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CON LIENTIAL (FR) Jyne 6, 1958
Memorandams
To Mambers of Faderal Onen Yarket fuablect: Managasment of
Commltiee Speclal Commiitee the System Opon

Market Aceouwnt

Trom Je Le Dobsrison

The Faderal Reserve Act empowera the Federal Cpen Market Com-
rittes to "adopt ... regulations rslsting io thae cpen-market transac-
tiona" of tha Federal ies:rve Banks, and reguirsg the Heserve Banks to
participats 12 opan market operations "in accordance with the directlon
of and regulations adopted by the Cormittes?,

In view of the broad discrstion thus confarred, the Commlttee
lawlfally could prescridbe for the Hystem Open Market fccount slmosi any
organizationsl or "houseikesping" nattern that wag not patently unreasone
able or capriciouws. Howsver, our present consideration of practical sl
ternatives seems to have narrowed to three;

1. %The Commities could have its policies executed through

2 separste Upen Market Committes managerisl stalf, haviag no
other fuactlons, locsted in “ashington.

2, The Uomnittes could have lts polisies executed through

# Manager of the System Cpen Markst Adccownt, appolnted by and
resyonslble solely to the Myen Market Comalttes, buw locatsd

in a Federal Reserve Bank designated from time to time by the
Committaa,

3. The Committae coald centinue the present srrangemsnt

of hsving the Manager be an ofiicer of the Federal Heserve
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Bank of New York, but the annual sppoiniment of the Manager
would be handled through a jJoint commlittes of members of the
7POMC and directers of the Federal Reserve bank of New Yark.

As [ see it, the first of these alternatives would estisblish
most definitely (short of naew legislation) the “independence* of the
GCommittee's cparations and thelr divorcement from the operations of any
perticuler Reserve Bank. The second alternative is that suggested in
Mr, Mertin's memorandum of ¥ay 10, 1995, The third is the possibility
mentioned in My, Sproul's memorandum of the same date.

1. Seperate Cpen Market Committee staff located in “eshington,
"If we had a clean sheet of paper to write upon", ae President Wilson
said, this slternative night have greater sppesl, The majority of the
Committee have their offices in Washington, and the presenca of the Manager
(whose position might be merged with that of the Committee’s fecratary)
and his immediate stef{ in Washington would ensourage thoge members to
have frequent diraect contsets with the Menager, theraby ephencing their
undsratanding of dayeto-dsy operations wnd the steff's unders tanding of
the Committee's policies, It is probable that such close and continuous
contact between a majority of the Cormitiee and the Managerial staff would
increase the effectiveneas of the Committee in ita performance of one of
the Reserve System's most important functions end would resulit in the

Zystem Account's transactlons reflecting more precisely the Comittes's

current nolicies and objectives,
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It might also be contended that the existence of a separate
Joen Narket Committes staff and the location of thatv staff in washing-
ton would make for more "detsched” Account operations. washington is not
a groat money center and the thinking of the stafl inevitably would be
based more upon objective economic facts and less upon the "feel® of the
market, which is bound to exercise grester force when the siafi is 10=
cated in a great money market and 1s in frequent contact with the psople
who gonstitute the market. In other words, by shifting to Washington all
Open Merket Tommittee operatlons except the mechanical performance of
market transmotions, we could minimize the possible influence of people
other than members of the Uommittee and its staff,

There are cogent arguments againet this alternative, however,
In the first place, management of the System Account always has been
centered in New York City. Against this historical background, a shift
of location to washington might bs interpreted as indicating s lasck of
confidence in the Hew York ieserve Bank's hendling of this work, which is
not the case, Such public misunderstanding might be detrimentsl in more
ways than ons, and should be avolded unless the counterbalancing benefits
are very clear.

An even stronger srgument against the Washington-staff pro-
posal is simply a denlal of the contention that the Committee's opera-
tions necessarily are most effective when based solely on "obJective"

statistical data. It is plausiuly contended by some that, although the
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making of monetary pelicy calls for detaciment from duy-to-day market
influences, central-bani operations csu achleve maximum effectivenass
and winimum disturbance only if they ars conducted on the basis of
firgt-hand end up-to-the-mimite knowledge of current happenings ln ihe
nation's chief money market, Washington is certainly nob the best
place in wilch to obtain such last-mimite krowledge and "feel"; without
doubt the prime location for thiz purnose today is Hew York City, which
is still owr prinecipal money market,

2, feparate Manager of the System Open Harket Account located

in a designated Reasrve Bank. It saams to me that this is the nub of

the changes suggested by ¥r. Martin, Itz obJective would be 1o secure
the benefits of an opsrating Managsr concerned solely with execution of
FOMC pelicles, whils avolding the disadvantages, previomsly mentioned,
of a #hift of physical location to Washington., If this alternative ie
adopted, the Committes's decision presmably wmld bs couched in terns
of logation "in a Federal Reserve Bank to bo designated from time to time
by the Committee™. For the foresesable futurs, probably, the designated
bank would be the Vedersl Reserve Bank of New York, but the sugyas ted
form of resclution might have psychological value by enhancing the sense
of the FOMC staff that Lt L& not & part of a psrticular Fodersl Neserve
Bank, but 15 only physipally situated there, for convenience, and at the
plsasure of the Comulttee. To some axtant, our purposs would be to give

to the Msnager and members of his staff a relationship comparable to that
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of the Matrict Chief Nstional Benk Lxaminers who mailntain their office
in Yassrve Bank Huildings, for ressons of sfticlemey and convenisace,
withaoat Balng aensiderad 13 sy sanse s part of the heserve Hunks,

In ny visw, the chiaf valuwe of Mr, Mertin's proposal is that
1% will tend to increase the likelihesd that, in «ll clroumstances, the
managament of the System Coen Market Account will reflect precisely and
exclusively the policles of the Cormittee, But to tseke full advantage
of such organizetional chenges, the Committes must be determined - and
mgt carry out Lis determination « that directives to the Manager will
by mors definlte and shsoluie than has been the case generally in the
pagt, Tt might well require mare freqguent meetings of the Comrittse, as
2 result of which relstively narrow ranges of operations would be pre-
seribed, Under thls procedure, the Mansperts funetions might consist of
absarving the markel and soonomie factors generally, preparing economie
infarmation and views for sutmisslont o the Committee, and devising
mechanica snd technlquen of arders to the Onen Market Tesk of the desige
nated ¥edaral Reserve Sank which will effectively carry out the specific
dirsctives of the Comd tiea,

As an illustration, let us assume, putiing awide other stand-
ards and criteria for the moment, that the Commlttese in September 1955
decldes to maintain a fres-ressrve lavsl of #100 million to $200 mil.
llon, At that time, fres reserver hannen to be in the neighborhood of

$240 million, Tn these circumstances, the Maneger would sct gs promptly
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as possible without undue merket disturbance. to sell same $50 million
of bills (or perhaps 10 million or $50 millien); in other words, or-
dinarily the Manager would taks the minimum action necessary to bring
the situation within the limits prescribed by the Committee but would
keep the Committee informed of changes in economic environment or trends
which might warrant a change in the instructlons,

Necessarily, the Manager would also act promptly to offset other
factors affecting the level of free reserves, such as money in circula-
tion, Treasury deposits, float, and gold movements, but such action would
be taken only when one or more of those factors resulted in a level of
free reserves which was sbove or below the presoribed range, For ex~
ample, in the situation outlined above, no action by the Manager would
be callsd for by a subsequent inerease of $70 million in meney in cirocu-
lation (other factors not changing), since the resulting level of free
reserves - gpproximately $120 million - wuld still be within the range
con templated by the Committee's current directive,

To sum up the foregolng, it seems to me that a desision by
the Committee to mailntain closer contact with the management of the Open
Market Account may be no more than a matter of form unless it is coupled
with a regular practice of making that contact effective through direcw

tives which are definite and guantitative as well as philosophical and

gualitative,
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3., Continuation of present arrangements, except thal Manager

would be appointed through Joint action of the Commitiee and the New

York Reserve Bank, This appears to be the essence of Mr, Sproul's sug-

gestion, To the extent that 1t glves the Committee a more effective
voice in the selection and reappointment of the Manager and staff, 1t
is a move in the direction deemed advisabls by a majority of the Comw
mittes, However, it seems an wnecessarily limited effectuation of the
principle that the management of the Open Markel Account should be re-
sponsible solely to the Committee, ITo the extent thal any Reserve Bank,
a3 such, participates in the selection of the Manager, dilvided responsi-
bility necessarily results, particularly because the Manager and his staff
would be physically located in, and immediately ceampensated by, the Re-
serve Bank which had a measure of control over their tenure and perquisites,
In brief, my reaction is that Mr, Sproul's idea does 1ot go far
enough in a direction of carrying out the Committee's objective in this
respect, vhich is to have an Open Market managerial staff that looks only
to the Cormittee for control and approval, provided that this objective
can be attained without loss of the practical benefits of the present ar-
rangemsnt and without creating any erroneous impression of intra-System
confliet or Committee dissatisfaction with the manner in which the Com~
mittee policiss have been carried out in the past, (In this connectien,
I should perhsps mention my understanding that the Federal Reserve Bank

of New York, through its trading desk, presumably would cmtinue to be
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the agency through which zctual open markst transactions would fake placa.
The relationshi) between the New York Bank's trading desk ux the (oen
Market Account Manager wonld be comparabls to the relationship of the
desk snd the Treasury lLepartment in connection with ireasury opsen market

wransactions,)

Allocaticn of salarles and expenses, I do not fewl any im-

portance should be attached to the lmmediate source J &he compansation of
the Asnager and his staff, It 1s difficult to balieve thai & man of the
caliber regqnired for this vosition wuld be affected by the cirowmstance
that his salary checks were drawn by & certein Reserve Bank or by the
Sosrd of Governors, particularly eince hw would know thal the dlilmate
source of nis compensation would be the Reserve System generally, via pro-
ration among the feServe Banks,

However, in the event the Comittee feelz thie phase of the mat-
ter 18 not negligible, it will be recalled tnat the Comultles's Gemeral
Comnsel is of the opinion that tha Board of Loverners could sxpley persons
needed for the Committee’'s statf at salaries specifiad by the Commltiea;
accordingly, thls procedurs appears to be available if the Caumities con-
cludes that tschnical "employmens” of ihe Hanuger by the Soard is prefer-
abla to hls employment by a partlcular Aeserve Bank.

Conelusion. It sposars to me that, having due regard to the hise
tory and present stasus of the System's Open Market procedures, changes
along the lines submitisd by Hr. Hartin are bast calculated to nchieve our
obJectives in this area, provided the Committen sffectively utllizes the new
arrangement by providing the Account Manager with more definite (and probably

more frequent) directives than has been our practice in tha past,



