and
in domestic markets for futures and scrap have declined
substantially,
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There is no evidence of acceleration of consumer price
increases and the consumer index in November continued
1.2 per cent above a year earlier.

4. Balance of payments, How have dev:lopments with respect
to the pound sterling affected the U.S3, balance of payments
and the willingness of foreigners to h»sld dollars?

So far, Britain's difficulties have probably had little
net effect on either the U.S, balance of payments or the
willingness of foreigners to hold dollars. DBoth favorable
and unfavorable effects can be identified, although few of
them can be measured closely.

During the first 9 months oi 1964, Britain's large
current ezccount deficit contributed to ihe U.S. current
account surplus. The U.S. balance on current transactions
with Britain was $320 million more farsorable in this period
than it had been a year earlier, and U.S. exports to some
other countries may also have berefited temporarily as a
resilt of unsustainably large U.K. imports from those
countries. As Britain cuts its deficit, these favorable
influences will be reversed. But theie is no evidence
that such a development was yet making itself felt by the
end of 1564,

Postponement of the British Govermment loan repayment
at vear-ead increased the U.S. deficit by $138 million in
the fourt: quarter., But changes in pr:vate capital flows
seenn to have worked in the other direc’ion. Short-term
outflows »>f U.S. private capital to Britain were reversed
in the fourth quarter during the sterling crisis, and long-
term outflows probably diminished. TFragmentary data on
securitie: transactions suggest that flows of foreign
capstal from Britain into U.S. nonliquid assets stopped
shrinking during the fourth quarter, ard may even have
increased.

There is little evidence of any reduced willingness
of commercial banks abroad and other private foreigners
to hold dollars. Flows of foreign private capital from
all countries into liquid assets in thc United States do
not seem to have changed greatly in total as a result of
sterling's difficulties; they continued to be exception-
ally large through November, and the December reversal
seems to have been of roughly the usual seasonal
proportions.
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Somz recent central bank decisions to purchase gold
for dollars may have been influenced by sterling's dif-
ficulties and related uncertainties. But France had
repeatedly intimated its desire to exchange dollars for
gold for a variety of reasons, although the stexrling
crisis way have provided the excuse ard influenced the
timing. Spain was already exploring the possibility of
buying gold, in line with its earlier policies, several
months before the sterling crisis brole.

Private demands for gold have been stimulated by the
ureasiness about the future of exchange rates and gold
parities--an uneasiness generated by the sterling crisis
and recently accentuated by the prospect of French con-
versions of official dollar holdings into gold. Private
purchases of gold cannot, however, be taken as a reflec-
tion of distrust solely of the dollar. Frenchmen, for
example, have recently been moviig into gold out of
French francs., Increased private demand for gold in the
past two weeks makes it likely that the United States will
be called upon to supply additioial gold to the London
pool,

5. The woney market, bank credic, and money supply.

(A) How has the mixture of higher short-term rates, including
the higheor discount rate, and the lower mewbexr bank borrowing

affected the rate of expansion in bank credit and money?
(B) As yrar-end money market and bank reserve pressures
subside, what relationships are iikely to emerge among the
proximate target variables of potlicy, i.e., free reserves

anc money market conditions? In turn, how are these likely

to be re ated to credit and monelary expansion in the
nesr-tern?

A, The rate of expansion in bank credit and money
continued in December at a pace not very far below that
for the year as a whole, as the influence of higher dis-
count ra.es and associated higher shor:-term rates was
counteracted by higher nonborrowed reserves and reduced
member bank borrowings. The daily average bank credit
expansion in December, at 7.1 per cent (annual rate),

however, was considerably slower than November's exceptional

12.1 per cent; this turn-around was influenced in part by
bank sales in December of Treasury tax bills acquired in
late November, and a paring down of Government securily

dealer borrowing. The rate of growth in money also slowed
in December, and was below the 4 per cent growth for the
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year as a whole, but time and savings leposit growth was
slightly above its yearly rate, even tiough major banks
were lest active in the CD market,

Bas: cally, the continued Dacember money and credit
expansior was sustained by a substantiil increase in the
gro«th of nonborrowed reserves supplied by the System, as
borrowed reserves declined from pre-discount rate action
levels, 1In this way Federal Reserve open market operations
counteracted much of the constricting effect on money and
credit expansion which might otherwise have stemmed from
increased member bank reluctance to borrow at the higher
discount rate, Such operations, undertaken in the context
of continuing hcavy demands for credit and a shift in
resarves away from city banks in the latter part of
December, produced larger free reserves in the banking
system as a whole and prevented tfautness in the money
market from becoming extreme,

B. Money market and bank reserve pressures normally
subside after the year-end, but there are more uncertain-
ties thar usual in the picture this year. The Treasury
refinancing operation, discussed in the following question,
is one. ‘lhe strength of loan demnand i:; another, as the
extent o borrowing to finance inventory accumulation is
not yet clear. The maintenance cf money market pressures
throughout the second half of December and into early
January--is typified by a consistent 4 per cent Federal
funds rate and relatively high dealer '‘oan-rates--may
indicate some continuing heavier than usual credit demands,
as wvell as the sharp movement of reserve funds away from
major city banks.

The continuing money market tautness has contributed
to moderating the usual seasonal decline in bill rates
(intensified this year by demands coming out of the advance
refunding), and the 3-month bill rate closed at 3.78 per
cent on Friday, down 11 basis points from its recent high.
A reflux of reserves to central money markets would tend
to reduce this tautness, as will the urwinding of the
financing pressures arising out of the advance refunding.
Offsetting these easing influences, in part, will be the
Treasury sale ol tax bills later this month and possibly
also continuing contraseasonal strength in loan demands.
Given these developments, bill rates might fluctuate
within perhaps the 3.75 to 3.85 per cent range, although
the shortest-term money market rates might adjust down-
ward., This could be consistent with member bank borrowings
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averaging somewhat above and free reserves somewhat below
their December levels, but not. back to their fall peaks.
Money and credit expansion could coitinue substantial,
nevertheless, reflecting both the assumed strength in
loan cemands and the large volume of Treasury financing
activity this month,

Should credit demands relax seasonally over the
balance of January, and particularly if there should
simultaneously occur a redistribution of reserves from
country to city banks, free raserves averaging around
the levels of the past few weeks would probably be
assocrated with a bill rate at currvent or even at some-
what lower levels. Federal funds would trade below the
discount rate more frequently than recently and borrowings
would be relatively low.

1f the maintenance of g firm Federal funds market and
the restoration of a higher bill rate is desired, this
would then probably require an inciease in borrowing and
a redvction in free reserves 1o arcund the target levels
prevailing last fall, It is hard to say how much the bill
rate wight increase with free reserves back to such levels,
but a reasonable guess might be in the 3.85-3.95 per cent
range.

6. Money and credit markets, What is likely to be the
short-run effect on money and capital markets of the
current Treasury financing opecration, and what constraint
(if any) does it place on current monetary policy?

The current Treasury advence refunding, which involves
$22.1 billion of publicly-held securities and is the third
largest such offering on recoxrd, will place some constraint
on mopctary policy in coming weeks. Books were closed for
the financing on January 8, avd setllement date will be
January 19. But the terminus of an "even keel' monetary
policy in a refinancing such as the current one is clearly
not susceptible to a hard and fast rule. It depends
essentially on actual market developments in the period
after the books are closed. At a minimum, however, it
seems likely that "'even keel" will be required for much,
if not all, of the balance of this month,

It appears that dealers will come ou* of the advance
refunding with relatively large holdings of long-term
securitics. Indeed, early indications svggest that their
holdings of the 4-1/4 per cent bonds of 1987-92 alone will
exceed $500 million. International financial developments
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will be among the major factors conditioning the speed
and price at which dealers will be able to distribu:e
these securities to investors.

In the week following announcement of the current
refunding, long-term interest rates showed little change,
although earlier they had risen slightly in anticipation
of the exchange offering. The mildness of this initial
long-texm interest rate adjustment wars similar to exper-
ience in the July refunding. But after that refunding,
long-term rates did come under upward pressure later in
the summer., Dealers had emerged from the July refunding
with a record net long position of $1.2 billion in
securities maturing in more than 5 years. Nevertheless,
the System did shade its policy very cautiously toward
less ease beginning in mid-August.

An advance refunding of large magnitude poses problems
for monetary policy not only in .he long-term market but
also in the short-term area. In last July's operation,
bill rates came under considerable downward pressure before
the books were closed in mid-July. These pressures were
moderated in some measure by a Treasury bill strip offering;
and the months following July we-e a period of rising rates,
partly for seasonal reasons. By contrast, the current
advance refunding will Dbe followad by a period in the latter
part of January and in February vhen szasonal pressures have
at times in the past tended to producc lower bill rates.

But so far in the current financ .ng onty moderate downward
pressure has been in evidence, as dealer bill positions have
remained substantial, dealer financing costs have remained
high, and the Treasury has announced a $1-3/4 billion auction
of June fax bills to raise new cash.

7. Monetary policy. In light ot these and other considera-
ticns, what policy with respect to bank reserves and money
market conditions would be appropriate for the next three
weeks?

Chairman Martin then called for the go-around of comments and
views on economic conditions and monetary policy, beginning with
Mr. Hayes, who made the following statement:
I would like to make a brief comment on the new pro-

cedure whereby the Board's staff lists specific questions
for our attention and discussion. While I can see that
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we have gained important advantages by this encouragement
of a focusing of Committee members' comments on issues of
current significance in policy formation, I also feel that
some of the questions, such as that dealing with the bal-
ance of payments, were rather narrow--¢lthough I realize
there was no effort to confine our discussion within these
narvow limits. 1In several of the areas covered by the
questions I have purposely ranged over somewhat broader
territory in formulating my couments,

1. Domestic business activity. 7The domestic economy
moved up coward the end of 1964 in almost automatic response
to the enl of the October-November auto strikes. While the
vear ended on a strong note, not all of the momentum of the
first three quarters appears to hLave been regained. However,
apavt fron the steel industry, the economy is still demon-
strating well-balanced growth; and the outlook for 1965
remains relatively bright., Strength ir retail sales, which
seems likoly, together with the expected continuing accumula-
tion of steel inventories, could well push GNP up very
rapidly early in the year. High consumption of steel, as
well as stockpiling, is gradually reducing excess capacity
to produc:> unfinished steel; finished steel capacity is
already tight. The extent of business sluggishness in the
second half{ of 1965 will depend importsntly on the size of
the first-half steel build-up, and alsc on the extent to
which fiscal policy provides a2 stimulus in the second half.
While it -s much too early to try to quantify any such
stimulus, there will doubtless be a corsiderable improvement
in this respect in the second half, not only because of
probable excise tax cuts and larger plznned expenditures,
but also because of elimination of the drag arising in the
first half from 1964 personal income tsx underwithholdings
and the sneed-up of corporate tax payments,

2. Labor markets. Except for the automobile industry,
most major wage settlements in 1904 appear to have been
within a range roughly consistent with national productivity
gains, However, it is too early to judge to what extent the
more generous auto settlements may set a pattern. The steel
settlemenc will be of crucial importance, and at the moment
there is no indication of its probable terms. It was
disturbing that the announced increase in prices of galvanized
steel found an immediate response from the steel union to the
effect that this would provide an additional reason for a
generous wage settlement,
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It ceems unreasonable at this tim: to expect any
material improvement in total unemploymnent during 1965.

But as meny of us have stressed so oft-on, the problem
cannot be solved merely by increasing over-all demand
through expanding credit more rapidly than we have been
doing--even if other considerations permitted us to
follow such a path, and of course they do not.

3. Prices. Price indices continue to show a high
degree of stability, although industrial wholesale prices
are still under some moderate upward rressure, Fortunately,
there ha: been some easing recently in world commodity
markets at a time when, domestically, cost pressures are
threatening to build up. The price threat is still a
serious long-range danger rather than an immediate problem.
But I think its seriousness is perhaps minimized a little
too much in the staff's answers to the relevant questions.

4, Balance of payments., The intcrnational situation
contrasts sharply with the relatively satisfactory domestic
picture. I have become increasingly cisturbed by the
uneasy state of international markets, and their suscep-
tibility to rumors and distorted interpretations of current
developments., The dollar is particulerly vulnerable in
this sort of situation, and it has become a matter of first
priority for us to move our balance of payments far closer
to 2quilibrium. While the final data Zor December are not
yet available, the over-all deficit expanded sharply in the
foucth quarter to somewhere closc to a $4 billion annual
rate, and the full-year 1964 deficit is now likely to
exceed $2.5 billion. Despite the high proportion of last
year's deficit financed through ¢nlarged private holdings
of dollars, dollars are finding their vay into the hands
of Huropean central banks which are unwilling to increase
their holdings, and our gold stock faces significant inroads
ovey the coming months., While sterling has of course been
the main focus of fears in financial merkets, the general
feeling of uncertainty has spread to other currencies,
with the resulting sharp rise in specu.ative demand on
the London gold market--abetted, of course, by the inex-
cusably long drawn-out and exaggerated press coverage of
the French gold takings and by foreign misinterpretation
of newspaper leaks with respect to the 25 per cent gold
requirement, The latter might well have been avoided had
it been made clear at the outset that the main purpose of
eliminating the 25 per cent requirement wouid be to show
the world dramatically that our entire gold stock is avail-
able to meet our international obligations.
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e cannot afford to temporize any longer with our
payments problem, which lies at the root of the erosion
of confidence in the dollar and the erosion of American
bargaining power in international economic negotiations.

As we analyze the composition »f our payments deficit,
we fiid that an unexpectedly strong gain in our trade
balance in 1964 was offset by an in:rease in private capital
outflows, which can be estimaced to aggregate about $5.6 tc
$5.8 billion in the year. Bank lozns Lo foreigrners accounted
for a good share of this total and sere especially high in
October and November, with Europe an important outlet.
(December data are not yet available). In November term
loans alone rose by $165 million.

5. Money supply and liquidity., December data on bank
credit are always hard to evatuate, and this December is nc
exceplion. I think it is safe to say, however, that the
impast of the System's late-November moves has so far
remained mainly confined to money market rates. Credit and
the woney supply have continued to oxpand at about the same
rates over the last two or three years despite the System's
gradual woves toward lesser esse. is year-end pressures
subside, somewhat lower bill 1ates are likely to be associated
with a given level of free reserves than in the past fcw weeks,

6., Money and credit markets, and Trcasury financing.
With settlement for the advance refunding still to be
complcted next week, and with the market ending up with a
large volume of the longer issues still to be distributed
to investors, we shall have tc avoid, probably for the
rest ¢f this month, any actior that would unduly affect the
long~-term area. Granted the reed fcr abiding by this limita-
tion, we should at least see to it that short-term rates do
not come under downward pressure, And by the time of the
next neeting, in view of the routine nature of the February
refunding, we can probably feel very little inhibition be-
cause of Treasury considerations.

7. Monetary policy. It seems to me undeniable that
our irternational problem has advanced closer to the center
of the stage than a few months ago and that monetary policy
should be moving to help reduce our deficit. 1In other
words we should, I believe, be seeking a somewhat reduced
rate of growth of bank credit, with open market operations
directed toward this end., Were it not for Treasury con-
siderations, I would like to see a fairly rapid move to
money markct conditions and bank reserve positions that
would result in a slowdown of bank credit expansion, even
if this involved moderate net borrowed reserves; but for
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the immediate future, it would probablv be best merely to
counteract any seasonal tendencies toward lower bill rates.
If we preserve about the present atmos»here in the money
market, with bill rates in the 3.80 per cent to 3.90 per
cent range, we shall be providing adequate support to the
Treasury's program. After the Treasury financing is
settled next Tuesday this policy would probably result

in a somewhat reduced level of free reserves.

The directive should be charged, Z believe, to give
greater emphasis to our concern for the dollar's interna-
tional position, and to recognize the Treasury financing.

1 am coming reluctantly to the coaclusion that our
criiical halance of payments protlem calls not only for
a less easy monetary policy but also for some form of
direzct restraint on foreign bank lending. To my mind
soma form of moral suasion is greatly preferable to
extension of the interest equalization tax to cover
bank loan-. Moral suasion would, in my judgment,
probably >e more effective, besides being more palatable
and less likely to become permanently i{rozen into our
financial system. There is only a rather small number
of banks ready and able to lend abroad in very substantial
amounts. But it also seems to me apparent that any
selective effort of this kind will be tade a great deal
more acceptable here and abroad and more effective if
it can be demonstrated that the System is simultaneously
doing its part to reduce the prevailing degree of general
credit availability.

A policy aimed at reducing the grcwth of bank credit
from the & per cent annual rate that hes prevailed for
some¢ time would not, in my opinion, significantly affect
the furth¢r growth of the domestic economy. But it would
imply tha! more of the burden of stimulating growth, if
suck stimnlus is needed, will have to ke provided by
fiscal policy. Perhaps this is already in the cards,

Mr. Ellis said the most noteworthy aspect of New England's
year-end performance had been a reversal of the relative positions
of financial compared with production activities. When measured by
manufacturing output, factory and nonfactory employment, unemploy-

ment, construction contracts awarded, and consumer spending, the
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year~end gains compared more favorably with the national performance
than earlier. On the other hand, when measured by loan, investment,
and deposit trends, regional expansion since the discount rate
action in November had lazged both national performance and year-
end 1963 activity.

Boston banks, Mr. Ellis continued, reported across-the-
board strength in loan demand and an expectation of a less-than-
seasonal run-off during the next two months, partly traceable to
inventory hedging in steel. Several bank~2rs reported an increase
in the [requency of customer inquiries on how to hedge against de-
valuation, on when and under what conditions gold could be bought,
and even on what cffect could be expected on domestic business if
the British should devalue sterling.

Mr. Ellis said he would consider the first three questions
on the list suggested for discussion today as a group., As to
whether there was evidence that the economy was heading for either
a cyclizal tepping-out or an overheating, :n all honesty and some-
what begrudgingly he had to conclude that the available evidence
was not conclisive on either score. The recent run-up from October
to December in industrial commodity prices had, in his analysis,
tended to support an expectation that price pressures were about
to break out, given the recent rate of expansion in bank credit.

And yet, since the sharp advance in October, the price rise had
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virtually petered out in the reported index, although he sensed
that the pressures were still present.

Mr. E'lis remarked that the green took analysis of wage
cost increases in manufacturing was quite reassuring when related
to estimated productivity gains, but that analysis applied only to
the manufactuiing sector. 1t seemed proballe that the wage and
salary advances in services and construction had less opportunity
to be offset by productivity gains and wouid show up in price
pressures.

Concerning question 4 on the balance of payments, Mr, Ellis
could only uncderscore the obvious point thet the sharply increased
attention to the possibility of devaluation of the pound had in-
creased concern about the position of the d»rllar. Release of
balance of payments data for 1964 could not help but attract
attention to the deterioration from the first to the fourth
quarter. He tad great sympathy with Mr. Hajes' position that
reduced generszl credit availability would tend to restrict
foreign lending, but he (Mr. Ellis) lazcked evidence that the
initial impact would be on foreign loans. He had some reserva-
tions about the usefulness of moral suasion. It would be easy to
bring suasion to bear on the largest banks, but many other banks
were ready and willing to make foreign loans. He was unwilling

to accept the thesis that domestic credit availability should be
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reduced for the only purpose of reducing foreign lending. Such an
approach would be too blunt; more specific neasures were needed.
He would be inclined to extend the interest equalization tax to
banks.

As to question 5, it seemed apparert to Mr. Ellis that the
recent mixture of interest rates and reserve availability had
allowed busiress loan expansion to match last year's rapid advance,
Total bank cradit had not matched year~ago advances because of a
different Government financing schedule, but projected loan demand
suggested that credit expansion over the nest few months would be
substantial.

If it vere not for the fact that th- current Treasury
refunding required an even keel atmosphere, Mr. Ellis said, he
would be inclined to emphasize the importance of not allowing
covered interest rate differentials to open widely against the
dollar with the recovery of sterling that was expected later this
month or next month. He would accept the staff's guess that a
free reserve level in the neighborhood of the targets before the
discount rate action--about $50-$100 million--would be associated
with a bill rate in the 3.85-3.95 per cent range. Such bill
rates, he thought, would be consistent with the gcal he had
described for covered rate differentials. Borrowings under those

circumstances might rise somewhat from their $170 million average
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to about $300 mnillion. But the need for even keel during the
Treasury financing had to take precedence over his inclination
toward a higher target for bill rates.

Mr. Ellis remarked that he personally would prefer to see
the Committee adopt the staff's draft "trial'' directive as its
official directive for this meeting. Howev:r, assuming that the
majority favored the present format, he would propose one revision
in the draft cf the regular directive prepared by the staff.l/

His suggestion was to delete the words "may continue to” near the
beginning of t9We second paragraph, and simp.y say ". . . seasonal
pressures require a larger than usual degree of flexibility in
operations . . . "

Mr. Irons reported that the Eleventh District was experienc-
i1g a moderate expansion somewhat similar to that in the country
as a whoie, al hough some indicators were showing slight devia-
tions in both /lirections. Construction had declined a bit in
the last wonth or two, but constructicn of downtown office buildingsa
was continuing. Farm cash receipts were estimated to be off this
year, probably by 7 to 9 per cent, On the cther hand, District
industrial production was strong, and crude oil output was rising.

Employment was moving up and unemployment down, and retail trade

was quite strong.

1/ Appended to these minutes as Attachment A,
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Mr, Irons noted that member bank borrowings had declined
recently to levels that often were nominal, and the year-end seasonal
rise was less than normal, District banks were active in the Federal
funds market, with purchases recently averaging over $500 million
and sales almost that much. Use of Federal funds by small country
banks was increasing; many were playing their reserve margins
closely, expecting to avoid deficiencies by buying Federal funds
at the last winute. With respect to District bank credit as a
whole, loans had increased substantizlly more than investments had
decreased. De¢mand was strongest in the coasumer loan category,
but other loans also were up., Demand and time deposits continued
to grow. He was concerned by the tendency of some small country
banks tlat were not market wise to gain derosits by increasing
their use of (Ds, and he planned to watch developments of this
type clcsely.

Mr. Irons thought that there was an increasing trend towaxd
credit pyramiding in the Eleventh District, and cited some illustra-
tive examples., He did not know whether this trend was widespread
nationally, but he thought it might lead to trouble in the future.

In talking with District businessmen, Mr., Irons remarked,
he did not get the impression that they were thinking about potential
inflation in the usual terms, such as rising wage costs, Their

primary concern was with the position of thz dollar and what could
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be done aboul the present difficulties. They also were giving
thought to the possibility of a rather substantial increase in
Federal spending in the second half of 1965 after the passage of
legisletion implementing the '"Great Society," Their concern about
potential inflation was related to the international problem and
to this expected increase in Federal spending.

Mr. Irons said his views on national conditions did not
differ greatly from those contained :n the staff responses to the
questions that had been distributed. The over-all situation
appeared to he one of continuing strcngth uand moderate expansion,
with few actual imbalances. There were sone threats of future
problems, howcver, including the desiabilizing potential of
inventery developments and the possitility that wage increases
and labor difficulties would lead to rising costs. He was inclincd
to believe that the unemployment rate woulc remain near 5 per cent
in the next few months. He could sce no strong indications of
inflationary developments in the price sta.istics; individual
prices were going in both directions. He thought, however, that
the trend would be toward higher prices as rising elements of costs
began to seep through in the period ahead.

Mr. Irons observed that the Committee was prevented from
making any substantial policy change in the next three weeks by

the Treasury's advance refunding. He thought the international
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problem was th: most serious of those facing the Committee now.
It seemed to him that the position of the dollar could not be
disassociated from that of the pound, and that developments of
the past several weeks had tended to weaken the dollar. The
large volume cf dollars that had been accumulated by Europeaa banks
represenied a »otential future claim on the U.S. gold stock, and
that in 3tself tended to weaken the U.S. position. He did not
particularly like the idea of using mcral suasion to reduce bank
lending abroad, but he thought it might be worth trying before
applying more [ormal controls, such as extending the interest
equalization tax to banks. As he understooc it, the banks in-
volved in foreign lending were relatively few in number and large
in size, and he thought they would recognize their patriotic
responsitbilities,

Mr. Irons favored retaining reserve availability about
where it was. He thought this would yield &z bill rate in the
3.80-3.9(' per :zent range, and would bring ccvered international
rate relationships roughly into balance2. This probably was the
most the Committee could expect to accomplish in the next three
weeks., After that period, Mr., Irons would be inclined to place
greater emphasis on the international situation and to look
seriously toward some further lessening of credit availability.

He did not think such a move would damage the domestic economy
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if it was not carried to excess, One could not be certain that it
would help th: internationmal situation, but it would be a step in
the right dirzction. In conclusion, Mr. Irons said that the
staff's draft directive was acceptable to him.

Mr. Swan said he found little to disagree with in the staff
comments on the distributed questions and he had little to add on
these subjects except for a few footrotes relating to District
developuents, One concerned current steel inventory accumulation
and the possihle unsettling effects when jt ended. Steel producers
in his #rea roported that customers were miking little or no effort
to incrcase stocks by buying from western mills, in contrast to the
national situation. The reason, in part, might be that the canning
industry--which along with construction was the District's largest
user of steel -expected the steel labor situation to be settled
before their peak season in the fall. There also had been no
signs in the District of hedge buying of steel from foreign
producers.

Mr. Swan's second point concerned cne aspect of the price
situation. There had been some fairly substantial lumber price
increases in recent weeks related to shutdowns of mills because
of flood damage and to interruption of shipments because of similar
damage to railroads and highways., However, this was a temporary

development, and the situation should return to normal in a few
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months, Flood damage in the lumber industry had been confined

largely to the redwood area in Northern Cal: fornia, and redwood
production accounted for about 12 per cent of the total lumber

production in the District.

Mr. Swan observed that there was little question about the
appropriate policy for the next few weeks ir view of the Treasury
refundirng. However, he shared the increasing concern about the
internaiional situation. He was not certain about the extent to
which tle sifuation might have deteriorated recently but obviously
it had not improved. He had to admit that he did not have any
ready solution to the problem. He shared Mr, Ellis' uncertainties
about the effectiveness of moral suasion anu about the possible
impact of a substantial reduction in credit availability on foreign
relative to domestic loans. Considering the problems of sterling,
the question of the U.S, gold cover, the matter of direct invest-
ment abronad, and the question of extending the interest
equalization tax to foreign term loans of beénks, it seemed to
him that some kind of consistent, coordinated approach to the
problem had to be developed, some elements of which presumably
would lie outside the Committee's authority. He was not sure just
how this could be accomplished, but he felt that it would be
undesirable to take any one of the various possible actions with-

out giving considerable thought as to how it would be related to
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other possible actions. With respect to thz gold cover, he shared
Mr. Coombs' view that it would be desirable to remove the require-
ment entirely and not in part.

Mr. Swan agreed that in carrying oul an even keel policy
until the nextc meeting it would be necessary to be concerned with
money market conditions other than bi’l rates. But the bill rate
also had to be considered, and he favored a rate in the 3.75-

3.85 per cent area. He doubted that downward seasonal pressures
were going to be as strong in the coming pecriod as they might have
been under different circumstances, and he would not be particularly
concernel if free reserves declined somewhat. The staff's draft
directive was acceptable to him with the amendment that Mr. Ellis
had proposed.

In calling on Mr, Deming, Chairman lMartin noted that he
recently had been designated as Under Secre .ary of the Treasury
for Mone:ary Affairs and consequently that . his was the last
meeting Mr. Deming would attend as a mnember of the System and
as an alternate member of the Committee.

Mr. Deming said that business activity in the Ninth
District was moving along reasonably well at present, although
conditions were a shade less expansive than in the nation as a
whole. Loan expansion was quite strong in December--larger than

in 1963 and oaly a little below the record of 1962. The increase
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was particularly strong at country banks, vhere farm refinancing
was becoming increasingly important. A recent business survey
revealed about the same degree of business confidence as a year
ago.

Mr. Deming's only comment with respect to the staff's
list of topics was in connection with item 4, on the balance of
payments, He had no quarrel in general with the facts given
relative to the immediate effects of the sterling crisis on the
U.S. pavments balance, but the tone of the discussion was con-
siderably mor: optimistic than he felt, The situation was quite
delicate and was likely to remain so for some time.

Mr. Deming said he would make no comment on policy for the
period chead cxcept to emphasize the possible problems in the
after-market “or the 4-1/4 per cent bond tbat had been issued in
the refunding. He had found Mr. Holland's analysis of the
appropriate definition of even keel at present to be quite
interesting, and he agreed with it in general,

Mr. Deming noted that he had been attending meetings of
the Committee for almost eight years and that recently he had
read over the record of policy actions for 1964 and had looked
back over some of the earlier entries. It seemed to him that the
performance of the Committee was impressive. There was a healthy
element of self-criticism and the Committee was constantly

striving to improve its operations. But perhaps the Committee
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was so concerred with shortcomings in such matters as the state
of knowledge regarding linkages in the economy and the quality of
available date that it tended to underrate !ts own performance.
In his judgment the Committee's record of policy decisions over
the past several years was one of which it zould be proud.

Mr,., Scanlon said he was in general zgreement with the
staff ccmments on the first three questions regarding business
activity. He had one regional comment on woges. Wage increcases
in the construction and farm machinery and auto parts industries
were reported to be causing these firms to :ttempt price increases.
Analysts close to those industries believed that recent wage
increases excecded gains in productivity. “n gencral, however,
the strengthering of prices appeared wore closely related to
increased demand for products than to wage adjustments, as, for
example, in steel,

His views on question 4 were similaxr to those of Mr. Ellis,
Mr. Scanlon remarked. He was certain that & less easy monetary
policy would eliminate some marginal loans-~both foreign and
domestic., He had been surprised to find a hesitancy on the part
of some large banks in the Seventh District to agree that such
action would necessarily change the attractiveness of some of
their sizable foreign credits, While he was not opposed to

trying moral suasion he was not as convinced as Mr. Hayes was
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that it would be completely effective, in view of the attractive
rate differential on foreign loans.

With respect to the U.S. gold cover, Mr., Scanlon observed
that the attitude of District bankers was juite different from a
few years ago. To many, the question was ot whether the require-
ment should be changed but when and how this should be done; and
some were quite critical that more had not already been done to
accomplish a change.

Regarding question 5 concerning th: money supply and
liquidity, Mr. Scanlon agreed with the staff comments in section
A, He also zgreed with the discussion in section B, except that
he tended to assume a rather strong ‘oan drmand whereas he
inferred that the staff had some uncertain.ies on this score.
Despite this difference,he came out &t about the same place as
the staff had. Contrary to the experience in most areas, Chicago
banks had sold an exceptionally large voluwe of CDs over the past
two weers., 'This might have been done in aaticipation of strong
loan demand, although that was not certain

Mr. Scanlon agreed with the staff (omments on item 6,
relating to money and credit markets. He noted that in the
December returns of the Reserve Bank's quarterly survey of the
District's ten largest banks, dealing with interest rates charged
on loans to business borrowers, there was no evidence that rates

had risen., In fact, some small declines had been reported.
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Mr. Scanlon favored no change in policy. He would continue
to place primiry emphasis on the short-tern bill rate and preferred
a range in the 3.,75-3.90 per cent area, wilh free reserves
permitted to find their own level. The stuff's draft directive
was acceptable to him and he did not favor a change in the dis-
count rate,

Mr. Clay considered the staff's draft answers to the
questiols submitted for Committece consideration to be well done
and acceptable as the basis for policy forrwmlation. He thought
it was obvious that the Committee continuerd to be faced with the
dual problems of encouraging expansicn of domestic economic
activity and alleviating problems cn the international financial
front. TFor taie period immediately ahead, there also were
seasona’l finaicial pressures to deal with and Treasury financing
to take in account,

Over all, Mr. Clay said, monetary policy should remain
essentially unchanged for the period ahead In view of the
Treasury financing activities, it would be desirable to make no
overt change in policy in any case. Quite apart from Treasury
financing, in his judgwent analysis of the domestic economy
called for a continuation of monetary expansion. And, in the
present context of international financial developments, con-

tinued pursuit of the interest rate objectives of recent weecks
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seemed to be advisable. Thus, it appeared logical to him to
maintain the general monetary posture adopted at the time of
the discount rate increase,

However, Mr. Clay felt the uncertaintics of seasonal
financial developments would require somewhat more latitude in
open market coperations with respect to the range of both money
market conditions and reserve availability. 1In his view, money
market conditions should be the primary guvide with a Treasury
bill rate gencrally in the range of 3.70-3.90 per cent, While
reserve availability should be a secondary consideration, it
should be the aim of operations to p-ovidc reserves on a scale
that wculd permit bank credit to increase on a seasonally
adjusted basis.

The economic policy directiv: draft prepared by the
staff appeared quite satisfactory to Mr. (lay, and he would
make no change in the discount rate,

Mr. Vlayne said that recent business developments in the
Fifth District generally reflected continuation of established
trends and appeared to be substantially in line with national
conditions. There were, however, two items that might be of
interest for future policy considerations. First, this year's
flue-cured tobacco acreage had been cut nearly one-fifth, but

the reduction in dollar income would depend on other variables,
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particularly on yield per acre which increased sharply last year.
Second, a change in the sentiment of businecssmen and bankers was
disceraible in the Richmond Bank's most recent survey. While a
sizable majority still expected business to hold steady or
improve, there was a distinct decline in the strength of these
expectations,

Mr. Wayne agreed in general with the staff analysics on
the first question, relating to business activity. He saw no
significant evidence of any impending cyclical topping-out or of
any overheating in the economy in the near future. Available
data indicated that inventory increases now in progress were
related chiefly to fear of a steel strike rather than to
inflationary expectations. Despite a continuing high level of
business investment, there was yet no evidence of a large build-
up of excess capacity,

On the subject of labor markets, while Mr, Wayne had
serious reservations about statistical measures of productivity,
avallable evidence suggested that recent wage increases generally
had been about in line with the productivity guideposts. The
major test in this area,however, was still ahead and the proof
of the pudding would come with the stecl settlement,.

Indications of higher prices, Mr. Wayne noted, were less
in evidence row than they were four weeks ago. Domestic capacity

and foreign sources of supply appeared sufficient to prevent
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demand pressu-es from extending or acceler:ting price increases
in the immediate future.

As to the balance of payments, Mr. Wayne remarked that
if the whole range of forces now pressing c¢n the international
exchanges were included, it was clear that major consideration
in policy decisions had to be adiressed to the problems found
here. Mr. Hayes' analysis was most persuasive to him,

Mr. Wayne noted that the rate of expansion of bank credit
and the money supply in December appeared to have been slightly
below that in other recent months. For thr next few weeks,
downward seasonal pressures on short rates, reinforced perhaps
by mon=zy market effects associated with tle latest Treasury
refunding, would probably mean that a lower level of frec
reserves would be necessary if short rates were to be held
within the recent range.

Mr. Weyne saw nothing in the currert or prospective
business situation that suggested the nced for any change in
monetary policy at this time. In the international field,
however, the situation was much less satisfactory. The
suggestion by Mr. Coombs that the Committee should attempt from
month to month, or from season to season, to shift credit flows
in geographic terms by moral suasion was inherently dangerous,

he thought. This seemed to him to fall somewhat more clearly
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in the field of foreign relations than in that of monetary policy.
He was impressed, however, with the desirasility of some form of
direct intervention to restrain further flows of credit abroad
rather than resorting to what he believed would be massive and
untenable reductions in credit availability to the domestic
economy if the Committee should rely solely on monetary policy

to apply this restraint. Perhaps some form of moral suasion
should be tried, but in his opinion the Committee would have to
and should urnderscore its concern by reducing credit availability
somewhat,

It seemed to Mr. Wayne that fthe Ccmmittee had to maintain
and perhaps raise short-term rates so long as the international
situation remained as precarious as it was now, In the face of
the large return flow of reserves to be expected in the next few
weeks and the apparent net reduction in available supplies of
short-term securities as a result of the current Treasury
financing, svch a policy probably would rejuire substantially
lower free reserves than had prevailed recently. He favored
a continuation of the policy of placing primary emphasis on the
bill rate, and he would aim to keep that rate within the range
discussed at the last meeting, i.e., 3.75-3.90 per cent, although
he would hope it stayed in the upper portion of that range. The

draft directive was probably acceptable for the next three weeks.
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Mr., Robertson then made the following statement:

I want to say a word of commendation to the staff
for the material they have supplied to us for this
m2eting. I do not know how much longer they can keep
this up~~coming up with new and relevant questions, or
even with new answers to the same old questions--but
I find it very helpful and I would like to encourage
it., In particular, I appreciate the cfforts, in the
aaswer to question 5, to nail down a Jlittle more the
possible linkages among money market, reserve, and
credit variables, I know this is harl to do, but
it is central to good decision-naking on the part of
tiie Committee and good communications with the Desk.

By and large, I find myself in accord with the
conclusions drawn by the staff in answering the
questions distributed last week., I am gratified
by the way the rest of the economy is responding
with seeming moderation to the spurt »f inventory
accumulation in automobiles and steel. It reminds
me somewhat of the way the econ>my ea:lier with-
stood che potentially inflationary impact of the
snarp bulge in nonferrous metal prices, with the
resulting sensible over-all price per formance noted
in the inswer to question 3. I have 10 special comment
on ques-ion 4 other than to question the completeness
and the significance of the assertion, in the third
paragraph of the answer, about a reversal of short-
term outflows of capital to Briftain aid the surmise
about long-term outflows, and to asse-t that if the
lost sentence of that paragraph is co-rect, the
result 's not one to have been hoped for in light
ot the British plight.

I have some reservations about the easy
assumption in question 5 that a reflux of reserves
from the country banks to the central money market
will oc~ur soon enough to take any lasting sting
out of the unusual money market tightness of the
last few weeks, It seems to me that tightness needs
to be rclaxed promptly, and if the natural reserve
flows should not be quick and sizable enough for
this, then op2n markct operations should si~p in,

In this connection, I suggest the bill rate alonec
will probabl:y not be a dependable guide to general
money market conditions, just as it has not becen
these past few weeks, under the special depressing



1/12/65 -62-

influences of both the reversal of year-end seasonal
pressur:s and the purchases of bills by the sellers
of "rights" in the Trcasury refunding. If bill
rates should drop so far as to be of concern from

a balance of payments point of view, there is, as
all of us know, a sclective instrument ready for
use in coping with such special pressures--
additional Treasury issues of new bills. Similarly,
there is available another selective instrument--
IEZT for banks~-to resist another development of
concern, the increased volume of foreign term loan
commitments by a handful of big banks.

In applying the general instruments of
monetatry control, our focus should be on general
market considerations. At this moment, our
immediate general responsibility shovld be to
keep the complex of money marke: conditions on
an "even keel" while the Treasu-y advince refunding
is in process, Underlying that respoasibility is
another--not to permit money ma-ket aid reserve
pressures to develop in a way tnat will restrain
the aveilability of money and credit at what could
be a very unpropitious time, given tle undoubted
lags in the influence of monetary poliicy and the
prospec.ive change of pace in domesti: demands.

Mr. Robertson added that the proposed directive was, in
general, adequate., However, he thought it would be desirable to
amplify the inal clause, which recad "open market operations over
the nex+ three weeks shall be conducced with a view to maintaining
about the sane conditions in the money market as have prevailed
in recent wecks." This clause, in effect, called for an even
keel; but an even keel posture could be maintained while leaning
toward either tight or easy conditions, and he was concernecd about
the possibility of tightness., He thought it would clarify the

instruction &nd be helpful to the Manager if a phrase was added
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"and

after the words '"recent weeks'" along the fcllowing lines:
to the extent consistent with this, maintaining growth in non-
borrowec reserves at a rate about in line with that of the last
quarter of 1964." Mr. Robertson noted that the growth rate in

the last quarter had been 4.9 per cent,

Mr. Shepardson said he had only one gencral comment to
make on the questions suggested for discussion. Although he
recognized that it was hard to find much evidence in the figures,
he still had “he feeling that potential pressures on costs and
prices were latent in the domestic situaticn and that the
Committee needed to be constantly alert to them. The status of
the current labor negotiations did not seer to be encouraging
in that respect.

Mr. Stepardson agreed that the foreign situation had
Become more serious in recent weeks and that more attention had
to be given tc it. 1In his opinion, there w2re disadvantages
both to moral suasion and to applying the interest equalization
tax to longer-term bank loans. Moral suasioin was not a particularly
desirable technique for a supervisory agency to use because it
gave an advantage to those who did not cooperate. An equalization
tax on longer-term bank loans probably could be avoided by
borrowers and lenders through short-term credits made with the

understanding that they would be renewed on maturity. On the



1/12/65 64~

other hand, Fe did not knw of any alternatives that were likely
to be effective, and perhaps one or both of these approaches
should be tried. He thought that if such nethods were used

they should te accompanied by some reduction in the availability
of reserves. Reduced reserve availability need not impinge on
domestic needs for credit if the special m:zasures were effective
in curtailing foreign lending.

Mr. fhepardson agreed that the imrediate situation called
for a policy of even keel, He shared Mr. Robertson's view that
the projosed wording of the directive coull be interpreted in
various ways; it could be taken to czll fo- maintaining market
conditions arf easy as in the last two weeks or for maintaining
the somecwhat firmer conditions of earlier veeks. He would hope
that the words "recent weeks'" would be interpreted to encompass
this whole period, thus allowing for the possible development
of market conlitions similar to those of three or four weeks
ago. He favored the draft directive with the changes that had
been suggested.

Mr. Mitchell said that an even keel policy was the only
alternative available to the Committee for the period until the
next meecting and that he was willing to accept Mr. Holland's
analysis of the appropriate definition of even keel now. 1In
his judgment the bill rate should be permitted tc reflect the

expected seasonal weakness in the market. He suspected that



i/12/65 -65-

the overhang of the securities issued in the advance refunding
would last boyond the date of the next meeting, and that the
Commitiee might be faced with the need fo- continuing to main-
tain an even keel then. This was particularly likely if there
were market rumors of a tightening of policy to supplement a
program of moral suasion against foreign iending.

Mr., Mitchell was pleased to note the increased degree of
acceptance cf the proposition that selective measures were needed
to dea’. with the balance of payments problem, which he and some
other nembers had advanced for a long timz. He agreed with
Mr, Coombs tnat some positive steps had to be taken. He thought
Mr. Coombs' suggestion concerning the gold cover was exactly
right; it should be removed completely, ard on the grounds of
making gold available for international puvrposes., The second
essential was to get the U.S. balance of payments into the black.
But he disag-ced somewhat with the suggestion that moral suasion
be used as a major means of achieving this end. 1In his judgment
the technique of moral suasion was hostilc to the tradition of
creating an e¢nvironment in which people could scek their own
advantage in terms of costs and returns. It was for this reason
that he preferred use of the equalization tax or something
similar. Defects of the present tax could be rcmedied--it could

be extended to banks, the one per cent tay rate could be increased
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by legislation, renewals of short-term credits could be treated
as long-term lending, and so forth,

Mr. Mitchell thought that something also had to be done
to limit direct investment abroad. While the immediate problems
of taking steps in this area might be more difficult than in other
areas, it was important to remember that tax deferral privileges
under present law added to the advantagces of foreign over domestic
investment The previocus Administration had been unsuccessful in
its altempt to remedy this situation, but the present environmen:
was more conducive to a change in legislation. However, while
he disagreed on methods, he considered the question of specific
techriques to be less important than the need for corrective
action on the deficit.

Returning to the subject of moral suasion, Mr. Mitchell
said he wa: not sure who would do the persuading but he hoped
whoever did would not commit the Committce to some particular
courte of action, The Committee had never bound itself to a
specific policy; it always had taken the position that it would
make its dccisions from meeting to meeting in light of the
circumstances prevailing at the time, He thought it would be
extremely unwise to give assurance to anyone that the Committee

would depart from this principle if it possibly could be avoided.
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Mr. Hickman said that, contracy to the staff report in
the green book, he did not believe that "sustained moderation"
was an accurate description of the mood an¢ the performance of
the domestic economy. At the moment the fcrward movement of the
economy, which in his judgment was neither moderate nor sustain-
able, reflected an accidental conjuncture of two unbalancing
forces-~-the frenetic post-strike catch-up cf the auto industry
and hedge buying of steel,

During December, Mr. Hickman noted, the auto industry had
produced cars at about a 9 million annual 1ate;, and the steel
industry had operated at a rate well in excess of 135 million
ingot tons per year. Neither of those ratcs, by any stretch of
the imagination, could be regarded as moderate or sustainable for
any apprcciable length of time, It was his impression that there
had not as yet been much foreign buying of steel as a hedge
against a stecel strike,

The behavior of the index of indusfrial production during
recent months, Mr. Hickman continued, coulc be analyzed into a
subcycle of rapidly changing activity in steel and autos super-
imposed on moderate growth of most other sectors of the economy.
Some indication that steel and autos were the prime movers was
provided by the fact that, according to the latest figures of the

Board's staff, two-thirds of the 1-1/2 point increase in the
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industrial proiduction index in December was attributable to a
0.7 point increase in autos and a 0.3 poin! increase in stecl.
Looking back a bit, the trough of the stee'-auto subcycle was
in October when the General Motors strike occurred. The timing
of the upper turning point of the subcycle obviously lay ahead--
probably only a few months ahead if c¢ne looked to the auto
industry to finish replenishing dealer inv:ntories and probably
somewhat further ahead if one looked only to the steel industry.
If the two irdustries turned down together, there was apt to be
a fairly sharp jolt to the economy wrich would be difficult to
absorb. The jolt would be somewhat easier to absorb if the
downturas canc at different times,

Mr. Rickman reported that in the Fourth District almost
all measures of business activity hac advanced in December, but
like the national economy most advances we:e due to the rebound
followiig the auto strikes. One factor in the District of perhaps
national interest was a sharp jump in the 1onbuilding component
of cons:ruction contracts due to a $175 mi'lion electric generating
plant being installed near Pittsburgh. Th:s was by far the
largest project reported for the entire nation in 1964 and one
of the largest on record.

Mr, Hickman then turned to the staff's questions.

1. Business activity. 1In his judgment there was over-

heating going on now in the auto and steel industries in the
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sense of unsustainable rates of production, pressures on capacity,
and scrambling for inventcries. The direct causes of this over-
heating were exogenous (recent auto strikes and impending steel
negotiations) rather than the length of the current business
expansion. He noted that in the staff's answer to this question
overheating was referred to as a "possibility" and the risk of

a cyclical topping-out was minimized. His own feeling was that
overheating wes an actuality and a cyclical topping-out was a
very real posuibility,

2. Labor markets. Mr. Hickmzn said he doubted very much

that additional costs arising from recent labor contracts were
fully reflected in the official stativtics. Pension costs, for
example, were difficult to estimate precisely, The wage part of
the auto settlement would not be included in the figures until
October. In the absence of a full statistical showing the
Committe= was put back on its own guesses, His guess, which was
consisteit with strongly-held views oi industrialists on the
Clevelan! Bank's Board of Directors, was that if the generous
auto settlement was passed on to steel and other industries labor
costs would rise faster in 1965 than productivity, and profit
margins would be squeezed.

3. Prices, Mr. Hickman remarked that according to
Steel Magazine's recent survey, businessmen in metalworking

industries expected selling prices and unit costs to increase
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in 1965 by 1.7 per cent and 3.0 per cent, respectively. Another
indication of possible price pressures was revealed by the fact
that the price diffusion index of the National Association of
Purchasing Agents in November and December was at the highest
level of the current expansion. Many purchasing agents reported
that they were attempting to combat future price increases by
negotiating long-term contracts.

The staff's answer to this question focused only on
prices, Mr., Hickman noted, with no refercnce to cost increases
that might have to be absorbed. Pusinessmen appeared to be more
concerned with upward cost pressures in 1965 than with price
incrrases., In short, they were worried about profit margins.

4, Balance of payments. Mr. H ckman noted that pressures

on sterling caused a postponement of British interest payments

to the U,S. in the fourth quarter of 1954, which brought an
immediate deterioration in the U.S. balznce of payments. The

15 per cent surcharge on British import:s would have an adverse
effect on J.S. exports as long as it was in effect, More
impoirtantly, British sales of dollars to support the pound had
added substantially to dollar holdings of central banks. Unless
the pound strengthened appreciably and the British gained dollars
and used them to repay drawings on its swap line with the

System, excess dollar holdings of foreign central banks might
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be converted into gold. Against this background, Mr. Hickmen
would te willing to try moral suasioun to check the flow of
foreign credit, perhaps coupled with some slight shift in credit
availability after the refunding., He felt that the interest
equalization tax was a blunt and unpalatable instrument, and he
would consider it a second choice.

5. Money supply and liquidity., Mr. Hickman commented

that the Administration's concern about the level of interest
rates had placed the System in the position of having to main-
tain the 91-day bill rate below the discouit rate. The discount
rate had thus become a penalty rate in the sense that member
banks sold bills and other short-term secu:ities rather than
borrow at the discount window, Accordingly, to prevent short-
term rates from rising, the System had allowed free reserves to
rise in December, while member bank borrowings declined. The
net result was that the marginal credit su>ply increased.
Despitc¢ this, the actual rate of growth in bank credit was not
excessive in December, reflecting the abseace of Treasury
financing and a sharp decline in dealer loans,

6. Money and credit markets. Mr. Hickman said the

Treasury advance refunding had added substantially to the volume
of long-term securities outstanding in the market and had

reduced almost equally the amount of short~term issues outstanding.
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This was a reverse "operation twist," which increased long-term
rates arnd lowered short-term rates. The operation, like other
debt-lengthening measures, affected economic growth, since it
reduced the volume of long-term funds available to finance
private investment,

In light of the various factors he had discussed, which
did not all poinl in the same direction, M:. Hickman favored no
change in monctary policy, at least for the next three weeks.
That was to say, he would attempt to promote an increase in the
money supply of about 3 to 4 per cent, and in bank credit of
about 6 to 8 wer cent, He thought that this would call for
free reserves in a range of $75 million plus or minus $100 million
and a bill rate in a range of 3.75-3.90 per cent,

Mr. Hickman would accept the staff's draft directive with
the revision suggested by Mr, Ellis. He favored leaning toward
the side of s:ightly less ease during the period of even keel.

Messrs. Daane and Young returned tc the room during the
course of Mr. Hickman's remarks.

Mr. Bopp said that rather thaun comrent on each of the
questions prepared he would limit his remarks mainly to the
subject of inventories. Perhaps the greatest present threat of
imbalance arose from the potentially sizable swing from accumula~-

tion to decurmulation of inventories associated with labor
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negotiations in the steel industry. He had reviewed inventory
movements associated with steel contract negotiations since 1953
and one particularly pertinent fact ermerged. Only in 1953 did a
recession follow immediately after a negotiation period. 1In all
other cases, economic activity continued at high levels for a
considerable number of months following the steel settlement.

One cther fact distinguished the negotiation period in
1953 from those occurring since ther, Mr. Bopp noted. The later
negotiations all came fairly soon after the beginning of cyclical
upswings, The talks in 1953, however, began almost four years
after the trough point in 1949. The record of the 'fifties and
'sixties, then, indicated that the economy had weathered most
of the inventory swings associated with stzel contract discussions.
The outstanding exception was the one case when the contemporary
business expzusion had lasted for an unustally long time.

The 1cecord supported one other obvious point, Mr. Bopp
said. Fluctuations in durables inventories were greater the
longer a period of negotiation extended and, of course, they
were severest when a steel strike occurred,

The Feserve Bank's contacts in the steel industry indicated
that if the current stecel negotiations led to a settlement by May
there might be about 8 or 9 million tons of extra steel in
inventory. Superimposed on a normal inventory of 12 or

14 million tons, this was enough to cause a considerable
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inventory ruroff at a time when a Federal cash surplus also would
temporarily inhibit further economic advances. Offsetting this
was the evident strength in total demand. Hevertheless, a
settlement early in May implied a cowbination of depressing
events occurring at the same time.

If settlement came later in the year, following a Taft~-
Hartley '"cooling-off period" and perhaps a strike, the inventory
swing was likely to be considerably greater, Mr. Bopp said.
According to the Bank's local sources, the steel industry now
found it difficult to supply steel at the ~ate users wanted to
accumulate it, but industry estimates were that between 3 and
4 wmillion more tons would be accumulated by July. This would
occur after '‘he period of temporary ¥Yederal cash surplus, and
perhaps afte Federal action to stimulate :he economy through
new tax reductions and spending programs. But the business
upswing would then be cthat much older, and stimulus from
increasied capital spending, according to present estimates,
might by then be weak or nonexistent, All things considered,
the potential disturbance to the economy s:emed likely to be
greater the longer a settlement was postponed.

In any event, Mr. Bopp remarked, whether the settlement
came earlier or later, postwar history suggested that steel

negotiations were less troublesome to the economy when demand
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was strong., Thus, it would seem the prudent course for monetary
policy in coming months to provide moderate stimulus to promote
that demand.

Turnirg to the nearer-term future and abstracting from the
even keel required during the next few weeks, it seemed to Mr. Bopp
that recent developments provided little basis for any general
tightening of monetary policy. Over-all wholesale commodity
prices remained stable; indeed, even the industrial commodity
componert apprared to have leveled off. Moreover, capacity in
place ard tha{ coming on stream seemed ample to meet prospective
final demand. Meanwhile, unemployment remained unacceptably high
and, with lar:e prospective additions to the labor force in 1965,
might well go higher.

The bzlance of payments, of course, remained a difficult
problem, Mr. Bopp observed., The wideaing deficit in the fourth
quarter was discouraging; yet, the special factors responsible
had to be kept in mind and the dangers of & tradeoff in favor of
less ease had to be weighed carefully in the present business
environment,

On balance, Mr, Bopp would make no change in the general
posture of monetary policy. He would be prepared to retain the
recent flexibility in marginal reserve availability if nceded to

maintain substantially unchanged longer-term interest rates and
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moderate growth in money and credit. He wis agreeable to the
d-aft directive with Mr. Ellis' proposed amendment.

Mr. Bryan said there were few developments in the Sixth
District calling for comment. Trends in the District differed
a little from those in the nation in a few areas, such as con-
struction cortract awards, the money supply, and total deposits
and currency, but none of the differences seemed particularly
significant., WHe would make a selective response to the staff
questions.

On the first question, regarding business activity,

Mr. Bryan was perhaps not as concerned with the current inventory
build-up as come others because, aside frcm fabricated wetal
products lines, inventory-sales ratios had not changed signifi-
cantly. He slso was inclined to expect coisiderable stability
in productior over the next few months. Eecause capital
expenditures were continuing to rise, an asrupt drop in out-
put did not reem likely. His general answar to the first
question, thcn, was that no great imbalances were obvious at
the preszent time. But he would temper this conclusion with the
observation that it was not the obvious but the obscure hazard
over which onec usually tripped.

Regarding labor market developments, Mr. Bryan said he

would withhold judgment for the reasonm Mr. Hickman had indicated,
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As to prices, it seemed to Mr. Brysn that if businessmen
were expecting inflationary price developme¢nts their expectations
apparertly were moderate and by no means uaiversal, Otherwise the
evidence of hedging would be clearer; the Iiquidity of the economy
and the Committee's policy of providing reserves would have providad
ample means %o expand as a hedge against an expected inflation,
and by now the economy would have been tho.oughly overheated. He
agreed, however, with those who had <ugges:-ed that Cthere was
widesprcad concern about the prospects for the dollar. At a
meeting of the directors of the Atlarta Bank last Friday many
questions had been raised on the gold cover and on developments
in the foreipn exchange markets,

With respect to the balance of payments, it appeared to
Mr. Bryan that the prospect was for z turbulent situation in which
masgive forces, whose net effects he could not foresee, would be
at work.,

Mr. bryan said that at this time of the year he ordinarly
would expect bank reserve positions to ease and corporations to
be buyers of securities, but because of recent and prospective
Treasury financing operations it was by no means certain that the
Committee could count on such developments now. With an inter-
national situation that at best was confused, and with a national

situation in which there were confusing fnrces of great magnitude,
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he felt that a bill rate objective was once more the logical one
for the Coumittee to pursue. He favored a policy of essentially
even keel, with the bill rate in the 3,75-3.90 per cent range.
Spraking to the longer term of perhaps three or four
months, Mr. Bryan believed the money surply and reserves could
not iong continue to increase at recent rates without laying the
groundwork for a considerable inflationery development. There
had heen an essentially moderate znd probably sustainable increcase
in the wmoney supply narrowly defined. But in his judgment, under
present ciccumstances some portion of time deposits should be
included in the money supply--the Committee had to go back to the
old idea tuat money was anything that did money's work. Recent
increases in time and savings deposits hiad been rapid; they had
expanded ac annual rates of over 15 per cent in the last three
months and over 12 per cent in the last year. When some portion
of these iicreases were added to the 4.. per cent rise that had
occu'red in the narrowly defined money supply in the last year,
it revealed a development that Mr. Bryan did not think was sus-
tainable, Similarly, he did not believe that total reserves,
nonborrowed reserves, and reserves against private demand deposits
could continue to increase for long at the rates that had been
achieved in the last quarter without developing an inflationary

potential,
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Mr. Fryan noted that there h:zd beer a great deal of dis-
cassion today on the relative merits of mo-al suasion and
legislation for dealing with capital outflows, He agreed that
something hac¢ to be done. Generally speaking, he disliked moral
suasion, altlough he thought it might work in the present situa-
tion. But he would much prefer to have the interest equalization
tax extended to banks, whether by administrative act or by new
legislation., In his opinion some ccntrole also would be required
over direct investments abroad, Experience with loan administra-
tion under section 13b of the Federal Reserve Act suggested to
him that there was likely to be a problem of leakage--of loans
made fcr nominally domestic purposes that in fact facilitated the
flow of fund: abroad,

Mr. Shuford commented that economi:z activity in the
Eighth District had been on a plateau during the early months
of 1964 but 1rose markedly from Augusc to the end of the year.
District empioyment increased at a 3.7 per cent annual rate
from August to November, recovering trom the auto strikes in
October. Manufacturing output rose at more than a 10 per cent
rate from August to November and spending, as measured by check
payments, increased at a rate a little higher than 3-1/2 per cent

in that period.
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Most indicators of banking activity in the District rose
from August to December, Mr. Shuford obseried, continuing the
growth trend of the preceding eight months Total loans increased
at more than a 1 per cent annual rate and investments expanded
at nearly a 4 per cent rate, However, business loans in the
District declined at nearly a 5 per cent rite from August to
December, despite a rather marked rise in (he St. Louis area.
Deposics at District banks expanded from August to December at a
much higher rate than loans and investments. Most of the growth
resulted fron an increase in time deposits. which rose at more
than a 12-1/2 per cent rate; demand ceposits increased at about
a 7-1/2 per cent rate. Borrowings from th: Reserve Bank had
been nominal recently.

Mr. Shuford commented that he had “ound the staff questions
and answers quite helpful, and he hac no aleas of serious disagree-
ment with respect to either the facts or the conclusions presented.
From discussions about prices with District businessmen and bankers
he had gained the same general impression others had reported
today--that there was increasing concern in the business community
with respect to the position of the dollar and of the U.S. balance
of payments, However, he had found a little more concern about
possible price developments than some others had. Many of the

businessmen with whom he had talked expected price advances as
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a result of the steel situation. They thought that the settle-
ment in the steel labor negotiations probal'ly would be in excess
of the administration's guideline, and the’ expected the steel
industry to attempt to raise prices even if the settlement was
within the guideline, Various factors wou'ld, of course, set
limits to these expected price increases, tut they still would
be in the upward direction and their effects would carry over
into other areas, In sum, business and other opinion in the
Eighth District was that there was somewha. more pressure on
prices uow than had been evident earlier.

Mr. Shuford commented ttat it was clear from today's
discussion that everyone recognized the intcrmational problem as
paramount among those facing the Committee at present. He could
not be sure what course he would favor with respect to moral
suasion until he had given the question more thought. Like
others, he would be highly reluctant to see any specific controls
imposed to restrict the free flow of trade and of funds. But the
situation was serious, and he felt that the System should take
whatever helpful actions it could in the areas for which it was
responsible, He thought that the interest equalization tax
should be extended to banks with any desirable and feasible
elaborations of its provisions, but he feared that this might

take more timc than was available in the circumstances. Perhaps
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the Sys:em should do what it could in the area of moral suasion
rather than simply wait for enactment of legislation. Two years
ago, in a roughly similar situation, the Committee had felt that
actions outside the area of monetary policy were called for and
had hoped that monetary policy could be relieved of part of the
burden, Some actions had been taken by the Administration then,
but the necessary fundamental improvement nhad not been achieved;
even though the balance of trade had moved in a favorable direc-
tion the country once more was faced with a serious problem.
Actions beyoni the System's jurisdiction asain were called for,
but the System also had to carry some part of the burden. 1In
his judgment both lines of attack should be pursued.

There were some questions in Mr. Shuford's mind as to
the best approach, from psychological and other standpoints, to
the matter of removing the gold cover requirement. However, he
persona:ly fasored removing the requirement. entirely.

Mr. Shuford favored no change in monetary policy for the
reasons already discussed, of which the imminent Treasury
financing was predominant, He appreciated Mr. Holland's analysis
of the appropriate definition of even keel for this period. How-
ever, he would not favor using dealer lending rates and similar
factors as the main guide to operations; in his judgment short-

term rates should continue to be the principal guide for the
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Desk, and he favored a bill rate in *he range of 3.70-3.90 per
cent. Mr. Shuford thought he had developed a better understanding
of the meaning of '"tone and feel" of the market from having
participated in the daily conference call for the last four

weeks, The Desk had been faced with some difficult problems
during this period, and in his opinion it had done unusually

well in dealing with them,

Mr. Daane said that the prercription for policy in the
next few weel's seemed crystal clear in light of the size of the
Treasury refunding and the need for the market to digest the
securities isrsued., He thought the current tonc and feel of the
market shoulc¢ be maintained as nearly unchanged in coming weeks
as was humanly possible. Looking further ahead, he would be
somewhat concerned about continuing the current degree of credit
availability in light of the expansion alrcady experienced and
against the lackground of the present critical situation with
respect to the balance of payments and the position of the dollar.
But it was urnecessary to pursue this subjecct further at the
present time.

With respect to the new procedure that had been followed
at this meeting and the previous one, Mr. Daane noted that the
Committee was striving to improve its analysis of the ecconomic

and financial developments underlying its policy decisions and
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to improve its communications. He had fourd the staff questions
and answers extremely useful in sharpening the focus on basic
consideratiors, He was somewhat disturbed however, by the fact
that there was so much repetition in the discussion, Although
he had not been present at the last meeting he had read the
minutes closely and noted that many members seemed to feel an
obligation to comment on every question in the Iist. 1In his
judgmert, it would be more useful to view the staff's questions
and answers as a briefing document that wes extremely helpful
in sharpening the Committee's focus on impcrtant issues rather
than to assume that they imposed a requirerent on every member
of the Committee to present his own analysis of each issue. To
his way of thinking the latter course unduly extended the length
of the sneeting and the length of the wminutes. It also posed a
problem with respect to the policy record eatry and it interfered
with the give and take of discussion.

Mr. Ba:lderston said he thought it was fortumate from the
point of view of the Committee's relacions with the Treasury that
another alumnus of the Federal Reserve, in the person of
Mr. Deming, would be occupying the position of Under Secretary
of the Treasury for Monetary Affairs. He was prompted to make
this observation especially because of his pleasvre in noting

that Mr. Mitchell and others had implied in their comments this
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morning that finding solutions to the international problem was
as important to the well being of thaz country as was the state
of the domestic economy.

For “he immediate future, Mr. Balderston said, the
Treasury refunding called for maintaining unchanged the conditions
in the money market. He could not say now how far beyond the
next meeting an even keel would be desiratle, but he would not
necessarily favor continuing to protect the Government security
dealers indefinitely until they had disposed of all of the
4-1/4 per cent bonds acquired in the refunding. In his view it
was appropriate to expect the dealers to assume some risk in
their cperations. The draft directive as amended was acceptable
to him.

Mr. Balderston said he would like to make two further
points now because he thought that Committee members should give
particularly intensive consideration durirg the coming three
weeks to the question of what action would be appropriate at
the next meeting. His first point concerned the possible benefit
to the balance of payments of moving toward restraint on bank
credit. Some change in policy seemed vital to undergird what-
ever special approaches to the problem were attempted. As long
as domestic conditions were as strong as they promised to be in

the first quarter, and as long as the flow of financial savings
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remained high, it appeared to him that monetary policy could mae
some contribution to the international situation without damage
to the domestic economy, Such a contribution was the responsi-
bilicy of the System. Domestic corporai:ions appeared to be
relying more on bank credit than on the capital markets to
finance such investment as could rot be financed with internal
funds., For nearly three years, from 1952 through the third
quarter of 1964, bank credit had expandzd at a relatively stable
rate, averaging about $19-1/2 billion a year, although the ratio
of bank crz:dit to total funds raised during that period had, of
coursie, dropped somewhat. The anmal percentage rate of growth
was contin:ing at around 8 per cent. He was reminded of the
willingness of the United States to finsnce German industry
after the first World War through bonds yielding 8 per cent,
knowing that the money was being invested in enterprises that
would not earn so high a return.

Se:ondly, Mr. Balderston said, cespite the satisfaction
ofter being expressed with respect to the health of the current
domestic expansion, he thought a few telltale signs of illness
were now beginning to appear. In his judgment one should not be
content with the facts that the wholesale price index was no
higher now than five years ago and that the rate of increase in
the consumer price index had not accelerated; during those five

years greater progress could have been made in increasing the
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price competitiveness of American goods. The rise in the U,S.
trade surrlus was traceable to the fact that other countries had
inflated nore than the United Staces had. It was not necessary
that all cf the gains in efficiency be translated into increases
in wages and fringe benefits, Th= test of these propositions was
that dollar holdings were being built up in foreign monetary
centers, and these dollars were being vsed as bargaining instru-
ments aga:nst the United States. He wanted to see this situation
come to au end.

Moieover, Mr. Balderston said, even the vaunted price
stability was showing signs of terminating; in the fourth quarter
whol:sale prices excluding farm ard food products rose 0.6 per
cent., He would not want to say that the economy was faced with
price infl:tion but, given the fact that the international situ:z-
tion was tne prime consideration at the moment, he thought there
shou'lld be progress in the direction of 1educing the prices of
expoc-table goods.

Mr. Balderston observed that bauk credit should be used
constructi-vely, not speculatively, and he noted that earlier in
the meetiny Mr. Irons had expressed a concern similar to that
which he felt on this score. The present expansion thus far
had been characterized by balance and by the high degrce of

prudence evident in the decisions of business managers. But
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with the crange that seemed to have occurred recently in inventory
policies h2 sensed that there now was an element of speculativeness
abroad that the Committee was helping to feed through its current
monetary policy.

In a concluding observation, Mr. Balderston said that
gsolution of the longer-run problem of tha continuing accumula-
tion of dollars by European central banks was of vital importance,
and this problem had to be attacked by both the Administration znd
the Systemn. Much discussion of the proilem seemed to blur the
fact that France had enough dollars to d:mand substantial amounts
of gold, to say nothing of Spain and oth>r countries. He would
like to see the Government's foreiyn spending and lending
attacked first; the country was earning 1 substantial return on
private long-term investments abroad. He: would favor attacking
next the t2rm loans of banks and direct investments in European
countries. If moral suasion was to be ewployed in any form he
hopec¢ that it would be accompanied by saactions of some sort
because otherwise it could have inequitable effects.

Chairman Martin said he had found the discussion today
stimulating and worth while; it was good to have the opportunity
to bring the various viewpoints of members more sharply into
focus. He thought Mr. Hickman had made a useful contribution

in his analysis of the staff's answers. Because the matters
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being dzalt with involved human choice and judgment, there inevitably
were many imponderables.

The Chairman said he had little to add to the discussion
this morning. It seemed perfectly clear that everyone was in
favor of maintaining an even keel in the money market for the next
three weeks., There was some disagreement as to how '"even keel"
should be defincd under present circumstances, but the Committee
always was fzced with this kind of problen in its deliberations.
In light of ¢ Treasury financing so successful that it led to
some complications, he thougat it was apparent that the conditions
in the money narket prevailing during the current period should be
maintained as closely as possible over the next few weeks.

Chairman Martin favored the amendment to the staff's
draft d.rectise that Mr. Ellis had suggested; namely, to delete
the words '"may continue to" in the second paragraph. He noted
that Mr, Robe-tson had suggested the addition of a clause at the
end of this paragraph, but he questicned whether the clause would
add much in v'ew of the different shades oi emphasis around the
table. He suggested that a vote be taken on the staff's draft
directive with Mr, Ellis' proposed amendment.

Mr. Hayes suggested adding the following language at
the end of the first paragraph: "particularly in view of the

current unsettlement in financial markets abroad." Mr. Mitchell
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concurred ir the suggestion, noting that i1 considerable amount of
concern on this subject had been expressed in the discussion today.

Thereupon, upon motion duly made
and seconded, and by unanimous vote,
the Federal Reserve Bank of New York
was authorized and direct:d, until
otherwise directed by the Committee,
to execute transactions in the System
Account in accordance wita the follow-
ing current economi~ policy directive:

In light of the economic and financial developments
reviewed at this meeting, and taking tLhe current Treasury
refunding into account, it remains che Federal Open
Market Committee's current policy te facilitate continued
expansion of the economy by accommodating moderate
growth in the reserve base, bdrk credit, and the money
supply, while seeking to avoid the energence of
inflationary pressures and to strengthen the inter-
national position of the dollar, particularly in view
of the current unsettlement in financial markets abroad.

To implement this policy, and rccognizing that
international uncertainties and shifting seasonal
pressur:3 require a larger than usual degree of
flexibility in operations, System open market opera-
tions over the next three weeks shall be conducted with
a view to maintaining about the same conditions in the
money mirket as have prevailed in recent weeks.

It was agreed that the next meeting of the Committee would
be held on Tuesday, February 2, 1965, at 9:30 a.m.

Chaiiman Martin commented that he thought the Committee
was making progress on the matter of the directive. He noted
that Mr. Daane had spoken about the length of the minutes under

the new procedure, and he had some sympathy with Mr. Daane's

comment., However, the Committece did have the problem at each
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meeting of urcovering the various shades of emphasis in the views
of members. He thought progress was being made in this connection
also,

The Chairman noted that the Committ:ee had planned to discuss
the question of quantification in the dire:-tive after conclusion
of the regular agenda today. He proposed that the discussion be
deferred until the date of the next meeting, to allow more time
for merbers to think about the question. also, Mr. Mitchell had
distributed a memorandum on this subject today that would provide
a good vasis for the discussion, and it would be desirable for
the members to have time to study this document. (Note: A copy
of Mr, Mitchell's memorandum has been placed in the files of the
Committze.)

There were no objections to tae Chairman's suggestion,

Thercupon the meeting adjournad,

}/66///[ o

Secretary




Attachment A

CONFIDENTIAL (FR) January 11, 1965,

Draft language for current economic policy directive for consideration
by the Federal Open Market Committee at its meeting
on January 12, 1965

In light of the economic and financial developments reviewed
at this meeting, and taking the current Treasury refunding into
account, it remains the Federal Open Market Committee's current
policy to facilitate continued expansion of the economy by
accommodating moderate growth in the reserve base, bank credit,
and the money supply, while seeking to avoid the emergence of
inflationary pressures and to strengthen the intermational
position of the dollar,

To implement this policy, and recognizing that international
uncertainties and shifting seasonal pressures may continue to
require a larzer than usual degree of flex:bility in operationms,
System open market operations over the nexi three weeks shall be
conducted with a view to maintaining about the same conditions in

the money market as have prevailed in recent weeks,



