MEMORANDUM OF DISCUSSION

A meeting of the Federal Open Market Committee was held in
the offices of the Board of Governors of the Federal Reserve System
in Washington, D. C., on Tuesday, March 5, 1968, at 9:30 a.m.

PRESENT: Mr. Martin, Chairman
Mr. Hayes, Vice Chairman
Mr. Brimmer
Mr. Ellis
Mr. Galusha
Mr. Hickman
Mr. Kimbrel
Mr. Maisel
Mr. Mitchell
Mr. Robertson
Mr. Sherrill

Messrs. Bopp, Clay, Coldwell, and Scanlon,
Alternate Members of the Federal Open Market
Committee

Messrs. Wayne, Francis, and Swan, Presidents of
the Federal Reserve Banks of Richmond, St.
Louis, and San Francisco, respectively

Mr. Holland, Secretary

Mr. Sherman, Assistant Secretary

Mr. Kenyon, Assistant Secretary

Mr, Broida, Assistant Secretary

Mr. Molony, Assistant Secretary

Mr. Hackley, General Counsel

Mr. Brill, Economist

Messrs., Axilrod, Hersey, Kareken, Link, Mann,
Partee, Reynolds, Solomon, and Taylor,
Associate Economists

Mr. Holmes, Manager, System Open Market
Account

Mr. Coombs, Special Manager, System Open
Market Account

Messrs. Cardon and Fauver, Assistants to
the Board of Governors

Mr. Williams, Adviser, Division of Research
and Statistics, Board of Governors
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Mr. Wernick, Associate Adviser, Division
of Research and Statistics, Board of
Governors

Mr. Keir, Assistant Adviser, Division of
Research and Statistics, Board of
Governors

Mr. Bernard, Special Assistant, Office of
the Secretary, Board of Governors

Miss Eaton, General Assistant, Office of the
Secretary, Board of Governors

Miss McWhirter, Analyst, Office of the
Secretary, Board of Governors

Mr. Heflin, First Vice President of the
Federal Reserve Bank of Richmond

Messrs. Eastburn, Baughman, Andersen, Tow,
Green, and Craven, Vice Presidents of the
Federal Reserve Banks of Philadelphia,
Chicago, St. Louis, Kansas City, Dallas,
and San Francisco, respectively

Mr. Haymes, Assistant Vice President,
Federal Reserve Bank of Richmond

Mr. Cooper, Manager, Securities and
Acceptance Departments, Federal Reserve
Bank of New York

Mr. Anderson, Financial Economist, Federal
Reserve Bank of Boston

The Secretary reported that advices had been received of
the election by the Federal Reserve Banks of members and alternate
members of the Federal Open Market Committee for the term of one
year beginning March 1, 1968, that it appeared that such persons
were legally gualified to serve, and that they had executed their
oaths of office.

The elected members and alternates were as follows:

George H. Ellis, President of the Federal Reserve Bank of

Boston, with Karl R. Bopp, President of the Federal
Reserve Bank of Philadelphia, as alternate;
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Al fred Hayes, President of the Federal Reserve Bank of
New York, with William F. Treiber, First Vice President
of the Federal Reserve Bank of New York, as alternate;

W. Braddock Hickman, President of the Federal Reserve
Bank of Cleveland, with Charles J. Scanlon, President
of the Federal Reserve Bank of Chicago, as alternate;

Monroe Kimbrel, President of the Federal Reserve Bank of
Atlanta, with Philip E. Coldwell, President of the
Federal Reserve Bank of Dallas, as alternate;

Hugh D. Galusha, Jr., President of the Federal Reserve
Bank of Minneapolis, with George H. Clay, President of
the Federal Reserve Bank of Kansas (City, as alternate.

By unanimous vote, the following
officers of the Federal Open Market
Committee were elected to serve until
the election of their successors at
the first meeting of the Committee
after February 28, 1969, with the
understanding that in the event of
the discontinuance of their official
connection with the Board of Governors
or with a Federal Reserve Bank, as the
case might be, they would cease to
have any official connection with the
Federal Open Market Committee:

Wm. McC. Martin, Jr. Chairman

Alfred Hayes Vice Chairman

Robert C. Holland Secretary

Merritt Sherman Assistant Secretary
Kenneth A. Kenyon Assistant Secretary
Arthur L. Broida Assistant Secretary
Charles Molony Assistant Secretary
Howard H. Hackley General Counsel

David B. Hexter Assistant General Counsel
Daniel H. Brill Economist

Stephen H., Axilrod, A. B.
Hersey, John H., Kareken,
Albert R. Koch, Robert G.
Link, Maurice Mann,
J. Charles Partee, John E,
Reynolds, Robert Solomon,
Charles T. Taylor, and
Parker B. Willis Associate Economists
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By unanimous vote, the Federal
Reserve Bank of New York was selected
to execute transactions for the System
Open Market Account until the adjourn-
ment of the first meeting of the Federal
Open Market Committee after February 28,
1969,

By unanimous vote, Alan R. Holmes
and Charles A. Coombs were selected to
serve at the pleasure of the Federal
Open Market Committee as Manager of the
System Open Market Account and as
Special Manager for foreign currency
operations for such Account, respec-
tively, it being understood that their
selection was subject to their being
satisfactory to the Board of Directors
of the Federsl Reserve Bank of New York.

Secretary's Note: Advice subsequently
was received that Messrs. Holmes and
Coombs were satisfactory to the Board
of Directors of the Federal Reserve
Bank of New York for service in the
respective capacities indicated.

By unanimous vote, the minutes of
actions taken a2t the meeting of the
Federal Open Market Committee held on
February 6, 1968, were approved.
The memoranduz of discussion for
the meeting of the Federal Open Market
Committee held on February 6, 1968, was
accepted.
Consideration was then given to the continuing authorizations
of the Committee, according to the customary practice of reviewing

such matters at the first meeting in March of every year, and the

actions set forth hereinafter were taken.
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By unanimous vote, the following
procedures with respect to allocations
of securities in the System Open Market
Account were approved without change:

1, Securities in the System Open Market Account
shall be reallocated on the last business day of each
month by means of adjustments proportionate to the
adjustments that would have been required to equalize
approximately the average reserve ratios of the 12
Federal Reserve Banks based on the most recent available
five business days' reserve ratio figures.

2. The Board's staff shall calculate, in the
morning of each business day, the reserve ratios of each
Bank after allowing for the indicated effects of the
settlement of the Interdistrict Settlement Fund for the
preceding day. “f these calculations should disclose a
deficiency in the reserve ratio of any Bank, the Board's
staff shall inform the Manager of the System Open Market
Account, who shall make & special adjustment as of the
previcus day to restore the reserve ratio of that Bank to
the average of all the Banks. However, such adjustments
shall not be made beyond the point where a deficiency
would be created at any other Bank. Such adjustments
shall be offset against the participation of the Bank or
Banks best able to absorb the additional amount or, at
the discretion of the Manager, against the participation
of the Federal Reserve Bank of New York. The Board's
staff and the Bank or Banks concerned shall then be
notified of the amounts involved and the Interdistrict
Settlement Fund shall be closed after giving effect to
the adjustments as of the preceding business day.

3, Until the next reallocation the Account shall
be apportioned on the basis of the ratios determined in
paragraph 1, after allowing for any adjustments as
provided for in paragraph 2.

4. Profits and losses on the sale of securities
from the Account shall be allocated on the day of
delivery of the securities sold on the basis of each

Bank's current holdings at the opening of business on
that day.
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Mr. Holmes noted that the procedure for allocating the
System Open Market Account which the Committee had just reaffirmed
was based on the 25 per cent gold cover requirement for Federal
Reserve notes. The House had already passed legislation removing
the gold cover requirement and such action was under consideration
in the Senate. While he had not recommended any change in procedure
at this time, he thought the Committee might want to make a change
promptly, perhaps by telegraph vote, if and when such legislation
was enacted.

The simplest change would be to revert to the procedure
followed before the decline in the over-all System reserve ratio
called into question the ability of any individual Reserve Bank
to maintain the legal requirement. That could be accomplished by
dropping paragraph 2 of the present procedure under which almost
daily adjustments were made to prevent any one Bank from falling
below the legal requirement, and making minor changes in the
present paragraphs 1 and 3, as shown on the copies of the suggested
revised procedure that had been distributed.l/

The net result of the change, Mr. Holmes observed, would
be to continue to reallocate the Account at the end of each month
to equalize the ratio of gold holdings to note liabilities of each

Bank based on its position on the last five business days. That

1/ Appended to this memorandum as Attachment A.
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procedure would no longer have any relation to the old legal reserve
requirement but would avoid day-to-day adjustments. It would also
be a convenient way of preserving roughly the same ratio of earning
and non-earning assets in the portfolio of each Reserve Bank.

A proposed list for distribution of periodic reports
prepared by the Federal Reserve Bank of New York for the Federal
Open Market Committee was presented for comsideration and approval.

By unanimous vote, authoriza-
tion was given for the following
distribution:

1. Members and Alternate Members of the Committee,
other Reserve Bank Presidents, and officers
of the Committee,

%2, The Secretary of the Treasury.

#*3. The Under Secretary of the Treasury for Monetary
Affairs and the Deputy Under Secretary for
Monetary Affairs.

*4. The Assistant to the Secretary of the Treasury
working on debt management problems.

*5. The Fiscal Assistant Secretary of the Treasury.

6. The Director of the Division of Bank Operations of
the Board of Governors.

7. The officer in charge of research of each of the
Federal Reserve Banks not represented by its
President on the Committee.

8. The officers of the Federal Reserve Bank at New York
working under the Manager and Special Manager ‘of
the System Open Market Account.

9. With the approval of a member of the Committee or
any other President of a Federal Reserve Bank,
with notice to the Secretary, any other employee
of the Board of Governors or of a Federal Reserve
Bank.

ate

% Weekly reports only.
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By unanimous vote, the Committee
reaffirmed the authorization, first
given on Maxrch 1, 1951, for the
Chairman to appoint a Federal Reserve
Bank to operate the System Open Market
Account temporarily in case the Federal
Reserve Bank of New York is unable to
function.

By unanimous vote, the following
resolution to provide for the continued
operation of the Federal Open Market
Committee during an emergency was
reaffirmed:

In the event of war or defense emergency, if the
Secretary or Assistant Secretary of the Federal Open
Market Committee (or in the event of the unavailability
of both of them, the Secretary or Acting Secretary of
the Board of Governors of the Federal Reserve System)
certifies that as a result of the emergency the available
number of regular members and regular alternates of the
Federal Open Market Committee is less than seven, all
powers and functions of the said Committee shall be
performed and exercised by, and authority to exercise
such powers and functions is hereby delegated to, an
Interim Committee, subject to the following terms and
conditions:

Such Interim Committee shall comsist of seven
members, comprising each regular member and regular
alternate of the Federal Open Market Committee then
available, together with an additional number,
sufficient to make a total of seven, which shall be
made up in the following order of priority from those
available: (1) each alternate at large (as defined
below); (2) each President of a Federal Reserve Bank
not then either a regular member or an alternate; (3)
each First Vice President of a Federal Reserve Bank;
provided that (a) within each of the groups referred
to in clauses (1),(2), and (3) priority of selection
shall be in numerical order according to the numbers
of the Federsal Reserve Districts, (b} the President
and the First Vice President of the same Federal Reserve
Bank shall not serve at the same time as members of the
Interim Committee, and (c) whenever a regular mewmber or
regular alternate of the Federal Open Market Committee
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or a person having a higher priority as indicated in
clauses (1), (2), and (3) becomes available he shall
become a member of the Interim Committee in the place
of the person then on the Interim Committee having the
lowest priority. The Interim Committee is hereby
authorized to take action by majority vote of those
present whenever one or more members thereof are
present, provided that an affirmative vote for the
action taken is cast by at least one regular member,
regular alternate, or President of a Federal Reserve
Bank. The delegation of authority and other procedures
set forth above shall be effective only during such
period or periods as there are available less than a
total of seven regular members and regular alternates
of the Federal Open Market Committee.

As used herein the term "regular member” refers
to a member of the Federal Open Market Committee duly
appointed or elected in accordance with existing law;
the term "regular alternate'" refers to an alternate of
the Committee duly elected in accordance with existing
law and serving in the absence of the regular member
for whom he was elected; and the term "alternate at
large' refers to any other duly elected alternate of
the Committee at a time when the member in whose
absence he was elected to serve is available,

By unanimous wvote, the following
resolution authorizing certain actions
by the Federal Reserve Banks during an
emergency was reaffirmed:

The Federal COpen Market Committee hereby authorizes
each Federal Reserve Bank to take any or all of the
actions set forth below during war or defense emergency
when such Federal Reserve Bank finds itself unable after
reasonable efforts to be in communication with the
Federal Open Market Committee (or with the Interim
Committee acting in lieu of the Federal Open Market
Committee) or when the Federal Open Market Committee
(or such Interim Committee) is unable to function.

(1) Whenever it deems it necessary in the light
of economic conditions and the general credit situation
then prevailing (after taking into account the possibil-
ity of providing necessary credit through advances
secured by direct obligations of the United States under
the last paragraph of section 13 of the Federal Reserve
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Act), such Federal Reserve Bank may purchase and sell
obligations of the United States for its own account,
either outright or under repurchase agreement, from and
to banks, dealers, or other holders of such obligations.

(2) In case any prospective seller of obligations
of the United States to a Federal Reserve Bank is unable
to tender the actual securities representing such
obligations because of conditions resulting from the
emergency, such Federal Reserve Bank may, in its
discretion and subject to such safeguards as it deems
necessary, accept from such seller, in lieu of the
actual securities, a "due bill" executed by the seller
in form acceptable to such Federal Reserve Bank stating
in substantial effect that the seller is the owner of
the obligations which are the subject of the purchase,
that ownership of such obligations is thereby transferred
to the Federal Reserve Bank, and that the obligations
themselves will be delivered to the Federal Reserve Bank
as soon as possible.

(3) Such Federal Reserve Bank may in its discretion
purchase special certificates of indebtedness directly
from the United States in such amounts as may be needed
to cover overdrafts in the general account of the
Treasurer of the United States on the books of such Bank
or for the temporary accommodation of the Treasury, but
such Bank shall take all steps practicable at the time
to insure as far as possible that the amount of obliga-
tions acquired directly from the United States and held
by it, together with the amount of such obligations so
acquired and held by all other Federal Reserve Banks,
does not exceed $5 billion at any one time.

Authority to take the actions set forth shall be
effective only until such time as the Federal Reserve
Bank is able again to establish communications with
the Federal Open Market Committee (or the Interim
Committee), and such Committee is then functioning.

By unanimous vote the Committee
reaffirmed the authorization, first
given at the meeting on December 16,
1958, providing for System personnel
assigned to the Qffice of Emergency
Planning, Special Facilities Division,
on a rotating basis to have access to
the resolutions (1) providing for
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continued operation of the Committee
during an emergency and (2) authorizing
certain actions by the Federal Reserve
Banks during an emergency.

There was unanimous agreement
that no action should be taken to
change the existing procedure, as
called for by resolution adopted
June 21, 1939, requesting the Board
of Governors to cause its examining
force to furnish the Secretary of
the Federal Open Market Committee a
report of each examination of the
System Open Market Account.

Reference was made to the procedure authorized at the
meeting of the Committee on March 2, 1955, and most recently
reaffirmed on March 7, 1967, whereby, in addition to members and
officers of the Committee and Reserve Bank Presidents not currently
members of the Committee, minutes and other records could be made
available to any other employee of the Board of Governors or of a
Federal Reserve Bank with the approval of a member of the Committee
or another Reserve Bank President, with notice to the Secretary.

It was stated that lists of currently authorized persons
at the Board and at each Federal Reserve Bank (excluding secretaries
and records and duplicating personnel) had recently been confirmed
by the Secretary of the Committee. The current lists were reported
to be in the custody of the Secretary, and it was noted that
revisions could be sent to the Secretary at any time.

It was agreed unanimously that

no action should be takenm at this time

to amend the procedure authorized on
March 2, 1955.
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In connection with the foregoing action, Chairman Martin
said he would emphasize the need for maintaining the confidentiality
of the Committee's records. While he was not suggesting that the
names of any currently authorized persons be removed from the lists,
the members should bear in mind the need for insuring that access
to the Committee's confidential records was appropriately limited.

By unanimous vote, the Federal
Reserve Bank of New York was authorized
and directed, until otherwise directed
by the Committee, to execute transactions
in the System Open Market Account in
accordance with the following continuing
autherity directive relating to trans-
actions in U.S. Govermment securities,
agency obligations, and bankers'
acceptances:

1. The Federal Open Market Committee authorizes
and directs the Federal Reserve Bank of New York, to the
extent necessary to carry out the most recent current
economic policy directive adopted at a meeting of the
Committee:

(a) To buy or sell U.S5. Govermment securities
in the ¢pen market, from or to Government
securities dealers and foreign and international
accounts maintained at the Federal Reserve Bank
of New York, on a cash, regular, or deferred
delivery basis, for the System Open Market
Account at market prices and, for such Account,
to exchange maturing U.S. Government securities
with the Treasury or allow them to mature without
replacement; provided that the aggregate amount
of such securities held in such Account at the
close of business on the day of a meeting of the
Committee at which action is taken with respect
to a current economic policy directive shall not
be increased or decreased by more than $2.0
billion during the period commencing with the
opening of business on the day following such
meeting and ending with the close of business
on the day of the next such meeting;
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(b) To buy or sell prime bankers' acceptances
of the kinds designated in the Regulation of the
Federal Open Market Committee in the open market,
from or to acceptance dealers and foreign accounts
maintained at the Federal Reserve Bank of New York,
on a cash, regular, or deferred delivery basis, for
the account of the Federal Reserve Bank of New York
at market discount rates; provided that the
aggregate amount of bankers' acceptances held at
any one time shall not exceed (1) $125 million or
{(2) 10 per cent of the total of bankers' acceptances
outstanding as shown in the most recent acceptance
survey conducted by the Federal Reserve Bank of New
York, whichever is the lower;

{c} To buy U.$. Government securities, obliga-
tions that are direct obligations of, or fully
guaranteed as to principal and interest by, any
agency of the United States, and prime bankers!
acceptances with maturities of 6 months or less at
the time of purchase, from nonbank dealers for the
account of the Federal Reserve Bank of New York
under agreements for repurchase of such securities,
obligations, or acceptances in 15 calendar days or
less, at rates not less than (1) the discount rate
of the Federal Reserve Bank of New York at the time
such agreement is entered into, or (2) the average
issuing rate on the most recent issue of 3-month
Treasury bills, whichever is the lower; provided
that in the event Government securities or agency
issues covered by any such agreement are not
repurchased by the dealer pursuant to the agreement
or a renewal thereof, they shall be sold in the

market or transferred to the System Open Market

Account; and provided further that in the event
bankers' acceptances covered by any such agreement
are not repurchased by the seller, they shall
continue to be held by the Federal Reserve Bank

or shall be sold in the open market.

2. The Federal Open Market Committee authorizes and

directs the Federal Reserve Bank of New York to purchase

directly from the Treasury for the account of the Federal
Reserve Bank of New York (with discretion, in cases where
it seems desirable, to issue participations to one or more
Federal Reserve Banks) such amounts of special short-term
certificates of indebtedness as may be necessary from time
to time for the temporary accommodation of the Treasury;
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provided that the rate charged on such certificates shall
be a rate 1/4 of 1 per cent below the discount rate of
the Federal Reserve Bank of New York at the time of such
purchases, and provided further that the total amount of
such certificates held at any one time by the Federal
Reserve Banks shall not exceed $1 billion.

Chairman Martin then noted that a memorandum from the
Secretariat, entitled "Proposed revisions in the authorization for
System foreign currency operations,'" had been distributed under
date of February 28, 1968.1/ He invited Mr. Coombs to comment.

Mr. Ccombs said he concurred in the two revisions recom~
mended in the Secretariat's memorandum, both of which affected
paragraph 3 of the authorization. One change proposed was to add
the words "Unless otherwise expressly authorized by the Committee"
to the first sentence of the paragraph, before the statement that
all transactions in foreign currencies should be at prevailing
market rates. The purpose was to repair an omission that had
been made inadvertently when the Committee's foreign currency
instruments were reformulated in June 1966. Under the prior
instruments, which included such a qualification, on two occasions
the Committee had approved, simply by wvote, the payment of a small
commission on a bulk purchase of a foreign currency. As the

authorization was presently phrased, however, an amendment would

be required before the Committee could approve a similar transaction

1/ A copy of this memorandum has been placed in the Committee's
files.
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in the future. While he would hope that occasions for such
transactions would not arise often, it seemed desirable to amend
the authorization now to simplify the Committee's action if they
should arise.

The other recommendation, Mr. Coombs continued, was to
delete the second sentence of paragraph 3, which read, "Iusofar
as is practicable, foreign currencies shall be purchased through
spot transactions when rates for those currencies are at or below
par and sold through spot tramnsactions when such rates are at or
above par, except when transactions at other rates (i) are specif-
ically authorized by the Committee, (ii) are necessary to acquire
currencies to meet System commitments, or (iii) are necessary to
acquire currencies for the Stabilization Fund, provided that
these currencies are resold forward to the Stabilization Fund at
the same rate." He had never fully understood the purpose of the
restrictions on foreign currency sales at prices below par and on
purchases at prices above par, which had been included in the
Committee's original forei,: currency instruments adopted in
February 1962. The Secretariat's memorandum suggested that
those restrictions were intended to aveid operations that were
destabilizing in the sense that they would drive exchange rates
farther from their par values. But, as the memorandum also noted,

sufficient safeguards against potentially destabilizing operations
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would seem to be provided by the specification of the purposes for
which operations were authorized in paragraph 2 of the foreign
currency directive.

Moreover, Mr., Coombs said, various practical considerations
militated against such restrictions, For example, it might often
be desirable to repatriate earnings on a foreign currency even
though its exchange rate was below par; as he had reported at the
meeting of the Committee on November 14, 1967, that question had
arisen over the preceding year or so in connection with System
earnings on its holdings of sterling. Also, on various occasions
during that period when Britain had been taking in dollars, Bank
of England officials had suggested that it would be appropriate for
the System to reduce its holdings of guaranteed sterling and he had
acted on such suggestions. Finally, it would seem desirable for
the System Account to be able to sell out, on short notice, its
holdings of a currency that was on the point of devaluation, as had
been done with sterling last November. As he had noted in the
discussion at the November 14 meeting, some time ago he had checked
with Chairman Martin through a member of the Board's staff regarding
the Committee's intent with respect to the restriction on sales of
foreign currencies below par, and had been advised to take a common
sense view of the matter. 1In light of the various considerations

that he had mentioned and that were discussed in the Secretariat's
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memorandum, he agreed with the recommendation that the sentence

be deleted.

Chairman Martin asked whether there were any questions
concerning or objections to the proposed revisions of the

authorization, and none was heard.

By unanimous wvote, the
authorization for System foreign
currency operations was amended
to read as follows:

AUTHORIZATION FOR SYSTEM FOREIGN CURRENCY OPERATIONS

1., The Federal Open Market Committee authorizes and
directs the Federal Reserve Bank of New York, for System
Open Market Account, to the extent necessary to carry out
the Committee's foreign currency directive:

A. To purchase and sell the following foreign
currencies in the form of cable transfers through spot
or forward transactions on the open market at home and
abroad, including transactions with the U.S. Stabilization
Fund established by Section 10 of the Gold Reserve Act of
1934, with foreign monetary authorities, and with the Bank
for International Settlements:

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks
Italian lire
Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold foreign currencies listed in para-
graph A above, up to the following limits:
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(1) CGurrencies held spot or purchased
forward, up to the amounts necessary to fulfill
outstanding forward commitments;

(2) Additional currencies held spot or
purchased forward, up to the amount necessary for
System operations to exert a market influence but
not exceeding $150 million equivalent; and

{3) Sterling purchased on a covered or
guaranteed basis in terms of the dollar, under
agreement with the Bank of England, up to $200
million equivalent.

C. To have outstanding forward commitments
undertaken under paragraph A above to deliver foreign
currencies, up to the following limits:

(1) Commitments to. deliver foreign
currencies to the Stabilization Fund, up to
$350 million equivalent;

(2) Commitments to deliver Italian lire,
under special arrangements with the Bank of Italy,
up te $500 million equivalent; and

(3) Other forward commitments to deliver
foreign currencies, up to $550 million equivalent.

D. 'To draw foreign currencies and to permit
foreign banks to draw dollars under the reciprocal
currency arrangements listed in paragraph 2 below,
provided that drawings by either party to any such
arrangement shall be fully liquidated within 12 months
after any amount outstanding at that time was first
drawn, unless the Committee, because of exceptional
circumstances, specifically authorizes a delay.

2. The Federal Open Market Committee directs the
Federal Reserve Bank of New York to maintain reciprocal
currency arrangements (''swap' arrangements) for System
Open Market Account for periods up to a maximum of 12
months with the following foreign banks, which are among
those designated by the Board of Governors of the Federal
Reserve System under Section 214.5 of Regulation N,
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Relations with Foreign Banks and Bankers, and with the
approval of the Committee to renew such arrangements on

maturity:
Amount of
Arrangement
(millions of
Foreign bank dollars equivalent)
Austrian National Bank 100
National Bank of Belgium 225
Bank of Canada 750
National Bank of Denmark 100
Bank of England 1,500
Bank of France 100
German Federal Bank 750
Bank of Italy 750
Bank of Japan 750
Bank of Mexico 130
Netherlands Bank 225
Bank of Norway 100
Bank of Sweden 200
Swiss National Bank 400
Bank for International Settlements:
System drawings in Swiss francs 400
System drawings in authorized
European currencies other than
Swiss francs 600

3. Unless otherwise expressly authorized by the
Committee, all transactions in foreign currencies
undertaken under paragraph 1(A) above shall be at
prevailing market rates and no attempt shall be made
to establish rates that appear to be out of lipe with
underlying market forces.

4. 1Tt shall be the practice to arrange with
foreign central banks for the coordination of foreign
currency transactions. In making operating arrangements
with foreign central banks on System holdings of foreign
currencies, the Federal Reserve Bank of New York shall
not commit itself to maintain any specific balance,
unless authorized by the Federal Open Market Committee.
Any agreements or understandings concerning the adminis-
tration of the accounts maintained by the Federal Reserve
Bank of New York with the foreign banks designated by the
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Board of Governors under Section 214.5 of Regulation W
shall be referred for review and approval to the
Committee.

5. Foreign currency holdings shall be invested
insofar as practicable, considering needs for minimum
working balances. Such investments shall be in accor-
dance with Section l4(e) of the Federal Reserve Act.

6. A Subcommittee consisting of the Chairman and
the Vice Chairman of the Committee and the Vice Chairman
of the Board of Governors (or in the absence of the
Chairman or of the Vice Chairman of the Board of Governors
the members of the Board designated by the Chairman as
alternates, and in the absence of the Vice Chairman of
the Committee his alternate) is authorized to act on
behalf of the Committee when it is necessary to enable
the Federal Reserve Bank of New York to engage in foreign
currency operations before the Committee can be consulted.
All actions taken by the Subcommittee under this paragraph
shall be reported promptly to the Committee.

7. The Chairman (and in his absence the Vice Chairman
of the Committee, and in the absence of both, the Vice
Chairman of the Board of Governors) is authorized:

A, With the approval of the Committee, to enter
into any needed agreement or understanding with the
Secretary of the Treasury about the division of
responsibility for foreign currency operations between
the System and the Secretary;

B. To keep the Secretary of the Treasury fully
advised concerning System foreign currency operations,
and to consult with the Secretary on such policy matters
as may relate to the Secretary’s responsibilities; and

C. From time to time, to transmit appropriate
reports and information to the National Advisory Council
on International Monetary and Financial Policies.

8. Staff officers of the Committee are authorized
to transmit pertinent information on System foreign
currency operations to appropriate officials of the
Treasury Department.
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9. All Federal Reserwve Banks shall participate in
the foreign currency operaticns for System Account in
accordance with paragraph 3 G (1) of the Board of
Governors' Statement of Procedure with Respect to Foreign
Relationships of Federal Reserve Banks dated January 1,
1944,

10. The Special Manager of the System Open Market
Account for foreign currency operations shall keep the
Committee informed on conditions in foreign exchange
markets and on transactions he has made and shall render
such reports as the Committee may specify.

By unanimous vote, the foreign
currency directive given below was
reaffirmed:

FOREIGN CURRENCY DIRECTIVE

1. The basic purposes of System operations in
foreign currencies are:

A. To help safeguard the value of the dollar
in international exchange markets;

B. To aid in making the system of international
payments more efficient;

C. To further monetary cooperation with central
banks of other countries having convertible currencies,
with the International Monetary Fund, and with other
international payments institutions;

D. To help insure that market movements in
exchange rates, within the limits stated in the Interna-
tional Monetary Fund Agreement or established by central
bank practices, reflect the interaction of underlying
economic forces and thus serve as efficient guides to
current financial decisions, private and public; and

E. To facilitate growth in international
liquidity in accordance with the needs of an expanding
world economy.

2. TUnless otherwise expressly authorized by the
Federal Open Market Committee, System operations in
foreign currencies shall be undertaken only when
necessary:



3/5/68 -22-

A. To cushion or moderate fluctuations in the
flows of international payments, if such fluctuations (1)
are deemed to reflect transitional market unsettlement or
other temporary forces and therefore are expected to be
reversed in the foreseeable future; and (2) are deemed to
be disequilibrating or otherwise to have potentially
destabilizing effects on U.S. or foreign official reserves
or on exchange markets, for example, by cccasioning market
anxieties, undesirable speculative activity, or excessive
leads and lags in international payments;

B. To temper and smooth out abrupt changes in
spot exchange rates, and to moderate forward premiums and
discounts judged to be disequilibrating. Whenever supply
or demand persists in influencing exchange rates in one
direction, System transactions should be modified or
curtajiled unless upon review and reassessment of the
situation the Committee directs otherwise;

C. To aid in avoiding disorderly conditions in
exchange markets. Special factors that might make for
exchange market instabilities include (1) responses to
short~run increases in international peolitical tension,
(2) differences in phasing of international economic
activity that give rise to unusually large interest
rate differentials between major markets, and (3) market
rumors of a character likely to stimulate speculative
transactions. Whenever exchange market instability
threatens to produce disorderly conditions, System
transactions may be undertaken if the Special Manager
reaches a judgment that they may help te reestablish
supply and demand balance at a level more consistent
with the prevailing flow of underlying payments. 1In
such cases, the Special Manager shall consult as soon
as practicable with the Committee or, in an emergency,
with the members of the Subcommittee designated for that
purpose in paragraph 6 of the Authorization for System
foreign currency operations; and

D. To adjust System balances within the limits
established in the Authorization for System foreign
currency operations in light of probable future needs
for currencies.

3. System drawings under the swap arrangements are
appropriate when necessary to obtain foreign currencies
for the purposes stated in paragraph 2 above.
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4. TUnless otherwise expressly authorized by the
Committee, transactions in forward exchange, either
outright or in conjunction with spot transactions, may
be undertaken only (i} to prevent forward premiums or
discounts from giving rise to disequilibrating movements
of short-term funds; (ii) to minimize speculative dis-
turbances; (iii) to supplement existing market supplies
of forward cover, directly or indirectly, as a means
of encouraging the reteation or accumulation of dollar
holdings by private foreign holders; (iv) to allow
greater flexibility ip covering System or Treasury
commitments, including commiiments under swap arrange-
ments; {(v) to facilitate the use of one currency for
the settlement of System or Treasury commitments
denominated in other currencies; and (vi) to provide
cover for System holdings of foreign currencies,

Before this meeting there had been distributed to the
members of the Committee a report from the Special Manager of the
System Open Market Account on foreign exchange market conditions
and on Open Market Account and Treasury operations in foreign
currencies for the period February 6 through 28, 1968, and a
supplemental report covering February 29 through March 4, 1968.
Copies of these reports have been placed in the files of the
Committee.

In supplementation of the written reports, Mr. Coombs
said the Treasury gold stock would remain unchanged this week.
However, the Treasury was faced with a prospective deficit in the
Stabilization Fund's holdings over the coming week or so of well
over $100 million. Most of the pressure on the gold stock had

arisen from intervention by the gold pool in the London market.

By the time of the British devaluation late last November, the
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pool had run up 2 deficit of $680 million, compared with its
original resources of $270 million. In the following six-week
period through the end of 1967, the pool paid out an additional
$1.5 billion.

With the announcement on January 1 of the new U.S. balance
of payments measures, Mr, Coombs continued, many observers were
hopeful that there might be at least a technical reversal in the
pool situation for a time. At the Committee’s January meeting,
he had expressed the hope that the peol might racover as much as
$200 million or $300 million before relapsing into deficit. Other
chservers nad been even more optimistic. 1In fact, however, such
hopes had not materialized. During January, there was & further
drain on the pool's rescurces of $132 million, and the losses
continued in February to the extent of $104 million. The February
losses occurred despite the fact that in the latter part of the
month there were heavy maturities 3f three-month forward gold
contracts that had been executed during the week after the November
devaluation, before the decision of European centrsl banks at the
Frankfurt meeting to ban forward contracts in gold. Earlier there
had been some hope for a reflow of gold to the market when those
forward contracts matured, but that did not oceur. §Since then,
there had been a further heavy rush of gold buying in Londen. The

pool lost $90 million last Friday and 5533 miliion vesterday, and
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buying pressure was continuing today with losses thus far amounting
te 547 million. He thought that trend would continue; it was quite
conceivable that the pool’s losses for the week would come to 5500

miliion.

During the past month or so, Mr. Coombs remarked, the
supply of gold from South Africa had been abnormally low because
that country was running a balance of payments surplus and accord-
ingly was taking newly-produced gold into reserves rather than
sending it to Lomdon. That situation was probably temporary. On
the other hand, the conviction in markets all over the world,
including New York, wzs that pool intervention in the Londont market
would result in continuing and growing losses of official gold
reserves and that the govermments concerned would sooner or later
abandon that policy as excessively costly. The past two months
had witnessed a further crumbling of support by pool members; Italy
bought  gold from the United States at the end of January to replace
what it had supplied to the pool during that month. There was a
possibilitcy that within the relatively near future only the United
Kingdom, Germany, and perhaps Switzerland would be prepared to
stay in the pool. It so, the U.S. share in pool operations would
rise to about B0 per cent.

On the exchange markets, Mr. Coombs said, sterling remained

in a precarious situstion. One of the major risks involved in the
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recent sterling devaluation, apart from its impact on the inter-
national financial system generally, had been the possibility

that the gains the United Kingdom was expected to secure on frade
account might be washed out by losses on capital account resulting
from a disintegration of the sterling area. So far, such a
balancing off of gains and logses from devaluation seemed to have
occurred. The British trade figures for December and January were
congiderably improved and export orders locked promising. On the
other hand, the sterling area countries were continuing to shift
out of sterling into dollars and gold, while the Bamk of England
was in process of paying off heavy commitments in the form of
forward exchange contracts reaching maturity; and such contracts
would continue to mature over the next six months, .On balance,
during the three months since devaluation, the Bank of England's
reserve position hgd deteriorated by $500 miilion; they had lost
nearly %300 million in foreign exchange operations and had used
$220 million in making year-end debt payments to the United States
and Canada. During that period the British had made no reduction
in their short-term debt to the Federal Reserve, the U.5. Treasury,
and various foreign central banks, amounting to an aggregate of
more than 83 billion. Indeed, they had received new credits of
more than $300 million in the period, which had enabled them to

show moderate reserve gaips in January and February.
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In general, Mr., Coombs observed, the exchange markets
remained highly skeptical that the new parity would prove viable,
and sterling thus remained vulnerable to speculative raids. Last
Friday (March 1), for example, the British lost $220 wmillion as
the market was swept with rumors of impending changes in the U.S.
gold policy and of prospective further liquidation of sterling
area balances. They had not lost reserves so far this week,
partly because sterling was permitted to slip below par and the
forward discount to widen to nearly 4 per cent--developments which
did not help confidence.

Unfortunately, Mr. Coombs continued, the situation of
the Canadian dollar was almost as wulnerable, and speculative
pressures in the various markets--gold, sterling, and Canadian
dellars--were reinforcing one another. The Canadian problem
resulted from the uncertainties created by the January 1
announcement of new U.S. balance of payments measures. The
market thought the U.S. preogram would have adverse effects on
Canada's position and would undermine the Canadian dollar parity.
Since last November, the Bank of Canada had lost the huge total
of 8900 million, more than a third of its reserves, as a result
of a capital flight together with a general drying up of the
usual capital inflows. Much of those reserve losses had been

replaced by the Canadian drawing on its swap line with the
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System, by credits from the International Monetary Fund, and by a
sizable volume of market swaps by the Bank of Canada. But such
means of covering reserve losses could not be used indefinitely,
and the Canadian officials nc doubt had in mind Britain's
experience of incurring large debts and then having to devalue
anyway. The situation had now reached a critical stage; the next
week or so might tell the story of whether or not a breakdown of
the Canadian parity could be avoided. Needless to say, if the
Canadian dollar were to go even heavier pressures could be expected
on the London gold market, omn sterling, and probably also on the
Japanese yen, with repercussions on the whole international
structure.

On a more cheerful note, Mr. Coombs said, he could report
that a fair amount of progress had been made in reducing the
System's swap debt which, as the Committee would recall, had
reached a peak of $1.8 billion last December. He was hopeful that
by the end of this week the debt would be reduced to somewhat less
than $600 million, reflecting payoffs during the past two months
or so of §1.2 billion. Those facts would be made public next week
and hopefully would be met by a favorable market reaction.

0f the §1.2 billion of repayments, Mr. Coombs said,
slightly more than $750 million resulted from a reversal of the

heavy speculative flows that had been generated by the Mid-East war
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and the devaluation of sterling, a reversal that was attributable
in large part te the favorable effects of the January 1 announce-
ment of the U.S. program. In addition, $166 million had been
liquidated through issuance of securities denominated in foreign
currencies, and another $120 million through acquisitions of
foreign currencies arising out of the recent Canadian drawing on
the IMF. By the end of this week a further $200 million would be
settled through z U.$. drawing on the IMF and $25 million through
a sale of gold to the Swiss National Bank. On the other side of
the ledger, the British had made no progress since the end of
November in paying down their swap debt to the System, which
remained at 51,050 million.

As the Committee knew, Mr. Coombs continued, there had
been quite a bit of concern when the new U.S. balance of payments
program was announced on January 1 that there might be a severe
tightening of conditions in the Furo-dollar market that would
transmit further deflationary pressures to Europe, much of which
had been experiencing slack business conditions for the past year
or so. In fact, until very recently conditions in the Euro-dollar
market had remained relatively easy. He thought that was attribu-
table primarily to the usual post-year-end reflows ¢f European
funds to the Euro-dollar market, this year particularly from

Germany and Switzerland--and also from Canada, which had lost
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flight capital to the Euro-dollar market. Also, placements in short
maturities of the proceeds of the heavy volume of Euro-dollar bond
issues earlier this year had probably helped to keep the short-term
Euro-dollar market easy.

However, Mr. Coombs observed, during the past week a
definite turn seemed to have occurred, with the three-month
Euro-dollar rate moving up from 5-1/2 to nearly 6 per cent. There
was some feeling that the tightening process would continue. If
so, that would put still further pressure on the British position,
particularly since the Bank of England had now virtually withdrawn
from the forward market; zc he had indicated, the forward discount
on sterling had widened to nearly 4 per cent yesterday. Rising
Euro-doliar rates would also intensify the pressure on the Canadian
dollar, and thus far the Canadian authorities had instituted no
formal or informal measures to limit movements of funds out of the
country. A week or so ago the central bank governors and finance
ministers of the Common Market countries had declared in Reme that
they would not allow interest rates to move up and thereby handicap
business revival in their countries. It was by no means clear,
however, just how they would be able to accomplish that objective
if sharply rising rates in the Euro-dollar market excited sympathetic
rate reactions in continental financial markets; in a number of the

Common Market countries, at least, the instruments were lacking to
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replenish the liquidity drawn into the Euro-dollar market. One
possible means for dealing with pressures in the Euro-dollar
market would be to arrange for the BIS to draw on its swap line
with the System and place the funds in that market. However, he
thought it would be a mistake to make such a suggestion to the BIS
at this stage. It would be preferable, in his judgment, to follow
the past practice of reserving that facility for emergency use,
Such an emergency might not be very far off, Mr. Coombs
observed. The international financial system might be moving
toward the brink of a major crisis which could far exceed in
intensity the speculative storm caused by the British devaluation.
He did not know whether there had been some contingency planning to
deal with such a crisis; if there was not and the crisis erupted,
the main burden of defending the dollar would again fall on the
System swap network and forward operation facilities. Very large
amounts could be involved, perhaps far exceeding the $2 billion of
System swap drawings and forward commitments that resulted last
year from the Mid-East war and sterling devaluation. If the
System were to incur such massive foreign currency debts, he would
again suggest that there be a clear understanding with the U.S.
Treasury as to how those debts would be paid off if they did not
prove reversible within the traditional six-month time span. At

the Committee's meeting on November 14, 1967, he had referred to
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the desirability of getting assurances that the Treasury would
provide backstop facilities. 1In a subsequent meeting in which
Chairman Martin and Mr. Hayes had participated, he had asked
Secretary of the Treasury Fowler whether the System could count
upon the Treasury's setting aside enough gold to insure repayment
of any System debt in foreign currencies that could not otherwise
be repaid. The Secretary had not been prepared at that time to
offer categorical assurances on the point, and he (Mr. Coombs)
thought that there now was an urgent need for pursuing the matter
further.

Mr. Hickman asked Mr. Coombs to comment on the underlying
causes of the recent problems in the London gold market.

Mr. Coombs said that for the past two and one-half years
it had been his personal view--and that of officials of a number
of Ruropean central banks--~that a basic disequilibrium had
developed between new production of gold and private demand, and
that that disequilibrium would increase over time. Another view
was that the bulk of current demand was essentially speculative,
and that total demand would tail off rapidly to a level below new
production if the market could be persuaded that the official
price would never go up.

Mr. Hickman asked whether the development of an appropriate

mix of fiscal and monetary policies in the United States would be
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likely to have a substantial favorable effect on the London gold
market.

Mr. Coombs replied that such an event would certainly tend
to reduce speculative demands for gold. Whether or not it would
completely remove the disequilibrium was a matter of judgment.

His own view was that it would not; he would expect pocl losses to
continue.

Mr. Hickman then asked whether Mr. Coombs theought Congress
in general--and particularly those Congressmen whe were most
influential with respect to fiscal policy--were being adequately
informed about the gold situation.

Mr. Coombs replied that information on developments in the
gold market was widely disseminated and that any interested person
could keep informed simply by reading the newspapers.

Mr. Brimmer said that Mr. Coombs' comments on the Canadian
situation raised three questions in his mind. First, if it proved
impossible for the Canadians to hold to the present parity for
their dollar, were they likely to shift to a new parity or move to
a floating exchange rate? Secondly, given the recent parliamentary
difficulties in Canada, was the Government in a position to act
effecrively? Finally, last autumn, before the British devaluation,
Mr. Coombs had recommended that the System do what it could te

help the British maintain the existing parity for the pound. Would



3/5/68 -34-
he make a §imilar recommendation with respect to the Canadian
dollar now?

With respect to Mr. Brimmer's first question, Mr. Coombs
said that if the Canadians were unable to maintain the current
parity they were likely to shift to a floating rate. There was
no evidence at the moment to suggest that the Canadian dollar was
overvalued, and if the authorities were to consider establishing
a new fixed rate they were likely to be in a quandary as to what
rate to select. As to the third question, he thought it was
essential for the Canadians to t{ry to hold to the present rate.
The question of how the new U.S. payments program would be
implemented vis a vis Canada was currently under negotiation, and
if that question could be résolved satisfactorily there might be
a great deal to say in favor of a large package of special credits
of one sort or another for Canada. Apart from supplying the
Canadians with the money they needed and hopefully turning the
tide of speculation against the Canadian dollar, such a package
would provide a reaffirmation of international financial solidarity
that was badly needed at the moment. A major factor affecting
current attitudes in the market was the fear that the structure of
international cooperation was coming apart, and a new demonstration
that the nations were working together would be wvery helpful

indeed.
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Mr. Hayes said he agreed completely with Mr. Coombs’
observations. With respect to Mr. Brimmer's second question, he
thought there were still good grounds for hoping that the Canadians
would soon take appropriate internal policy measures.

Mr. Maisel said he considered extremely important the
Special Manager's earlier remarks about the need for discussing
with the Treasury possible means for funding any large new swap
debts the System might incur. Such discussions were desirable to
insure not only that the means would be available to repay such
debts, but also that account was taken of the real costs of System
swap debts in the decision-making process. 1t should be clearly
recognized at that stage that System swap debts were an ultimate
charge against the U.S. Government. He hoped that the System
would try to get a firm commitment from the Treasury of the type
Mr. Coombs had mentioned.

Mr. Coombs remarked that it was the understanding of the
System's swap partners that drawings would be settled in gold if
necessary, and he thought that point should be stressed in
discussions with the Treasury.

Mr. Mitchell commented that drawings under the swap network
were intended to be used for dealing with transitory developments
expected to prove reversible in the short run. From Mr. Coombs'

remarks he gathered that the problems lying ahead were not of that



3/5/68 -36-

sort but rather would arise from unfavorable long-run trends. If
that were the case he questioned whether an attempt should be made
to degl with them initially by swap drawings.

Mr. Coombs said he had not meant to imply that there were
unfavorable long-run trends in the exchange markets; his comments
in that connection had been directed at the gold market. Whether
secular trends with respect to the supply and demand for gold were
unfavorable was a question on which well-informed people might
disagree. Whatever their origins, however, developments in the
gold market could precipitate tremendous short-run flows in the
exchange markets, and it was reasonable to expect that pressures
of the latter sort could be dealt with by utilizing the swap
network. At the same time, it was necessary to know in advance
how the swap debts would be repaid if they should prove not to be
reversible within the customary period.

Mr. Mitchell then asked whether in his analysis of the
gold situvation Mr. Coombs was in effect saying that the price of
435 per ounce could not be held.

Mr. Coombs replied that in his judgment the cofficial price
of $35 per ounce could and should be maintained, The price on the
London market was another matter. At times earlier in the postwar
period the free market price had ranged much above $35; there was

no necessary connection between the two prices.
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Mr. Mitchell asked whether Mr. Coombs' position could be
summar ized by saying the present U.S. policy with respect to the
London gold market was not viable, and that if continued it would
be necessary for the System to incur large swap debts and raly on
the Treasury for their eventual repayment.

Mr. Coombs replied that there was a serious problem with
respect to the London gold market and well-informed persons
disagreed on the best means for dealing with it. He had never
been absolutely persuaded of the appropriateness of any particular
course, but rather thought of the problem as a choice of the least
dangerous line of action. It seemed clear, however, that whatever
policy was decided on--whether to continue to pay out gold te
support the price; to impose restrictions on the market, which he
favored; or to let the price go--speculative pressures were likely
to be stirred up that would result in large short-term flows in
the exchange markets. In his judgment it would be appropriate--
indeed, essential--for the System to try to deal with those flows
by utilizing the swap network. But plans should be made in advance
against the possibility that developments would not permit the
unwinding of the drawings within a six-month period.

Mr. Hayes said he wanted to underline the distinction
Mr. Coombs had drawn between the official price of gold and the
price on the London market. There should be no question about the

maintenance of the former.
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Mr. Galusha commented that it might be well for members of
the Committee and staff to undertake contingency planning agasinst
the possibility that the London geld pool would be discontinued
while the official price was kept at $35. He gathered that that
was one of the less unpleasant solutioms of the curreat problem.

Mr. Coombs replied that in his judgment an uncontrolled
breakout of the London price would perhaps have the most disastrous
consequences of any of the possible courses of action.

Mr. Brimmer referred to Mr. Coombs' earlier comment that
if the Canadians were unable to maintain their present parity there
was a good chance that they would move to a floating exchange rate.
He asked about the role of the System's swap line with the Bank of
Canada in such an eventuality.

Mr. Coombs said that if Canada moved to a floating rate
the Canadian balance of payments would automatically move into
equiljbrium and there would be little occasion for drawings by
either party on the swap line. 1In any case, he would not
recommend actual drawings by either party while Canada had a
floating exchange rate. At the same time, he would see no
reason for changing the present standby swap arrangements, since
the Canadians might subsequently revert to a fixed exchange rate.

By unanimous vote, the System
open market transactions in foreign
currencies during the period Febru-

ary 6 through March 4, 1968, were
approved, ratified, and confirmed.
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Mr. Coombs then noted that the System's $100 million swap
arrangement with the Bank of France, which had a period of three
months, would mature on March 29, 1968. After reviewing the
considerations involved, he had again arrived at the conclusion
that there would be little gain to the System in maintaining that
swap line, but also little harm. On balance, he thought there
would be a slight advantage in maintaining the swap line, in view
of the possibility of some future change in the attitude of the
Bank of France. Thus, by a narrow margin, he concluded that he
would recommend renewal of the line unless there were some
political considerations in favor of discontinuing it.

Chairman Martin commented that he saw no harm in maintain-
ing the swap line with the Bank of France. If it were to be
discontinued he would prefer to have the initiative taken by the
French.

Renewal for a further period
of three months of the $100 million
swap arrangement with the Bank of
France, maturing on March 29, 1968,
was approved,
Mr. Coombs recommended renewal of two System drawings on
the Metherlands Bank that would reach the end of their first
three-month terms soon. One drawing was of $20 million, maturing

March 27, 1968, and the other of $15 million, maturing April 4,

1968.
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Renewal of the two drawings
on the Netherlands Bank was noted
without objection.

Mr. Coombs then noted that a series of System drawings in
Swiss francs would reach the end of their first three-month terms
later this month. These included a drawing on the Swiss National
Bank of $127 million, which would mature on March 18, 1968, and
drawings on the BIS of $5 million, maturing March 18; $60 million,
maturing March 19; $75 million, maturing March 20; and $75 million,
maturing March 21, 1968. He was hopeful that perhaps about §140
million of those drawings might be cleared up through an arrangement
involving a combination of the issuance of Swiss-franc denominated
securities and a sale of gold. That arrangement was still in
process of negotiation, howéver, and he recommended renewal of the
drawings if that proved necessary.

Renewal of the drawings on
the Swiss National Bank and the
Bank for International Settlements
was noted without objection.

In conclusion, Mr. Coombs reported that a $300 million Bank
of England drawing on the System would mature for the first time
on March 29, 1968, While the British might be able to repay the
drawing at maturity that did not seem likely at the moment. He
recommended renewal of the drawing if requested by the Bank of

England.

Renewal of the drawing by the
Bank of England was noted without
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Before this meeting there had been distributed to the
members of the Committee a report from the Manager of the System
Open Market Account covering domestic open market operations for
the period February 6 through 28, 1968, and a supplemental report
covering February 29 through March 4, 1968. Copies of both
reports have been placed in the files of the Committee.

In supplementation of the written reports, Mr. Holmes

commented as follows:

I have very little to add to the description of
developments contained in the regular written reports
of open market operations to the Committee and in the
blue book.t/ As these reports indicate, the successful
completion of the Treasury's refunding and cash financ-
ing~~coupled with sharp increases in estimates of bank
credit expansion in February after the middle of the
month--led to a significant increase in restraint on
the banking system through open market operations. Net
borrowed reserves averaged close to $100 million in the
past two statement weeks, while member bank borrowing
at the Reserve Banks increased by something over $100
million and the Federal funds rate was mainly in a
4-3/4 - 4-7/8 per cent range.

Treasury bill rates were generally above levels
prevailing just before the last Committee meeting, but a
sustained nonbank demand for bills, reinforced recently
by relatively heavy foreign central bank buying, tended
to hold back rate increases. In yesterday's regular
weekly Treasury bill auction average rates of 5.00
and 5.17 per cent were established on 3- zand 6-month
bills respectively, up & and 5 basis points from rates
established in the auction just before the Committee
last met.

In the capital markets, the Treasury's February
financing operations were carried out successfully.

1/ The report, "Money Market and Reserve Relationships,"
prepared for the Committee by the Board's staff.
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Reception was good but not exuberant--and that is just as
well since too much exuberance could have led to problems
in the secondary market. Despite continuing concern over
both domestic and international developments, the market
for Government notes and bonds remained generally firm
although there is an air of caution evident. In the
corporate market, underwriters bid aggressively for new
issues, but investors were less enthusiastic. As a
result, syndicate terminations last week resulted in
increases in yields of about 10 basis points on some
recently placed issues. The calendar of new issues to

be publicly offered remains relatively light, but the
volume of private placements has been rising. Municipal
bond yields rose generally throughout the period as the
calendar remained heavy and the threat of resumed sales
of tax-exempt industrial bonds grew with the working out
of arrangements to protect investors against legislation
that, if enacted, might remove the tax-exempt status

from such bonds.

As far as open market operations are concerned, the
interval between meetings breaks roughly into two periods.
Until just after mid-month the Board staff estimates of
the February growth in the credit proxy were edging down
to the lower end of the 7 - 10 per cent range estimated
at the time of the 1last meeting. This time span, of
course, coincided with the most active period of Treasury
financing, with the books closing in the Treasury's cash
sale of 5-5/8 per cent notes on February 13 and payment
date on the refunding two days later. Over this period
there was no question of invoking the proviso clause of
the directive, and day-to-day operations sought to keep
the money market firm. Rather heavy member bank
borrowing over the long Lincoln's birthday weekend led
temporarily to excessive reserves in the banking system,
and on February 14 the System sold over $3/4 billion of
Treasury bills, including $280 million on matched sale-
purchase agreements, to head off a sharp reduction in
the Federal funds rate. After mid-month, the day-to-day
reserve statistics began to indijcate that required
reserves were running zhead of projections. Estimates
of the February credit proxy rapidly moved above the
lower end of the range projected at the last meeting,
and with the new Treasury issues performing well,
reserves were supplied reluctantly through open market
operations with the results noted earlier. On this
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cccasion, even keel considerations did not interfere with
the Committee's desire--given the rate of bank credit
growth--to move to firmer money market conditions. This
was good fortume, but we cannot always expect to be so
lucky during Treasury financing periods.

Looking zhead, we could be free of even keel
considerations for the next two months. The Treasury
may, however, run into cash problems just before the
April 15 tax date, depending in part on whether an
issue of participation certificates is marketed and on
possible cash drains from international transactions.
The possibility that the Treasury may be raising new
cash at about the time of the Committee's next meeting
cannct therefore be ruled out.

I have very little to add to the blue book
discussion of the possible relationships among money
market indicators under a no-policy change assumption
or under the assumption that the Committee decides to
move towards greater restraint. Perhaps it should be
emphasized that as the Federal funds rate is pushed fur-
ther from the discount rate there may develop a growing
preference on the part of some banks to use the discount
window rather than pay a rising premium on funds. This
might be particularly true at a time like this when
banks have generally not been frequent or lengthy
borrowers from the Reserve Banks. If this should happen
to any significant extent we might--particularly if the
Committee decides on a policy of greater restraint--find
that larger member bank borrowing and a deeper net
borrowed reserve figure may be needed in order to keep
the funds rate firmly at 5 per cent. And, of course, it
goes without saying that the future course of interest
rates can be affected significantly by new domestic or
international developments along the lines noted by
Mr. Coombs and the impact of such developments on market
expectations.

Mr., Mitchell asked whether Mr. Holmes thought there was
much room for additionsal monetary restraint at present without
putting pressure on existing Regulation Q ceilings.

Mr. Holmes replied that the maturity of CD's on which the

5-1/2 per cent ceiling rate was available had shortened somewhat
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recently; some banks were now offering that rate on four-month
CD's., However, rates on shorter-term CD's were still below the
ceiling. Also, as noted in the blue book, there were likely to
be downward seasonal pressures on short-term rates in the coming
period, partly because the Treasury would be redeeming maturing
tax-anticipation bills., On the whole, he thought there was some
room for greater restraint under existing Regulation Q ceilings,
although perhaps not a great deal of room.

Mr. Brimmer said he had been pleased to note that in the
recent period the Desk had been able to recapture some of the
earlier firmness in the money market. He then referred to
Mr. Holmes' comment that the Treasury might be raising new cash
at about the time of the next meeting of the Committee, and asked
if Mr. Holmes could provide any firmer indications regarding
probable Treasury financing activity before the May refunding.

Mr. Holmes replied that it was not possible to predict
the Treasury's financing requirements with any certainty at this
point. There was a marked difference between the New York Bank
and Treasury projections of the Govermment's cash needs in early
April, with the projections made at the Board falling in between
the two. According to the New York Bank's estimates, the Treasury
could get through that period without borrowing in the market,

although they might have to borrow some moderate amount from the
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System for a brief period. The Treasury estimates were more pessi-
mistic. As he ipdicated, the cutcome would depend importantly on
whether an issue of PC's wa s marketed and whether there were
substantial cash drains in connection with international
transactions.

In reply to a question by Mr. Swan, Mr. Holmes said that
no decision had been made as yet with regard to the size of the
possible PC offering, but it was likely to be substantial--in the
area of $3/4 - 31 billion.

Mr. Francis noted that he had participated in the daily
telephone conference call in the period since the last meeting of
the Committee. As he had understood the sense of the Committee's
discussion at that meeting, the Manager was to take actions to
prevent bank credit from rising at more than a 7 per cent annual
rate on average from January tc February. Operations were to be
conducted with 2 view to maintaining firm conditions in the money
market and, when Treasury financing permitted, to attain still
firmer conditions if bank credit appeared to be expanding as
rapidly as was then projected,

Mr. Francis observed that during the period of Treasury
financing prevailing conditions in the market were maintained, and
it appeared that those conditions were consistent with growth in

the credit proxy at a rate less than the 7 per cent annual rate
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sought by the Committee., ‘However, on Friday, February 23, follow-
ing completion of the Treasury financing, it appeared from new
data that commercial bank credit would rise at about a 9 or 9-1/2
per cent annual rate from January to February. Now, it appeared
that bank credit rose at a 10 per cent rate, even faster than the
8.3 per cent rate of the previous month when there was substantial
concern that mometary actions were too expansive,

In that situation, according to Mr. Francis' interpretation
of the Committee's instructions, the Manager was to seek firmer
conditions in the money market, and there might have been a
alight move in that direction. Although the Federal funds rate
continued to be quoted at 4-3/4 per cent most of the time and the
three-month Treasury bill rate continued to move around the 5 per
cent level--as they both had a month earlier--net reserves moved
from about $100 million plus to about $100 million minus. He
believed the Committee would have preferred more aggressive action
in tightening the market in accordance with the instructions, and
had so expressed himself before $250 miliion of securities were
purchased on February 23 and again before another $200 million
were purchased on February 29.

Mr. Francis thought the crucial problem remained of how
to prevent the growth rate of the target monetary aggregate from
falling outside the desired range, especially when, as in the past

year, the misses tended to fall almost continuously on one side.
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In view of that recent experience, he submitted two suggestions
for the Committee's consideration:

1. The emphasis in the directives should be reversed by
making the desired growth rates in the monetary aggregate the
proximate goal in the directives, and using the proviso clause
to provide for temporary deviations from such a course if money
market conditions fluctuated too widely.

2., As Mr. Maisel had suggested at the last meeting, a
longer time span should be used in judging the growth rate of the
monetary aggregate, such as a three- or four-month period. Thus,
if at the last meeting the Committee had desired a 6 per cent
annual rate of growth in bank credit over a three-month period,
the fact that credit grew at a 10 per cent rate in the first month
would not have been too serious. With gradual reductions in the
rate of reserve injections, credit might expand at a rate in the &4
to 5 per cent range for the next two months, thus averaging about
a 6 per cent rate over the three months. In short, by taking a
longer perspective, it was less likely that the Committee's misses
would become cumulative.

Chairman Martin suggested that the Committee ask its staff
to take under review the proposals Mr. Francis had made. There
were no objections to that suggestion.

By unanimous wvote, the open

market tramsactions in Government
securities. agencv oblisations. and
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bankers' acceptances during the
period February & through March 4,
1968, were approved, ratified, and
confirmed.

Chairman Martin then called for the staff economic and
financial reports, supplementing the written reports and statisti-
cal tables that had been distributed prior to the meeting, copies
of which have been placed in the files of the Committee.

Mr. Brill made the following introductory remarks for

today's staff presentation:

At the last meeting of the Committee, the staff
presented & view of economic and financial developments
in 1968 as they might emerge under the conditions of
fiscal restraint stipulated in the January budget. Events
since then certainly do not provide much confidence in
such fiscal assumptions. Developments in the Far East
seem to be pointing toward higher-than-budgeted defense
spending, and the tax increase appears to be as inextri-
cably bogged down in Congress as ever.

Today, we are presenting another wview of prospective
developments, this based on the unhappy circumstance in
which principal reliance is once again placed on monetary
restraint to curb inflationary forces. Basically, the
projection we will be discussing today represents our
assessment of the changes in the size and structure of
GNP, and the pressures that might develop in financial
markets, if a program of monetary restraint were pursued
to achieve roughly the same degree of cooling off in the
economy by the latter part of the year as was intended
by the fiscal program proposed in the budget.

There are, however, some other important differences
between the projection described at the last meeting and
the one to be discussed today. One should not take the
differences between the two models as reflecting entirely
the different effects of using alternative tools of
stabilization policy. One important modification relates
to defense spending. We have assumed a speed-up in such
spending beyond budgeted levels, beginning in this quarter
and ruaning through the next fiscal year. Since we are
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not blessed with any especial military insights or
foresights, the numbers we have plugged in are very
rough guesses--on the conservative side--of the costs
of a somewhat intensified military effort, but one not
so large as to stampede Congress into tax action. On
the revenue side, we have assumed continuation of the
present excise taxes and further acceleration of
corporate income tax payments, but we have not assumed
enactment of the tax surcharge.

In place of fiscal restraint, we have substituted
monetary restraint--encugh, we think, to slow down the
pace of GNP growth later in the vear to about the rate
that would have been achieved through the fiscal program
proposed by the President. Necessarily, the slowdown
would start from a higher level of activity. And
because the momentum of inflation will be building up
faster this spring in the absence of prompt fiscal
restraint--and because we felt that the Council's model
understated inflationary pressures after midyear in any
event--the current projection shows a faster pace of
price advance in the second half of the year than in
the fiscal restraint model., There are some other less
important differences in assumptions as between the two
models, but I don't think they need be elaborated at
this juncture.

In reply to questions by Messrs. Brimmer and Maisel,
Mr. Brill said that the Council's medel had projected growth in
GNP, over the third and fourth quarters combined, at an annual
rate of roughly $25 billion, assuming a tax increase, so that the
degree of monetary restraint implied by today's model was that
which would hold GNP growth to about that rate without a tax
increase. Alternatively, the amount of additional restraint implied
could be formulated in terms of the restraint which would offset
the additional deficit in the Federal budget resulting from the
absence of a tax increase--roughly $10 billion, on a national

income accounts basis.
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Mr. Partee then presented the following analysis of expen-
diture and income flows under conditions of monetary restraint:

The economic projection presented today calls for
a GNP in 1968 totaling nearly $850 billion, $3 billion
more than in the previous model which assumed enactment
of the 10 per cent tax surcharge. The larger number for
the year as a whole results mainly from our expectation
that the second quarter, without the tax increase to
curb growth in spendable incomes, will contimie to show
rapid expansion. For reasons detailed in the green
book,i/ second-quarter GNP is now projected to rise at
an $18.5 billion annual rate, nearly equaling the
expected first-quarter rise and much more thanm the $14.5
billion increase that had been projected in the tax
model. Defense spending also is projected to rise
somewhat faster throughout the year in this model, with
the increase from fourth-quarter to fourth-quarter §2
pillion more than had been assumed earlier.

Despite the sharper increase in defense, growth in
GNP is still projected to slow markedly after midyear,
partly because of the monetary restraint assumed and
partly for other reasons. As before, moderation in
business inventory accumulation is expected, once auto
stocks have built up and steel buying as a strike hedge
ceases. And personal income rises less rapidly after
midyear in both models, as the impetus from large
one-time injections in the first half wears off. The
new factor, however, is the increase in monetary
restraint, the major initial impact of which falls on
housing. Housing starts are projected to drop off to a
1.2 million rate in both the third and fourth quarters.

Prices continue to rise substantially in this
model, with the increase in the deflator projected at
an annual rate of 3.5 per cent or more in each of the
first three quarters. But the third quarter may show some
mederating tendency, excluding the Federal pay raise,
and the rate of rise in the fourth quarter is projected
to slow further as pressures on the economy abate.
Growth in real GNP drops from more than 5-1/2 per cent
(annual rate) in the first half to little more than a

1/ The report, "Current Economic and Financial Conditions,"
prepared for the Committee by the Board's staff.
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2 per cent rate in the second, which, if correct, implies
a significant easing on resource demands.

The easing in demand pressures projected for the
second half takes place in the face of a growing deficit
in the Federal budget. Partly, this bigger deficit stems
from the larger increase we have assumed in Federal
expenditures for stepped-up manpower and ordnance needs
in Vietnam. But of much greater importance, given these
spending assumptions, is the slower growth in Federal
receipts that results when GNP expansion is curbed by
monetary restraint rather than by a tax increase. The
estimated defiecit, on an NIA basis, rises from $9-1/2
billion in the first quarter to $512-1/2 bjillion in the
second and to more than $15 billion in the latter half
of the vyear.

Offsetting the stimulative effects of the rising
budgetary deficit are the developments assumed in the
private sectors of the economy. First, residential
construction expenditures are expected to fall by more
than $1 billion in both the third and fourth quarters,
reflecting a substantial curtailment in the availability
of funds in the months immediately ahead. Second, the
rate of inventory accumulation is projected to drop off
to more normal rates in the second half, both for the
reasons already noted and because of the growing
tightness in funds. Third, consumer spending is not
expected to be very buoyant. Rising prices, declining
housing starts, tight money, and continued uncertainties
stemming from the war and other factors are counted upon
to hold spending down--particularly for durable goods--so
that the saving rate remains above 7 per cent. This is
a little less than the estimated saving rate in the past
two quarters, but somewhat more than had been assumed in
the tax model, where some of the initial adjustment to
higher taxes was expected to take the form of reduced
saving flows,

Under these circumstances, we also are not expecting
much strength in business spending for plant and equipment.
Qutlays are projected to rise only $1 billion per quarter
in the last three quarters--an annual rate of about 4-1/2
per cent, which is probably little more than the rate of
price advance likely in heavy construction and capital
goods, This projection seems consistent with recent
information on manufacturers' capital appropriations and
new orders for business equipment, and it is in the same
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order of magnitude that we expect to be reported for the
latest Commerce survey when it is released next week.

It should be recognized also that current levels
of investment remain relatively high by earlier
standards. Even without any further real increase,
current spending is likely to add close to 5 per cent
to teotal manmufacturing capacity this year, about equal
to the expected rise in industrial production. This
would mean that capacity utilization would remain at
about its current 85 per cent rate, rising somewhat in
the spring and falling back again in the latter part of
the year. Assuming a reasonable distribution among
industries, an 85 per cent utilization rate--without
apparent trend--seems unlikely to stimulate any unusual
demand for increased capaecity this year. WNor does this
rate suggest that there will be strong upward price
pressures resulting from capacity limitations.

Manpower resources, however, are expected to
continue under pressure. The reduced rates in real GNP
growth envisaged in the projection would result mainly in
some reduction in the workweek and moderate declines in
employment in construction and manufacturing activity--
and then not until the second half of the year. Meanwhile,
demands in trade and public and private services would be
expected to continue strong and total employment to rise
by 1.6 million during the year--close to the expected
expansion in the civilian labor force. The unemployment
rate should remain close to 3.5 per cent through the
second quarter, then rise gradually toward 4 per ceant by
around year-end, For adult men, unemployment rates are
expected to show little change--remaining under 2 per
cent.

With demands for labor continuing strong, the cost
of living still rising sharply, and wage settlements in
union and nonunion activities accelerating, we can
foresee no lessening of wage pressures this year. 1In
manufacturing, the automobile settlement--which provided
a first-year money wage increase of 7-1/2 per cent and
an average of nearly 6~1/2 per cent in hourly compensa-
tion over the three-year contract--has become the
standard if not the minimum sought. In white collar and
public service industries, recent published wage
agreements generally have been even higher than in
manufacturing. For a time, sharper gains in productivity
in manufacturing may be expected to offset a part of the
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larger wage increases, and we have assumed a somewhat
slower increase in unit labor costs in the first half of
the year. But with manufacturing output projected to
stabilize after midyear, unit costs could again be rising
at the 5 to 5.5 per cent rate witnessed in 1967. In any
event, wage increases will be exceeding productivity
gains by a wide margim, thus maintaining upward pressure
on prices.

Relatively strong markets and an inflationary mood,
however, are encouraging busipesses to pass higher labor
and material costs through to higher prices. The rise
in industrial commodity prices--averaging close te a
3-1/2 per cent annual rate over the last 6 months--has
accelerated recently, and the incidence of price markups
among commodity groups has widened markedly. Continua-
tion of a rapid rate of advance seems highly probable,
and food prices also seem destined to rise in the next
few months, largely because of sgpecial supply situations.
It is hoped, however, that the easing in demands
projected for the last half of the year would set the
stage for a lessening of inflationary pressures extending
into 1969. This was the experience of early 1967 when,
despite rising labor costs, industrial prices did show
remarkable stability.

Mr. Revynolds then presented the following statement on the
balance of payments and internationmal implications of the new
models

In the chart show a2 month ago, we projected a
surplus on goods and services of $4.8 billion in 1968,
the same as in 1967. In the next-to-last of the tables
before you today, we have revised the projected surplus
on goods and services downward by $1/2 billion to $4.3
billion, the smallest since 1960.

The main revision comes in the projection of
merchandise imports, which has been increased by $3/4
billion and now shows a year-to-year increase of 15 per
cent--an unprecedented rige for a period in which
capacity utilization rates are not expected to change
much, About half of this revision reflects the change
in assumptions. With monetary restraint trying to
gsubstitute--after a lag--for fiscal restraint, prices
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and current .dollax GNP rise more in this model than in
that of the chart show. Furthermore, the composition
of GNP is different, Housing, with a relatively low
import content, is smaller, and other items with a
higher import content are larger.

The other half of the import revision reflects the
use of more recent data, including the further sharp
rise in merchandise imports in Jamuary. It is possible
that the projection js still too low. It implies that
all imports other than strike-induced imports of copper
and steel will be no higher for the full year 1968 than
they already were in January.

“The very sharp run-up in imports over the latest
three months is a considerable puzzle. 1In squaring it
with the projection, which is based on longer-run
relationships as well as guesswork, we are relying on
there having been a number of temporary elements--as
vet unquantifiable--that pushed imports above trend in
January, Such elements may have included poor seasonal
and working day adjustments, a bunching of coffee
imports, a catching up of U.K. exports to the United
States earlier delayed by U.K. port strikes, and the
kind of erratic peaking that sometimes happens in
monthly foreign trade statistics.

Part of the upward revision in the import projection
is offset by an upward revision of $1/4 billion in the
projection for merchandise exports. This results from
improved expectations about the expansion of economic
activity in Western Europe. Industrial production
increased very rapidly in Germany, France, and the
Unjted Kingdom during the fourth quarter, and since the
turn of the year new stimulative policy actions have
been announced in France and Belgium. Our exports may
be hampered to some extent by rising domestic prices and
military demands in key sectors of the T.S. economy, but
given the likelihood of buoyant demand in most industrial
countries abroad, we now project merchandise exports to
increase by about 9 per cent from 1967 to 1968, This
expansion seems to have gotten under way in January, when
exports jumped to a rate 9 per cent above the fourth-
quarter low. The January increase occurred in both
agricultural and nonagricultural products.

The only other revision in the goods and services
projections since the chart show of a month ago is a
token $0.1 billion increase in projected military
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expenditures abroad. Even with this revision, such
expenditures are shown as increasing only half as much
this vear as they did last year, and this may be
optimistic.

I should like to turn now to the more difficult
question of what effect further monetary restraint in
the United States may have on the economic policies of
other countries and on international flows of capital.

1t would be neither surprising nor harmful to us
if Cenada and Japan should let their credit conditions
tighten along with ours, since their payments positions
are already weak. But in principle, it seems to me,
there is no reason why a tightening of credit here need
affect the policies of major continental European
countries., They ought tc react only if excessively
large capital outflows from their countries actually
develop, rather than reacting automaton-like to U.S.
interest rate movements alene. Some considerably
greater net outflow of capital from Europe than in the
past is not only tolerable, but is a necessary part of
the needed adjustment toward payments equilibrium.
Europeans cannot logically favor a long-term change in
international interest rate relationships and in capital
flows--as they say they do--while at the same time
resisting such changes in the short run.

Would there in fact be large changes in capital
flows as a result of a tightening of credit here and
continued ease on the continent of Europe? There are
three categories to consider. First, flows of U.S.-
owned capital are already harnessed by control programs.
A change in interest rate relationships could ease the
administrative pressure on these programs, which would
be all to the good, but could not significantly affect
actual flows duxing 1968.

Second, inflows of foreign-owned nonliquid capital
have recently consisted either of purchases of equities
or of negotiated transfers of official funds into
near-liquid assets. Neither of these flows are likely
to be much affected by a tightening of domestic credit
conditions.

Thus, the only substantial revision we have made
since a month ago in the capital account items of the
balance of payments table before you is in the third
category--the flow of foreign private liquid funds
from commercial banks abroad (including the branches
of U.5. banks). Under the assumptions of the earlier
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model, with fiscal restraint and declining U.S. interest
rates, we had U.S. banks repaying a modest amount--31/2
billion--to foreign banks. Under the new assumptions,
with higher U.S. interest rates and tighter credit, we
have U.S. banks instead borrowing a modest further
amount--$1/2 billion. The magnitudes are, of course,
highly uncertain, and could be larger. But this is the
kind of change that might result from our changed
assumptions. The inflow of foreign private liquid funds
this year would probably be a2 good deal smaller than the
inflows of 1966 and 1967, and ought not to be a source
of major concern to the countries on the supplying end,

The question may be asked whether sterling is not
particularly wvulnerable--still--to a tightening of U.S.
monetary policy. I do not think so. Sterling has had
its devaluation, and will have had its budget restraints
by March 19. From now on, it will stand or £fall on its
own feet, and cannot, in my view, be either toppled or
shored up by swall changes in interest rate differentials.
More broadly, I would think that if the United States
were finally seen to be coming to grips with its own
inflation problem, this would have 2 calming effect on
the gold market and might thereby help sterling.

The net results of our balance of payments projec-
tions remain, in Mr., Hersey's words at the preceding
meeting, "mot a pretiy picture." The liquidity deficit
before special transactions may approach $3 billion
this year, with much of the gain from the President's
program offset by a deterioration of the trade account.
(It seems to have been at roughly this rate in January-
February on the basis of very preliminary data.) The
official settlements deficit may be in the vicinity of
52 billion. FEmergence of numbers like these from data
that will be published as the year unfolds are likely
to generate continuing uncertainties in gold and foreign
exchange markets. But these uncertainties will be less
serious if domestic monetary restraint is seen to be
gradually taking hold.

Mr. Brill then presented the following statement on the
implications of the model for financial conditions and monetary

policy:
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Admittedly, this projection of an economy being
curbed only gradually by monetary restraint is far from
a pretty picture., As Mr. Partee indicated, inflationary
momentum would carry through into the second half of the
year, and as Mr. Reynolds indicated, the reflection of
this on our intermatiomal trade position would keep the
over-all balance of payments deficit uncomfortably
large. The most that can be claimed for the policies
underlying this projection is that they would seem to
set the stage for moderation on the price front without
bringing about a complete cessation of real growth in
the economy, and they should--in a rational financial
world--avoid the atmosphere of panic and crisis that
arose in financial markets during our restraint efforts
of 1966.

What would be happening in financial markets and
financial flows if monetary restraint were gradually
intensified to achieve the degree of cooling off
postulated in this model? The picture can be painted
in just a few statistics. First, the total flow of
credit would be close to that in the fiscal restraint
mode] described at the last Committee meeting. With
monetary restraint, the total flows would be a mite
smaller, and would be somewhat lower relative to the
GNP that has to be financed. But the total would
still be large and well above the ratio of credit
flows to expenditures that prevailed in 1966. Even
with monetary restraint, this is not a picture of an
economy being starved for funds.

What is most striking is the difference in the
structure of credit flows, both on the demand and
supply sides. Shifts in the borrowing structure
reflect principally the substantially higher needs
of the Federal Government, in the absence of revenues
from the surcharge and with defense spending runmning
higher than was budgeted. As we see the Treasury's
needs, Federal borrowing in the second half of the
year would be almost as large as in the second half
of last year; it would be almost twice as large as in
the fiscal restraint model, and would absorb almost
one-third of all credit flows in this period, compared
to less than a fifth in the model where revenues were
boosted by the tax increase,.

These large and insistent Government financing
demands would elbow out other seeckers of funds,
especially mortgage borrowers. We would expect to
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see mortgage flows begin to slow down this spring, partly
because of the monetary restraint already in train, and
then to slow down even further over the second half to

a level about midway between the trickle of 1966 and the
flood of 1967. State and local government borrowing
would be pinched. A decline in business financing would
also be likely, affecting both security markets and banks.
This would reflect monetary restraint only in part; it
would also reflect reduced inventory financing needs, and
the reduced urgency of liquidity building, since so much
of the 1966 ravages of corporate liquidity has already
been repaired.

On the supply side, the dramatic shift would be
in the comntraction of the role of the banking system
in meeting credit demands. As you will recall, in the
fiscal restraint model we had projected a 9 per cent
expansion in bank credit, with the banking system
accommodating over one-third of all credit flows. But
if the burden--and a bigger burden at that--is to be
carried mainly by monetary policy, bank credit expansion
would need to be limited to a pace of about 6-1/2 per
cent for the year, with the second half running at
slightly less than a 6 per cent rate., The banking
system, therefore, would be able to satisfy less than
one-fourth of total credit demands. And with flows
of funds through nonbank savings institutions also
contracting, a much larger share would have to be
raised directly from the nonfinancial sectors of the
economy .

Ordinarily, a marked shift in the structure of
credit supplies such as this--away from institutions
and toward direct flows into credit markets--requires
sharply higher market rates of interest. 1Interest rate
increases would occur with this projection but--and it's
an important but--pnot nearly as dramatic a rise as we've
seen accompanying similar shifts in the supply of funds
in 1966 or in the second half of 1967,

What mitigates the rise? Essentially, it is the
higher volume of savings available from the private
sectors, As Mr. Partee noted, we are projecting a
continuzed high personal saving rate, higher than in the
tax surcharge model. And with incomes higher and no
surcharge to pay, the volume of personal saving available
for financial investment is larger. 1In comparison with
the last period of substantial monetary restraint, 1966,
the flow of personal saving is projected to be some $13
billion or 45 per cent larger. Also, corporate savings,
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i.e., retained earnings and charges, would be somewhat
larger than in 1966, Thus the private sector would be
better equipped to accommodate larger credit demands.

We feel, therefore, that the interest rate
response to a curtailment of bank credit flows such as
is projected here need not be as severe as that in
recent upswings in credit demands and limitation of
bank supply. Bill rates in the 5-1/2 per cent area and
long-term corporate bond rates ranging around 6-1/2 per
cent would be indicative of the levels we think consistent
with the stipulated degree of restraint. These aren't
rates substantially higher than those prevailing recently,
and given the adjustments that participants in financial
markets have been able to make to successively higher
levels of interest rates in recent years, they shouldn't
produce the financial paralysis that occurred in the
summer of 1966,

Not that institutions would be able to avoid some
constriction of their inflows. Rate levels such as those
mentiocned above would put pressure on the Regulation Q
ceiling for large CB's; we have assumed the ceilings
would be raised before banks experienced significant
runoffs. As for other savings flows, recent thrift
institution inflow experience has been mixed, but over
all seems to have been running at less than the pace
projected here, even with competitive market rates below
those consistent with the model. Some adjustment of the
rates on consumer-type deposits and accounts would
probably be needed before long, as short-term market
rates began to invade the 5-1/2 per cent area.

The speed with which the need to adjust ceiling
rates comes upon us depends in large measure upon the
course of action the System takes over the next few
weeks. Assuming the Committee decides today to intensify
monetary restraint, there are two obvious courses open.
One would involve a progressive snugging-up of open
market operations, to increase gradually the pressure on
reserve availability. The other would be a more abrupt
but clearer poliey signal involving an early increase in
the discount rate, with open market operations keyed to
maintain the higher market rates that would develop.

As usual, there are advantages and disadvantages
to either course of action., A gradual intensification
of restraint through open market operations over the
next few weeks, aimed at bringing the Federal funds rate
up to around 5 per cent fairly consistently, would
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undoubtedly crowd more banks into the window, and add
$100 million or more to borrowing, depending on how
strongly banks come to prefer the discount window for
adiusting their reserve positions. Tighter open market
operations should also stimulate more aggressive
solicitation of CD's, with banks rapidly sliding down
the maturity scale as offering rates hit the ceilings.
The increasing pressure of competition for funds, and
higher Federal funds and dealer loan rates, should push
up Treasury bill rates by about 1/4 per cent.

A wvirtue of this course is that it can be played
with delicacy--unless market participants take the bit
in their teeth--and thereby make it possible to avoid a
confrontation with the Regulation Q ceiling issue before
the dividend-crediting period at thrift institutions at
the end of the month. Also, it wouldn't bind us as
publicly and irrevocably into a policy posture we might
want to reverse or modify if--miracle of miracles--some
figcal restraint should be forthcoming in the next few
weeks.

But it does leave the System vulnerable to surges
in credit extension, if, say, bank loan demands spurted
as recognition of the policy tightening revived
precautionary borrowing by businesses, or inventory
financing needs began to show up in volume. Bankers
report generally that they are very heavily committed,
and could be faced with large demands on relatively
short notice.

The proviso clause might keep too large a quantity of
reserves from‘escaping through trading desk operaticns--if
fortune smiles on our estimations of money market and
reserve relationships--but substantial reserve expansion
could occur, in any event, through member bank borrowing.
It might prove difficult to police the discount window
through administration alone, if the spread should widen
substantially further between the cost of borrowing from
the System and the cost of obtaining reserves from the
Federal funds market or through ssles of short-term
securities at rising interest rates. At best, then,
reliance on open market operations would only postpone,
not awvoid, the day of reckoning on the discount rate
and thereby on Q ceilings. Given the undesirability
of changing ceilings close to, or in the midst of,
the month-end dividend crediting periods at thrift
institutions, it would probably postpone this day of
reckening to about mid-April.
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The alternative course would be & prompt increase
in discount rates, backed up by open market operations
that would capture the higher level of market rates
likely to follow. Given the adverse developments in gold
and foreign exchange markets described this morning, it
might be desirable to provide a tightening signal easily
read abroad as well as in domestic markets, so long as
the signal did not carry overtones of a crisis action. A
one~half percentage point increase in the discount rate
would, I think, meet both of these criteria. We would
expect the short-term consequences to be a rise in the
Federal funds rate into the 5 - 5-1/4 per cent range,
and bill rates moving a bit above that--say, to about
the 5-1/4 - 5-1/2 per cent range.

Such action would quickly tend to limit banks'
ability to roll over the large CD maturities scheduled
for March and April, and at the same time possibly
gtimulate a rush of borrowers to exercise their bank
loan commitments. It would bring us face to face with
the Regulation Q ceiling problem promptly, at least for
large negotiable CD's.

An increase in the Regulation Q ceilings, if kept
to the large CD's initially--and perhaps only by 1/4 per
cent and only for intermediate- to longer-term maturities,
where more of the pressures may show up--would moderate
the impact on bank inflows. TIf our guesses as to bill
rate consequences of the discount rate increase are
reasonably accurate, a quarter-point increase in ceiling
ratés would seem to be enough to preserve present
differentials., And perhaps a similar adjustment, on a
uniform basis among the competing institutions, could be
arranged to permit a little more flexibility in the
competition for consumer savings, although this would
not be an easy task of persuasion among the agencies
involved.

On balance, the package of a half-point increase
in the discount rate and a guarter-point increase in
Regulation @ ceilings appeals to me as offering the best
hope for achieving fairly prompt financial restraint on
expenditures and attracting favorable attention from
forelign investors, without engendering a panic reaction
among financial institutions and in financial markets.

I should note, however, that most, though not all, of
my colleagues prefer the open market operations route,
but all support at least some move toward more financial
restraint.
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Mr. Brimmer asked whether it was Mr. Brill's judgment that
the monetary restraint implied by the model could be achieved only
if the Committee moved quickly--which would, he assumed, call for
adoption of alternative B for the directive today.l!

Mr, Brill replied that he thought prompt action to attain
greater restraint was called for in order to achieve the effects
desired in the second half of the year. However, he would not urge
only the adoption of alternative B for the directive. As he had
indicated, he considered a prompt increase in the discount rate,
supported by open market operations, to be preferable to relying
on open market operations alone.

Mr. Partee remarked that prompt action would seem to be
required if the ampuzal rdate of housing starts was to be reduced
to the neighborhood of 1.2 billion units by the third quarter.

Mr. Brimmer them said that Mr. Partee's observation would
seem to imply the need for having greater monetary restraint in
effect before the month-end dividend crediting period at thrift
ingtitutions. But Mr. Brilil had implied that he thought it would
be undesirable for the System to take discount rate action at a

time cloge to that period.

1/ The alternative draft directives submitted by the staff
for Committee comsideration are appended to this memorandum as
Attachment B.
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Mr. Brill said he thought it was iwportant to move
promptly toward restraint, but at the same time to assure that
the consequences for thrift institutions around the April 1
dividend crediting period this year were not as severe asg their
experience around that period in 1%66. 1In his judgment the
forthcoming dividend crediting period argued against increasing
monetary restraint now through open market operations, with the
intention of validating that action by raising the discount rate
within the c¢rediting period--say, in the last three days of March
or the first ten days of April. 1In other words, the dividend
crediting peviod was an important consideration in the choice of
the date for a discount vate increase--the latter should come well
before or after the crediting period--but it should not interfere
with a decision today to increase monetary restraint.

‘Mr. Brimmer then asked whether Mr, Reynolds would offer
his assessment of the probable effects on the Canadian situation
of a System move to a firmer monetary policy, perhaps including a
discount rate increase of one-quarter or cne-half of a percentage
point.

Mr. Reynolds replied that such action by the System probably
would result in the Canadians' maintaining a firmer monetary policy
for a longer period than they otherwise would. The Bank of Canada

had raised its discount rate recently with the hope that it would
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be able to lower it again soon, but it probably would not be in
Canada's interest to do so. On the whole, he would not expect a
firmer System policy to do much damage to the position of Canada.
He perscnally would prefer a one-half percentage point increase
in the Federal Reserve discount rate, primarily because it would
be interpreted in Europe as a more substantial action than a
one-quarter point increase.

Mr. Hickman remarked that as the Committee knew he had been
in favor of moving to a slightly firmer monetary policy for some
time. Nevertheless, he was puzzled by the staff recommendation for
such a policy move today. According to the blue book projections,
if money market conditions were unchanged the bank credit proxy
would rise at an annual rate of 5 to 7 per cent in March, and more
moderately still in April. For the first time in a number of
months the ocutlook was for bank credit growth at a rate that he,
for one, would consider desirable on a long-run basis. Moreover,
the model presented today implied that bank credit should grow at
a rate of 6.5 per cent over the year as a whole. It was not clear
to him how the staff reconciled those elements of their analysis
with a policy recommendation for firming.

Mr. Brill noted that the bank credit proxy had grown at
an annual rate in excess of 9 per cent in January and February

together, and if March expansion was at the midpoint of the
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projected range, growth over the first quarter would be at about
an 8 per cent rate., The blue book projection of wmore moderate
growth in April was premised on the assumptions that the Treasury
financing schedule would not be accelerated, and there would not
be considerable further strengthening of business lcan demands
from banks. The model implied a bank credit growth rate of about

7 per cent in the first half of 1968, and in his judgment increased
restraint now would be required to keep growth down to that rate.

Mr. Maisel remarked that according to his rough calcula-
tions, which assumed that the staff's projections for March and
April would be realized, from late November 1967 through April 1968
total reserves would have risen at an annual rate between 4 and 5
per cent and the bank credit proxy at a rate between 5 and 6 per
cent--growth rates which appeared desirable to him. He then asked
Mr. Brill to comment on the consequences that might be expected to
follow from an increase in Regulation Q ceilings at this juncture,
Specifically, should such an action be interpreted as increasing
or reducing restraint?

Mr. Brill replied that according to staff analyses, the
effects of a change in Regulation Q depended on the sources of
pressures existing at the time. When applied to present circum-
stances those analyses suggested that an increase in the Q ceilings

would result in a change in the composition of credit flows that
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would tend to raise interest rates. Thus, the action would be
consistent with a package of other actions directed at increasing
monetary restraint.

In response to questions by Mr. Sherrill, Mr. Brill said
that at a time when the System's open market operations were putting
pressure on the position of banks, an increase in Q ceilings would
give banks somewhat greater latitude to compete for funds in the
market and rates would rise as banks absorbed funds. The upward
pressures would be primarily on shorter-term interest rates but,
depending on the mnature of credit demands, the pressures might
spread to longer-term rates.

Mr. Hickman remarked that a failure to Increase Q ceilings
might result in extensive disintermediation with consequent upward
pressures on intermediate- and long-term rates--and perhaps on
short-term rates as well, although that was less clear. Thus, it
might be argued that an increase in Q ceilings, by avoiding or
reducing disintermediation, would moderate upward pressures on the
interest rate structure,

Mr. Sherrill commented that experience would seem to
indicate that raising Regulation @ ceilings increased the upward
pressure on short-term rates but moderated such pressures on

longer-term rates.
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Mr. Brimmer asked whether Mr. Brill had in mird an increase
only in the 5-1/2 per cent ceiling on large-denomination CD's, or
also in the 5 per cent ceiling on consumer-type CD's.

Mr. Brill said he would recommend an initjal increase oniy
in the ceiling on large CD's. He persomally was skeptical that an
adjustment of ceiling rates on consumer-type time deposits could
then be avoided for any length of time, but other members of the
staff felt that such an adjustment might not be necessary given the
volume of flows at current rate levels. There was no doubt in his
mind, however, that a discount rate increase would raise the level
of market rates to a point at which action on the large-CD ceiling
would be required,

In reply to another question by Mr. Brimmer, Mr. Brill
said that higher rates on domestic CD's would increase the attrac-
tiveness of Euro-dollar funds to those banks in a position to
compete for such funds.

Chairman Martin then called for the go-around of comments
and views on economic conditions and monetary policy, beginning
with Mr., Haves, who made the following statement:

The underlying business situation clearly remains
quite strong despite the somewhat mixed picture
presented by recent statistics. In particular, retail
sales in January apparently achieved the first really
substantial gain in many months. We still look for a

strong business expansion through 1968, with Federal
spending a strong plus factor on the basis of budget
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estimates currently available., Beyond that, there seems
to be a growing likelihood that defense spending will
exceed budgeted increases, perhaps to a substantial
extent, in view of the worsened Far Eastern situation.
Such a development would of course add further to the
pressure on prices already rather clearly indicated,
egpecially if there is further delay or ultimate lack
of action on the tax front. Both retail and wholesale
prices have again risen significantly.

Unfortunately there is nothing to make us change
our somber appraisal, at recent meetings, of the
balance of payments outlook. On the contrary, the
current quarter's underlying liquidity deficit may turn
out to be about as bad as the $3.6 billion deficit,
seasonally adjusted annual rate, recorded for the first
quarter of 1967. The latest trade figures show the
effects on imports of a very active economy, together
with the important temporary adverse influence of the
copper strike and anticipatory steel buying. It is hard
to see how we can avoid some appreciable deterioration
in the trade surplus for the full year as compared with
1967. And with savings attributable to the President's
program unlikely to exceed $2 billion as compared with
the announced aim of $3 billion, I can see much too
large an over-all payments deficit shaping up for 19638,
in the absence of new remedial policy measures, whether
general or specific,

The gold and exchange markets are more nervous
than when we last met, with an abundance of rumors and
ill-conceived policy suggestions adding to the feeling
of uncertainty. Sterling and the Canadian dollar are
both in danger, and heavy speculative buying has erupted
again in the London gold market.

Bank credit grew in Jamuary and February at an
excessively rapid pace. Part of this growth of course
reflects large Treasury financing; and the pace should
moderate over the next several months since recent surveys
indicate relatively modest loan expansion and since no
major Treasury cash financing is in prospect. However,
it would be unwise to count on this slowdown in credit
growth without some reinforcing policy action on our
part.

With rates on shorter maturity CD's generally below
the Regulation Q ceiling, the banks have some leeway to
cope with a further rise in open market rates. It is
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interesting to note in this connection that the New
York City banks have experienced a net decline in
outstanding CD's of $515 million from December 27, 1967
to February 21, 1968, while other weekly reporting banks
have gained $1.1 billion in CD funds in the same period.
This clearly suggests that lately the New York banks
have not been aggressive seekers of CD money, perhaps
partly because of increased borrowings from branches
abroad. The thrift institutions are also in a reascnably
good position. Many of them had expected large deposit
losses at the tuyrn of the year, but instead Jabuary
brought a seasconally adjusted increase at an annual rate
of about 5 per cent, a bit above the December rate.
Mutual savings banks in New York had sizable inflows in
early February. Thus, for the moment, the disintermedi-
ation problem does not appear to be serious.

Given the dangerous inflationary tendencies of the
economy, the very gloomy payments outlock, and the recent
excessive pace of bank credit expansion, I think there is
a strong case for a further change in monetary policy
toward greater restraint--a move more explicit than the
modest tightening that has been accomplished in the last
couple of weeks. It seems to me that the financial
markets have been expecting tighter System policy for
some time and that the dangers of over-reaction in the
markets are therefore small., The even keel calendar
should be free of any inhibiting debt operations from
now until the late-~April announcement of the terms of
the May refunding--although there is a chance that the
Treasury may decide to undertake some unexpected
borrowing operation. If, as seems fairly likely, we
are free to move through most of March and April, any
near-term open market actions could be reinforced or
reversed, if either should prove desirable, before we
are again constrained by Treasury considerations. A
moderate tightening effort should be favorably received
abroad as a means of strengthening the dollar, and
strong adverse effects in the foreign exchange markets
for other currencies do not seem likely. Thus the
present is an appropriate time for a policy move.

I should think that we might aim at net borrowed
reserves in a range of $150 to $250 million, a Federal
funds rate of around 5 per cent, and average borrowings
around $500 million. Unless hastened by adverse
international developments, discount rate action can be
deferred until we have progressed further with open
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market operations; and I would not recommend any change
in Regulation Q at this time.

With respect to the directive, alternative B is
satisfactory, but I would change the proviso clause to
read "provided, however, that operations shall be
further modified if bank credit appears to be expanding
more rapidly than is currently projected."

Mr. Ellis reported that manufacturing production and
employment declined in January, but it was still accurate to
describe the New England economy as strong and growing. Non-manu-
facturing job expansion had kept the employment total rising.
Department store sales had risen sharply in the past four weeks;
new orders to manufacturers were showing some improvement; capital
expenditures were being held close to last-year levels; and
manufacturers reported expectations of 8 per cent sales gains this
year.

The Boston Reserve Bank's survey of mortgage lenders
revealed that the.general feeling of worry and uncertainty evidenced
in the September survey had subsided, Mr. Ellis said. Borrower
regsistance to higher rate structures seemed to be diminishing, so
lenders had greater confidence that demand would hold up well even
while rates were adjusting upwards. As the market had tightened,
each type of financial institution had tended to retrench somewhat
in its lending scope to insure an uninterrupted flow of funds to

its traditional borrowers in coming months. Mutual savings banks

were writing fewer multi-family mortgages so they might concentrate
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on single-family residential loans, while commercial banks were
doing mnearly the oppeosite. It was interesting to note that the
ten largest insurance companies headquartered in New England had
new commitments running at "normal'” or 1965 levels for conventional
multi-family residential mortgages and mortgage loans to business.
Mr. Ellis noted that for the past few months the Boston
Reserve Bank Directors had been expressing, through a succession
of telegrams to the Board, their concern that monetary policy had
not been sufficiently aggressive in restraining the expansion of
bank credit. At their meeting last week; free of the even keel
restraint, their inclination to vote for an increased discount
rate was restrained only by their greater desire to see reserve
expansion slowed by open market dperations. They concluded by
requesting him to express their concern in this forum today, and
he must confess that sharing their views made it easy to express
them.
Without any pretension that monetary policy alone could
do the job that should be done by a coordinated use of fiscal and
monetary policy, Mr. Ellis said, like Mr, Brill and others he would
urge now that monetary policy perform at least its respomnsible role
in the application of needed restraint. The Federal budget involved
an $8 billiom or $20 billion deficit that was being propelled
higher by escalating war expenditures. The Committee was advised

that State and local govermments were planning larger deficits,
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business capital expenditures were projected to rise, and consumer
expenditures were fortunately held to modest expansion only by
virtue of inexplicable savings patterns. 1In addition, balance of
payments news continued to be "bleak," to quote the green book.

In this situation, there was no intellectually satisfying
justification for continuing a rate of reserve expansion three
times the rate of real GNP growth, as was the case in 1967 and in
the first two months of 1968.

Mr. Ellis said that the policy move toward restraint
initiated in December and triggered further by the proviso clause
in the current directive had fortunately set policy in wmotion on
a gradual basis. The blue booK helpfully illustrated the slowed
growth in reserves, bank credit, and the wmoney supply that had
resulted, by comparing growth rates in the May 1967-November 1967
period with those in the December 1967-February 1968 period.
Although there was a downward bias in the latter figures because
of the inclusion of data for December, when there was no Treasury
financing and most of the aggregates declined, it was clear that
the System had been making progress toward restraint. Member
bank borrowings had risen in the past three weeks and there had
been two weeks of negative net reserve positioms. However,
because those changes had been widely anticipated by the market

they had had only modest firming effect on interest rates,
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At present, Mr. Ellis continued, concern with the possible
emergence of disintermediation should not be allowed to deflect ox
slow the Committee's course. Unless the Committee was prepared to
apply restraint up to a point where banks did feel a shortage of
funds to lend or invest, monetary policy would not be meaningfully
affecting investing or spending decisions. Imevitably, as the
Committee's posture stiffened, there would be some firming of
rates. And as market rates rose it would be appropriate to
confirm their new levels, probably in the next few weeks, with
an increase in the discount rate--an action the Directors of the
Boston Reserve Bank would gladly welcome.

Mr. Ellis said he wanted to thank the staff for the new
1968 projections presented today. Since they reflected the
staff's own views, they were infinitely wore useful and more
reliabYe than those. presented at the preceding meeting. Today's
"no tax'" model sketched the implications of the alternative of
relying on monetary restraint alome. Mr. Brill had said that it
was '"'not a pretty picture'; but he (Mr. Ellis) would say that it
was a much better picture than that which would unfold in the
absence of both fiscal and monetary restraint. Among the costs
of greater monetary restraint would be declines in expenditures
on residential construction in the third and fourth quarters of

1968--but expenditures in those quarters would still be at rates
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$1 or $2 billion above those of 1966 and 1967. The GNP deflator
would still rise at a 3.5 per cent annual rate in the first half,
reflecting cost-push forces. TFor the year as a whole real GNP
would advance at a pace nearly twice that of 1967. The
unemployment rate would not exceed 3.9 per ceant in any quarter,
and for the year it would average slightly below the 1967 rate
of 3.8 per cent.

Mr. Ellis said he appreciated having the projection tables
in advance of the meeting since that permitted an assessment of
unfolding developments against possible target values. The model
implied annual rates of growth in the first half of 1968 of 4 per
cent for the money supply, 7.1 per cent for bank credit, and 5.6
per cent for total reserves. According to his calculatioms, if
the projections for March that assumed no change in prevailing
money market conditions were realized, growth rates in the first
quarter would be 5.5 per cent for the money supply, 8.1 per cent
for bank credit, and 10,7 per cent for total reserves. Thus, if
the Committee accepted the growth rates implied by the model as
guidelines, first-quarter growth in all three wariables would be
found to be running above target rates,

Mr. Ellis noted that the staff's projections for March,
taken alone, did fali within the tarsget ranges. However, the

blue book ascribed the projection of a slowed rate of growth of
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bank credit in March "mainly (to) the absence of sizable Treasury
cash financings.'" The green book presented new staff estimates
that indicated "a need for larger gross cash borrowing by the
Federal sector over the remaining four months of the fiscal year
than the market currently appears to expect,' and it placed the
need for additional cash borrowing at a minimum of $2.5 billion.
His purpose in citing those passages from the blue and
green books, Mr. Ellis said, was to emphasize that the present
posture of monetary policy would not be sufficiently restraining
to achieve the goals consistent with the staff projections
presented today once Treasury finanecing resumed in the next four
months, and certainly not during the inevitable heavy deficit
period of the second half of 1968, as emphasized by Mr. Brill.
The most important objective was to keep monetary policy moving
steadily toward firmness now that the movement had been initiated.
Alternative A of the draft directives, by confirming the action
that had been triggered by the proviso clause, would make only
slight progress in that direction. Alternative B would involve a
further wmodest and, in his judgment, necessary step toward Ffirmmess.
In principle, Mr. Ellis observed, he was prepared to accept
a two-way proviso clause, such as was included in altexmative B, to
forestall firming actions '"to the point at which bank credit growth

is halted or reversed," to quote from the notes attached to the
s q



3/5/68 -76-
draft directives. However, in endeavoring to establish the meaning
of the term "current expectations” as used in the proviso clause,
he had referred to the blue book discussion under the heading
"Further restraint through open market operations." There he
had read, "Such a tightening of money market conditions may have
relatively little effect on bank credit and deposit expansion in
March," Accordingly, he judged the projected March growth rate
of 5 to 7 per cent in bank credit, given earlier under the
discussion of the "no policy shift™ alternative, to be the
numerical equivalent of "current expectations' as used in
alternative B. Unhappily, there was a narrow two-point spread--
from 5 to 7 per cent--within which the growth rate of bank credit
would have to fall to aveid the question of whether or not the
deviation was "'significant” enough to trigger a change in policy.
To resolve the problem, Mr. Ellis continued, the
Committee could either (1) delete the proviso clause, (2) indicate
a broader range of current expectations, such as 2 to 8 per cent,
(3) interpret the term "significant deviations" as meaning
shortfalls of as much as 3 or 4 percentage points below the 5 to
7 per cent range, or (4) adopt a2 one-way proviso clause, such as
Mr, Hayes had suggested. His own choice would be to eliminate
the clause, realizing that when policy was moving to new goals it

was unusually difficult to attempt to achieve specific targets in
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a close range. It would not be traumatic, in his judgment, if--as
was the case in December--bank credit failed to grow in one month
when the Treasury was out of the market.

Thus, Mr. Ellis concluded, he would favor alternative B,
without a proviso clause, for the directive. He would interpret
"somewhat firmer conditions" as involving targets for net borrowed
reserves in a $150 - $250 million range and for member bank
borrowings in a $450 - $500 million range, with short-term rates
probably rising by 1/8 to 1/4 of a percentage point. He expected
that there would be a need for a discount rate increase of 1/2 of
a percentage point to confirm those rate advances within the next
few weeks. He would also concur in Mr. Brill's proposal to raise
Regulation Q ceilings to ease the market adjustment, He recognized
that that would involve some cost in terms of a higher rate of
reserve provision, but thought it should be one of the Committee's
objectives to avoid a sharp rise in short-term interest rates and
the development of a crisis atmosphere in the market such as had
occurred in 1966. He would prefer to seek a gradual intensifica-
tion of restraint through what Mr, Bzrill had described as "a
progressive snugging-up of open market operations.”

Mr, Coldwell reported that economic conditions in the
Eleventh District remained strong, with activity at high levels

in most sectors. Industrial production was up marginally, mainly

due to an advance in petroleum output; crude oil production
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currently was almest 9 per cent higher than a year ago. As
elsewhere, the construction picture was variable with some gains
expected in multi-family units. The supply of mortgage money was
fairly well balanced with demand. Employment was down less than
expected on seasonal grounds, but the tone of the labor market
was temporarily a little softer. The retail sales picture was
strong; department store sales were 14 per cent above a year ago.

Mr. Coldwell commented that recent financial conditions
in the District were similar to those in the country as a whele.
With funds available for bank loans and with business loan demand
weak, banks were not aggressively secking additional funds. Bank
investments in Government securities increased with the recent
Treasury financings but municipal holdings declined. Net purchases
of Federal funds by large banks had fallen sharply; currently there
was a virtual balance at District banks between gross purchases and
sales of Federal funds, whereas normally purchases exceeded sales
by $100 - $200 million per day.

With respect to the national situation, Mr. Coldwell
thought the country was moving toward a serious and perhaps
critical juncture of destabilizing forces. Wage-cost-price
pressures were increasing, The large prospective budget deficit
was growing with the enhancement of possibilities of further

increases in defense spending. Domestic inflation was gaining
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strength and business decisions on wages and prices were being
made in anticipation of rising price levels. The balance of
payments deficit showed no improvement and runs on the gold market
were occurring with increasing frequency. The over-all situation
demanded restraint. Monetary policy could, and in his opinion
must, be more restrictive. Business attitudes had to be restrained
and the developing tendencies toward speculation had to be brought
under control.

Noting the absence of even keel considerations at the
moment, Mr. Coldwell said he would faver maintaining the momentum
of the move toward further restraint that had been initiated in
the recent period. In his view, the Desk should permit market
forces to absorb reserves and use open market operations to smooth
the transition but to insure steady tightening. He would expect
net borrowed reserves of $150 to $250 million, short-term Treasury
bill rates in a 5-1/8 to 5-3/8 per cent range, and the Federal
funds rate in a 5 to 5-1/4 per cent range. He was prepared for
very early consideration of a discount rate increase--within one
or two weeks--to validate the developing levels of market rates.
He advocated alternative B for the directive, and would agree with
Mr. Hayes' proposed modification.

Mr, Swan reported that Twelfth District business activity

was quite strong in January. In the Pacific Ccast States total
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nen-agricultural employment increased by 0.7 per cent, compared
with no change in December and with an increase nationally in
January of 0.1 per cent. Employment rose in all major categories,
with the largest gain in construction activity. The unemployment
rate dropped sharply, to 4.3 per cent from 4.7 per cent in
December. Conditions in lumber markets were extremely strong,
with both orders and prices rising. Ou the other hand, the copper
strike continued to exert a depressing influence on the level of
activity in the intermountain region, although many of the more
skilled workers affected had obtainmed other jobs. Within manu-
facturing, aero-space employment failed to rise for the first time
since last spring and prospects for resumption of growth within
the next few months were not particularly favorable. There was

a good deal of discussion in that industry about the difficulties
anticipated when existing labor contracts expired in July.

The District banking situation had been relatively strong
recently, Mr. Swan observed. The rate of credit expansion at
weekly reporting banks had been higher through the week ending
February 21 than in the comparable period of 1967, and also higher
than in the rest of the country this year. Much of that strength
reflected growth in bank loans. All major categories of loans had
expanded, and growth in the total had been large relative to that
in other parts of the country. The position of District banks with

resnect to time and savines deposits still avpeared to be relatively
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stable as did that of savings and loan associations. According to
Home Loan Bank figures, savings capital at California savings and
loan associations declined by about $14 million in January. The
reduction nationally was about $200 million, sco that California
associations experienced a much smaller loss relative to their
ocoutstandings than did associations in the country as a whole.
Turning to policy, Mr. Swan said he agreed with the view
that it was necessary to increase the degree of monetary restraint
at this point. Additional restraint certainly was called for in
light of the strength in the business situation, the Federal budget
position-~including the growing possibility of higher defense
expenditures than had been anticipated, lack of Congressional
action with respect to taxes, the adverse developments with respect
to the balance of payments, and the general international situation
with réspect to gold., As had been mentioned, Committee action was
not constrained at the moment by even keel considerations. He
would not comment on the earlier discussion of recent and prospec-
tive rates of expansion in bank credit, except to note that some
reduction in the rate of growth appeared appropriate to him in
view of the business outlook and the probable volume of Treasury
financing activity over the rest of the year., He concurred in the
general descriptions others had given of desired money market

conditions, including net borrowed reserves in a $150 - $250
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million range, borrowings between $450 and

$500 million, the

Federal funds rate around 5 per cent, and the three-month Treasury

bill rate somewhat above 5 per cent.

Mr. Swan remarked that he hoped an
rate could be delayed for a few weeks. 1In
announcement effect, it would be desirable
rate at a time when the Federal funds rate

at a level around 5 per cent. However, he

increase in the discount
order to reduce the

to raise the discount
had been established

already sensed some

increase in the willingness of banks to come to the discount

window, so discount rate action probably could not be delayed for

long. He was interested in Mr. Brill's implied suggestion that

the Committee should extend even keel considerations to the

interest crediting periods at thrift institutions. He had not

resolved in his own mind the question of whether the date of that

period should affect the timing of a discount rate increase, partly

because he was not sure that investors' decisions regarding shifts

of funds were more likely to be influenced
action than by increases in market rates.

As to the directive, Mr. Swan said

by a discount rate

he favored calling for

somewhat firmer money market conditions, as in alternative B. He

would want to retain a proviso clause, but

that under present circumstances there was

he agreed with Mr. Hayes

no need for a two-way

clause as shown in the staff's draft of alternative B. However, he
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would prefer the language of the one-way clause shown in altermative
A to that proposed by Mr. Hayes. 1In particular, he thought it was
desirable to say that operations should be modified "as necessary

to moderate'" significant upward deviations of bank credit, rather
than to say simply that operations should be modified if such
deviations occurred.

Mr. Galusha said he would pass over District developments,
which were of a pattern with the national developments described
in the green book, and turn directly to a discussion of Committee
policy. As he saw the situation, the need was for increased
monetary restraint, and he believed the Committee should direct
the Manager to seek higher short-term interest rates. As he had
said before, he wished the Board would increase the Regulation Q
ceiling rate for large-denomination CD's. TIf it did, discount
rates could be increased by one-half of a percentage point without
anguish.

But it would seem possible at this stage, Mr. Galusha said,
to increase short-term rates somewhat--perhaps 20 basis points for
the bill rate--without precipitating large-scale disintermediation.
According to the blue book, that bill rate target implied targets
for net borrowed reserves of between $100 and $250 million and
for the Federzl funds rate of 5 per cent. In his judgment, the

Desk should move toward those targets over the next four weeks,
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degisting only if it got evidence along the way of truly large
losses of liabilities threatening financial institutions.

He wanted to state clearly, Mr. Galusha continued, that
he was not of the opinion that increased monetary restraint would
extricate the country from its present difficulties, The Committee
did, however, have a responsibility to do what it reasonably could.

Mr. Galusha commented that he had been worried before
he came to rnday's meeting about the international financial
situation; and although it was hardly Mr., Coombs' fault, he was
not particularly reassured, to say the Teast, by what the latter
had reported today. He was worried, of course--as he was sure
most members of the Committee were--by a continuing gold rush, a
rush which could easily hecome even more feverish than it had
lately been. No doubt the U.S8. Government, with the Federal
Reserve's help, had been busily engaged for some time now in
planning how to deal with its gold losses. At least he hoped so,
for the danger was that, if it had not done its contingency
planning, the Government would be tempted in an emergency to take
the seemingly easy way out--that is, to increase the official
price of gold. Whatever certain influential members of the
business and financial community might believe, he was totally
convinced that that would be unwise. If some regsponse was Fforced

upon rhe Mnited States, he believed--if with a hesitancy hefitting
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a novice--that suspending sales of gold would be the better way to
deal with persisting gold losses.

Mr, Galusha was not optimistic, even about the immediate
future. He knew--simply on the basis of his newspaper reading--that
Government spending was going to increase, and he suspected that
the increase would be greater than the Board's staff had assumed.
He had in mind not only defemse spending, but nondefense spending
as well--that is, spending intended to rehabilitate the cities.

He doubted that the Govermment would be able simply to acknowledge
the recently issued report of the committee investigating last
vears’ urban riots. The vote changes in the Senate yesterday that
led to invoking cloture on the civil rights bill presaged a more
serious look at urban problems. According to his Congressional
sources, however, it was not likely that there would be a tax
increase--before November anyway--even if, as seemed likely, the
nation's Vietnam war effort was escalated and Government spending
was increased immediately and sharply. His ppint was that events,
domestic and international, were moving with a terrible swiftness,
and the Committee's responses had to be quick and sure--which
placed a premium on contingency planing and on timing. ¥For,
whatever the Committee did, foreign confidence in the dollar could
well decrease further. That was why he was pessimistic, and why

he hoped the Government had been drawing up contingency plans.
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Of course, the Committee had a responsibility to be prepared for
the unthinkable.

Mr. Galusha said that in his judgment an increase of
one-half of a percentage point in the discount rate now, coupled
with a Regulation § increase of one-quarter of a point, would be
well timed and an excellent preparatory move., After all, there
were few things the System could do with greater envirommental
effect. As to immediate Committee policy, he favored alternative
B of the staff's draft directives. For the proviso clause, either
the language proposed by Mr, Hayes or that in the staff's draft
would be satisfactory to him.

Mr. Scanlon remarked that he saw nothing in recent
developments, either in the Seventh District or on the national
scene, to alter his view that the basic problem facing the eccnomy
was excessive demands upon resources, especially labor. Any
increases in defense requirements resulting from recent events in
the Far East could only aggravate the situatiom.

Strikes were continuing to hamper output in the District,
especially in the cases of motor vehicles and farm equipment,

Mr., Scanlon said. Settlement of labor-management negotiations
appeared to require offers of at least & per cent additional
total hourly compensation.

Machinery and equipment producers with whom Reserve Bank

people talked reported a gradual but unspectacular rise in orders
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since last summer and they expected that trend to continue. That
view fell between a recent bearish evaluation of capital expendi-
ture trends by the Natiomal Tndustrial Conference Board, based on
business "appropriations", and a very strong projection by
McGraw-Hill, based upon expectations of manufacturers of equipment.

Mr. Scanleon reported that structural steel fabricators
were working at capacity, limited by on-site labor supplies, and
a large volume of new plans for structures appeared to be building
up in architects’ offices. A Chicago-based factory-locating
service reported a heavy volume of new projects submitted to it.
Customers of steel firms were commonly planning to build an extra
30-day supply in addition to a normal 30- to 45-day supply. Steel
producers were encouraging the iInventory building process, by
offering to hold customers' orders for delivery some time prior
to the August 1 strike deadline and by arranging additional
storage outside of mill premises so that deliveries could be made
even if a walkout occurred.

The uptrend in home building appeared to Mr. Scanlon to
be continuing in the Seventh District, with the Chicago area in
a particularly strong position. Prices of existing houses in the
area had continued to rise sharply, and homes placed on the market
were sold readily. Retail sales appeared to have improved at both

hard and soft goods stores. Trade sources indicated a degree of
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color television that was not yet reflected in data published by
the Department of Commerce,

Mr. Scanlon said that demand for bank credit from the
private sector had remained moderate, although the most recent
figures suggested some strengthening. Meanwhile, the large banks
appeared to have scaled down their expectations about business loan
demand, possibly because earlier guesses had proved too optimistic,
Out of 15 large District banks, all but one had reported last
November that they expected moderately stronger business leoan
demand for the quarter ahead. The February survey indicated that
in only one case had that expectation been fulfilled; more than a
third of the banks reported in February that loan demand had
weakened. Only half of the survey participants now said they
expected stronger demand in the next three months. Most of the
February bank credit expansion, of course, was attributable to
the absorption of new Treasury issues. Purchases of municipals
had slowed somewhat. The large Chicago banks remained in a strong
position to meet additional loan demand.

Mr. Scanlon thought that current and projected developments
in economic activity indicated a need for additional restraint.
Prices were rising excessively, in part because of overly generous
wage settlements; and that trend was almost certain to continue,

and possibly to accelerate further, unless additional restraint was
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forthcoming. The temporary sbsence of major Treasury financings
presented an opportunity to make a policy change now.

By a policy change, Mr. Scanlon said, he meant a further
slowing of the rate of growth in total reserves, permitting some
firming in money market conditions. He believed that the markets
expected a firmer policy and, in retrospect, he believed the
Committee would want the record to show that it moved to such a
policy--not that it had arrived there by accident. As he had
noted at the last meeting, the Committee might do a better job of
achieving its policy objectives if it were to alter the format of
the second paragraph of the directive., He suggested that the
Committee instruct the Manager to undertake to attain some approxi-
mate change in total reserves, provided that money market conditions
did not fluctuate outside a gpecified range. Altering the directive
in that manner would require no change in the Committee's posture
on quantification, although he would favor such a change.

While he would prefer to have the directive formulated in
terms of a desired rate of growth in total reserves, Mr. Scanlon
continued, he would support the objectives of alternative B as
amended by Mr. Hayes. He would also urge a prompt increase in the
discount rate. Like Mr. Swan, he saw evidence that banks were
beginning to look to the discount window rather than to the Federal

funds market. He would not object to increasing the discount rate

in steps of one-quarter of a percentage point, if the System wanted
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to begin to develop the feeling in the banking community and on the
part of the general public that a revitalized discount mechanism
such as was envisioned in the current System study on that subject
would call for more frequent small changes in the discount rate to
keep it more in line with market rates.

Mr. Clay commented that both recent and prospective economic
developments underscored the need for public economic policies of
restraint. New current evidence of price inflation was accompanied
by further indications of strong upward pressure on prices in the
months ahead. The military situation and the further build-up of
military personnel and supplies already apparent was pushing defense
spending beyond official budget estimates, with the distinct possi-
bility of an escalation of such spending. That came as additional
pressure on the country's resources at a time when costs and prices
already were riﬁing at a disturbing pace. When one looked at what
was happening in the national economy today, he could not find any
assurance that price inflatiom was being restrained. Rather, he
found indications suggesting that the rate of price inflation
probably would accelerate.

One of the key factors was the scarcity of manpower, Mr. Clay
said. Virtually all manpower with qualifications sought in the
labor market was employed. Reference frequently was made to the
bargaining strength of labor unions, cost of living pressures, and

the cost-push aspect of price inflation, and those and other related
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factors were highly significant. It had to be recognized, however,
that combined military and civilian demand had created a scarcity
of manpower that made it easier to obtain large wage increases.

In making such a statement there was a risk of oversimplifying a
situation that was in fact quite complex. There was merit, however,
in underscoring the fact that there was a strong demand for labor
and a tight labor market, and that that was related to the aggregate
demand for goods and services already existing in the national
economy.

Mr. Clay commented that the international balance of
payments problem put an added premium on measures to bring price
inflation under control. That took on further significance in view
of the crucial importance of the balance of trade and the evidence
of a declining trade surplus in recent months. Reassuring evidence
that the United States was correcting its international payments
imbalance was by no means apparent. More serious was the lack of
evidence that the country was improving the basic factors involved,
of which its competitive position in world trade was of particular
importance.

Once again, in February, member bank credit expanded at a
faster pace than was desired, Mr, Clay remarked., That was related
primarily to Treasury financing, which also was an important factor

in the rate of bank credit expansion in January and in the latter
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factor in policy formulation in the near term, it would become
important agaim later in this fiscal year and presumably would
continue to be important during the balance of the calendar year
thereafter. A few month ago, a project of reviewing the role of
System open market operations during Treasury financings was under-
taken at the suggestion of Mr., Bopp. Considering the prospective
large volume of Treasury financing activity following the open
period of the next few weeks, it would be well to move ahead on
that project as rapidly as possible at this time,

In view of the prevailing economic situation, both domestic
and international, and particularly the serious price inflation
developments, Mr. Clay thought monetary policy should be shifted
toward restraint. That policy move might be carried out in terms
of the financial conditions set forth on pages 7 and 8 of the blue
book.l/ It should be recognized that the degree of restraint

probably would increase member bank borrowing at the Reserve Banks.

1/ The blue book passage referred to read as follows: "If
the Committee wishes to add further to pressure on bank reserve
positions and the money market, it may want to consider conditions
including net borrowed reserves in a $100 - $250 million range
and member bank borrowings generally in a $450 - $550 million
range. Federal funds would be likely to trade most frequently
around 5 per cent although bank preferences for meeting reserve
needs through the discount window could tend to moderate upward
pressures on the funds rate. Along with an associated rise in
dealer new loan rates to around 5-1/4 - 5-1/2 per cent, the
3-month bill rate may move into a 5-1/8 ~ 5-3/8 per cent range--
moving more toward the upper end if expectations of a discount
rate increase became more prevalent.,"
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It also would set the stage for an increase in the Federal Reserve
discount rate to 5 per cent.

Alternative B of the draft directives appeared satisfactory
to Mr. Clay, with the change in the proviso clause of the second
paragraph suggested by Mr. Hayes.

Mr. Wayne said he would add his voice to others in coumend-
ing Mr. Brill and his associates for an excellent, sobering, and
persuasive report this morning. He would also commend Mr. Coombs
for a somber but honest appraisal of U.S. international problems.

Under the circumstances, Mr. Wayne continued, the case for
increased monetary restraint was overwhelming. While monetary
restraint might not be able to reverse cost-push pressures, it could
moderate the extent to which higher costs might be passed on in the
form of higher prices. Even keel considerations no longer prevailed,
and if the move toward greater restraint was made gradually it
should be possible, given the current tone of credit markets, to
avoid an overly sharp rate reaction. Interest rates would no doubt
rise, but there was still some leeway before disintermediation
became a threat, Moreover, higher interest rates, which could be
lowered, were preferable to higher prices, which tended to become

permanent.

Mr. Wayne said he favored alternative B for the directive

with Mr., Hayes' proposed amendment. 1In his judgment an increase in
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the discount rate should support rather than precede the "snugging-
up" in the market,

Mr. Mitchell said he also would commend the staff on an
excellent presentation, in which the issues now facing the System
had been pointed up very well. He would add, however, that he did
not agree completely with the staff's views.

Mr, Mitchell favored increasing monetary restraint to the
extent that could be done without causing extensive disintermedia-
tion. 1In his judgment, it would be easier to achieve tightening
in the first half of 1968, when Treasury financing operatioms were
likely to impose fewer coanstraints on Committee decisions than they
would in the second half., He noted that debt management could be
a useful supplement to monetary policy if the Treasury did much of
its financing this year at longer term, but that the problems of
monetary policy would be greater if financing was done primarily at
short-term. That issue, however, need not be faced at the moment.

As had been observed, Mr, Mitchell continued, the Committee's
objective should be to curb bank credit expansion. A curtailment
of bank credit growth would force borrowers into the open market,
and the higher interest rates and more onerous terms they would
encounter there would help moderate the economic expansion. The
Committee could reasopnably expect to slow bank credit growth in the
short run--the next three to five months--by affecting expectations;

that is, by making it obvious that credit conditions were going to
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get a little tighter and that there was no assurance that the System
would provide relief if the banks found themselves under some
pressure, If bankers became convinced that they would not have
access to as large a supply of loanable funds as might be demanded
they would tend to be more cautious in making loan commitments.
They would also tend to buy fewer municipal securities and perhaps
to sell some of their holdings of Government securities. It was
extremely important, he thought, to create that type of uncertainty
at banks.

In considering possible targets for the first half of 1968,
Mr. Mitchell said, he might note that over the year 1967 total
demand deposits of commercial banks had increased by about $10
billion and time and savings deposits by about $25 billion, with
roughly 85 billion of the latter rise in the form of large CD's,
U.S5. bank holdings of Euro-dollars had changed little on balance.
He thought appropriate targets for the first half of 1968 would
include growth in demand deposits at roughly half the 1967 rate--
perhaps at a $5 or $6 billion apnual rate. For time and savings
deposits the staff model suggested growth at about a $14.5 billion
rate, which struck him as about right.

Mr. Mitchell said he had considerable sympathy with
Mr. Francis' view that the structure of the second paragraph of
the directive should be changed, with the proximate goal stated

in terms of the desired growth rate in the monetary aggregate and
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with money market conditions relegated to the proviso clause.
However, he thought the staff was not yet sufficiently confident
of its projections to want to see such a change made. He would be
inclined to retain the present format for the directive until the
staff was prepared for the format Mr. Francis had suggested.

Mr, Mitchell favored alternative B for today's directive,
except that he would include a cne-way proviso clause--either the
clause shown in altermative A or that suggested by Mr., Hayes. As
to the discount rate, he thought an increase of one-quarter of a
point should be made quite soon, although he felt much more strongly
about the desirability of a quarter- rather than a half-point
increase than he did about the timing of the change. The smaller
rise would be appropriate not only for the reason Mr. Scanlon had
mentioned but alsc because he thought it was about as much as could
be done without producing disintermediation.

Mr. Mitchell favored retaining the present ceiling rate on
large CD's partly for balance of payments reasons. It would be
desirable to influence banks with access to the Euro-dollar market
to seek funds in that market on as large scale as possible. He
would not want to increase the Regulation Q ceilings unless it was
found that bank credit was not expanding at the rate the staff had
projected, Run-offs of large CD's, by themselves, need not require
an increase in the ceiling rate for such instruments, if inflows

of consumer-type time deposits continued.
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Mr. Maisel thought the System should demonstrate that it
was shifting to a firmer pelicy by an immediate one-quarter point
increase in the discount rate, and then adjust its open market
operations in line with the greater pregsures that would result.
The advantage of using the discount rate as the primary instrument
of policy at the moment was that it would be perfectly clear that
there had been a change in policy. A higher discount rate would
put a welcome amount of additional pressures on banks. At the same
time, a quarter-point increase would have a smaller announcement
effect than a half-point rise, while leaving open the possibility
of a second change of similar size if that should prove desirable.
The System had not changed the discount rate by one-quarter of a
point for ten years, and it would be appropriate to reintroduce
that type of flexibility now. A quarter-point change would also
demenstrate to European observers that the Federal Reserve was
acting carefully and gradually, with awareness of the situatiomn
but with no sense of panic.

Mr. Maisel said he was not prepared to express any firm view
at this point about the desirability of an increase in Regulation Q
ceilings; he thought a staff study of the considerations involved was
needed, He did feel, however, that some of the comments on Q were
based on an assumption that the Committee would continue to follow
an incorrect policy of neglecting what was happening to monetary

and credit aggregates because it was so hypnotized that it would

only watch marginal reserves and money market conditions.
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Mr. Maisel noted that changes in Regulation Q and the ability
to attract large CD's need not determine the rate of expansion of
bank credit unless the System allowed that to happen. The Federal
Reserve had the power to determine the total deposits of member
banks through its comtrol of bank reserves., Problems with Q might,
however, mean that the rate of creation of reserves or the reserve
ratios had to be adjusted to the distribution of reserves behind
different types of deposits. In addition, Regulation Q ceiling
changes did affect the distribution of credit among banks and among
competing credit instruments. He felt it important, as he had stated
previously and as had been noted by several prior commentators, that
the Committee should consider shifting the form of its directive so
that the primary instruction to the Manager would be given in terms
of the reserves, money, and credit aggregates, with the proviso for
alternative actiqns drawn up in terms of large and undesired shifts
in money market conditions,

While he would want to consider the matter carefully, at
the moment Mr. Maisel felt that an increase in Q ceilings should be
held off as long as possible, unless it became apparent that present
ceilings were preventing growth in bank credit at an appropriate
rate. He feared a replay of the first four months of 1966 when,
because of a concentration on marginal reserves, the System had
allowed bank credit to expand at an inflationary rate in order to

meet the greater demands for reserves from the banks as they
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expanded their time deposits with the aid given by the increase in
Q ceilings in December 1965. Another consideration in favor of
retaining present Q ceilings, as Mr. Mitchell had noted, was the
desirability of encouraging Euro-dollar borrowing by U.S. banks.

Mr. Maisel added that the need to focus on growth in the
aggregates suggested the importance of using a two-way proviso
claese in the proposed directive for today. Such a clause would
make clear that the Committee was not over-reacting in its policy,
and that its objectives encompassed continued growth at a non-
inflationary rate in the aggregates.

Mr., Brimmer said he gathered from the comments made today
about the gold situation that Committee members were firmly convinced
that the United States should maintain the official price of gold at
$35 per ounce. At the same time, he detected some uneasiness about
the present policy with respect to the gold pool. A meeting of the
Open Market Committee was not the best forum for the purpose, but it
would be desirable for the members of the Board and the Reserve Bank
Presidents to reach some conclusions as to the appropriate System
attitude with respect to U.S. gold policy. If at any point the System
reached the conclusion that present policy was wrong in any respect, he
would hope that it would be able to register that conclusion with the
Treasury and the Administration. Advice to the effect that the System

no longer supported some aspect of U.S. gold policy would, in his

judgment, have a considerable impact in the counsels of the Government.
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Mr. Brimmer remarked that he was disturbed about the Canadian
situation. He assumed that there was no question but that the System
should provide assistance to the Canadians if they got into difficulty.
At the same time, he would be reluctant to encourage them to go deeply
into debt if it was likely that the ultimate outcome would be similar
to Britain's experience. As Mr. Coombs had indicated, Canada recemntly
had lost one-third of its reserves, in part because flight capital had
been moving from Canada to the Euro-dollar market. He personally was
in a quandary as to the best course for the System under the circumstances.

Before turning to the domestic economic situation, Mr. Brimmer
said, he would note that he also had been pleased to receive the staff's
new set of projections before today's meeting. The staff had provided
an ocutstanding bedy of documentation for this meeting, setting forth
clearly the probable consequences of various policy actions. He
assumed that the Committee was agreed that monetary policy had to
compensate for the failure of Congress to pass a tax bill, while rec-
ognizing that that course would produce different effects from those
that would have resulted if there had been increased fiscal restraint.
It would appear from the staff projectioms that one cost of relying on
monetary rather than fiscal restraint would be to lower the rate of
housging starts in the fourth quarter by nearly 300,000 units, Another
cost of greater monetary restraint might be a reduction of 200,000

persons in labor force growth and an increase in unemployment of about
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the same magnitude, He personally was prepared to accept such costs
of a tighter monetary policy for the reasons other speakers had al-
ready advanced today.

Mr. Brimmer said he had come to today's meeting prepared to
advocate some snugging up through open market operations while looking
toward an increase in the discount rate from 4-1/2 to 5 per cent im
mid-April, provided that the Treasury was not engaged in a financing
at that time. He had assumed it would be desirable to postpone dis-
count rate action until mid-April in order to avoid undue attrition of
deposits at thrift institutions around the April 1 interest crediting
date., The staff's comments suggested to him, however, that in the
interest of achieving the necessary degree of restraint the discount
rate action might best be taken in mid-March. As to the appropriate
size of the increase, he had been concerned earlier that a rise of
one-half point might be required to avoid giving the impression abroad
that the System was temporizing. But now he thought that a quarter-
point rise would be adequate if it were backed up by further restraint
through open market operations.

Mr. Brimmer said the Committee should keep in mind the fact
that any action it might take on the discount rate would have
implications for the Regulation Q ceilings., At present, rates on
shorter-maturity CD's were still below the maximum level and he would
not favor an immediate increase in the ceilings. Consideration might

be given later to raising the ceiling rate on large CD's, but he would
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not do so wniformly for all maturities. He would prefer to take

the opportunity to reintroduce variations in ceilings by maturity,
with maximum rates perhaps set at 5-3/4 per cent for 60-89 day CD's,
at 5-1/2 per cent for those of shorter term, and at 6 per cent for
those of longer term. The general objective would be to ease the
impact of restraint on larger banks, epabling them to retain the
volume of CD's they had outstanding but not enabling them to avoid
restraint by expanding their outstandings.

Mr. Brimmer saild he had originally favored alternative B for
the directive as written--that is, including the two-way proviso
clause in the draft--because of the need for acting judiciously in
moving toward a firmer policy, On the other hand, while the Committee
obviously was concerned about the possibility that bank credit might
expand too rapidly in the coming period, there did not seem to be much
risk that it would grow too slowly, Accordingly, he could accept
Mr. Hayes' suggested one-way proviso clause. He had two comments about
the draft of the first paragraph of the directive. One was simply a
matter of English; rather than saying 'the imbalance in U.S. inter-
national payments remains large," it would be better to say the
imbalance "remains seriocus.' His second comment, which related to
the statement in the draft that "Growth in bank credit has been sub-
stantial thus far in 1968," was more substantive., By focusing on the
period since the beginning of the year, that language failed to reflect

the fact that bank credit growth--while still substantial--had slowed
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on average since the System first began to shift toward restraint
in November 1967, He would prefer language that reflected the £fact.

Mr. Sherrill said he shared the view that monetary restraint
was appropriate at this time, but he would emphasize the importance
of avoiding financial disruption. Increased restraint obviously
would affect the housing industry, and he would consider appropriate
the kind of impact on housing implied by the staff's model. It
should be kept in mind, however, that the effect on housing would
be much greater if there was extensive disintermediation. 1In addi-
tion to its disruptive effects on housing, disintermediation might
have another undesirable consequence in leading to borrowing by thrift
institutions which, in turn, could nullify the System's actions to
some extent. Moreover, unusually heavy borrowing by thrift institu-
tions might force the monetary authorities into the position of
considering some form of direct controls, perhaps along the lines of
the "September 1" letter the System had sent to commercial banks in
1966. All in all, he believed the Committee should try to implement
restraint in a manner that would avoid disintermediation., He thought
adoption of alternative B for the directive, with the desired money
market conditions taken to be those set forth on pages 7-8 of the
blue book, would be comsistent with that objective, and would
accomplish a useful degree of restraint,

Mr. Sherrill remarked that he was not prepared to advocate

an increase in the discount rate at this stage. He would want to
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have some evidence on how banks were reacting to the firming of
System policy before reaching a conclusion regarding possible dis-
count rate action. If banks turned increasingly to the discount
window, a discount rate increase would be appropriate; but if they
turned primarily to the CD or Euro-dollar market for funds, the case
for an increase would be less persuasive.

He also did not favor raising the Regulation Q ceilings at
this time, Mr. Sherrill said. Bank managements viewed the level of
the Q ceilings as an important determinant of the availability of
funds to them, and the possibility that the ceilings might not be
raised could have significant effects on their policies. To increase
the ceilings before it was clearly necessary to do so would be to
sacrifice an important psychological means for effecting restraint.

Mr. Sherrill agreed with Mr. Brimmer that a two-way proviso
was unnecessary because the risk of inadequate bank credit growth was
limited. Accordingly, he favored Mr., Hayes' proposed one-way clause.

Mr. Hickman commented that all the evidence available
indicated that the economy was surging ahead. Unfortunately, that
surge was being reflected in sharply rising prices, which in turn
had been fueled by excessive bank credit expansion.

For nearly three years, Mr. Hickman said, through cooperation
and cajolement the Federal Reserve System had attempted to participate
in the shaping of a responsible stabilization policy. Unfortunately,

it had not been overly successful on the fiscal front, and monetary
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policy had erred--first on the side of ease, then on the side of
excessive tightness, and then again on the side of too much ease.
In short, the System had moved too slowly, and when it did move it
overreacted.

Mr. Hickman suspected the root difficulty was that, in its
efforts to cooperate and participate in the formulation of stabiliza-
tion policy, the System had adopted, and identified with, the official
point of view on the economic outlook and appropriate public policy.
At the last meeting, for example, the Committee reviewed rather
uncritically the official projections of the economic outlook and
associated financial flows implied in the President's budget message.
Many informed people less closely identified with the official posi-
tion were skeptical about the low level of defense spending assumed
in the budget message, and about the modest increases projected for
the GNP price deflator. To the extent that the Committee was
influenced by the official forecast, then its policy was overly
easy, in the light of existing inflationary pressures and the probable
size of the budget deficit. The projections presented to the Committee
today were a step in the right direction, although it was his hunch
that both defense spending and the GNP price deflator were still
understated.

Mr. Hickman remarked that the Committee could not abdicate

its role in the public partpership, but he thought it should begin
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to call the shots more as it saw them, based on its own independent
analysis. It was one thing to help develop and participate in a
consensus; it was quite another thing for the Committee to allow
itself to formulate monetary policy on grounds or hopes that might
be unrealistic or untenable, It was perhaps not too immodest to
point out that the Federal Reserve System had the best economic
intelligence available and was capable of providing impartial
economic analysis and policy recommendations.

50 much for philosophy, Mr. Hickman said. As a practical
matter, based on present events and the immediate outlcok for the
future, he believed there was a danger that recently the Committee
had been too easy, and that later on it might be forced to overreact
on the side of too much tightness. The money supply, bank credit,
and the reserve aggregates had been growing at rates in excess of the
real growth of the economy. That had been the case despite the
delicate policy shift in December, which was reaffirmed at the Com-
mittee's last meeting. As a matter of fact, in February, despite
the directive adopted at the last meeting, money market conditions
were allowed on occasion to become guite easy, thereby contributing
to excessive expansion in bank reserves and credit,

Consequently, Mr. Hickman thought the Committee should
attempt to achieve a considerably less easy monetary poliey for the
immediate future. The figures now prejected for March, on a daily

average basis, were a good target providing they were not exceeded.
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The momney supply and bank credit should not be allowed to expand, on
the average over the next two or three months, by more than a 4 to 6
per cent annual rate, which would accommodate a full-employment rate
of growth in GNP. At a time when defense spending seemed to be ex-
panding, when the U.S. trade balance was critically weak, and when
increases in wages, costs, and prices were accelerating, more moderate
rates of growth in money and credit than in the recent past were
clearly needed. If the Committee acted in a forehanded manner now,
the likelihood of its having to act in a heavy-handed manner later
on would be considerably reduced.

In conclusion, Mr. Hickman said that since the projections
for March were about where he would want the figures to come out,
he could vote for alternative A with a one-way provisc, at least for
the next few weeks. On the other hand, in view of the outlook for
large Treasury financing, a further move now, as called for in
alternative B, would seem to have the edge. He would be happier,
however, if alternative B contained a two-way proviso clause. He
would hold off on a change in the Regulation @ ceilings now, but
would favor an increase in the discount rate of either one-quarter
or one-half of a point as soon as possible. He would like to
consult further with regard to the appropriate size of the discount
rate increase,

Mr. Bopp remarked that current indicators were not very

helpful in suggesting an appropriate policy for coming weeks.
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For one reason, they had been pointing in different directions.
In January, unemployment, retail sales, and housing starts improved;
industrial production, new orders, and personal income were less
favorable. TFor another reason, some of the indicators reflected
special circumstances. The decline in the unemployment rate re-
sulted from a drop in the labor force rather than from an increase
in employment; and persomal income rose little compared with December
because the earlier month contained large Federal pay increases,

At the same time, the broader view of 1968 seemed to
Mr. Bopp to have clarified somewhat, It now looked as if the second
half would be more vigorous than had been thought. One reason might
be the behavior of inventories. Although total consumer spending in
the next few months would rise considerably simply because of strong
increases in income, some adjustment might be necessary in the auto
sector. As a result, total inventories might not rise as much as
had originally been forecast, thus mitigating any problem of adjust-
ment in the second half. If that was sc, one argument for an over-
strong first half and a less-strong second half might be less
persuasive than before, More important, however, it now seemed
almost certain that defense spending would be larger than budgeted.

That new outlook for the latter part of the year considerably
altered the environment in which monetary policy would be operating,
Mr. Bopp observed, In recent months he had viewed with misgivings

the substantial increase in money and credit at a time of rapidly
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rising prices. There was some question, however, whether a more
stringent policy could succeed in slowing inflation without endan-
gering the pace of the economy later in the year. The course of the
Vietnam war seemed to have eliminated that problem.

Mr. Bopp thought a less rapid expansion in bank credit
would be appropriate now to help prevent excessive over-all demand
from aggravating cost pressures. Furthermore, consumers were build-
ing liquidity rapidly and businesses were restoring their Iiquidity.
Because of the changing outlook for the latter part of the year, and
in view of past increases in woney and credit, a further rapid increase
would be undesirable.

Mr. Bopp favored alternative B of the draft directives, as
modified by Mr. Hayes.

Mr, Kimbrel remarked that those who had trouble finding
answers to policy questions could, he believed, find comfert in
learning that some academic economists were having the same trouble,
Since the last meeting of the Committee, the Atlanta Bank's research
staff had sponsored two seminars for college professors of economics
and finance in Florida and Tennessee., At the eand of each one-~day
meeting, the participants were asked their views on certain policy
questions. The poll of about 90 economists showed that a little
over half believed that reserves, bank credit, and the money supply
had been growing too rapidly during 1967 through November. But

there were many who thought the rates of growth had been about
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right; and, indeed, about one of ten professors beiieved that the
rate of expansion had been too low,

Mr. Kimbrel commented that the economists in the seminars
had no conclusive answer as to the future. Twenty-seven per cent
thought the System should conduct its operations so as to produce
about the same slightly lower rates of increase in reserves, bank
credit, and the money supply as had prevailed from December through
mid-February; and 56 per cent favored lower rates of increase. Only
about 16 per cent believed higher rates of increase would be in
ordexr., They were about equally divided on maintaining present
money market conditions or moving toward firmer money market condi-
tions, and they were almost split down the middle on whether or
not discount rates should be kept unchanged or raised. What seemed
to him to be most significant about the pcll was that the division
of opinion was around the degree of tightening--not on whether
there ought to be any tightening at all.

Mr. Kimbrel found the same sort of inconclusiveness in
the way economic measures were behaving. Apparently, many analysts
and the financial press had concluded that the System had finally
turned toward somewhat greater restraint., Last week's net borrowed
reserve figure, he was sure, bolstered their conclusion. Yet, when
one looked at other wmeasures of money market and credit conditions,
it was hard to see in their behavior an indication of a move toward

tightness.
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Even though the District's economic activity was still
expanding, Mr. Kimbrel said, there was diverse behavior among the
various nonfinancial indicators. Similar inconclusive behavior
seemed characteristic of national developments. For that reason,
any sharp movement toward more tightness might be considered in-
appropriate at the moment. WNevertheless, after admitting all of
the uncertainties, he was still convinced that the Committee should
be cutting down on the rate of increase in bank credit. Although
there might be a need to move cautiously, there should be constant
movement in that direction. The committee needed to move now before
further Treasury financing complicated the problem,

Mr. Kimbrel said he also would like to associate himself
with those who suggested this was an appropriate time to consider
seriously bringing the discount rate into closer touch with the
market. Many in the System had hesitated about a discount rate
change for fear that it might set off a chain reaction based on
expectations of further credit tightening that would push rates
up far beyond their present levels. There was, of course, always
the danger that increasing the discount rate would have too great
an announcement effect, It would seem to him, however, that that
danger was more likely to be associated with the periods of extreme
credit tightness than with a period like the present one. There
seemed to be a greater chance that it would be correctly inter-

preted now than that it would be in the future.
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Under those circumstances, Mr. Kimbrel favored alternative B
of the draft directives with the proviso clause suggested by Mr. Haves.

Mr. Francis said he would first like to compliment the
Board's staff on developing techniques for estimating rates of
growth in the bank credit proxy and the deposit components more
frequently than once a week. With more frequent information on
those aggregates, there should be an improvement in the System's
short-term operations. He would hope that at some point those
estimates could be added to the daily wire so that the members
of the Committee not on the daily call would have access to them.

For about six months, Mr. Francis observed, the mémbers of
the Committee had agreed in general that containing inflation should
be the goal of monetary policy. The Committee had changed its policy
directive three months ago, and the inflationary pressures which led
the Committee to that decision had not abated. All of the major
aggregate measures--employment, production, spending, and prices--
had continued to increase at rapid rates through the end of February.

Mr. Francis noted that fear had been expressed in some
quarters that there would be a weakening in total demand in the
second half of this year. The only consideration which seemed to
point to such a development was the possibility that the rapid
accumulation of inventories in the first half of the year in
anticipation of a strike would be worked off in the second half,

There was no way, however, for stabilization policy to influence
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that type of short-term random economic event. Although the
Committee had to be aware of their existence, it could not conduct
policy on the basis of such developments.

There seemed to Mr. Francis to be no good theoretical
reason for anticipating a slowdown in the second half. There was
general agreement among the various theories which attempted to
explain the coutrse of economic activity, that if both monetary
and fiscal policy were stimulative the economy would continue to
expand at a rapid rate. If ome looked at monetary and fiscal
actions, one observed that they had both been stimulative. The
Government had been running the largest deficit since World War IT,
and monetary actions during 1967 were more expansionary than in any
previous year since World War II. Projections of the Federal
budget for the rest of this vear indicated a continued stimulative
fiscal policy, unless there was a substantial tax increase, which
many observers had become disillusioned about achieving. Although
monetary policy had been less stimulative in the last three months,
monetary aggregates had increased at rates generally higher than
during the first four years of the present upswing. Most theoreti-
cal points of view led to the same conclusion; inflation was still
the single most important domestic problem the Committee faced.

In Mr. Francis' opinion, therefore, the Committee had
adopted an appropriate policy with a directive calling for bank

credit growth at less than a 7 per cent annual rate. TFor those
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members who placed some emphasis on rates of growth in the money
stock, the 3 to 4 per cent rate of increase over the past three
months seemed nearly appropriate, and money growth should be held
near the 3 per cent level. He believed that those trends in mone-
tary aggregates were more likely to be attained in the near future
with some further tightening in money market conditions, as suggested
in alternative B, but he would have more confidence if the proximate
goal in the directive was stated in terms of the bank credit proxy,
with money market conditions referred to in the proviso clause.

Mr. Francis favored an immediate discount rate increase
of one-half of a percentage point along with a simultaneous increase
in the Regulation Q ceilings on both large-denomination and consumer-
type CD's,

Mr. Robertson gaid that in view of the lateness of the
hour he would make only a few brief remarks and would ask that the
statement he had prepared be included in the record. He agreed with
the prevailing view today that greater restraint was desirable, and
accordingly he favored alternative B for the directive. He would
prefer to include the two-way proviso clause shown in the staff's
draft of that alternative, but if such a clause was not acceptable
to the Committee his second choice would bhe the one-way proviso
shown in alternative A. Mr. Hayes' proposed one-way proviso was his
third choice. He would favor a one-quarter point increase in the

discount rate, but only because of the effect it would have on
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attitudes abroad; except for that consideration, he thought it
would be better to delay discount rate action. In his judgment,
it would be a mistake to raise Regulation Q ceilings at this time
because attainment of the appropriate degree of restraint required
avoidance of an increase in the outstanding volume of large-denomi-
nation CD's, Action on Regulation Q might be needed later to prevent
disintermediation, but any such action should take a form that would
prevent banks from increasing the volume of their large CD's outstanding.
He had worked out a proposal under which a bank would be permitted to
offer CD's at a rate above 5-1/2 per cent if its outstandings declined,
with the ceiling for the bank reverting to 5-1/2 per cent as soon as
outstandings exceeded their earlier level.

Mr. Robertson's prepared statement read as follows:

In a discussion focused as much on the need for
restraint as ourshas been this morning, I think it is
worth while to keep in mind that we are not quite in an
unrestrained boom. Consumer spending has not been mount-
ing excessively, and business investment is certainly not
mushrooming in classic boom time fashion. All the
extraordinary fiscal stimulus of the past year has not
vet managed to generate a full-blown wave of private
spending.

Credit for this, I suppose, must go partly to the
sense of caution and uncertainty--even unease--in the
minds of consumers and businessmen, But in addition, I
think, we need to recognize that the financial situation
itself is probably also working as 2 moderate but
constructive drag on excessive spending., The cost of
money is high, by any reasonable standard, and aggregate
bank credit and money flows, as the blue bock reminds
us, have slowed substantially over the past three months
as a whole, Flows through nonbank savings institutions,
of course, have slowed up even more. Given our knowledge
of the lagged effects of financial variables, we can lock
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forward to a major part of such restraining influence
on GNP showing up as the year progresses.

Having said these cautionary words, however, let
me go on to say that I still believe that the moderating
influences I have cited are being overridden by still
more powerful inflationary forces. Three interrelated
elements trouble me a great deal. One is the momentum of
the wage-price spiral, which is strong and apparently
getting stronger. The second is the clear possibility
that spiraling costs and prices of things will engender
new and stronger financing demands. And the third is
that our fundamental balance of payments position, far
from being improved as is so badly needed, is instead
being eroded still further by the inrocads of inflation
on our trade surplus.

In this situation prudence demands the application
of a greater degree of restraint on growing demands.
Much as we would prefer that to come from the fiseal
side, we cannot afford to wait longer for either Govern-
ment expenditure cuts or a tax increase, Therefore, I
conclude that we must move ahead with a gradual and
calculated tightening of momnetary policy.

I am glad we were able to accomplish as much as we
did in the way of tightening during the period since we
last met. I commend the Manager for doing what he did
to minimize any slippages back toward temporarily easier
money market conditions, and I urge him Co be even more
assiduous in resolving all doubts on the side of tightness
during the next four weeks.

As long as I am handing out bouquets, I would also
like to point ‘out that the Committee's keen interest in
tightening if circumstances warranted over the last four
weeks was well served by the operation of the proviso
clause. I believe this is the second time (the first
being October 1966) when the proviso clause has actually
worked to trigger a change in Desk operations that in
retrospect has been a highly desirable move. Perhaps
equally important, it has never yet worked to make the
Manager change his operations in a way that loocked dis-
advantageous in retrogpect. With this kind of performance,
T think the proviso has well justified its place in our
kit of tools, and I hope we continue to use it regularly.

To me, the essence of appropriate monetary policy
from now until our next meeting is orderly, gradual, but
unrelenting tightening, I think that prescription best
fits the rather sensitive business, finmancial, and political
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situations in which we find ourselves, both domestically
and internationally.

With these views in mind, T would like to have the

Manager conduct his operations with a view to achieving
roughly the conditions spelled out as the tightening
alternative on pages 7 and 8 of the blue book. As to
the formal directive language, I would favor alternative
B as suggested by the staff,

Chairman Martin commented that it was useful for the Committee
to discuss all instruments of monetary policy, including discount
rates and Regulation @, because of the need for coordinated use of
the various policy tools., But decisions on policy instruments other
than open market operations could not, of course, be made by the Com-
mittee; responsibility for imitiating changes in discount rates lay
with the Directors of the individual Reserve Banks, and the Board had
responsibility for Regulation Q.

It was the unanimous view of the members today that greater
monetary restraint was desirable, the Chairman continued. As was
often the case, however, there were problems of timing. Personally,
he was not prepared at the moment to advocate an increase in the
discount rate of either one-quarter or one-half of a percentage point.
He would want to increase restraint gradually and unaggressively,
while watching developments closely. The present period was one in
which events could alter circumstances quickly,

Chairman Martin remarked that while the Committee members

were agreed that alternative B was preferable to alternative A

for the directive, there were differences in view regarding the
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proviso clause. He personally could accept either a one-way or a
two-way clause.

Mr. Sherrill said that that was his position also. He had
spoken in favor of a one-way clause earlier because he thought a
two-way clause was unnecessary, not because he had objections to
such a clause.

Mr. Robertson remarked that in his judgment a two-way
proviso clause would serve a useful purpose because events could
differ from expectations. In general, the value of the proviso
clause had been demonstrated, as indicated in his prepared state-
ment, by the fact that it had twice led to desirable changes in
Desk operations and had never led to undesirable changes.

Mr., Hayes commented that in light of the Committee's
unanimous view that poliecy should be firmed he did not think a
two-way clause was desirable. To include such a clause would be
to imstruct the Mamager not to seek firmer money market conditions
over the next four weeks if bank credit appeared to be deviating
significantly below expectations. He personally would not want to
issue such an instruction today because he would not comsider bank
credit estimates that appeared to be on the low side a sufficiently
significant development to justify what would be a major change in
the course of policy,

Chairman Martin remarked that one could make a good case

on either side of the question. Using a two-way clause might be
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considerad an act of humility and he thought it would not be
likely to do any harm.

Mr. Swan commented that when the record for today's meeting
was published readers were likely to be puzzled if they found that
the Committee had included a two-way proviso clause.

Mr. Mitchell noted that the present directive included a
one-way proviso clause. While the Committee might want to shift to
a two-way clause at some point, he thought this was a singularly in-
appropriate time to make such a change.

Other members concurred in Mr. Mitchell's observation,

At Chairman Martin's request, Mr. Holland then read
proposed new versions of the two sentences in the draft of the first
paragraph that Mr. Brimmer had suggested should be revised. It was

agreed that the revised sentences were appropriate.

By unanimous vote, the Federal
Reserve Bank of New York was author-
ized and directed, until otherwise
directed by the Committee, to execute
transactions in the System Account in
accordance with the following current
economic policy directive:

The information reviewed at this meeting indicates
that over-all economic activity has been expanding
rapidly, with both industrial and consumer prices rising
at a substantial rate, and that prospects are for con-
tinuing rapid growth and persisting inflationary pressures
in the period ahead. The foreign trade surplus has been
at a sharply reduced level in recent months and the imbal-
ance in U.S. international payments remains serious.
Interest rates on most types of market instruments have
edged up recently, following earlier declines, While
growth in bank credit has moderated on balance during
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the past three months, bank credit expansion has been
substantial in February, mainly reflecting Treasury
financings. Growth in the money supply slowed in Febru-
ary, while flows into bank time and savings accounts
expanded moderately. 1In this situation, it is the policy
of the Federal Open Market Committee to foster financial
conditions conducive to resistance of inflationary

pressures and progress toward reasonable equilibrium in
the country's balance of payments.

To implement this policy, System open market
operations until the next meeting of the Committee shall
be conducted with a view to attaining somewhat firmer
conditions in the money market; provided, however, that
operations shall be further meodified if bank credit appears
to be expanding more rapidly than is currently projected.

Mr. Hayes said that before adjournment he would like to ask
whether the Special Manager thought a one-quarter point increase
in tne discount rate would have as useful an effect on attitudes
abroad as a one-half point increase would.

Mr. Coombs replied that in his judgment a one-quarter point
increase would have relatively little impact on attitudes abroad.
On the other hand; an increase of one-half point might well have
serious consequences for the Canadian dollar and the pound, if it
were put into effect before conditions in markets for those
currencies had settled down a little.

It was agreed that the next meeting of the Federal Cpen

Market Committee would be held on Tuesday, April 2, 1968, at 9:30 a.nm.

Thereupon the meeting adjourned.

- mﬂ%ﬂmj

Secretary :




ATTACHMENT A

Suggested revised procedure for allocating System Open Market
Account in event Congress removes gold cover requirements

1. Securities in the System Open Market Account shall be
reallocated on the last business day of each month by means of adjust-
ments proportionate to the adjustments that would have been reguired
to equalize approximately the average reserve ratios of GOLD HOLDINGS
TO NOTE LIABILITIES OF the 12 Federal Reserve Banks based on the
RATIOS OF GOLD TO NOTES FOR THE most recent available five business
days. ¥eserve-ratte-figures:

2:--The-Board'g-staff-shall-ealculate;-in-the-morning-of
eaeh-business-day;-the-reserve-ratieog-of-ecaeh-Bank-after-aliowing
for-the indiecated-effeets-eof-the settlement-ef-the-Interdistriet
Settlement-Fund-for-the-preeeding-day---If-these-ealeulationa-~should
dtaelese-a-deficieney-in-the-veserve-ratio-of-any-Bank;-the-Boardls
geaff-shatl-inferm-the-Manager-of-the-5ystem-Open-Market-Aeeounts
who-shall-make-a-speeigl-adjusement-as-of-the-previeus-day-te
¥restore-the-reserve-ratie-of that-Bank-to-the-average ef-all-the
Bankss--Hewever;-sueh-adiustments-ghatl-not-be-made-beyond-the-point
where-n-defieieney-would-be-ereated-at-any-other-Bank---Sueh-adjuse-
ments-shall-be-effset-against-the-partieipation-ef-the-Bank-or-Banks
begt-able-to-abserb-the-additional-amounk-or;-at-the-digeretion-of
the-Manager;-against-the-partieipation-of-the-Federal-Reserve-Bank
of-New-York:--The-Beardls-staff-and-the-Bank-or-Banks-eoneerned
shall-then-be-notified-of-the-amountg-invelyed-and-the-Interdigtries
Setriement-Fund-shall-be-elesed-afker-giving-effeet-to-the-adiustments
as-ef-the-preeeding-business-dayr

2. 3: TUntil the next reallocation the Account shall be
apporticned on the basis of the ratios determined in paragraph 1.
after-allowing-for-any-adiustments-as-previded-for-in-paragraph-2-

3. 4- Profits and losses on the sale of securities from
the Account shall be allocated on the day of delivery of the securi-
ties sold on the basis of each Bank's current holdings at the opening
of business on that day.



ATTACHMENT B

CONFIDENTIAL (FR) March 4, 1968

Drafts of Current Economic Policy Directive for Consideration by the
Federal Open Market Committee at its Meeting on March 5, 1968

FIRST PARAGRAPH

The information reviewed at this meeting indicates that over-
all economic activity has been expanding rapidly, with both industrial
and consumer prices rising at a substantial rate, and that prospects
are for continuing rapid growth and persisting inflationary pressures
in the period ahead. The foreign trade surplus has been at a sharply
reduced level in recent months and the imbalance in U,S. international
payments remains large. 1Interest rates on most types of market
instruments have edged up recently, fellowing earlier declinmes. Growth
in bank credit has been substantial thus far in 1968, in part reflecting
Treasury financing operations. Growth in the money supply slowed in
February, while flows into bank time and savings accounts expanded
moderately. In this situation, it is the policy of the Federal Open
Market Committee to foster financial conditions conducive to
resistance of inflationary pressures and progress toward reasonable
equilibrium in the country's balance of payments.

SECOND PARAGRAPH

Alternative A

To implement this policy, System open market operacions until
the next meeting of the Committee shall be conducted with a view to
maintaining the firmer conditions recently achieved in the money
market; provided, however, that operations shall be modified as
necessary to moderate any apparent tendency for bank credit to expand
gsignificantly more than currently expected,

Alternative B

To implement this policy, System open market operations until
the next meeting of the Committee shall be conducted with a view to
attaining somewhat firmer conditions in the money market; provided,
however, that operations shall be modified as necessary to moderate
any apparently significant deviations of bank credit from current
expectations.



