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{ BOARD OF GOVERNORS
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FEDERAL RESERVE SYSTEM
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Office Cclrrespondence Date _ February 10, 1961,
To Chairman Martin Subject:
From Mr,. Sherman

Attached is a copy of a memorandum that Lewis Dembitz
prepared for Governor Shepardson at the latter's request., This

memorandum was not circulated to the Board, but you may wish to

read it. <(7
/
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Jamuary 23, 1961
Governor Shepardson Designation of Reserve Cities
Lewis N. Dembitz and Reserve City Banks

In accordance with your sugpestion, I am setting forth below
a posgible plan for disposing of the problem of classification of reserve
cities and reserve city banks. May I repeat that this represents only my
personal ideas, not cleared with other members of the staff. |

While the Board has devoted time to this subject, more consid-
eration would be needed to arrive at any new set of principles to govern
in this relatively unimportant field. Also, if the new principles called
for designation of new reserve cities, political problems would arise
(assuming that the cities don't want to be designated). In view of the
important fields that the Board has to deal with, and the importance of
obtaining maximum support for the Board's positions in these fields, we
shouldli't waste any of our ammunition or strategic position in arguments
over the designation of new reserve cities.

The suggested plan and further reasons for it, given below in
condensed form, could be elaborated in future discussion.

The plan is as follows:

1. Re desigmation of reserve cities:

Decide that the Board will continue the 1947 rule on this
subject; this would not call for any public announcement beyond a routine
note (like that which appeared in the February 1960 Bulletin), dis-
cusgsed further in Appendix A to this note.
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(a) Decide oa standards for such emewption, along 1ines
previously circulated to the Reserve Banks, as discussed further
in Appendix B to this note. This would sot requive amy publie
sznouncement.

(v) Puse upon the pendiang applications by individual
banks on which decision hes heretofore been defeirTed.

(¢) Thea, indicate to vach Federal Reserve Bask tWat,
with vespect to each sesber bank in its district that seens likely
to qualify, the reserve bask should call this fact to the attemtiocn

of the sewber bank and should indicate the kinds of ilafermation
that the bank should isitially submit Aif it wishes %o apply for
exeuption. (This would be in the interest of unifermity usd
fairpess asong wewber baniks.)

® & & % =

This suggestion for contimuing the 1947 rule, nmotwithstesdiag ite

shortcosings, is based on sy view thet sny nev plan would not be s0 wuch
better, nor so clearly better ia prisciple, ss to varrsat the political
problene thet vould srise is defending it. If there is any significant
satter of prisciple involved, it is not so clear or vell-dafined as to make
1t & good subject for the Bosrd to get fzvelved im publiec ergumest on.

The oaly pressure for the Board to take any action at all is this

field, I believe, is from those reserve coity bauks on whose spplications
for exenption the Board has deferred suy decision. On most or all of the
applications that have been filed, the Soard would probably bave been
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villing to grant then (before now) except for ome thing: wsince the
rules to govern the desigmation of reserve cities and reserve city
banks in the future were still undscided, it seemed undesirablie to
grant exeuptions to any reserve city banks vhich might again be reserve
city benks under future rules.

Since the 1947 rule is still 1o effect (only the 1960 wri-
exnial yeview having been suspended), its continuetion would mot call
for auy Bosrd statement setting forth or defending ius principles, and
the Board would be quite free to changs o seme other rule in some
future year i it wished to @ so. I persomally agree theat the system
of designations would seem falrer if Hartford and & fev other fimancial
centers were made reserve cities, but I do ot believe that the

aceouplishuent of this would be worth its probebls cost.
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The mote that appesved in February 1960 im the Pederal
Reglster and in the Pedersl Heserve Bulletin (page 151) was as follows:
SR
‘Classification of Central Neserve and Reserve Cities
“In view of the recest changss in the provisions of law with

to bank reserves (Section 19 of the Foderal Reserve Act;
12 U.5.C. W6R2), the Board of Governors of the Federsl Reserve Sys-

(The Board's rule that is referred to, which vas subsequently
muabered 204.51, sppears in the Bulletin for Janusry 19WE, pages h0-h2.)

I thisk thet the nots te be published now could simply say that
benceforth the dating of the triemmisl revievs, instead of belng "as of
March 1 of every third year after larch 1, 1988," will be s of March 1,
1962 and every third year thereafter.

Be selection of March 1, 1962 for the dste of the next veview,
1t say be noted that (1) by sticking to March 1 rather then sose other
day of the year, the other dates in the rule (vhich were selscted in
relation to Mareh 1) can be left unchesged; and (2) Nareh 1, 1961 sight
allow too little time for the necessary preparatory work.

Under this rule, the terwisations of Wichita, Topeks and Kaneas
City, Kansns as reserve cities -- already requested by sost of the benks
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in those cities -- would automatically take place Narch 1, 1568. The
one reserve city bank in Fueblo would presumably ask to continue as
such, The banks in Toledo would have time to consider what they want
te do. ALl these cities are now reserve cities Decause thedr beanks
voluntérily elected thet status in 1957. The caly other prospective
reclassification would be Jackson, Migs., which would probably go inte
the reserve city clase becsuse the banks there have expanded their inter-
bank balances considerably further during recent years; the effective date
of any such desigmation would be March 1, 1963.
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In the mewo of August 10, 1560 which the Board circulated to
the Beserve BDeaks, estimating the effects of & plan for veserve clty
classification, it vas sssumed that o bank in & ressrve city would be
emoupted if it hed lees than $100 million of gross demand deposits sad
less than $10 miliion of imterbenk deposits gnd met o third test relating
to chavecter of Dusiness. This third test was assumed (for purposes of
statistical enslysis) to be based entirely on deposit turnover; but &
later draft rule (dated Decewber 8) specified that “all facturs relating
te the chermcter of such bank's busisess should be comsidered, including
the mature of its depositars and borrowers, emount and frequency of
berrowings from Reserve Bask or cther lemders, 1ts geogrephical location
vithin the city, snd its coupetitive position with relation to other
banks in the city.

1 would nov suggest that the Board adopt & standard along the
foregoing lines (to be used intermmlly as & guide t0 dociaions, not %
be published). As to the figwres to be filled in, I think there wight
be a cholos between:

(a) the figures $100 million end $10 millicn respectively
(as abowe); or

(b) lower figwres such as $70 willicn (ineteed of $100 silliom)
of gross dewand deposite and §§ =illica (instead of §10
willion) of interbank deposits.

In either case, there would also be considered the " charscter

of busipess” of esch bank that falls within the given sise limits.
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Under alternative (8), using the figures $100 willion and
$10 siildon, the total mwber of banks shifted to the country benk
classificaticn might be srcund 60, with total set dewand deposits of
shout §3 billicn, so that the shifts would reduce total required re-
serves by sbout $2130 million.

Under the plans diecussed in 1960, this reduction would have
been offset by the shifting of & susber of other banks from the country
to the reserve city classification. Witheout such offsets, & net reduction
as large as $130 sillicn wmight now seen undesireble. If se, the Joard
could instead follow slitermative (b), under which the nwber of banks
shifted to the country bank classification would be about 60 iastead of
80, vith total net dewand doposite of omly sbout $1.8 dillien, leading to
a net reduction of sbout J80 willion instesd of $130 millica ia total re-
quired reserves. If altermstive (b) is followed now, & change to slterns-
tive (a) could be comsidered in sowe future yesr if that should ever sees
desirable.
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| Ris ol VRS : | 2/16/61

4 A NEW SEGURITY 70 HELP HOLD LONG-TERM INTEREST

RATES DOVN AND SHORT-TERM RATES UP

PROPOSAL: The Treasury would issue a long~term or medium-term security
that would pay interest for each interest-payment period at a rete equal to the
average of the rates at which short-term Treasury bills had been auctioned
during the period,

A floor of say 1% per anmnum, and a ceiling of n;y, 7% per annum,
might be provided,

MECHANICS AND UNDERLYING PRINCIPLES: These are explained in a thesis en-
titled "How Variable Interest Donds Can Help to Solve the Problems of lLiquidity,
Depression, and Defense"™, As shown there, the tying of the security's interest
payments to short-term rates could be expected to maintain its market price
approxinately at par (Just as Treasury bills show only slight market fluctuations),
The thesis was prepared for the Stonier Graduate School of Barking operated by
the American Bankers Association at Rutgers University, and is on file at the
Graduate School Library, 12 East 36th Street, New York City.

ADV. t The new security would have the market characteristics of a
short- security, Hence, its issusnce would have the efiect of shifting the

given volume of securities from the long-term to the short-term market, with a
resulting shift of downward pressures on interest rates from the short-tem to
the long-tem areas,

At the same time, the security would have the ntﬁ charac-
teristics of a longer-temm security, 8Since it would not have
ced, 1t would ease the problems of the Treasury and lessen interference
with Federal Reserve operations.

Since the security probably would maintain a relatively stable
market price approximately at par, it probably could be placed on continuous
("tap") offer, or made available on frequent suctions (like Treasury bills),
with a minimum of market disturbance,

70 FACILITATE THE NEW SECURITY'S INTRODUCTION:

1, There should be thorough advance explanation of the security's
features and advantages,

2. The new security probably should be made available as an
alternative open to purchasers on some offering,.

3¢ The first issues of the new security probably should have
a relatively early maturity, say, 3 to 5 years, After the prineciple proved
itself in the market, it could be spplied to longer maturities.
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April 10, 1961
To: Loard of Governors Subject: Ikeserve city classification

From: /iohn i, Farrell

Since the announcement on liarch 1, 1961, of the proposed amend-
ments to Regulation D, Reserves of liember lianks, a number of protests
have been received concerning various aspects of the proposed rules,
Copies of the material submitted by the protcsting banks have already
been distributed to the [oard.

The most serious protests received were from two banks in
Hartford, three banks in Albany and the Albany Clearing House Association,
three banks in Newark, and two banks in Phoenix arjuing against the
classification of these cities as reserve cities. These protests are
commented on in the next section of this memorandum.

The protest received from one of the lewark banks (National
State Bank) contains the following request:

"No attempt has been made herein to present a formal brief but
for the reasons set forth in this letter, we feel that Newark
should not be classified as a lieserve City and we ask that the
Board of Governors give us an opportunity to discuss the matter
in more detail before the proposed amendments are adopted."

Protests have also been received from one bank in Charleston,
South Carolina, three banks in San Franecisco, and two in Los Angeles
about the long-standing provision which includes deposits held by
out-of -town branches among the deposits of the bank subject to reserve
city requirements, These banks argue that it is inappropriate to subject
out-of-town branch deposits to reserve city requirements because these
branches are like country banks,

The Legal Division feels that it is extremely doubtful that

the BLoard has the power to prescribe differing reserve require-
ments for segments of a bank's demand deposits--e.g., 16-1/2

per cent against demand deposits held by the head office and

12 per cent against demand deposits held by out-of-town branches.

In addition, the Federal Reserve lank of New York and the
City National lank and Trust Company of Columbus, Ohio, submitted sug-
gested revisions of the paragraph in the proposed regulations concerning
permission to carry reduced reserves,

The New York Reserve Dank suggested that the phrase "the
amount and frequency of its borrowings from its Federal
Reserve Dank or other lenders" be eliminated from the list
of factors which the loard may take into aecount in consid-
ering requests for permission to carry reduced reserves,
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Board of Governors ~2-

As the list in the proposed regulation is indicated as not
being all-inclusive and since there is no objection by the
Board's staff to the elimination of the phrase in question,
it is suggested that the recommendation of the New York Lank
be adopted.

The Columbus bank suggested;/ that the paragraph in question

be completely rewritten to provide in effect that any member
bank located in a reserve city would have automatic permission
to carry reduced reserves in any case where the daily average
amount of total demand deposits of such a kank during the pre-
ceding calendar year was below a similar figure for any "country"
bank in the same Federal Reserve district, This proposal would
seem undesirable because its mandatory nature would ignore local
competitive factors. The "oard should have the flexibility
necessary to consider each request for reduced reserves in the
light of all the relevant factors pertaining to the particular
case.,

There is one other suggested change in the proposed revision
of ltegulation D which the Doard may want to consider. It will be recalled
that, at a recent Coard meceting when Chairman liartin reported his conversa-
tion with Lr, Biggers of the Toledo Trust Company, there was some sentiment
in favor of permitting banks in cities which were voluntarily retained as
reserve cities under the "grandfather clause" to have their status reviewed
more frequently than once every three years. In this connection the Legal
Division has suggested that this purpose could be accomplished by inserting
on page 6 of the March 1, 1961 mimeographed draft the following new
paragraph (d):

(d) In any case in which the reserve city classification
of any city is continued effective as of June 1, 1961, or as of
June 1 of any third year thereafter, solely by reason of the
provisions of subparagraph (5) of paragraph (a), the reserve
city classification of such city may be terminated at any time
after one year following the effective date of its continuance
as a reserve city if a written request for such termination is

1/ The Columbus bank also proposed that menber barks located in reserve
cities in which there is no Federal neserve Dank or branch be given
permission to compute availability of credit for cash items from the
time such items are dispatched by the member bank rather than from
the time the items are received by a Federal lteserve Bank or branch.
The bank feels that such a change would minimize the discrimination
which it says now exists in favor of member banks in Federal Heserve
Bank or branch cities. This suggestion, which has nothing to do with
the proposed revisicn of kegulation D, would scem to be completely
undesirable because it could result in substantial operating dif-
ficulties and weuld significantly increase float,
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Doard of Governors -3

received by the Federal lieserve Bank cf the district in which the
city is located from one or more member banks with head offices
in such city and if such request is granted by the Uoard of
Governors,

New Reserve Cities

The banks in Hartford, Albany, Newark and Phoenix argue that
the cities in which they are located should not be made reserve cities
because-~

1. Curtailment of lending power, due to higher reserves,
would have a detrimental effect on area economy.
(Albany, Hartford, and Phoenix)

2. Deposits held by branches outside of the hecad office
cities account for a large proportion of total demand
deposits. (Albany, Hartford, and Phoenix)

3. Fully secured public funds account for a large propor-
tion of total demand deposits. (Albeny)

L, The ruling is arbitrary, discriminatory, unreasonable,
and out of harmony with the intent of Congress. (Newark)

The counter-arguments to those presented by the protesting
banks are:

1. The law requires that banks be divided into two groups
and the only question is whether banks with similar char-
acteristics, from the standpoint of function of reserve
requirements, are treated alike. liany, perhaps most,
existing reserve cities might contend that their ability
to meet loan demands in their communities is being hampered
by the reserve requirements applicable to them. It may be
noted that in some cases this argument is used on the grounds
that the area is depressed, whereas in Phoenix lower require-
ments are said to be needed to meet the demands of a growing
community. Current Federal Heserve policies with respect
to the over-all availability of reserves are designed to
provide for the credit needs of the economy in general;
the distribution of these resources among areas and banks
is determined by the working of a variety of market and
other economic forces beyond the control of the Federal
Reserve.

2. It is true that a large portion of deposits in branches--
particularly those located in small communities--are more
nearly similar to country bank deposits than to reserve
city bank deposits, but large branch banks are in position
to, and in most cases do, engage in activities and hold
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Board of Governors lf e

substantial amounts of deposits of a nature similar to
those in large unit banks. Moreover, in branch banking,
the relationship between a head office and its own branches
serves as a substitute for correspondent baiking and the
function of interbank deposits is effectively served, even
though there is no substantial volume of deposits carried
for otlier banks.

branch deposits are subject to the over-all lending and
investment policies of the head office management. Further-
more, any attempt to separate branch deposits from those
attributed to the head office would involve administrative
and regulatory difficulties of an insurmountable nature.

From the standpoint of the function of reserve requirements,
namely limitation on credit expansion, there is no basis for
distinguishing between public funds and other deposits. They
are all a part of the process of multiple credit expansion.
With respect to their effect upon the volume of spending in
the economy, it has lon~ been recognized that public funds
have a higher rate of turnover than other demand devosits.
The material furnished by the Albany banks indicates the
velocity of public funds is double that of the other
deposits. Iligher reserve requirenents would tend to
minimize the erratic effect of these deposits on the

money market.

The present alignment is discriminatory and unreasonable
because it permits country bank status for some cities that
have significant characteristics essentially similar to
existing reserve cities. The .oard's objective was to
remove as many of these inequities as was possible with

a minimum disturbance. Hecent Congressional action would
seem to support criteria which take into account general
character of business., Tests of various possible criteria
indicate that total demand devosits provide a simple
standard that gives about the same results as other more
complex formulas. The cities that have been added to the
list of reserve cities have clhiaracteristics that are
similar to many cities now so classified., It would not be
feasible to evolve and apply equitably a standard that
would leave out these cities, without eliminating a nuuber
of existing reserve cities.,

Need for Guidance

Ordinarily in a project of this nature the relevant material

would be submitted to interested members of the Board's staff for consid-
eration and sug estions concerning recommendations to be made to the Eoard,
In view of the time element in this case, however, we are taking the liberty
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of submitting the following suggestions (which illustrate one position
the Board might take) without having had the usual benefit of full staff
consideration., Vhile the Loard may wish to take some other position,

our thought was that whatever it decides with regard to these suggestions
will give the staff guidance in the preparation of such material as may
be appropriate for final action. For instance, the staff could begin
working on appropriate drafts if the Board should decide to inform the
Reserve Banks that--

1. It has considered the protests to its proposed procedure
for classifying reserve cities and has adopted the
original proposal with the minor changes suggested herein.

2, It is sending a reply to each of the protesting banks
and copies of these replies to each of the Reserve Danks
concerned.

Other alternatives to the procedure proposed in Item 2 above
would be, in lieu of replies to the individual banks, to make only a
short announcement along the lines indicated in Item 1 above, or to
issue a general statement giving some of the reasons for the Board's
action. The suggestion for individual replies is based on a belief that
the protesting banks would feel better if they had some indication that
their points had been carefully considered rather than summarily dismissed.
Individual replies seem better suited for this purpose than a general
statement because of differing points raised by the varicus banks. For
instance, the question of public funds was raised only by the Albany
banks and the charge of capricious action was made only by the Newark
banks. Accordingly, it would seem undesirable to refer to these points
in a general statement.

Related Matters

In addition to protesting against the proposals to designate
their cities as reserve cities, the following banks have requested permis-
sion to carry reduced reserves if the proposed reserve city classifica-
tion standards are adopted:

National Commercial tank and Trust Co., Albany, I'. Y.
First Trust Company, Albany, N. Y.

Savannah Bank and Trust Co., Savannah, Ga,

Valley National Bank, Phoenix, Ariz.

Of these four banks, the Savannah DUank and Trust Company is
clearly eligible.-/ but the First Trust Company of Albany request would

1/ Demand deposits of this bank total about 27 million. Although the
bank indicated a strenuous objection to the designation of Savannah as
a reserve city, this protest appears to be based on a misunderstanding
of the Board's intention to permit it to carry reduced reserves. In
this light, the protest was not included among the earlier comments in
this memorandum concerning banks objecting to the designation of new
reserve cities.
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seem to require riore information regarding the character of its business
before further consideration. There would appear to be no basis for grant-
ing the requests of the National Commercial Bank and Trust Company and the
Valley National Bank becuase they are the largest banks in their respective
cities.

Under the Board's proposed rule banks in present reserve cities
which would lose this status under the new plan have until May 15, 1961, to
request continuation of their reserve city status. In this connection
requests have been received from the First National Bank of Pueblo, Colorado
(the only reserve city bank in Pueblo), and from two Toledo banks (The Na-
tional Bank of Toledo and the Ohio Citizens Trust Company). It is under-
stood that The Toledo Trust Company, which has about $200 million of
demand deposits and is the largest bank in the city, will submit a
similar request.

It is suggested that the Board will want to defer action on the
requests for permission to carry reduced reserves and for continuation of
reserve city classifications at least until it has taken final action on
the standards for classifying cities.
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date__August. 25, 1961

To

Chairman Martin Subject:

From

Ralph A. Young

Digitized for FRASER

Attached is the draft memorandum re Federal Reserve member-
ship on the BIS directorate that we mentioned in conversation before
I went on vacation. After ruminating at length on this matter, I
think my view is positively in favor, whether or not as part of a
package involving Federal Reserve operations in and holdings of for-
eign currencies.

As pointed out in the memo, a special general meeting of
the BIS shareholders has been called on October 9 to consider changes
in the BIS statutes. It would be desirable to have a Board determi-
nation in sufficient time to enable a revision of Article 58, which
pertains to the definitation of central bank of the United States,

to be adopted at that meeting.
L
()

Attachment
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revised DRAFT

8-24-61
JEF /RAY :a jm
TO: Board of Governors SUBJECT: Federal Reserve membership
on the board of directors of the
FROM: Ralph A. Young. Bank for International Settlements

In view of the present stress on cooperation among the central
banks of Europe and North America, it appears appropriate to consider
again the problem of closer ties between the Federal Reserve and the
Bank for International Settlements, of which all major European central
banks are members.

Accordingly, this memorandum briefly reviews the development
of relations between the Federal Reserve and the BIS since 1929 and the
main legal questions that present themselves on the question of Federal
Reserve membership in the Bank's board of directors. It then considegs
the advantages under present conditions to the Federal Reserve of such
membership, and in the light of these advantageq recommends Board action
to authorize System membership.

Development of relations since 1929

The Bank's statutes provide for the participation of U.S.

banks as shareholders (Articles 6, 9, 15) and state that the "Governor"

of the "central bank" of the United States is to be an ex-officio member
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of the board of directors, with the right of appointing a second

member as well as substitute and alternate members (Article 28, paras. 1 and 2).

Nevertheless, on May 16, 1929, Secretary of State Stimson

declared that the U. S. Government would "not permit any official of

the Federal Reserve System either to themselves serve or to select

American representatives as members of the proposed International Bank."

He based this decision on the intimate relation between the proposed

bank and the problem of German reparations.

In 1933, Mr. Harrison, Governor of the Federal Reserve Bank

of New York, was offered an appointment as a director of the BIS.

On November 28, 1933, the Board of Governors decided that he "should

not accept the appointment.”

In 1936-37, the Board of Governors gave consideration to a

proposed amendment of the Federal Reserve Act, under which a member of

the Board of Governors, with the approval of the President of the

United States, might have served as a director of the BIS. The Board,

however, took no action recommending this amendment.
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Since the end of the second world war, the Bank has no longer

been concerned with the problem of German reparations. Instead, it was

gelected to function as the fiscal agent of the Organization for European

Economic Cooperation and later of the European Payments Union and its

successor, the European Monetary Agreement. This fiscal agency activity

has lost most of its importance since the re-establishment of converti-

bility by the major European countries.

In view of postwar changes in the international situation,

Mr. Thomas and Mr. Marget, on May 5, 1950, recommended that the Board

again consider the representation of the Federal Reserve on the board

of directors of the BIS. Their tentative conclusion was as follows:

a. The Chairman of the Federal Reserve Board could be
the U.S5. ex-officio director on the board of the BIS.

b. The Chairman of the Federal Reserve Board could appoint,
as the second permanent U.Se member of the Board of the BIS,
either the President or the Chairman of the Board of the
Federal Reserve Bank of New York.

c. The Chairman of the Federal Reserve Board could
designate as his substitute Nominee the member of the Board
who normally serves as his Alternate on the N.A.C.

d. The Alternate to the substitute Nominee, likewise to
be appointed by the Chairman of the Federal Reserve Board, could
be, not only a member of the Board of Governors, but also, with
the concurrence of the Board, any other person whom the Chairman
of the Board might designate.

Federal Reserve Bank of St. Louis
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The matter was discussed with Mr. Sproul, President of the Federal

Reserve Bank of New York, as well as with Mr. Martin, then Assistant

Secretary of the Treasury, and Mr. Southard, U.S. Executive Director

of the International Monetary Fund. Neither Mr. Martin nor Mr. Southard

raised any objection on principle but Mr. Martin did raise the question

of timing and the matter was not pressed further.

On May 2, 1955, Mr. Marget informed the Board of Governors that

Mr. Sproul, in a letter dated April 25, 1955, had once more raised the

question of Federal Reserve representation on the board of directors of

the BIS. Chairman Martin, in a letter of May 9, 1955, brought the matter

to the attention of Mr. Burgess, Under Secretary of the Treasury. In his

answer, dated July 28, 1955, Mr. Burgess referred to the "informal arrange-

ments"” under which "personnel" of the Treasury and the Federal Reserve

"attend as observers at the meetings of the BIS" and commented on the

"European character of the Bank" and the continued membership "of some

of the Eastern European countries.” The concluding paragraph of the

letter read as follows:
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"On the whole, there would appear to be some advantage at
the present time in the informal arrangement which facilitates
the participation as informal observers of representatives of
several U.S. agencies in the meetings of the BIS. It seems to
me that we might well carry on this arrangement for the time being
and defer consideration of formal membership until a later date.”

Since that time, the Board has given no further consideration to the matter.
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Present relations between Federal Reserve and BIS

The BIS has a dollar and a gold account with the Federal

Reserve Bank of New York and frequently draws from the FRBNY short-term

loans on gold collateral.

The Federal Reserve opened a dollar account with the BIS in

1931; this account was liquidated when the Federal Reserve credits to

foreign central banks were repaid in the middle 'thirties.

The BIS has repeatedly offered gold "swaps" to the Federal

Reserve but these offers have not been accepted.

Conforming to Article 20 of the BIS statutes, the BIS informs

the Federal Reserve (through the FRBNY, which relays the information to

the staff of the Board of Governors) of all planned operations involving

U. S. dollars or operations in U. S. money, capital, or exchange markets.

In a few instances, the Federal Reserve has used its statutory right of

objecting to specific transactions or to certain types of transactions,

such as dollar loans to unfriendly countries or payment of interest on

dollar deposits in excess of the rates permitted under Regulation Q.

http://fraser.stlouisfed.org
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Members of the Board of Governors and senior officials of

the Board of Govermors and of Federal Reserve Banks participate as

observers in directors' meetings of the BIS from time to time, including

usually the annual general meeting and some of the monthly meetings.

Legal problems of formal representation

In the BIS statutes, the terms "central bank" and "Governor"
are so defined that they apply, in the United States, to the Federal
Reserve Bank of New York and its President (Article 58, paras. 1 and 2).

It has always been understood that the Board of Governors
would consider Federal Reserve representation on the Board of directors
of the BIS only if Article 58 was changed so as to substitute the Board
of Governors and its Chairman for the FRBNY and its President and thus
to make the Board Chairman the U. S. ex-officio member of the BIS board.
Article 58 can be amended by simple majority of the general meeting of
the BIS, if proposed by a two-thirds majority of its board of directors,
so that no difficulties would be expected to arise on this score.

The BIS has called an extraordinary general meeting for

October 9, 1961, to consider some amendments of the statutes. It

St. Louis
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might be possible to have the amendment of Article 58 added to the
agenda of that meeting.

Some question has been raised as to the interpretation of
the provisions of the Federal Reserve Act (Section 10, paras. 1 and L),
according to which the members of the Board of Governors have to devote
"their entire time to the business of the Board" and must not be
directors of "any bank /or/ banking institution." In a memorandum of
February 2, 1950, Mr. Hackley has expressed his opinion that neither of
these provisions would bar the appointment of a member of the Board
of Governors as a director of the BIS, since such service would help
the Board to discharge its responsibilities in the foreign field and
since the BIS should not be considered a "banking institution" as
defined in the Federal Reserve Act.

Advantages of Federal Reserve representation on the BIS board

Membership in the BIS board of directors would give the

Federal Reserve more influence over BIS operations than it can exert

by its veto power under Article 20 and its participation in informal

http://fraser.stlouisfed.org
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discussion at occasional BIS meetings. These operations are substan-

tial: BIS assets are at present in excess of $1.5 billion, as is shown

in the attached condensed balance sheet. However, the Federal Reserve

is presumably less concerned with these operations than with the wider

problem of central bank cooperation.

From this more important point of view, membership in the

BIS board of directors would be a symbol of the cooperative relations

between the Federal Reserve and the major European central banks. It

would evidence Federal Reserve willingness to cooperate in solving

problems of international monetary policy, and thereby to contribute

to a greater degree of mutual financial confidence.

The importance of giving such evidence at this time is under-

scored by general U, S. foreign economic policy, which is to foster as

close a knitting together as possible of the economies within Europe

and of the Eurcpean and North American economies. As regards the Eurcpean

commnity, U. S. participation in OECD is one phase of this policy and

formal Federal Reserve membership on the BIS directorate might well be

another. In any case, foreign ecconomic policy at this time provides

St. Louis
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a basis for fresh consideration of the rcle of the BIS as an instrument

of closer cooperation at the central banking level between the U. S.

and European countries.

Finally, assumption of formal membership would involve an

obligation to have a member of the Board of Governors or his alternate

and the President of the Federal Reserve Bank of New York or his

alternate attend every year the ten meetings of the BIS board. Assumption

of this obligation would strengthen the personal contacts of System

officials with officials of European central banks and thus help to make

for a firmer basis of cooperative activity and understanding.

Recommendation

The above reasons for Federal Reserve membership on the BIS

board of directors would appear to provide ample justification for

assumption now by the Board of Governors of such membership. Accordingly,

it is recommended that the Board, after comsulting with the Secretary

of State and the Secretary of the Treasury, act to approve this member-

ship as proposed by Messrs. Thomas and Marget in their memorandum of

http://fraser.stlouisfed.org
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May 5, 1950, quoted above, and to authorize the Secretary to undertake

the necessary negotiations to accomplish System representation on the

BIS board of directors.

Attachment
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BANK FOR INTERNATIONAL SETTLEMENTS

Condensed Balance Sheet, June 30, }961
(In millions of U. S. dollars 1/)

Assets Iiabilities
Cash 3he7 Deposits:
Gold 672.7
Gold coins & bars 618.5 Others Th3.2
Time deposits, bills & advances: Others 1.7
Gold 373
Others 827.9  Capital, surplussreserves 2/ 88,2
Others 0.y
Total 3/ 1,518.8 Total 3/ 1,518.8

1/ Converted from gold francs at the rate of 32.67 cents per franc.

2/ Excludes that part of the bank's own funds which dis: invested in
frozen German assets in consequence of the Hague Agreement of 1930
on German reparations ($22.2 million).

3/ Excludes assets held by the bank as agent for the OEEC under the

T  European Monetary Agreement, as depositary for the European Coal and
Steel Community and as trustee for international loans, as well as
frozen assets and liabilities under the Hague Agreement of 1930
($97 nillion)o
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BOARD OF GOVERNORS

OF THE

y FEDERAL RESERVE S5YSTEM

Office Correspondence Date_February 9, 1962,

To Chairman Martin Subject: _Paper on public criticism of

From James L. Knipe the Federal Reserve System.

This is a re-do, amplification, and updating
of my earlier outlines of the Staff Report of the Joint
Economic Committee and the Monetary Commission's Report.

Very little analysis or rebuttal has been
attempted, and not much comment has been made on the
material reviewed. Essentially, it is just a job of codifica-
tion and summary.

I see no particular reason to distribute the
paper, because it is meant mainly to refresh your mind on
some of the problems. However, after you have had an
opportunity to read it, please let me know if you wish to
have it distributed.

)

%f

Q

Attachment
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A SUMMARY OF THE RUBLIC CRITICISM
OF THE
FEDERAL RESERVE SYSTEM,
1959-1961.

February 9, 1962.

J.L.K.
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FEDERAL RESERVE SYSTEM,
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CRITICISM OF THE FEDERAL RESERVE SYSTEM, 1959-'61

During the first forty years of the System's existence, from
1913 until 1953, it faced occasional outbursts of rather severe criticism
but came through them apparently unscathed. During most of the later
years of the period, 1940-1951, it avoided large-scale attacks by sub-
ordinating itself to Treasury dominance. During those forty yecars before
1955 the System had moved slowly, haltingly, toward the excrcise of its
function as a principal credit and monctary controller of the commercial
banks of the United States, As it settled, after 1951, into this key
role, the chanczes that it would be the target for strongly-expressed
disparagement increased rapidly. An agcncy charged with recognizing the
cyclical facts of life, and with attecmpting to maintain the integrity of
the dollar, must be prepared to have its views and its actions challenged
by many people and on many grounds,

In the postwar period, the first organized outburst on Capitol
Hill was encountered in 1953, in connection with a small rise in Government
security yields from the artificial levels which had been maintained during
World War II and in the immediately following years, Political lecaders be-
longing to the Democratic Party led the chorus of disapproval. In the next
big debate, which took place just three years afterwards, in the spring of
1956, the more vocal critics were mainly political and business leaders
belonging to the Republican Party, Their difference of opinion with the
Federal Reserve revolved around the twin questions of whether or not the
economy was going to remain on its high plateau, and what finanecial

restraints, if any, should be placed on financial institutions by the

it T
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CRITTICISM OF THE FEDERAL RESFRVE SYSTEM, 1959-161

monetary managers, as a part of their efforts to stop the continued
deterioration of the purchasing power of the dollar,

Both of the forays, in 1953 and 1996, 2ppeared to produce
important short-run reactions in System policy, although this cannot be
proven, The effects, if they reall; were effects, seemed to wear off
eacnh time within about half a year, As the System came into the summer
of 1959, beginning of the latest series of turmoils, it showed no evidence
of having had either its courage or its self-confidence weakened by the
events of the preceding six years.

The most recent strife has covered a span of a little more
than two years, from the spring of 1959 through the summer of 1961,

First events of interest were the Hearings before the Joint Economic
Committee, March-October 1959, and the last was Senator Paul H. Douglas!'
speech on the floor of the Senate, July 12, 1961. In between were other
Hearings and other speeches, More important, two large books were pro-
duced, two books which will unguestionably stand as milestones of a sort
in Federal Reserve history--the Staff Report of the Joint Economic Com-
mittee, and the Report of the Commission on Money and Credit.

The two years in question embraced the last part of the thrust
and the entire plateau of the fourth postwar business cycle, the downswing
of that cycle, and the beginning of the tiwrust of the fifth postwar cycle.

THE STAFF REPORT--JOINT ECONOMIC COMMITTEE--DECEMBER 1959

In the last week of 1959, the Joint Economic Committee published

a document which received a great deal of attention, and which will be

.
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CRITICISM OF THE FEDERAL RFESERVE SYSTEM, 1959-!61

referred to, favorably and unfavorably, for years to ccme., The Staff
Report of the Joint Feonomic Comrittee (Senator Douglas, Chairman;
Representative Patman, Vice Chairman) was the outgrowth of Hearings
which began on March 20, 1959, and concluded October 3C, 1959, During
the seven menths of Hearings, one hundred witnesses were heard. Con-
currently, more than twenty special study papers were written. These,
Iadded to the Lb3-page Staff Peport, make an impressive shelf of evidence,
analysis, and opinion,

It was only natural that the mirority members of the Committee
were something less than enthusiastic about the assemblage of material: y

"In undertaking this study of employment,
growth, and price levels, the Joint Eccnomic
Committee had a magnificent opportunity--a
$200,000 opportunity--to define the issues, to
identify gaps in our knowledge, to recommend
agreed-on changes in public policy, to focus
attention on the sources of disagreement, and
to improve congressional and public under-
standing of the various goals of economic
policy.

"On the whole, the study itself was con-
ducted in a competent and objective manner,
The hearings were well balanced and at a high
level, Many of the top economists of the
profession contributed freel; of their time,
telents, and wisdom, A literature was assembled,
both in the hearings and in the special studies,
which reflects credit on the Committee, on its
special staff, and on the economics profession.

"These standards were not, unfortunately,
maintained in the Committee'!s staff report
e » « « We regret to say that, in our opinion,
this report does not meet high professional
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CRITICISM OF THE FEDFRAI RESERVE SYSTEM, 1959-'61

standards, While there is much valuable
material in it, it is marred by pertisanship,
by opinions and assertions rot supported by the
evidence, and by significant inconsistencies
and serious omissions, We know from working
with the special study staff that the report
does not do justice to their individual and
collective capacities. « + «

", . ., We deeply regret that the majority
are presenting a report that is partisan,
cavalier about simple rules cf logic and eviderce,
and disrespectful of legitimate differences of
values, opinions, and judgments. . « «

"Why should the time periods and terminal
dates used in both staff and committee reports
be invariably and obviocusly juggled to put the
worst possible light on the record of the present
administration, and exalt the record of previous
Democratic administrations? ., . »

"Hew can a whole new set of selective controls,
a theme which runs through the report, be reconciled
with recommendations to make the economy more flexible
and respocnsive to consumer demands? How can the
report find market power to be a cause of inflation,
requiring more vigorous antitrust enforcement for
business, and yel fail to meet squarely the question
of market power in the hands of unions?"

The tone for the Hearings, and for the Staff Report, was set

by Professor Sumner Slichter of Harvard, first witness on the first day.

He scoffed at the worries about the loss of the dollar's purchasing power

in the preceding years, and pointed out what seemed to him to be the

virtue of inflation: 2/
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"Creeping inflation is said to discourage
saving., The opposite is true--inflation
encourages saving., The reason is that the
volume of saving is in the main determined by
the volume of investment--not investment by the
volume cf savinge « « o
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CRITICISM OF THE FEDFRAL RYSERVE SYSTEM, 1959-161

"I don't think that slow creeping inflation
is an encouragement to speculation se much as an
encouragement to enterprise. Cne gecod thing about
creeping inflation to be set over against the
problems it causes is that it is a tax, and it is
a tex that falls on everyone, It is not a bad
kind of tazx in many respects. One thing I lilke
about it is that there are no exemptions, . . .
Fortunately under inflation they pay a little
tax on everything.,"

The third witness also assisted in setting a tone which was

scarcely reassuring for those who worried about such things as the

injustice already done by inflation, and the dangers of large Federal

deficits in the future, Mr, Leon H. Keyserling blasted at those who let

themselves be bothered in this fashion and then went on to give what was

probably the simplest answer in history to the question of how proposed

great public-benefit programs would be financed: 2/

"The Chairman: . . . How would you have the
expenditures met, by taxation or by
financing out of a deficit?

"Wr. Keyserling: Here I would distinguish
between short range and long range. In
the long range, the tableau of economic
growth which I have presented, and the
policies which I blend into it . .
point the answer to your question . . .
I finance it out of economic growth,"

Representative Curtis, one of the members of the Committee,

was not impressed and had difficulty in following the reasoning: A/
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"Representative Curtis: . . . Your syllogisms
are advanced by so many begged questions
and based upon the debris of so many straw-
men you have created and then demolished
that it is hard to separate the ideas out."
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CRITICISM OF iHE FEDFRAL RPSERVE SYSTEM, 1959-!61

While the general tone of the Staff Report may not be conducive
to the development of great confidence in the financial wisdom of the
authors, and many of the ideas put forward may seem unrealistic, naive,
and politically slanted, the fact remains that a great deal of the
writing is stimulative, The massive book is a rust for those who would
understand how some of the young economists were looking at the problems
of the day. The top man was Dr., Otto Eckstein,‘§/32, of Princeton
(AeBa, 1951; AM., 1952) and Harvard (Ph.D., 1955). His doctoral
dissertation had been on "Benefits and costs: studies in economics of
public works evaluvation," and his continuing research interest was
listed as "Investment criteria for economic development; economics of
water resource development."

Since the Report will be mentioned frequently in the pages
to follow, it will be referred to as the "J.E,C. Staff Report," or,
simply, "Staff Report." Also mentioned often, and related to the J.E.C.
Staff Report, are the two reports published soon afterwards by the
Committee, The first one, é/published on January 26, 1960, will be
referred to as "Committee Repcrt #1," and the second, prublished

Februery 29, 1960, as "Committee Report #2."

REPORT OF THE MONETARY COMMISSION--JULY 1961

Second of the two books of criticism, albeit somewhal more
realistic and constructive eriticism in this case, was the report

prepared by the Commission on Money and Credit.

B
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The Commission was set up in 1958, apparently as a voluntary
effort on the part of the Committee for Economic Develooment to compromise
a belind-scenes debate in Washington betueen the Administration (Republican)
and the Congress (Democratic) as to whether the financial svstem should
be investigated by a private group or by a Governmment group. The C.Z.D.
separated the Conmission from the C.E.,D. (1) by having an intervening
Selection Committee to choose the Commission, (2) by asking the Selection
Committee to see that the Commission contained representation of the
agricultural and labor viewpoints as well as of the business and financial,
and (3) by using foundations as the main source of funds.

lr, Frazar B, Wilde, of the Connecticut General Life Insurance
Company, was Chairman of the twenty-seven man Commission. Every member
of the Commission was a distinguished man in his field, Included were
people like Marriner S. Fecles, Adolrh A, Berle, Jr., Emil Rieve, David
Rockefeller, Charles E. Shuman, J. Cameron Thompson, and Theodore O.
Yntema, First announcement of the appointment of the Commission was
dated May 1958, and the report was published in mid 1961. Three years
and, it is said, well over a million dollars went into the work. Although
the report itself contains less than thres hundred pages, plans are said
to be on foot tec publish supporting material--largely papers from academic
authors--which may run up to tweniy or thirty voclumes.

Professor Zertrand Fox, of Harvard's Graduate School of Business
Administration, was Research Director, and Professor Eli Shapiro, of

M,I.Te's Schocl of Industrial lMenagement, was Deputy Research Director.

=
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Beth worked orly part-time at the jobs, commting between Boston and

New York. A small full-time staff was in the New York office. Professors
Lester V. Chandler, of Princeton University, Pavl A. Samuelson, of M,I.T.,
and Sumner H. Slichter, of Harvard, were three out of thirteen members

of an Advisory Board, This Advisory Board ccoperated closely with the
Commission as a whole, as well as with the so-cslled Task Forces, six

in number, into which the Cormission divided itself,

From the beginning, it seemed likely that the Commission!s
contributions would be of a negative character, that is, agreement among
the members would be reached more easily in connection with refusals to
criticize than in connection with constructive proposals to change, This
sort of thing is not to be despiced, even though one would like to have
more positive contributions from such an array of talent. Reasons behind
a forecast of limited accomplishment were (1) the Selection Committee had
leaned over so far in its anxiety to get a cross-section of viewpoints
that it had made agreement on many things quite impossible, and (2) the
top research people (part-time) and the advisers (part-time) would find
it very difficult to condense the vast paper flow from the universities
into constructive preposals which could be "sold" to the busy members
when they assembled from time to time for meetings. It was clear, then,
that the principal value of the final renort might appear negatively,

in the form of failure to condemn.

.org
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Economists all over the United States were the beneficiaries
of the contracts given to them for papers. It is possible that some
of these papers may turn out to be useful, when and if they are published.
Undoubtedly some, or parhaps many, of the authors resisted the temptation
to polish up old papers and actually wrote new ones on their special
fields of interest. It is also possible that some of the material
furnished by organizations like the Treasury, the Board of Governors,
the Amsrican Bankers Association, and the Life Insurance 4ssociation
of America, may be of interest and value when it is made available to
the public,

The report of the Commission will be cited often in the pages
ahead, and it will be referred to as the "Monetary Commission Report."
One should keep in mind that it was not published until a year and a
half after the J.E.C, Staff Report, although preparations were organized
nearly a year before the preparation began on the J,E.C. Staff Report.
The J.E.C. Staff Report was in process only about nine months (March-
December 1959), while the lionetary Commission Report was in process
more than three years (early 1950-mid 1961)., The Monetary Commission,
therefore, had time to absorb everything that was in the J.E.C. Staff
Report, in Committee Reports #1 and #2, and in all the other material
of all kinds which appeared in 1958, 1959, 1960, and the first half of
1961,

It was generally understood that the issuance of the Monetary

Commission Report was postponed until mid-1961 in order that it might

-9~
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appear at a decent interval after the inauguration of a new President.

A careful reading of the book does rot reveal anything which might not
nave apreared at any time, before or after an election, without creating
any ctir at all, Many hard, basic questions are either ignored or
slcddmmed cver with platitudes or with unrealistic assumpticns. hecommen-
dations are, generally speaking, neither new nor exciting,

Depending upon the reader's perscnal expectations for such
studies, one might feel a sense of disappointment, and wonder how so
much time and money could have nroduced results so meager. O(n the other
hand, one can emphasize the usefulness of the negative accomplishment,
Perhaps the failure to condemn mcst aspects of recent monetary policy
is, in itself, a remarkable testimonial to the worthwhileness of the
efforts of all the people who direct the financial activities of the

country.

#*

The two years of criticism of the Federal Reserve System, or
rather of criticism related to the functioning of the System, may be
grouped under eight headings. In every case, in the eight sections to
follow, an attempt is made to give the central portion of the argument,
aleng with some supporting references or quotaticns. The J.E.C. Staff
Report and the Monetary Commission Report will, of course, be the most

frequently-cited sources,

=10~

http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



CRITICISM OF THE FEDFRAL RRESERVE SYSTEM, 1959-161

#1 - MONETARY PCLICY IS NOT VERY FFUECTIVE I TiIREE AREAS

An allegation relative to the ineffectiveness of monetary policy
may be directed either toward monetary policy in general, any policy, or
toward monetary policy in particular, as administered by the Federal Re-
servec, The group of allegations which are commernted on just below are
mostly aimed at monetary policy in general; they do not seem to be aimed
directly at the Federal Reserve. However, tuey have to be examined, be-

cause they are nearly always encountered somewhere in every assault made
on the Sysiem,

First, there is the matter of business inventories, The upward
and downward movements in the levels of inventories are so large that they
exert a significant pro-cyclical influence, it is contended in the J.E.C.
Staff Report:g/

"Changes in the rate of inventory accumula-
tion and decumulation have been an important
factor in business fluctuations in the United
States during the postwar period., Inventory
runups in boom times have set the stage for in-
ventory disinvestment during periocds of decline,
and rapid inventory disinvestment has been an
important factor in the recessions of 1949, 1953-5k,
and 1957-58, In the last recession, a decline in
nonfarm business inventory investment (seasonally
adjusted annual rate) from positive $1.7 billion
to negative $8,1 billion--a drop of 9.8 billion--
accounted for 58 per cent of the drop in gross
national product from the peak in the third quarter
of 1957 to the trough in the first quarter of 1958,."

The statement is then flatly made that monetary policy does not,
and apparently could not in the view of the J.E.C, staff, offer much in

the way of a remedy:gf

"In any case, there is certainly no evidence
that monetary policy has had any appreciable effect

-ll-
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CRITICISM OF THF FEDZRAL RESERVE SYSTEM, 1959-161

"on inventory investment and its fluctuations
in the last few years,"

Some of the reasons mentioned}g/ for the inadequacy of monetary
policy in this respect are that {1) interest is ordinarily not an important
element of cost in holding inventories, (2) since tuhis is a favorite type
of loun in the eyes of most commercial bankers, it would be hard to restrain
them from granting such loans, and (3) even if the commercial banks were
restrained, the industrial companies could probably finance inventory in-
vestment by liquidating cash balances or by selling Government securities
or by borrowiiig elsewhere.

As to remedies outside of general monetary policy, the J.E.C.
staff reaches back,}}/half heartedly, for two old ideas., One is a variable
secondary reserve requirement, which would permit governmental locking up
or releasing of certain categories of banking assets, The other is the
basing of reserve requirements of cammercial banks on different types of
assets, rather than on liabilities, thereby affording a new type of gov-
ernmental control over the shifting of commercial banks! assets. Both
proposals are beset with practical problems of administration which are
great enough to give any practical banker the shakes,

It would seem that the Joint Economic Committee may have realized
that its staff had been spending some time in a rarified, Utopian atmos-
phere, because in Committee Reports #1 and #2 inventories are not even
mentioned,

When the Monetary Commission got around to contemplating the
inventory matter, it commented on the nature of the problem for one-half
page and then skittered away with:}ﬁ/ "It may well be that more effective
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controls of such expenditures than general credit measures will be neces-
sary to achieve our major economic objectives, and the Commission suggests
that possible methods of influencing inventory and business equipment ex-
pondltures on a selactive basis be investigated by the Government." The
Cormissicn evidently feit that the time, money, and talent at its disposal
were nohb adequate to tackle the subject of how to control business ex-

penditures on inventory through the use of financial mechanisms,

A similar situation presents itself in the case of business
spending for plant and equipment. Businessmen and their bankers are
eternally surprised when they discover every three or four years that
there is a business cycle and that they have, by bunching their spending
at the top and by unduly reducing it at the bottom, been the principal
contributors to making the cycle, Sheep-like behavior of this sort is,
in part, an inevitable result of a system of highly-capitalized production.
If the country is to have the benefit of goods manufactured with complex
machinery, it would seem that it must put up with the consequences of the
guesswork involved in trying to estimate volumes in consumers! goods
markets several years in advance., Not all of the imitative behavior of
the industrial executives can be explained gway in this fashion., Part
of it comes from close contacts through trade associations and other group
activities, plus their traditional competitive conformity. Whatever the
origins of the unfortunate habits, the habits seem to be inextricably
tied up with the magnificent dmamism of the American economy. Industrialists
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would unquestionably be less happy in the zggressive management of their
plants if they were ever to lose the right to be wrong.

The J,%,C, staff finds, as it found in the matter of inventories,

hat general monstary policy is not very effective in exercising influence
over the total volume of corporate expenditures for capital equipment;&g/
"It seems fair to conclude that while changes

in interest rates and credit availability brought

about by monetary policy have some marginal influ-

ence over business investment expenditures, tuese

effects are so weak that they are commonly swamped

by the d;mamic forces of innovation, surging busi-

ness activity, and rising profits , . « it is very

doubtful whether restrictive monetary policy did

more than touch the fringes of tne private invest-

ment boom of 1955-57,"

Evidencelﬁ/is marshalled by the staff to support the widely-
recognized fact that the spending on plant and equipment is either not in-
fluenced much by interest rates or is actually influenced perversely, i.c.,
the spending increases as the cost of money goes up. Heasons are listedig/
as follows: (1) a large percentage of the funds spent for plant and equip-
ment are obtained internally, (2) the prospective returns from capital
profits are ordinarily so high relative to returns on safe financial assets
that the comparison is practically meaningless, (3) management does not
have time, anyway, to familiarize itself with outside financial investments,
andlé/ (L) "The existence of unexploited monopolistic profit opportunities
permits such companies to raise prices to their customers in order to
pass along any increased interest costs they may incur."

As to additional steps which might be taken, beyond the usual
monetary actions, the staff doces not come uplz/with anything which seemed
even to be satisfying to itself, After mentioning briefly the possibilities

s
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of reducing the deductibility of interest under the corporate income tax
(to increase the influence of changes in the interest rate), and of re-
imposing the tax on undistributed profits, they proceed to the thought
that the Federal Reserve might take a more positive attitude toward in-
fluancing the long-term rate of interest through purchases and sales for
the System portfolio,

In view of the severe criticism of so-called high interest rates
throughout the entire Staff Report, the implications of this proposal would
appear to be inconsistent with the rest of the Report in that the Federal
Reserve would presumably be expected to try to run long-term interest rates
up considerably higher than they have been at the tops of recent cycles.
Evidently these considerations came to mind very quickly, because on the
next page the writers back away from the proposal--mentioning the effects
of such higher interest rates on State and local government financing, and
concluding "On the whole, the institutional changes required, together with
the problems which would arise and the fact it is by no means certain that
the controls, even under the best circumstances, would be effective, makae
the feasibility of this approach seem rather doubtful,"

Here is a classic example of the difficulty of finding soft
answers to hard problems, in the staff's attempt to discover at least one
way to restrain excesses in expenditures on plant and equipment, Higher
interest rates, they point out, might help to restrain certain expendi-
tures of which they (the writers) disapprove, but these rates might also
help to restrain certain other expenditures of which they approve. How
much simpler life would be for them if this great roaring beast of an

L8
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eccnomy would only lie still so that some of them could give it a
stimlative hypodermic in one part of its body while colleagues simul-
taneously wrapped a tight elastic bandage around some other part,

Other suggestions which are mentionedig/are a selective control
over investment holdings of all financiel institutions, a selective
control over capitel expenditures by a system of variable depreciation
allowances, and a selective control over corporations through adjustments
in their tax rates,

At the end of all of this meditation, the reader senses acute
unhappiness on the part of the staf?, This is an area which plays a
vital role in the expanding American economy and it is an area in which
clearly, to analysts of the staff, there is too much exercise of the
prerogatives of freedom. And yet, they must admit that no centralized,
specific control aponears practicable:

"We may conclude that, while the proposals
referred to above and others as well are worthy
of study, it is by no means clear that it would
be either desirable or feasible to apply selec-
tive controls on plant and equipment., Some
instability may be the price we have to pay for
a generally high rate of capital developments
moreover, it is by no means certain that controls
would be effective in preventing instability,."

The Joint Economic Committee again, as in the case of inventories,
apparently came to the conclusion that its staff had been playing around
with ideas which may have looked fine on paper but which might do more
harm than good if tried out in the real world. Plant and equipment
expenditures were barely mentioned in Committee Report ;f1, and were

ignored completely in Committee Report #2.
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It has zlready been noted above that the Monetary Commission
dismissed the whole subject with the suggestion that it ought to be

investigated by the Government,

Last of the three areas in which monetary policy is labelled
as ineffective is the field of consumer credit. As the total outstand-
ing credit to consumers has scvared to previously unbelievable heights,
and as borrowing has become indispensable to so many millions of people
in maintaining what the; beliove to be their proper standard of ex-~
penditure, it has clearly become an economic phenomenon of great impor-
tarce. Growth of this practice of "spend now, save later" has made it
possible for consumers to exercise some of the spending discretion formerly
reserved for business executives, and so to engage in similar herd be-
havior, Mob action of any kind is always disruptive--whether it be on a
ship, or on a street, or in the economy of a powerful industrial nation.
The staff of the J.E.C. speaks bluntlyelg/ "Consumer durable goods, par-
ticularly automobiles, have contributed significantly to economic in-
stability during the postwar period." Two pages later: "Thus, it appears
that it is the instability--the rapid accelerations and decelerations—-
in the growth of consumer credit rather than the bhigh average rate of
growth per se that constitutes the problems, Consumer credit has con-
tributed to most of the fluctuations in economic activity since 1929,"

The bad effects of too-rapid movements in consumer credit are
emphasized with respect to the sequsnce of events in the years 1955
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through 1957: "A boom in consumer durable goods, especially automobiles,
powered by a rapid growth of consumer credit, in 1955 seems clearly to
have been a factor in the inflationary expansion of 1956 and 1957, toth
through its effect on profits and on the three-year wage settlement
negetiated on the basis of them, and through its effect on other in-
dustries. DMoreover, the excessive ecxpansion in the automobile industry
in that year set the stage for the uremployment and stagnation in that
industry in the ensuing years o « o And, finally, the automobile ex~
pansion of 1955 undoubtedly helped to power the boom in plant and equip-
ment in 1956 and 1957, which eventually resulted in overcapacity and
unemploymente"

As to the remedy, most economists in the United States are
aware of the disillusionment of the Federal Reserve people in connec-
tion with enforcement of retail-type Regulation "w", They are also
aware that the Federal Reserve has chosen not to take any leadership
in working out plans for an entirely different, wholesale-type regula-
tion. Very few economic thinkers would ever again advocate a retail-
type regulation but probably a majority would go along with the J.E,C.
Staff Report in proposing that consideration be given to a new approach
to an important problem:gg/

"For example, controls applied to the
supply of funds to sales finance companies
by limiting their borrowings might be more
satisfactory if combined with similar con~-
trols over the ability of commercial banks

to make consumer loans,"
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In sharp contrast to the reticence shown by the Joint Economic
Committee in following up its staff!s ideas with regard to business
inventories and capital expenditures, it spoke vigorously in Commitiee
Report #1 on the subject of consumer credit:ﬂ/

"We recomiend that legislation for
standby regulation of the downpayment and
of the maturity terms of consumer loans te
enacted » . o sudden surges of consumer
credit have from time to tine been an im-
portant source of instability « « ¢ o Fur=
ther, the rspid rate of expansion of con-
sumer loans in some periods has contributed
to inflation through its effect both on
prices and wages,"

The Monetary Commission did not choose to take any stand on
this vital subject. In its Report it was almost as casual and incon=-
clusive as in the matter of business inventories and capital expendi-

p 22/ .
tures. After a rambling, one-page=</discussion, the whole thing was

dismissed:

"The Commission is almost evenly divided
as to the desirability of granting standby
authority to the Federal Reserve Board for
consumer credit controls. In the absence of
a consgensus, no recommendation is made except
to urge an investigation of better forms of
such controls which could be administered
nore effectively if they should be needed."

A selective control over consumer credit, even if it were of a
wholesale~-type, and skillfully designed, is something which would likely

0w

Digitized for FRASER
http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org

CRITICISM OF THE FEDERAL RESTRVE SYSTEM, 1959-161

be extremely unpopular unless the country were engaged in a major war,
Even a prestigious, self-confident group like the Monetary Commission
shied away from making any recommendation. On the Joint Economic
Com:ittee there were dissenting views expressed by Mr. Pat:nang}/ ’
disagreeing with his own majority'!'s recommendation, It would seem,
therefore, as though the Federal Reserve will not have to face up to
a strong demand for consumer credit controls within the very near
future, If the System does not take it on itself to design an im-
vroved sel of controls, however, it will be jusl as unprepared as
everyone else when, and if, the controls become a necessity.

So far as the criticisms relative to business inventories
and capital expenditures are concerned, it also secsms obvious that no
organized attack will develop within the predictable future. S350, again,
if the Federal Reserve wishes to procrastinate in its planning and test-
ing until it faces an aroused public demand, or a national emergency,
it can do so without any imminent danger of public embarrassment. If,
on the contrary, the System wants to anticipate the problems of the
coming years, it could assign some analysts! time to a thorough study
of selective controls in the three areas where general monetary policy

is alleged to be ineffective,

#2 -~ MONETARY POLICY IS TOO EFFTCTIVY IN THRTW OTHER AREAS

Some critics of monetary policy find that it is not very
useful anywhere; they think it is always either too weak or too
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strong, The staff of the Joint Hconomic Comnittee was of that school.
Apparently they felt that no matter how brilliantly monetary and credit

controls might be managed, they are not up to the job in a modern

al g
eccnomy : 5=/
"Tt is quite plain that if general

credit controls affected all sectors equally
(in some sense), they would still be quite
unsatisfactory as a stabilization device,
because we do not want equal effects every-
where at all times. If we want to improve
the performance of stabilization policy sig-
nificantly, it is necessary to move in the
direction of greater selectivity., This has
been apparent for some time, but the other
findings of this study should increase our
awareness of it. General controls are a
mirage and a delusion, It is perhaps just
as well that monetary controls have not
been very effective; if thoy nad been, they
might have been disastrous." (underlining
supplied)

One of the fields in which the J.=.C, staff sees general
monetary policy as having been too effective around the top of the busi-
ness cycle is residential housing., They do not come by the opinion
easily, because a look at the evidence leads one to judge that monetary
policy has been successful in recent years in producing countercyclical
savanents 40 hovatng velumses 25/ "The interesting thing about these
fluctuations is that they have been distinetly anticyclical, with
residential construction rising when the rest of the economy was de-
clining and declining when the rest of the economy was rising . . «

residential construction has behaved in a contracyclical fashion and,

in the aggregate at least, has contributed to economic stability."

=0l

org

Federal Reserve Bank of St. Louis



CRITICISM OF THY FZIDERAL RESERVE SYSTEM, 1959-161

Having said these good words about monetary policy, the J,E.C.
staff hastens to point out that this performance, satisfactory as it might
look; was not good enough, Something nearer perfection might have been
attained, they tnink:26/

"hat we know about the behavior of prices
and wages in the construction industry suggests,
hewever, that the cutback in housing construction
in 1956 and 1957 may not have contributed much
directly to the prevention of inflation. And the
high level of unemployment in the construction
industry during this period seems to indicate
that much of the labor released from housing
construction failed to find employment in other
branches of the industry. Thess considerations
sugzest that if mortgage credit had been more
liberally available, we might have been able to
have somewhat more residential construction without
very much more inflation, To be sure, there
would probably have been somewhat more pressure
on the prices of certain building materials that
were in short supply and there would have been
some additional inflationary pressure from the
respending of the additional income generated in
residential construction, but there is little
reason to suppose that these effects would have
been large.t

Probably the main reason why housing volumes moved as they did
in those years~-a useful movement, it seemed to many analysts, but not
useful enough in the eyes of the J,E.C, staff--was that the Federal

Govermment sets interest rate ceilings on guaranteed 1oans:gz/

"The pronounced impact on housing since 1953
is chiefly due to the existence of a rather
peculiar but very simple mechanism, Due to
ceilings on the interest rates that may be charged
on mortgages insured by the Federal Housing Admin-
istration and guaranteed by the Veterans! Administra-
tion, a rise in yields on other competitive types
of investments, such as corporate and Government
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securities, has tended to attract the supply of
investment funds away from these mortgages., On

the other hand, when credit conditions have eased

and yields on competitive investments have fallen,

the supply of investment funds has tended to flow
back into the Government-supported mortgage programs,"

Having developed this point that residential construction had
responded satisfactorily, or perhaps too satisfactorily in the view of
the writers, to general monetary policy, they then start to theorize as
to what might happen (1) if the trend toward use of conventional mortgages
were to speed up, and (2) if the ceilings on interest rates charged under
Govermment-supported programs were to be removed. In such case, they
contend,gg/ "It does appear . . o residential construction would continue
to show significant fluctuations., But instead of behaving in a coniraw~
cyclical fashion, as has been the case in the last few years, it seems
likely that the income effect would dominate and the fluctuations would
be procyclical, thus contributing to over-all instability,"

Postulating these altered conditions, the writers move over to
the cther side of the debate and, instead of implying that monetary poliecy
has exercised too great a restraint on housing, they contend that a
selective control is needed because,gz/ t, . ., housing construction is
capable of powering an inflationary boom which would affect other sectors
of the economy, and there should be some way of preventing this," After
considering whether it would be better, if this situation were to be
encountered, to ", . . keep the present interest rate limitations,

recognizing them frankly as a selective credit control, and manipulating

them accordingly, or to adopt another kind of selective regulation . . .",
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they come to the conclusion that ", , . it would probably be preferable
to eliminate the interest rate ceilings ard adopt the other form of
controlge « o o7
Perlaps the Joint Economic Committee was able to follow the
reasoning of its staff, which may be summarized as follows:
(a) General monetary controls have worked quite
well,
(b) Peally too well, but if interest rate ceilings
on mocrtgages were removed,
(¢) lonetary coatrols would not work so well, so
(d) A new system of controls must be devised to
replace the "interest rate ceiling cum
monstary controls" of the precent,
On the other hand, possibly the Committee was not able to follow the
reasoning. At any rate, the whole subjezt was accorded only the briefest

mention in Committee Report #1:30/ "Present general tools primarily affect

residential construction, as well as small business and State and local
goverrments, Credit for consumers and the supply of funds for most
business investment are very little affected by monetary policy. Tharefore,
the effect of the generzl policies has in fact been selective, penalizing
the investment for housing, for schools, and for small business, « . "

The Committee's stance, therefore, is that monetary policy has been too
effective with respect to housing, whereas the staff had labored
principally to develop the thesis that it would not be effective enough

after certain institutional changes which might possibly take place
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sometime in the future. The Committee does not mention the matter at all
in Committee Report #2.

The Monetary Commission is equally brisf and equally unclear in
its treatment of residential construction, There is a weak statement on
page 59, and a vagne implication, on page 75, that the countercyclical
movements of housing volumes in the last few years have been deemed to be
satisfactory. There is another sentence on the same page which implies the
desirability of some new kind of a selective control if interest rate
ceilings are ever removed., On page 208, the Commission recommends the
abolition of ceiling rates, However, on page 20L, the Commission
recommends "that the FHA and VA underwriting programs be used to aid in
implementing the countercyclical and price-stabilizing policies of the
government by variations in the temms of the underwritten loans , o o "

It would appear as though the Federal Reserve will not be con-
fronted by any well-organized, well-planned program of critical comment,
from any source, in support of an allegation that general credit and
monzatary policy is too effective in the field of residential construction,
If the ceiling rates are removed, though, at some time in the future,
there would be need at that time for a Federal Reserve study of whether
or not it would be wisc to supplement monetary policy with additional
contrcl devices, in the field of housing,.

3¢

Another place where the J.E.C. staff finds monetary policy too

effective in its restraint phase is with small business concerns,

Obviocusly, insofar as smallness is associated with marginality of credit
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risk, smaller businesses will find it is somewhat harder for them to

raise money at the top of the cycle than it is for their larger competitors,
The same thing is true at the bottom of the cycle, Until the world is re=~
made into one of perfect eoualiity amcong all men and all corporations, this
is not a startling discovery. Unless some great and manifest injustice

is done in the process, the phenomenon is not one which justifies criticisnm
of the central bank or of anyone else,

Even though one's common sense tells him that small businesses
must always find money a bit harder to raise than do their larger com-
petitors, the remarkable dispersion and penetration of barking services
of the United States has gone a long way toward reducing the differential,
As a resuld, evidenze to sustain the thesis of abused small business—
even if attention is directed only toward conventional banking facilities
and the Federal Govermmsnt's special programs are ignorved--is not easy to
assemble, As stated in the Stefl Report:ii/

"However, as to whether there has in fact
been such diserimination in the last few years,
the evidence is mixed, difficult to interpret,
and highly unsatisfactory."

An exampls of how hard the staff was straining to support ivs
thesis of economic injustice worked on small business is this quotation
from the Staff Report relative to interest rateszég/

"Tt coes appear that during this period interest
rates on loans to large businesses rose substantially
more than interest rates on loans to small businesses.
In a sense, this was favorable to small businesses,
but basically it probably hurt them by making loans

to small business less attractive than loans to
larger concerns,"
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If the evidence had shown that the interest rates on loans to
small business had risen more, rather than less, it seems likely that the
same answer would have been found, i.e., that small business had been
injured unfairly, Then a group of analysts has decided on the way
something should look, it is usually possible to move around until one
sees it that way,

The conclusion drawn by the J.,E.C, staff was not justified by
the evidence adduced, It is simply an unsupported personal opinion:éﬁ/
"That is, if nonetary policy works chiefly through availability and if
availability is not a problem for large firms, it follows that when
monetary policy is effective in curtailing business spending, its impact
must fall mainly on small business,"

The Joint Economic Committee itself made only the scantiest
reference to the matter, as quoted above in comnection with residential
construction,

The Monetary Commission Report discusses the matter briefly
and on page 58 makes the fairly flat statement: "Bank credit rationing
did occur and was not uniform. But the criticism fer rationing did not
appear to be size of firm,"

The Federal Ressrve should presumably always be alert to
"discrimination," using the word in a reasonable way and without any
suggestion of an attempt to impose an obligation for making noneconomic

Jjudgments on the private loaning institutions, but there seems to be no
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Jjustification for expectirg the System to undertale vast new studies in
this area of the economy,
3

The third area which bothers the J.E,C, staff is that of State
and local public projects, schools, hospitals, and other public buildings,
Here again, the ataffgg/seems to be struggling with facts which either
point in a direction which seems to them wrong, or else do not point at
all, To cite one example: "Expenditures on new construction by State
and local govermments increased steadily during the period of tight credit
in 1955-57--from $7.8 billion in 1954 to $9.7 billion in 1957.," And
another: "A study by the Investment Bankers Association, covering the
9-month period July 1956 to March 1957, indicated that about $0,5 billion
of bonds were not sold as scheduled, but a substantial portion of these
were reoffered and sold at a later date during the period." And still
another: "There are signs that in some instances State and local
governmments , . . are becoming more sensitive to interest cosis, but
there are also a great many instances where interest rates do not influence
decisions at all, In some cases, there are legal ceilings on interest
rates that can be paid by governmental units, but apparently these ceilings
are commonly set at 5 or 6 per cent and are thus high enough so that
they do not interfere with the raising of funds."

Faced with these stubborn facts, it is necessary for them to look
elsewhere to find some kind of backing for the thesis that general monetary
policy had been too restrictive., An unfinished study is said to find

evidence ", , , of systematic contracyclical behavior on the part of
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State and local govermment construction expenditures in recent years,
This study . « « concludes that monetary policy has a contracyclical
effect on State and local expenditures which is approximately one-~third to
one~fourth as great as the effect on residential construction," Clearly
not satisfied with that scarcely damning indictment, a paragraph on
school neads was inserted, concluding with this expression of opinion:
"Thus, in a pericd in which school facilities were generally recognized as
inadequate to begin with, in which there have been increasing increments
to the school-age population, and in which construction costs have been
rising sharply, we find an apparent decline in expenditures on school con-
struction. One might surmise that the tight money that has prevailed
during most of this period has had something to do with it,"

If monetary policy had been unduly restrictive on State and
local expenditures, the contention could not be proven by the evidence
cited,s It was surely prudent for the writers to insert a hedge clause at
the end of their conclusion: "Aside from this sector (residential con-
struction), the effects of monetary policy have probably been greatest on
State and local government expenditures . . . although the evidence , . .
is far from definitive,"

It has already been mentioned that the Joint Economic Committee,
in its Report #1, referred to this class of expenditures in only one
sentence,

The Monetary Commission Report does not treat the subject at all,
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One must conclude that, on the basis of the evidence reviewed
by the J.E.C..staff, there is no reason for the Federal Reserve to feel
that general monetary policy has imposed, or is likely to impose, .any

unfair or unwarranted restrictions on State and local public projects,

#3 - THE FEDERAL RESERVE SYSTEM IS NOT EFFICIENTLY INTEGRATED INTO
THE ADMINISTRATION.

The J.E.C., Staff Report did not take up for consideration the
relationships between the Federal Reserve System and the Executive Branch
of the Government, Neither did the Joint Economic Committee itself, in
its two Reports., Congressman Viright Patman, however, never seems to tire
of the theme and he periodically makes speeches, or issues statements,
with regard to the situation as he sees it, regardless of whether or not
the rest of the Conmittee majority expresses interest. A typical comment
is contained in an appendix to Committee Report #1,22/“The Supplemental .
Views of Representative VWright Patman":

"The Federal Reserve System should be brought
back into the Government from whence it has
seceded, so that its economic policies may be
coordinated with economic policies arrived at by
constitutional means and so, too, that some branch
of the Government—the executive or the Congress—
will have political responsibility for its
political decisions,"
Mr, Patman touched on the same relationship when, on June 2,

1961, he was questioningﬁﬁ/mr..ﬂlfred Heyes, president of the Federal

Reserve Bank of New York:
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Chairman Patman.  » o I think thiat the President
of the United States, under the Constitution,
is dutybound to take care that the laws are
faithfully executed, The Federal Reserve Act
is a law Justu like any other law, and since
the President of the United States has asked
you gentlemen, this is what I consider a
dicect statement to the Federal Reserve System,
the Federal Reserve Bozrd and the Open Market
Comittee, in particular, to, "liot choke off
TECOVELY o« o« o'

Mr, Hayes. Let me say this, llr, Patman, I have
the utmost respect for the President and
the utmost respect for anything he says.
But I would also like to point out that in
the wisdom of Congress they set up the
system in such a way that the system is not
under the instructions of the executive
branch of the Government.

Chairman Patman, Listen, you are seceding more
than you have ever seceded. I thought you
seceded pretty well on March L, 1951, but
you are going further, I think, than you did
then,

The Monetary Comiission, in its long deliberations, devoted a
great deal of attention to the problem and brought forward some rather
drastic proposals for changes, To say that the lMonetary Commission had
accepted the Patman view of what ought to be done would be an exaggeration,
but to say that the Commission, apparently for quite different reasons,
produced some comparable recommendations, would seem to be a fair statement.
Certainly the Commission'!s recommendations, if followed, would move the re-
lationships a long way toward making the System a directly-reporting depart-
ment in the Presidential hierarchy.

A reader of the Monetary Commission Report gets the feeling
that the Commission did a lot of soul-searching before it came to such a
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decision., For example, it pointec‘ﬂ/ out that: "A strong advocate for
the claims of monetary stability is needed within the government, and
the central bank is the natural home of such advocacy., A measure of
indeperderce frem the Treasury with respect to support of the Treasury
senurities market is a requisite too, if the central bank is to exercise
effective monetary control,"

However, after looking at arguments on both sides of the question,
the Commission concludes:3_8/

"o doubt there are occasions and types of
pressure that need to be guarded against « « »
The need for coordination, however, is very
important, Isolation may mean weakness, and
presidential support can be very helpful at
times, The real ability of the System to in-
fluence national economic policy might well be
increased rather than diminished if its ties
to the President were closer., The Commission
believes that somewhat closer ties are advis-~
able,"

Recommendations made by the Commission to bring about "somewhat
closer ties" are six in number, It is impossible to know which, if any,
may turn out as most likely to receive serious consideration by Congress
or which would, if put into operation, bring about the most significant
alteration in System practices. The order and grouping, below, represent
the writer's effort to re-arrange the rescomendations of the Commission
somevhat more meaningfully than the way they are presented in the Report,

First, it is recomnended}.g/ that ", « o the Fmployment Act be
amended to provide that whenever in the President'!s judgment the current

economic situation, as revealed over a span of time in the indicators
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issued from his Executive Office or on the basis of cther information,
shows a tendency significantly counter to the objectives set forth in
the Employmant Act as amended, sad at least quarterly thereafter for so
Iong as ths unfavorable tendency prevails, the President shall supnlement
his annual Fconomic Report with a statement setting forth: 1, His under-
stending and acsessment of the factors in the economy centributing to the
unfavoraile tendency. 2. The steps being talen by him and by govermnment
agencies, including the Federal Reseive System, to use existing instruments
anc. resourcces available for better achieving the goals of the Employment
Act as amended. 3. Fxplanations for any seemingly inconsistent use being
made of any of these instruments o o " This item #3, particularly, appears
to be aimed directly at the Federal Reserve in connection with the allega~
tion that the System is sometimes out of step with the rest of the Govern-
mente

Second, the Commission proposeskg/that an Advisory Board be
created by the President, perhaps with the Chairman of the Council of
Economic Advisers as Chairman. Included in tiie membership would be the
Chairman of the Board of Governors, and the Secretary of the Treasury,.
Since the meetings would be attended frequently by the President himself,
the heads of the various agencies would feel obligated to put in personal
appearances at each meeting., The Commission says: ¥This would make the
CEA Chairman less than a cabinet member but more than an executive secre-
tary « « o" Many people might feel that it would do even more toward en-

hancing the power and prestige of the CEA Chairman, largely at the expense
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of the power and prestige of the Secretary of the Treasury and the Chair-
man of the Board of Governors,

The third pro;aosa]ﬂ-/is regarded by some observers as the nost
important of the six, It is: "The TKB Chairman and Vice-Chairman should
be designated by the President from among the Board'!s membership, to serve
for fcur-year terms coterminous with the Presidentt!s.," Persons not
familiar with a board!s (Federal Reserve or any other Government board)
functioning might coubt that this would be a vital change. They could
cite the facts (1) that the Reserve Board Chairman's statutory powers are
not great now, (2) that he is sinply an equal among his peers in voting,
and (3) that a new President might ordinarily choose from among members al-
ready on the Board., All of these are valid points, but severzl other points
are missing, A new chairman of any board can always, even if he is lacking
in ability and forcefulness, exercise a great deal of subtle control through
such devices as (1) preparation of the agenda of meetings, (2) timing and
duration of the meetings, (3) postponement cr advancement of issues to be
considered, (L) encouragement or discouragement of minority viewpoints,

(5) delivering of speeches, granting of interviews, and carrying on of
conversations outside, and (6) general supervision of staff material pre-
sented for consideration to his board, Therefore, the appointment of a
chairman by an incoming President could conceivably, under circumstances
easily visualized, be an important factor in changing the philosophy,
policies, and practices of the Board of Governors of the Federal Reserve

System,

oSl
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As a fourth recommendation, presunably related to the possibility
of the Board!s becoming more directly under the cantrol of the President,
the Commission suggest.alﬁ/a large increase in the Board's powers: "The
determination of open market policies should be vested in the Boarde «

The determination of the rediscount rate (the seme for all Reserve banks)
should be vested with the Board," 1In cutting down the power (or perhaps
snuffing out the life) of the Open Market Committee, the Commission writes:‘g/
with dogmatic confidence on a subject which is not that siwple: ", . o the
distinction between the Board and the Federal Open lMarket Committee has
outlived its usefulness, The exercise of the System!s three main powers
should be canplementary and governed by the same ccnsiderations, that is,

by the same people in the same form . « ¢ the decisions of the Board are
exercises of public regulatory authority, and there should be no ambiguity
about where the responsibility for them lies: it belongs exclusively in
the hands of public officials."® The Report does not comment on the relative
econamic competence likely to be expected of the men in the two groups,
Presidents and Board, or on whether or not there is an advantage in having
some votes cast by men whose base of operations is outside of Washington,

The fifth proposa.lh_h/would, among other things, male it easier
for the President to name appointees to thie Board as he pleased: "Occu-
pational and geographical qualifications for Board members should be elimi-~
nated. Instead the statute should stipulate that members shall be positively
qualified by experience or education, competence, independence, and objec-

tivity commensurate with the increased responsibilities recommended for
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them in the achievement of low levels of unemployment, an adequate rate
of economic growth, and reasonable stability of price levels o o o"

As the sixth rewmmenda‘ision:ﬁ/ "The FRB should consist of five
merbers, with overlapping ten-year verias, one expiring each odd-numbered
year; merbers should be eligible for reappointment, This would assure
the President of one vacancy to be filled shortly after his inaugurstion

n

There could not be much doubt that these six recommendations,
if accepted by Congress, would bring sbout "somewhat closer ties." It is
clear that, in the Commissionis opinion, this is a good thing, The Com~
mission rej ected@/ some of the counter-arguments, with what reads like
scorn: "Some arguments for independence are more or less frankly anti-
democratic in their premises. For example, it is said that anti-inflationary
measures are unpopular though necessary, and therefore the best assurance
of being taken is by 'endowing the Board of Governors with a considerable
degree of independence,! or that 'hard' decisions are more acceptable to
the public !'if they are decided by public officials who, like the members
of the judiciary, are rcmoved from immediate pressure,!" Other students
of the art of practical politics may see more to such arguments than was
visible to the Commission,

The six recommendations put forward by the Monetary Commission
might be taken more lightly if they had come from a group within which
there was known to exist a pro-inflation, anti-sound-money bias. A group

of that sort would be expected to want to change the Federal Reserve
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structure in drastic fashion, Coning from a group which seems to have
approved, in general, the System!'s economic policies of recent years,

and which would appear to be anything but anti-sound-money, the suggestions
m:st be regarded as deserving of cloce study. Surely it has to be assumed
that the Commiseion felt that the System could function more smoothly and
could continue to do its job with unimpaired efficiency only if it were
thus brought more closely under the immedizte direction and "protection"

of the President of the United States.

_%_‘A- ~ THE FEDERAL RESIRVY SYSTZM IS NOT ORGANIZED TO FUNCTICN EFFICITNTLY,

As sketched in the preceding section, the criticisms and sug-
gestions as to the System's place within the governmental scheme of things
have largely originated with the Monetary Commission and with Mr, Patman,
rather than with the Joint Economic Comittee or its staff, As one moves
down into the internal organization of the System, and into its day-to-day
operations, the ideas about weaknesses, and needed changes, are furnished
both by the staff of the Committee and by the Monetary Commission,

The distribution of powers within the System, as well as the
functioning of the Federal Open Market Comnittee, are not considered en-
tirely satisfactory by the Joint Economic Comnitteel!s staff :M/ "The
present administrative arrangements within the Federal Reserve seem to be
unduly cumbersome, Primary responsibility with respect to the discount
rate lies with the individual Federal Reserve banks; changes in reserve
requirements are made by the Board of Governors; and open market policy
is administered by the Federal Open Market Committee, » »" No words are
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wasted in the Report's flat recommendation: ", . « it would be desirable

to put the administration of all the credit ccntrol weapons in the hands

of the same agency,"

Arother organizational feature which the staff does not like is

the way in vhich the Open Market Committee functions. How a commentator

can write with such confidence about samething with which he could have

had no direct experience is an interesting question.

"A body of 12 menbers is a rather cumbersome
administrative organ, and the clumsiness is
greatly increased by the presence of numerous
othier persons, Some streamlining cf this complex
machinery would seem to be in order. It seems
possible that some of the self-imposed limitations
on the 3ystem!s freedom of action, such as the
bills-only policy, are the result of arriving at
decisions on complex matters under such conditions,
Perhaps a reduction of the size of the Board of
Governors and the concentration of authority with
respect to all of the policy weapons in the hands of
tois group, with representatives of the Reserve
banks serving only in an unofficial advisory
capacity (if at 211) would be desirable. Scme
reform along tiiese lines is vitally necessary if a
more complex policy involving the use of selective
controls is to be put into operation,"

In item #L of the section just preceding this one, a quotation@/

from the Monetary Commission Report showed that the Commission essentially

accepted the J,E,C. staff!s viewpoint on the Federal Open Market Committee,

the distribution of powers, and what ought to be done about these things,

by the J.E.C. staff, into the operations of the Board.

The lonetary Comaission, though, goes far beyond the area covered

speaks with the authority of men who are chief executive officers of large

1.9/

and nrofitable business enterprises:—=
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", « « the Board has suffered from a malady
that has plagucd the other independent regulatvory
commissions, a congestion of detailed tusiness
at the top, to the detriment of the time and
energy Board members can devote to the broad issues
of monetary policy.

"The FEB Chairman should be the chief execu-
tive officer of the Board, empowered to handle
adninistrative matters, The law should be clari-~
fied to authorize the Board to delegate to Board
committees, or to Board members individually, or
to senior staff officers of the Board, any of its
functions in the administration of its powers in
regard to the supervision of the banking structure,
such as the PBank Holding Company Act, the anti-
trust laws in regard to mergers, and applications
for charters and branches ., , "

Another matter of operational efficiency is the reporting which
the Federal Open Market Committee and the Board do, to the Congress and
to the public, Although neither the J,E.C, staff nor the Committee dealt
with this subject, Mr. Patman has done so, as has the Monetary Commission.
In the Heazings'ég/before the Joint Economic Committee, June 1, 1961, Mr,
Patman was questioning Mr. Martin:

Chairman Patman., + « « I do not see how the
ordinary, average person could possibly
interpret what the language means., It
is really, and I sgy this respectfully,
it is gobbledygooke

The Monetary Commission stresses the necessity for timeliness
and completeness, and by implication clarity, in the reports issued by
the Syst.em:ﬂ/

"The case for more complete and timely
disclosure is partly that accurate information
would perhaps be less dangerous than the rumors
that are continuously circulating about what the
Federal Reserve policy is today or is likely to
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be next week, In the absence of adequate knowledge,
those interested in suvch matters have a tendency

to seize upon even the most outlandish rumors as
significant , ¢ « Another argument for more com-
plete disclosure is that monetary policy represents
one facet of national economic policy, and in a
deriocratic society public policies should be sub=-
Ject to current debate,

"Although there is no easy solution to this
issue, the Comnission baslieves that the Federal
Reserve should follow the general rule that the
public should be ept infoimed with reasonable
promptness and with reasonsble detail of the
reasons for its major policy decisions and
actions in order to avoid misunderstanding and
misinterpretation,”

*

When it comes to consideration of the way in which the System
functions, it can be seen that there is a large amount of agreement between
the economists on the Joint Economic Committee!s stafl and the business and
professional leaders on the Monetary Commission. Both groups question cer-
tain organizational patterns and operating practices, although the Monetary
Commission probes much deeper, The Monetary Com.ission slso takes a strong
stand with respect to the desirability of more and better reporting.

#5 - FIDERAL RESERVE OPERATIONAL RESULTS ARE HANDICAPPED BY SLIPPAGES,
TIME LAGS, INADEQUACIES, AND AIBIGUITIES,

The criticisms noted in this section under "slippages," "time
lags," and "ambiguities" are, generally speaking, ones which might apply
to any central bank!s operations and so tend to be arguments either for
greater use of selective controls or for the wider use of automatic or
semi-automatic devices. Under "inadequacies," the Federal Reserve'!s so=
called "Bills Only" policy is examined,

~L0-
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First, the matter of "slippageso"iz/ One line of thought which
intrigues some critics of the Federal Rescrve is to the effect that the
financial community is so clever that it can often successfully nullify
or delay the effects of polic;” action taken by the Board or by the Federal
Open Market Committee, Sometimes thie same commentators will be heard five
minutes later declaiming on the unholy power of the Federal Peserve, with
no apparent corprehension of their inconsistency,

In the Staif Report, these so-called "slippages" are commented
on at some length, with understanding, and without any accompanying pro-
posals to try to do away with them or to attanpt anything impractical in
the way of counterzcting them. One gets the impression that the staff
is realistic in contemplating the "slippages"--aware that even so gentle
and general a control as that exercised through a gradually-tightened
reserve position would probably be distwbing if the financial community
were not able to counteract its application to some degree. The most
obvious of these actions which can be talren is the borrowing by menber
banks from the Federal Reserve, thereby temporarily maintaining a level of
total reserves at a time when the System is lowerinz the level of non-
borrowed reserves, This is not mentioned among the "slippages" in the
Fenort, because the writers are addressing themselves to the various ways
by which the business community itself steps up the efficiency with which
it employs its cash, i.e., increases the velocity of the available money
supply and thereby counterbalances the effect of a reduced or unchanged

supply of money, The princinal actions which result in more efficient use
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of money are shifts in portfolio composition between various investing
groups in such a way as to produce meximua turnover of cash balances, The
most meaningful of the shifts is probably that made by the commercial banks
when they sell large guantities of Government sscurities in order to add
to their loan totals,
The Staff Report concludes:23/
There is not much that can be done about

this propensity of the financial system to be

ingenious, It is a matter of numerous small

adjustments, frequently quantitatively un-

important individually, but cumulatively con-

stituting a siznificant 'slippage! in our

monetary controls, Iloreover, it would probably

be unwise to interfere with these developments

even if it were possible to do so, since they

have served to increase the mobility of funds,

reduced interest rate differentials, and caused

the market mechanism to perform more efficiently

L .“

The Monetary Commission Report does not give much space to this
matter, In the discussion of whether or not the Federal Reserve should
be given control over nonbank financial institutions, it is stated:ﬂ*/
"The evidence, for either the cyclical or the secular periods, does
not support a case for an extension of the direct monetary controls over
nonbank financlal intermediaries, Their contribution to cyelical changes
in velocity appears to be too small to warrant such an extension, Their
effect on veloecity over the long run can easily be taken into account in
regulating the long~run monetary supply."

"Time lags" are, of course, related to "slippages," but a

number of other aspectis of the problem also have to be pondered., The
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first, and perhaps the most important, time lag is that between the true
beginning of a new cyclical direction and the time when the Federal Re~
serve System recognizes the new direction. In the Report this is not
menticned, parhaps out of courtecus sympathy for the extremely difficult
tesk whicn the Federal Reserve must emstantly undertzke in its effort to
keep abreast of economic direction changes in their earliest stzges, The
time lags which are listed®%/are those (1) between the action of tie Fed-
eral Reserve and tne action's influence on the effective money supply,
remenbering the "slippages," and (2) in the various industries, between
the time when credit aveilzbility or interest rate changes occur and when
they finally begin to have a bearing on production and employment,

As in the case of "slippages," the Staff Report does not appear
to regard these phenomena as anything to eriticize, but, rather, as facts
of life which must be taken into consideration in any evaluation of the
merits of general monetary policy., In view of the writers'! dim view of
these merits, it may be assumed that, without specifically saying so,
they regard the slippages and time lags as just two more groups of opera-
tional shortcomings in a machine of doubtful utility,

In the Monetary Commission Report, a very brief passageéé/ on
time lags serves as an introduction to what the Commission regards as an
inadequacy--the Federal Reserve'!s refusal (at least up until February
1961) to admit that it wished to influence the pattern of interest rates:EZ/
", « ¢ 2 Mmore direct and immediate pressure on long rates can be brought

to bear by both Treasury and Federal Reserve sales of the long-term
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securities . . . the effectiveness of monetary policy on the downswing
will be increased if the Treasury and the Fedzsral Reserve take direct
acticn to reduce long-term as well as short.-term interest rates,”

A ppecific recommendation is mads by the Commission: 5@/
"Instesd of relying on a 'bills-only'! policy, the Federal Reserve should
be williae, when domesiic or international conditions warrant, to influence
dircctly the structure as well as the level of interest rates in pursuit
of countercyclical monetary policies and should deal in securities of
varied maturities. This recommendation does not mean a return to a pegged
structure of prices and yields for government securities. #And the normal
use of open market operations in bills to carry out technical and seasonal
changes in bank reserves is appropriate.”

In taking the stand, the Monetary Commission is in line with
others who have, over the years, suggested that the System modify its
so-called "bills only" or "bills preferably" philosophy. The J.E.C. Staff
Report did not give much space to its analysis, but wound up with a firm
recommendation: 52/ "The bills-only policy should be abandoned in the
interest of eliminating meaningless fluctuations of the prices of
Governnent securities, as well as to increase the effectiveness of
monetary policy."

The Joint Economic Committee, in its Report #l1, went far beyond
anything which its staff had proposed. ég/ "We are advocating that the
Federal Reserve System assume responsibility for the orderly behavior of

our credit markets." Moving still farther along the same path, and only

lilie
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two paragraphs later: "In 1951, the Federal Reserve held almost

%5 billion in long-term bonds which was 21.5 percent of its total
portfolio haoldings of $2é:? billioen. As of the end of October 1959,
the Federal Reserve held only $1.5 billion in long-term bonds which
was only 5.7 percent of its total portfolio of $26.3 billion. There
is no rcason why the present ratio should not be improved,"

Lpparently fascinated by the thought of all those prospective
billions of long-term bonds vanishing from the market into the portfolio
of the Federal Reserve, the Committee made one more suggestion: él/
"Another concept is that of expanding the Federal Reserve System portfolio,
upon which the fractional reserve system operates, by 3 percent per year.
As the Federal Reserve now holds slightly more than $25 billion in
Government securities, such an expansion would require the purchase of
about $750 million of Covernment securities in the first year . . . it
would appear that the purchase of long-term securities for this purpose
would be warranted, This would help to lengthen the debt structure,
increase the price of bonds, and have the effect of lowering the long-
term interest rate." Adding emphasis to this point, the Joint Economic
Committee, in its Report #2, listed as its first major recommendation: ég/
"The Federal Reserve should . . . 2bandon its discredited 'bills only!
policy."

The System may have taken the sting out of these attacks by
doing what the critics have been demanding for so long, i.e., dropping
the "bills only" policy. Since February 1961, purchases for the portfolio

have included a substantial volume of short maturities other than bills,
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as well as some lenger secvrities, However, no one outside the System
knows whether this is a permanent or a temporary practice. Neither does
anyone outside know whather or not the System plans to sell part or all
of these securities at some point in some cycle., For that matter, no one
on the outside kaows whether the System has had, or now has, any specific
plan or philosooly of any kind for tke whole cperation.

As an ambiguity in Federal Reserve use of its tools, the J.E.C.
S1af< Report mentions the discount rate: 63/ nSometimes discount-rate
changes are apparently meant to serve as signals of the System's intentions,
while at other times the rate is changed merely to keep it in alinement
with prior changes in market rates of interest. It is not always clear
when a change in the rate is meant to be a signal and when it merely
represents a passive adjustment to the market."

Two alternatives are proposed by the J.E.C, staff: é&/ "Since
1956 the Bank of Canada has kept its discount rate linked to open market

interest rates by setting the rate each week one-quarter percent above

the average issue rate at the most recent Treasury bill auction. This
arrangement avoids the ambiguities that arise in connection with the
interpretation of the significance of discretionary changes in the discount
rate and automatically preserves a consistent relationship with other
interest rates, It appears to have much to recommend it in the United
States. An alternative that might be considered would be to get rid of
rediscounting altogether and rely on interbank borrowing to perform the

safety valve function now performed by borrowing from the Federal Reserve."
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One more suggestion is broached, two pages later: ", . . there
seems to be no sensible reason for leaving the initiative with respect to
the discount rate in the hands of the individuval Reserve banks, assuming
that discretivnary discount rate changes continue to be employed."

The Joint Economic Committee clearly approved of its staffls
work in this area, ancd spoke strongly on the matter in Cormittee Report
#.. éi/ "Rediscounting should be eliminated as a general practice . . .
in the postwar period it has been demonstrated again that rediscount
arrangements are a source of trouble, They provide a way by which banks
can offset monetary restraint . . . If rediscounting is not eliminated
entirely, at least the use of the rediscount rate as an influence on
interest rates should be. The rediscount rate should be made a penalty
rate, and only adjusted for the purpose of keeping it so."

The Monetary Commission rejects the thought that rediscounting
should be eliminated: 89/ nTne argument for retaining the privilege is
that it provides a smoother means of adjustment to temporary and local
situations than would be available otherwise, and that any slippage in
the process of general monetary restraint can be easily offset by open
market operations.,"

Meditating on the use of the discount rate, and on the way in
which it is set, the Commission finds that: éZ/ ", « . because market
rates move continvously whereas changes in the discount rate are made
infrequently, the relationship between the discount rate and market rates

varies. Changes in this differential often have effects that tend to

counter those pursued by open market operations." (underlining supplied)
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One would think that a comment te the effect that the discount
rate had been so used that it often oppcsed, rather than complemented,
open market poliecy, would lead the lMonetary Commission to a strong con-
clusion, p=rhaps similar to that of the Joint Economic Committee. This
does not happen, though, and the Commission lamely concludes: é@/ uit
the Federal Reserve chooses to do so, it can now change the rates weekly,
and it can inform the public directly whenever a given change represents
a basic shift in policy rather than a technical readjustment. The Commission
favors the fully discretionary system and urges that it be administered to
avoid effects counter to those sought by open market operations." All that
is then added to this hopeful admonition is a suggestion that the discount
rate be nationally the same,

=

Out of this group of subjects for criticism, it is possible to
guess that the Federal Reserve will not experience any severe challenges
unless it fails to establish clearly that it has thrown overboard the
so-called "Bills Only" philosophy. As to the use of the discount rate,
the System will not, it would seem, ever be forced by outside pressures
to institute a change--however badly the change might be needed. Political
leaders probably will not apply the pressure, because the issue is a "hard"
one, rather than an attractive "soft" one. Business, professional, and
labor groups, like the Monetary Commission, will not exert severe pressures
either, possibly for more or less similar reasons, or perhaps because they
hesitate to object to a practice so long sanctioned in the financial
folklore.,
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#6 ~ THE FLDERAL RESERVE IS UNDULY, AND WRCNGLY, INFLUENCED BY PRIVATE
BANKING INTERESTS

When an organization has gone through forty-eight years of finan-
cial leadership without a hint of scandal, it is surprising to find that
a thread of criticism based on suspicion or anticipation of skulldﬁggery
should appear. Principal weaver of the thread is Congressman Wright Patman,
but he occasionally finds support among other figures on the Hill. The
place where the suspicions take their most definite form is in the matter
of the way the Board has made use of its power to alter reserve requirements
during the last eight years.

The tone which is encountered in this thread of criticism is
illustrated in a colloquy between Chairman Patman and a witness, Mr, Robert

G. Rouse, of the New York Reserve Bank, at the Hearings before the Joint
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Economic Committee, June 1, 1961 Mr, Patman is referring to the five

presidents of the Reserve Banks who serve as members of the Federal Open
Market Committee, as well as to the other seven presidents who sit in the

meetings as guests:

Chairman Patman. « « « the five presidents have
more of a private, profitmaking, almost a
selfish interest, as compared to the public
members, The public is, therefore, required
to accept the judgment of people who have an
ax to grind . « » I think Congress made a
terrible mistake when it allowed representa-
tives of private banks to be on these policy-
making boards that fix the interest rates
and the supply of money and things like
that . « « it (the will of Congress) is dis-
regarded when they bring in all 12 of the
presidents, each one of them having an ax to
grind o ¢ w
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A year and a half earlier, in January 1960, Mr, Patman had
introduced a bill (HeR. 9511, January 11, 1960) which showed how dis-
trustful he was of Federal Reserve motivabions. The bill provided for
the transfer to the Secretary of the Teeasury of $15 billion of Government
securities held by the Federal Reserve Banks, in return for a nontrans-
ferable, non~interest-bearing demand note of the United States in the
same amount. After going over his reasons for introducing the bill, he
said:19/ ", o « the present Federal Reserve authorities have a way of
taking the bit into their own teeth and doing what they please tc do, not-
withstanding laws and expressions of congressional intent. They have
come to believe that the Fedeiral Reserve System is a fourth branch of
the Government which stands over and above the three constitutional
branches of Government . . . they feel that they are not subject to the
laws that govern mortal men., So, just in case the Federal Reserve author-
ities get it into their heads to reduce their holdings of Federal securi-
ties despite the recent and clear congressional mandate to the contrary,
having $15 billion less of marketable Government debt obligations would
make such an idea much less tempting. At least there would be $15 billion
less of Government securities which could be given away."

The same attitude is displayed in the keen enjoyment he seems
to take in getting officials of the System to deny that the stock of
the Federal Reserve Banks is really a stock at all, and to affirm that
the Reserve Banks are not, therefore, really owned by their stockholdeps.

Mr. Patman had Mr. Carl Allen, president of the Federal Reserve Bank of

.
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Chicago, on the stand on June 6, 1960, and quoted to him a statemeht by
Mr, Fred Wilson, former assistant vice president of tiie Chicago Bank,
to the effect that Federal Reserve Banks are owned by the member banks:Zl/
Mre Patinan. « « « S0 there is a newspaper quota-
tion from your very first assistant, Mr,.
Allen, saying that the Federal Reserve
Bank is owned lock, stock, and barrel by
the member banks, Now you dmn't agree
with that, do you?
Mr. Allen, I do note

On June 10, Representative Oliver, of the same subcommittee,
enbarked on a series of similar questions with Mr, Alfred Hayes, president
of the Federal Reserve Bank of New York, Oliver quctedzg/ several standard
economics textbooks, one after another, all stating, of course, that the
Federal Reserve System is privately owned by the menber banks, 1In each
case Hayes said that he did not agree with the quoted passage, or words
to that effect. The series of repudiations ended with:

Mr, Oliver, Another one ., « . 1S entitled
"Money and Banking" by Weldom Wefling,
American Institute of Banking, American
Bankers Association, published in 1958,
and here the statement is categoric: The
member banks own the 12 Federal Reserve
banks .

Mr. Hayes, That I would disagree with entirely.

It would appear that the general lack of confidence as to
motives, which Mr., Patman has expressed so frequently, and in so many
different ways, lies behind the criticism leveled at the System for the
manner in which it has employed the reserve-requirement tool in carrying

out monetary policy during the last eight years.
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The Federal Reserve System always has a choice of two methods
when it wishes to ease or restrain the credit situation, i.e., it can
work the desired effeclts either through the use of open market transac-
tions (ordesred by the Open Market Committee) or through altering reserve
recuirenents (ordered by the Bcard of Governors), ZIssentially similar
end-results are brought about in either case, although endless debates
are carried on among economists as to speed of accomplishment, side ef-

fects, and so forth. When easing is done through reducing reserve require-

mernts, the commercial banks do not initially sell any securities to the
Federal Reserve and so retain earning power from these securities, earn-
ing power which would otherwise go to the Federal Reserve and eventually
back to the Treasury. On the other hand, when restraint is imposed
through raising reserve requirements, the commercial banks do not initially
purchase any securities from the Federal Reserve and so do not benefit by
obtaining earning power from the securities. Instead, the System con-
tinues to enjoy the earning power from the securities,

Obviously, the commercial banks would like for the System to
ease by reducing reserve requirements and to firm by engaging in open
market selling, Conversely, those who feel that the commercial banks need
no largesse of this sort would ordinarily prefer that the System ease by
engaging in open market purchasing and firm by raising reserve require-
ments. Arithmetical illustrations, simplified, will make clear the sort

of sums involved.
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Assume that it was decided to try to ease by expanding com-
mercial banks! liabilities (deposits) by $6 billion, over a period of
several months, If the Board were to order reserve requirements lowered
by ¢1 billion, the commercial banks would presumably then go out and add
loans and investments in the amount of about &6 billion, thereby also
increasing liabilities (almost entirely in deposits) by the same $6
biilion, Assume that it was decided, a year later, to try to impose
restraint by contracting commercial banks! liabilities (deposits) by $6
billion, over a period of sevsral months, If the Open Market Committee
were to order the sale of $1 billion of securities to the commercial
banks, their reserves would be reduced by $1 billion, and they would
presumably contract their total of loans and investments by a gross
amount of $6 billion, making a net reduction of $5 billion, considering
the purchases just macde from the Federal Reserve., Back at the same de-
posit level from which they had started, the commercial banks would have
gained by the substitution of €1 billion of Government securities, pur-
chased from the Federal Reserve, for an equal amount of non-interest-bear-
ing reserve balances. This is an atiractive sequence of events for
commercial bankers,

Reversing the order of use of the two monetary tools, assume
that the easing had been carried out through open market operations, the
purchase of $1 billion of securities by the Federal Reserve from the com-
mercial banks, The earning power of the $1 billion of securities would,

from then on, flow to the Federal Reserve, and thence on to the Treasury,
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instead of to the former owners, the commercial banks, The banks would
presumably go out and add loans and investments in the amount of $6 bil-
lion, Deducting the $1 billion of securities previously sold to the
Federal Reserve, their portfolio increase would amount to $5 billion,

but their total assets would be up $6 billion when their added reserves
were included. Their total liabilities (almost entirely in deposits)
would have grown by the same $6 billion., Assume that it was decided, a
year later, to try to impose restraint by contracting commercial banks!
liabilities (dsposits) by $6 billion, over a period of several months,

If the Federal Reserve Board were to order reserve requirements increased
by $1 billion, the commercial baniks would presumably contract their

total of loans and investments by about ®6 billion, Back at the same
deposit level from which they had started, the commercial banks would
have lost earning assets in the amount of $1 billion of Government securi-
ties sold to the Federal Reserve, This reversed sequence of events would
not be one to gladden the hearts of commercial bankers,

If both easing and firming were carried on with the same tool--
either open market operations or changed reserve requirements--the come-
mercial banks would neither gain nor lose over the cycle in the manner
illustrated above,

Anyone who feels that the commercial benks are earning an
adequate return on their capital funds would tend, other things being
equal, to favor a practice of the System!s using open market operations

to ease and reserve requirement increases to firm. This sequence brings
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in some revenue to the Goverrment and takes away some revenue from the
commercial banks., Those who feel, on the contrary, that the commercial
banks are needful and deserving of special favors would tend, other
things being equal, to vote for the practice of using reserve require-
ment reductions to ease and open markst operations to firm, This is what
the Federal Reserve has done in recent years, explaining its actions by
saying that, in its opinion, _7_3,/ there are certain advantages of diffusion,
flexibility, effectiveness, etc. in following the course it has followed.
A s%eptic who might guestion these unproven expressions of opinion would
find it equally impossible to support his argument with facts. He, too,
would have to rely on opinion, and his opinion might be founded on less
experience than that of the System'!s executives,

As one more item of factual information to serve as background
for a brief sketch of the critical comments, member bank earning rates in

recent years are listed below:l’:!/
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MENBER BANK FARNINGS

Net after taxes and
after all charges

As a percenvage of average total capital accounts,
and in millions of dollars

Percentage on In millions

Capital _of dollars
1949 7.6% 686
1950 8.3% 781
1951 7.6% 756
1952 Te9% 829
1953 T.8% 865
195 9+3% 1,096
1955 T.9% 985
1956 TeT% 1,027
1957 843% 1,169
1958 9e 1% 1,L57
1959 Te9% 1,257
1960 10.0% 1,689

One may start the sketch with the concluding portion of an ex-
tended colloquyzﬁ/ betiween Chairman Douglas of the Joint Economic Committee
and Chairman Martin of the Board of Governors of the Federal Reserve System,
on July 30, 1959, at a hearing before the Joint Economic Committee. The
two distinguished gentlemen were not able to get together in the question-
ing and answering:lé/

The Chairman, Mr. Martin, to come back to
this original peoint, which I think is very
important, if the two methods give the
same ultimate result which you admit, but
one of them in the process yields a gain
to the Federal Reserve and to the Govern-
ment of an average of $500,000 a year, and
added interest earnings which accumulate as
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additional amounts, why not tzke the
method which, giving the same ultimate
result, yields large capital gains and
large increases in net revenue to the
Governmenta

Mr, Martin, Bzacause, Senator, we are not
dealing with ultimate results. We are
not dealing with a mathematical equation
that comes out at a certain point. We
are dealing with a flow of money of a
continuous nature, It just is not, in my
Jjudgment, an easy matter, nor is it cor-
rect to say that you can regulate that
flow just as effectively by something that
will come out with an end result in terms
of benefit to the Treasury or benefit to
the banks,

Six months later, on February 2, 1960, before the same Com-
mittee, the same two had the same difficulty in making any progress
toward an area of mutual understanding:ﬂ/

The Chairman, Now, is it not true that you can
get the same result in expansion of the
monetary medium by open market operations
as you can by lowering reserve ratios?

Mr, Martine, At a time of recession; no, sir,.

The Chairman., But I mean over the long run. In
normal periods,

Mr. Martin, Leaving out recession or boom--but
that is what we are usually dealing with, one
of the two., If you want to put it in long-
run mathematical terms, I would say the answer
is Ilyes.'l'l

The Chairman, In a normal period?
Mr, Martin, In a normal period. DBut I merely

point out that we have had practically no
normal periods,

£ln
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The Chairman, Well, there must De some normal
period.

Mr. Martin, Well, I rmust say my job would be a
lot easier if I could get a few,

The Chairman. It is either abnormal up or abnormal
down? There is no abnormal down?

Mr. Martin, That has been the experience. And I
think it would be a lot easier for me if we
had more normal periods,

The Chairman, Mr, Martin, I want to suggest that
I think you are obscuring fundamentally the
intellectual issue. Is it not true that you
can get substantially the same inerease by
open market operations, which will increase
member bank reserves, as you can by lowering
reserve ratios « ¢« « ?

In the J.E.C. Staff Report, it would seem as though the writers
had brushed aside the opinions expressed by Federal Reserve spokesmen
relative to the advantages of using reduced reserve requirements for
easing, The conclusionzﬁ/ is brusques

"The use of open market purchases of Government
securities to supply reserves to the banking system
has an advantage, from the standpoint of the Treas-
ury, over reductions in reserve requirements, since
open market purchases absorb securities in the Fed-
eral Reserve System!s portfolio and since most of the
interest on that portfolio is returned to the Treasury
at the end of the year., There are, of course, other
differences between open market purchases and lowering
of reserve requirements, Lower reserve requirements
clearly tend to result in larger profits for the
commercial banking system. « « o Aside from these
factors, it is difficult to see that there are any
significant observable differences in the impact of
these two credit control weapons. « "

The members of the Joint Economic Committee followed the lead of
their staff, and made this a major issue., In Committee Report #lzg/they said:
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"The ultimate effect of either weapon is the
same. There is very little to choose between them
on the final effect which will come about, Further-
more, at best, there are only very minor differences
in the effects of the process. . « the Federal Reserve
has not raised member bank reserve requirements since
1951 and has lowered them several times, particularly
in the two periods of recession since 1953, It appears
to be aiming at a general reserve requirement level of
about 10 per cent which, in the opinion of this committee,
is not necessary nor in the public interest."

As might be expected, lMir. Patman goes far beyond his own majority

on this subject:ﬁg/

"Tt seems to me, however, that the Committee's
recommendation does not go far encughe. It would not
restore to the public the Govermment securities which
the Federal Reserve has given away from the vaults of
the Federal Reserve Banks in the course of its suc-
cessive reductions in reserve requirements since 1951,
There should be a restoration of reserve requirements
and a return of these assets to the Federal Reserve
System,"

The issue was kept alive by the Joint Economic Committee in Com-

mittee Report #2, in the form of a major recommendation8l/that "The Federal

Reserve should , , . use open market operations rather than lowering

reserve requirements as the means of bringing about the secular expansion

of credit which the Federal Reserve and the banks desire,"

The Monetary Commission Report is so brief and vague on this

controversial question that it is difficult to tell how deeply they con-

sidered the problem, or, for that matter, to what conclusion they came,

If one were to hazard a guess, based on their three short paragraphs of

treatment, it would be that the Monetary Commission was nearer to the
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Joint Economic Committee than to the Federal Reserve in its thinking,
The conclusion in the Monetary Commission Report:gg/

"There is little clear evidence to indicate that
the effects of open market operations are slower than
thouse following reserve requirement changes. Nor is it
clear, in view of the other lags involved in monetary
policy, that any differerce in timing is large enough
to be inportant,

"The Ccmmission belieres that the power to change
reserve requiremerts should be used only sparingly and

favors major reliance on tl.e use of open market opera-~
tions for countercyclical adjustments.!

The use of reserve requirements could scarcely be envisioned as
a problem likely to be very aimoying to the Federal Reserve System over
the next few years, on straight economic grounds. However, it has obvious
appeal for any political leader who wishes to challenge the motivations
of the System's officials while, simultaneously, alleging that large sums
are being handed to commercial bankers instead of being returned to the
Treasury via the Federal Reserve. As the Joint Economic Committee
wrote83/in Report #1:

"In fact, if instead of the policy of lowering reserve

requirements, the expansion of credit which was created

by this means since 1953 had instead been created by

open-market operations, the net increase of revenue to

the Treasury at the bond rate would have amounted to a

total of almost $500 million and at a present annual
rate of some $112.7 million,"
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#7 ~ THE FEDERAL RESERVE PROMOTES HICH INTEREST RATES, TO MAKE MORE
PROFITS FOLR LENDERS

A contention of the kind described in the section heading above
is quite different from cne which says, for example, that the System has
been unwise with respect to thez influence which it has exercised on interest
rates in sone cycle. This broad contention is often not based on economic
reasoning so much as on poiitical or emotional considerations, It frequently
involves, as in the debate on reserve requirements, at least an implied
mistrust of the motives of central bank authorities, In some caces, it
appears that the critics wish to assvme awry the free market mechanism and
to substitute some sort of Utopian maegic for the hard rvles of the real world,

There are, no doubt, many times when this essentially noneconomic
criticism becomes entangled with economic analysis. The same individual
who mey be demanding, say, a permanently low, economically impossible interest
rate on home mortgages, might also deliver a carefully-reasoned critique
of the Federal Reserve!s firming steps as taken during the thrust phase of the
most recent business cycle. However, the two lines of criticism are
ordinarily identifiable as quite different things, and deserve to be looked
at separately.

It is important to the Federal Reserve that the two lines be kept
separate, because the noneconomic zttacks cannot be answered in economic
terms. They either must be ignored, or must be answered with arguments
which are not founded on the facts of life as known in the world around us,
Usually, if an answer were attempted, it would be necessary to try to talk
to the point of what could or should be done in a controlled economy from
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which the free practices of a free people had been removed,

This statement, though, may not be wholly fair to some of the
critics in the school which is being labelled here as "noneconomic" or
"emotlonal" or "nonfree enterprise." A critic belonging to the school
can insist that these rather disparaging names are not justified,
because he is actually tiying Lo restore some freecom to financial
markets which he thinks heve been twicsted out of shape by a central
bank devoted to the profitmaking wishes of financial institutions.
Undoubtedly, sowe of the critics truly believe that this is the situa-
tion to which they are addressing themselves,

Fortunately for the Systeé, this form of eriticism is not
encountered too often. Weither does it seem to be well-organized nor
well-publicized., Perhaps it is of no real significance, in that it
is probably overwhelmingly outweighed by a high public regard for the
integrity and patriotism of the men who have managed the Fecderal Reserve
over the years, Quctations from two people, cited below, constitute a
warning, though, that it must not be completely neglected.

One of the strongest general statements was made by Congress-
man Wright Patman, in an Appendi:&‘/to Committee Report #1, issued
Januvery 26, 1960:

"On the facts, 1 cannot avoid the conclusion
that the tight-money and high-interest policies
have been a2 principal cause both of increasing
prices over the past 7 years as well as a cause
of the Nation'!s substandard rste of economic growth
in those years. In other words, these policies do
not give us a choice between two evils but an

abundance of both evils , . .
~52m
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"This diversion of income through high
interest benefits the few at the expense of the
many « « «

", « . Federal Heserve spokesmen have been
less than candid with Congress and with the gen-
eral public, disclaiming at times that they have
anything to do with matters about which they have
ell todo . . &

The persistent and pronounced bias of the
present Federal Reserve authorities has been in
favor of the financial elite, in favor of high
interest for the sake of high interest, in favor
of the banking bhusiness it is supposed to
regulate ., . "

Professor James Tobin, Sterling Professor of Fconomics in

g which was published in

January 1961, just before he was appointed by President Kennedy to be

a member of the Council of Economic Acvisers, In the article, he

roundly criticized the Federal Reserve on a number of grounds. Some

of his sharper remarks were:

Digitized for FRASER
http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis

"The Federal neserve has tended to take the
view . . . that there is a single correct
monetary policy——namely the course which, within
the limits of human error, the Fed pursues,
Federal Reserve spokesmen contend the inevitable
consequence of a deviation from their course of
monetary restraint would be an eventual collapse
which would more then of feset temporary gains in
employment and output.

"The economic logic of this prediction is,
to say the least, obscure ., . . Whatever its
logic, it is expcunded and believed with
ideological fervor inside and outside the Federal
Reserve System,

"This conviction may lead the Board of Gov-
ernors to resist and te frustrate any effort by
the Kennedy Administration to gear the federal
budget and other instruments of economic policy to
higher levels of employment and production.”
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A few paragraphs further along:
". + « In the era of Eisenhower, Martin,
Hurmphrey, and Anderson, the operative belief
has been, or often seemed to be, that monetary
control and debt management cannot be effective
unless they are expensive and the more costly
the more effective,”
It is obvious that spokesmen for the System cannot reply
in kind to attacks of this type, because what would ensuve would not be
& debate, it would be a name-calling contest, What can be done is to
publish studies on such subjecis a2s how the flows of funds in the
economy affect interest rates, or compiletions of interest rates in
otner countries, or outlines of the history of interest rates in the
United States, Facts and figures will do something toward disproving
the hostile allegations,

#8 ~ THE FEDERAL RESERVE SHORTENS ECONOMIC UPSWINGS AND STUNTS
NATIONAL ECONCMIC GROWTH

This is the wrap-up category of critical comment. Those who
are sufficiently annoyed with the Federal Reserve System, on enough
counts, sum up by claiming that it has stunted cyclical and secular
economic growth in the United States, The people who level these
grave charges range all the way from fully qualified to completely
unqualified, Very often, their motives are showing, end the motives
run the gamut from thoroughly patriotic to entirely selfish.

Despite the enormous complexity of the debates which have
taken place, and will continue to take place, proobebly on a much
larger scale, the basic issues can be described quite simply, The
question is: how should the nation's financial "menagers" (inscfar as
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menagement is possible in a relatively free economy) define the terms,
and rate the relative importance of (1) high-level production and
erployment, (2) an adequate rate of economic growth, and (3) reasonable
price stability.

Aryone who is familisr with the attacks of recert years must
realize, therefore, that these issues go straigiit to the heart of the
national philosophy. No wonder the discussions sometimes sound as though
theolcgical dogma were involved, because the matters being argued baclk and
forth are often just about that important, If it is true, as frequently
contended, that decisions have to be made between millions of jobs, on
the one hand, and the continued destruction of the savings of millions of
savers, on the other hand, then it is hard to visualize a problem more
fundamental to the welfare of the American people.

In a debate of this sort, both sides may be expected to hesitate
about revealing admiration for elther hora of a cruel dilemma. One way tc
weasel out of such a situation is to deny that there is a dilemma, and
perhaps that is true when the issues are phrased in certain ways and
definitions are expediently framed. The other way to weasel out is to ignore
the dilemma, sometimes even more effective and disarming than to deny its
existence. Part of the evasive strategy, in either case, is to shift the
atteck, or the defense, to some specific practice of monetary management and
so focus attention on a detail instead of on the true, big issue.

The gquotations to be cited below are not analyzed, They are meant
only to show something of the nzture of this most comprehensive set of
criticisms, They suggest the necessity for a largely expanded, and improved
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program of explanaticn on the part of the Federal Reserve,

oiten against the Federal Leserve, to the most people, and at the greatest
length, must be Mr. Leon H, Keyserling, former Chairman (under President
Trumen) of the Council of Economic Advisers, His statemerrtﬁ(’-/ to the Joint

Economic Committee, meeting in March 1959, reflects views which he has put

Aside frow Reprecentative Patman, the man who has spoken most

forward many times:

"Monetary policy, in recenmt years, has
been used contrary to all of the three great
prurposes of our economic life . . ., an
excessively restrictive monetary policy
contributed to a severely contracting rate of
economic growth during the period 1955-57 . . .
the tight money policy in early 1957 based upon
a fundamerntal misreading of the economic
situation, repressed the kind of investment
which was already too low, repressed consumpticn
which was already too Jow, and did nothing to
restrain the boom in plant and equipment . . .

". « « the Federal Reserve System is now
again tightening un on mouey further, when there
is still 2 tremendous slack in the econony;
when unemployment is actually rising . . .

", « o the blunderbuss methods of the
Federal Reserve System are again aggravating the
distortions in the credit and investment and
income structurs , , . and agein in the overall
are repressing prcduction and employment , ., "

The Joint Economic Committee, in its Report #2 (February 1960),

said agbout the same thing, in fewer mrds:&/
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", « « the monetary auvthorities have limited
their actions slmost exclusively to only one
aspect of the problem, i.e,, stabilizing the price
levels, while they have largely ignored the
problems of economic growth and excessive unemploy-
mert ,"
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Representative Henry S, Heuss, at a Hearing of the Joint
Economic Committee held on June z, 1961, remarked:gg/

". « o What I am suggesting, Governor, is that
the overtightening of credit by the Federal Reserve
has contributed to the fact that we have had two
recessions in the last 3 years . . «

", « o Mr. Arthur Burns, who was Chairman of the
Council of Economic Advisers under the Eisenhower
Administration, in a statement put iato the Record
« » » 82id thet many factors undoubtedly contributed
to the unsatisfactory character of the business
cycle expansion from 1958 to 1960, but three of them
were rreeminent and, as his second cause, he cites
the fact that the Federal Reserve pushed its credit
tightening with vndue vigor,"

A little more than a month later, on July 12, 1961, on the floor
of the Senate, Senctor Paul H. Douglas, former president of the American
Economic Association, aired his views:gg/

"The immediate danger is not demand and monetary
inflation, Any threatened price increase is more
likely to come from administered prices and weages,
The basic problem we face is that of idle men and
idle capital and a restricted output,

"The choice is therefore squarely up to the
Federal Reserve Board. If, as output increases
slightly, the Heserve Board again takes fright,
as it did in 1958-59, and zgain restricts the
credit supply so as to raise interest rates, it
will once more help to choke off a revival and keep
unemployment at an unduly high level, as it hes
done before, I believe the conscience of the
country is aroused and cannot again permit the
Reserve Board and the financial world to use an
abnormally high ratio of unemployment and idle
capital as a built-in stazbilizer ., . .

"The issue is therefore directly up to the
Federal Reserve Board and the financial
authorities in Government and business., Let us
hope that they have the wisdom to act wisely and
effectively, May Congress and the public
encourege them to realize the gravity of the
situation in which we are placed and help them

47~
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to cast aside their old errors which have already
cost us so mueh , , "

The institutional structure of the American economy in 1961 is
one in which, as a result of the increased strength of highly-organized
power blocs——labor, industry, agriculture—prices will have a tendency
to rise whenever men and machines are operating at anywhere near to
capacity, The purchasing power of the dollar is, therefore, supject to
possille further deterioration within the next few years. As an important
agency especially interested in the integrity of the dollar, the Federal
Reserve will find itself again in the unenviable position of having to
decide whether or not to restrain what it looks on as "inflationary
excesses," at times when its critics may regard the economy'!s performance
as unsatisfactory, and not even near to "inflationary excesses,"

If the System comtinues to act with courage, it will inevitably
face a continuing barrage of criticism, The criticisms will be, as in the
past, general and specific, fair and unfair, but they may become more
powerfully voiced as time goes on. In order to defend itself with suf-
ficient skill and energy to maintein its effectiveness, the Federal Reserve
will need to put forth much greater efforts than in the past to gain public
support for the policy formulations which will come nearest to meeting all

the needs of all the people.
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FPOOTNOTES

Repert of the Joint Econcmic Committee, 86th Congress, 2nd Session,
entitled "Baploymernt, Growth, and Price Levels," January 26, 1960,

pp. T3-75. FReferred to hereafier as "Cummittee Report #1."

Hearings before the Joint Economic Commiltee, 86tk Congress, 2nd Session,
March 20, 23, 2L, and 25, 1959: Part 1- "The American Economy: Problems
and Prcspecis®y p. 12 and p. 47. FReferred to hereafier as "J,.E,C. Hear-
il'ig&, 19')'9’ Pb.: 1%

Ibid, P. 165.

Ibid, P, 166.

American Economic Associaticn Handbook, 1956, p. 80,

See note #1, above,

Report of the Joint Economic Committee, 86th Congress, 2nd Session,
entitled "Report on the January'1960 Economic Report of the President,™
February 29, 1960, No, 1152, Referred to hereafter as "Committee Report
#2."

n"Staff Report on Employment, Growth, and Price Levels," Joint Economic
Committee, 86th Congress, lst Session, December 2, 1959, p. 390.
Referred to as "J,E.C. Staff Report" or simply "Staff Report."

Ibid, p. 392.

Ibid, p. 391.

Ibid, pp. 399-400.

"Money and Credit," the Keport of the Commission on lMoney and Credit,
1961, Prentice-Hall, Inc., pp., 75 and 76, Referred to hereafter as the
"Monetary Commission Report."

J.E.C. Staff Report, p. 375.

Ibid, p. 368 et seq,

Ibid.

Ibid, p. 372.

Ibid, pp. 396-398.
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Ibid, p. 398,

12/ 1Ibid, pp. 385, 387, 398-399.

20/ Tvid, p. 399.

21/ Commnities Report #l, p. 33.

23/ Monetary Commission Report, pp. 73 and 7l, the quotation from p. 7h.
23/ Committee Report #1., pp., 67-€8.

24/ J.E.C. Staff Report, p. LO1.

25/ Ibid, p. 365 and, after the three dots, v. LOO,

26/ Tvid, p. LGO.

27/ 1bid, p. 365.

Ibid, p. 368.

Tbid, pp. LOO-LO1.

Page 32,

J.E.C. Staff Report, n. 378.
Ibid, p. 360.

Ibid, p. 361.

Ibid, pp. 381-383, and p. 393.

Page 65.

ek kel

&
e S

Hearings before the Joint Economic Committee, 87th Congress, lst Session,
June 1 and 2, 1961, pp, 82-83, Referred to hereafter as "J,E.C. Hearings,
June 1961,"

l

Monetary Commission Report, p. 85.
Ibid, p. 86.

Ibid, pp. 272-273.

Tbid, pp. 276-277.

Ipid, p. 87.
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Ibid, p. 90.
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Ibid

Ibid, p. 88.

Tbid, p. 87.

Toid, pp. 85~86.

J.E.C. Staff Report, p. LO7.

See note #43, Monetary Commission Report,
Ibid, pp. 87-88.

J.E.C, Hearings, June 1961, p. 105,
Monetary Commission Report, pp. 92, 923.
J.E.C, Staff Report, pp. 3LL-360.
Ibid, p. 359.

Monetary Commission Report, pp. 80-81,
J.E.C. Staff Report, pp. 392-393.
Monetary Commission Report, pp. 56-57.
Ibid, p. 57.

Ibid, p. 6lL.

J.E.C. Staff Report, p. L26.
Committee Report #1, p. L2.

Ibid, p. L6,

Committee Report #2, p. 16.

J.E.C. Staff Report, p. LOS.

Tobid.,

Committee Report #1, p. 32.

Monetary Commission Report, pp. O6L=05.
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J.E,C, Hearings, June 1961, pp. 35-36.
Congressional Record, January 11, 1960, p. 229.
Hearings before subcommittee No, 3 of the Committee on Banking and

Currency, House of Representatives, 86th Congress, 2nd Session, June 6,
7s 10, 17 and 25, 1960, pp, 18-19.
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ioid; p. 177 et seq.

Sea the System!s memorandum, Hearings before the Joint Economic Committee,
85th Cengress, lst Seesion, June 2k, 27, 28, 29, and 30, 1959, Part 6A,
po. 1h62-1465, Referred to hereafter as "J.E,C, Hearings, 1959, Pt. 6A."
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-
g
g

Federal Reserve Bulletin, May 1961, p. 521,
J,E.C, Hearings, 1959, pt, 64, p. 1455 et seq.
Ibid, pp. 1459-1460.
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Hearings before the Joint Zconomic Committee, "January 1960 Economic
Report of the President," 856th Congress, 2nd Session, February 1, 2, 3,
L, 5, and 16, 1960, pp, 172 and 173.

J.E.C. Staff Report, pp. L23-42k.

Committee Report #1, p. L3.

Ibid, p. T2.

Committee Report #2, p, 16.

Monetary Commission Report, p. 67.

Committee Report #1, p. LL. The supporting table is on p. LS.
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WASHINGTON

October 15, 1962,
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TO: Federal Open Market Committee
FROM: Mr. Young

There is enclosed a copy of a memorandum written by
Mr. Koch on "Government Deposits Part of the Money Supply?"
This memorandum was written in response to Mr. Sternlight's
recent memorandum entitled "Comments on Recent Behavior of

Required Reserves in Relation to Growth Guidelines."

Ralply A. Yo
Federal Open M

e,

Enclosure
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MEMORANDUM October 15, 1962

To: Federal Open Market Committee Subject: Government Deposits

From: Albert R. Koch Part of the Money Supply?

Peter Sternlight has recently written a thought-provoking memoran-
dum entitled "Comments on Recent Behavior of Required Reserves in Relation
to Growth Guidelines."™ In it he concludes that about half of the recent in-
crease in Government deposits should, in effect, be considered as part of
the money supply, and that the reserves made available to support such de~
posit expansion should be counted toward meeting a required or total re-
serve target.

Sternlight has made a helpful point when he suggests that we
should look at the source of the change in the Government balance rather
than just the end result. To put it somewhat differently, it is the effect
of the size of the Government balance on the liquidity and incomes of the
private economy that is important for monetary policy formulation. Here
liquidity should be defined broadly, including not only liquid assets but
also short-term liabilities (which are a negative part of liquidity) and
the cost of borrowed funds. The relevance of this last point will appear
shortly.

One may agree with Sternlight when he suggests that, in periods
like the present at least, if the Government balance is increased by bor-
rowing from the banks, generally speaking the reserves underlying such a
deposit increase should be supplied to the banking system to permit bank
acquisitions of Govermment securities without decreasing the ability of
banks to make loans and acquire other securities. Private liquidity and

incomes would not be reduced in these circumstances.
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Reserves are in fact supplied to suppur£ the bank acquisitions
of Govermment securities and the resulting Covernment deposits if the
guidelines to monetary policy are free reserves, money supply, the tone and
feel of the money market and/or interest rates. They are not likely to be
supplied if bank credit, total deposits, total reserves, or nonborrowed re-
serves are the dominant guides to policy.

Private liquidity and/or incomes are certainly reduced, however,
when the Treasury's cash balance is built up through tax collections or by
borrowing from nonbank sources. In the tax collection case, private in-
comes and the money supply are reduced and Sternlight suggests (1) that the
income drain is largely planned for and therefore doesn't depress spending
significantly, and (2) that the reduction in the money supply overstates
the total effective drain in the nation's liquidity.

In the case in point, one may wonder if Sternlight doesn't over-
look an important phase of the operation. Doesn't one have to consider the
spending side as well as the receipt side? Thus, Govermment collects taxes
from some and dispenses funds to others. If it collects taxes normally but
doesn't dispense the funds normally, the accumulation of a larger balance
is surely a factor on the deflationary side. To some extent at least, this
certainly occurred in the second quarter of this year when the fiscal posi-
tion of the cash budget, seasonally adjusted, shifted from a significant
deficit to near balance.

Another point of possible disagreement with the Sternlight memo-
randum stems from his discussion of the significance of a Government bal-
ance built up through borrowing from the private nonbank sectors of the

economy. Here he suggests that if this nonbank borrowing is done through
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short-term securities, the deflationary effect on the economy is minimal.
But even here there is surely some dampening liquidity effect merely from
the fact that the public has traded very liquid cash for less liquid sccuri-
ties, unless one assumes that if the securities had not been purchased, tle
money would have been held as idle cash balances.

Moreover, one must be very careful here to avoid double counting.
If it is relevant to take into account the effects of the increase in
Government balances in building up the nonbank public's holdings of short-
term Government securities, should we at the same time add into the money
supply (or the reserves available to support it) any part of the idle
Treasury balances generated in the process of putting these securities in
the hands of the public?

It is generally accepted, moreover, that in order to get the
community to hold more short-term Government securities rather than cash,
higher interest rates have to be paid. These higher rates on short-term
Government issues necessarily get reflected in higher short-term private
rates., In addition, they make lenders somewhat more willing to hold short-
term rather than longer term securities. As a result, longer term interest
rates and presumably capital investment are also affected adversely to somz
extent.

As for the relevance of all this to the present situation, one
can only say that part of the Govermnment's current large balance has been
built up as a result of borrowing from the nonbank public. The rest appar-
ently came mainly from tax receipts in excess of expenditures, for bank
holdings of Govermnment securities were virtually unchanged on balance over

the period of the buildup. From the end of April to the end of August
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(latest data available for nonbank holdings of Governments), the Government's
cash balance rose almost $3 billion whereas nonbenk holdings of Government
securities rose about $1-1/L billion., Nonbank holdings of Governments with
maturities of a year or less, however, rose about $2-1/2 billion, indicating
some shortening on balance of Government portfolios. In September, Govern-
ment deposits rose another half billion or so, and nonbank holdings of
short-term Governments must have decreased appreciably as a result of the
advance refunding, even allowing for the fact that most of the longer issues
offered in the refunding were taken by commercial banks.

A fact not to be overlooked is that the current larger Government

balance was built up in order to maintain higher short-term interest rates,

at least at levels higher than market flows of funds would have produced
recently. One danger in the asttempt to maintain short rates through debt
management policy is that the effort will contribute to an undesirable cir-
cular process wherein a sluggish economy generates liquidity, which tends
to depress short rates, which in turn requires more Government borrowing
and higher cash balances to offset. If, under these circumstances, the
Federal Reserve authorities were to consider Govermment deposits as part

of the money supply, it would mean a further dampener to private deposit
expansion.

This is not to deny that a larger question is involved here,
namely, assuming the desirability of firm short-term interest rates, what
are the relative roles of debt management policy and monetary policy in
helping to achieve such an objective? What, for example, would have been

the posture of monetary policy in recdnt months if it had provided the
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added firming influence on short rates that was in fact provided by Treas-
ury advance borrowing and the resultant larger than normal cash balances?

My conclusion is that the recent buildup of the Govermment b:ol-
arces has been a deflationary influence. At the same time I do not arguc
that it has necessarily been a powerful one--judgments will differ on that.
If some part of the recent increase in Government deposits should be counted
as an effective increase in the money supply, Sternlight's estimate is prob-
ably too high. While it may be a mistake not to count some of it as money
supply, it would te a2 mistake to count that much. My own view is that no
adjustment gives a closer approximation than one as large, or nearly as
large, as 50 per cent, if one is trying to assess (1) the effect of the
increased Govermment balances on private liquidity and incomes, and (2)

the influence of recent monetary policy on total economic activity.
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‘ BOARD OF GOVERNDORS

OF THE
J FEDERAL RESERVE SYSTEM

Office Correspondence Date_Octoher 31, 1963

To Chairman Martin Subject:

From Mr. Young

The enclosed memorandum is intended to be along the
lines of your request., It tries to be fair and at the same
time critical, But you may want it retailored in some respects.
Since the "news'" was in circulation via press sources yesterday,
Jack helped in its preparation. He will be glad to take over
any redesigning that you might want.

The only copies in existence are the two enclosed,.

I will call you on Monday or Tuesday following the
WP-3 discussion, or if anything of importance comes up which

should be passed along promptly.

Attachments 2
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Professor Harris is 66 years old. He was born in New York
City. He did both his undergraduate and graduate work at Harvard
University and has been connected with that institution with minor
interruptions all of his life. He is retiring this year, after many
years of service, which include long terms as Professor of Economics
(since 1945, including several years as Chairman of the Economics De-
partment), editor (since 1943) of the "Review of Economic and Statistics,"
and associate editor (since 1947) of the "Quarterly Journal of Economics."
Professor Harris has displayed a strong institutional loyalty to Harvard
and has worked energetically to maintain the distinction and quality
of its Economics Department--to hold good men in teaching, to improve
academic pay, and to promote opportunities for publication of the
results of economic research.

He is generally regarded with affection and obligation by the
graduate students who have worked under his direction. Despite his
varied outside and publication interests, he has always had the repu-
tation of making time in his schedule to confer with graduate students
asgigned to him--reading the drafts of papers they submitted and giving
them the benefit of such criticisms and suggestions as he might have.
This high regard appears to extend to students who have not been gen-
erally in agreement with him, as well as those who have subscribed
to the lines of economic thinking he has advocated. One would have
to be very biased indeed not to conclude that Harvard University has
benefited tremendously from his devotion, loyalty and energy over

the term of his service at that institution.
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Professor Harris's reputation as an original scholar is not
so clear. He is not associated with any major advance in economic
thinking or analysis. While he is a facile writer and has been a pro-
lific contributor to the literature, there is fw particular development
in professional thought that is identified with his name. Despite the
impressive documentation and attention to detail, it is interesting
that his "Twenty Years of Federal Reserve Policy" did not add much either
to understanding of or subsequent restructuring of the Federal Reserve
System or its policy processes.

In many of his publication efforts he has served more as an
editor, collector and publicist of the ideas and contributions of other
economic writers, than an original author or contributor to books with
which his name is associated. A number of his own books are directed
to current issues of national economic policy and so are of tramnsient
rather than lasting professional interest.

Throughout most of his career he has been outspoken on public
issues, and is an eager writer of "Letters to the Editor." This has
led him down some strange paths on occasion. For example, in his zeal
to be helpful to his adopted New England, he associated himself for a
time with a group which advocated higher protective tariffs--a position
that reflected very adversely for a time on his prestige among academic
economists. He has also associated himself rather enthusiastically
with the group of economists sometimes called the neo-Keynesians,
who have argued that deficit spending by Government can be used to

correct almost any short-fall in aggregate demand and
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that, therefore, unemployment and underutilization of resources can
always be corrected by "enlightened" fiscal policy. Like many of his
colleagues in this camp, he has argued for some time that monetary policy
was relatively unimportant and impotent.

In more recent years he has shifted his position somewhat and
has emphasized the strong negative role that monetary policy can play
in holding the economy below optimum levels of output and employment.
Like most of his compatriots he has tended, over the years, to be-
little the importance of inflation as a threat to the American economy
and has argued that "some" inflation is tolerable and perhaps even
necessary to achieve socially acceptable levels of employment. Thus,
he has been critical of, at least unsympathetic to, Federal Reserve
policies that were directed toward limiting inflationary pressures
and arresting the long-term inflationary trends. This applies parti-
cularly to the policies pursued by the Federal Reserve in the latter
fifties.

While not closely identified with politics in the narrow
sense, Professor Harris has made no secret of his strong preference
for the Democratic Party and he was, and is, highly critical of the
Eisenhower administration and almost gushing in his praise of the
present administration. In fact, both in his role as Chairman of
the Treasury consultants' group and in his writings and speeches,

he has often appeared to be a sort of "official" apologist to the
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academic fraternity for the administration, undertaking to explain why
political obstacles have prevented the use of a more active fiscal
policy and even, on occasion, defending the moves toward lesser ease
taken by the Federal Reserve, with the approval of the administration.
On some occasions he has pressed his defense of administration policies
to such extremes that it would appear more of an embarrassment than

a help to policy objectives.

Certainly, one would have to conclude that Professor Harris's
record of participation in public affairs does not match his really
distinguished career as an educator. His positions on issues have
sometimes been contradictory, and sometimes doctrinaire. His record
suggests strong loyalties to ideas, individuals and institutions with
which he regards himself as being associated. There seems little
question but that these loyalties currently run to the group of public
policy advisers who would emphasize the role of stimulative fiscal
policy, and who are skeptical of flexible monetary policy, for stabili-

zation objectives.
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PERTODICAL ARTICLES BY SEYMOUR HARRIS

The Federal Reserve Act and Federal Reserve policies. Quarterly Jourpal of
Economics, v.45:371-408, May 1931,
Banking and Currency legislation, 1932, Wuarterlv Journal of Economics, v.46:

546-57, May 1932,
The gold standard. The American Scholar, May 1933. pp.3¥1=311,

New gold policies, Harvarda Alumni Bulletin, November 10, 1933,

The economic legislation of the 73rd Congress (1lst Session), 1933, Economic
J l, v.43:618-51, December 1933,

A year of banking and monetary policy, Review of Economics and Statistics,
v.16:72-79, April 1934,

British and American emchange policies, Pt., I -II, r Jo lo
Economics, v.48:471-510; 686-726, May, August 1934,

Commodity prices and public expenditures., Review of Economic and Statistiecs,
v,17:38-44, February 1935,

Professor Pigou's theory of unemployment. 1arterly Jo 0] A
Vo49:286-324, February 1935,

and Smith, D.T. The balance of payments of 1934 and the international

economic pbsition of the United States. Review o onomics
Statistics, ve17 (pt.2): 28-33, May 1935,
The commercial theory of credit, R. Jourpal of Political Economyy V.4t

94-105, February 193%,

Gold and the American economy, Review of Economics and Ststistics, v.22:1-12,
February 1940,

American gold policy and Alljed war economics, ® Journal, v,50:224-30,
June-Septenber, 1940,
The official and unofficial markets for sterling, Quarterly Journal of Ecopomigcs,

Ve541655-64, August 1940,

External aspects of a war and a defense economy: the British and American cases,

Review of Economics and Statistics, v.23:3-24, February 1941,

The British White Paper on war finance and national-incomce and expenditure,
Journal of Political Economy, V,.50:27-44, February 1942,

Price control - hemisphere problem, U.S, Foreign and Domestic Commerce Bureau,

Foreign Commerce Weekly, v.11:12-13, May 15, 1943,
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Subsidies and inflation. alor: onomic Review, vV.33:557-72, Septembery
1943,

More about price control in the export field. Foreign Commerce Weeklv, v.14:
10-11, March 18, 1944,

The Broader issues of Bretton Woods: a plea for British-American cooperation,

The New Republic, July 31,1944, pp.125-128,

The contributions of Bretton Woods and scme unsolved problems, Review of
Ecopomics and Statisties, v.26:175-77, November 1944,

Some aspects of the Murray Full Employment Bill, Review of Economics and
Statistics, v.27:104-06, August 1945,

A one per cent war? American Ecopomic Review, v.35:667-71, September 1945,

Dollar scarcity: some remarks inspired by Kord Keynes' last articls, Ecppomic
Journal, v.57:165-78, June 1947,

Some aspects of the wage problem, Review of Ecopomics and Statistics, v.29:
142 145-53, Auvgust 1947,

(Symposium: wage policy) Introduction, Reyliew omics and Statistics,
v,.29:137-39, Auvgust 1947.

(Appraisals of Russian economic statistics.) Introduction. Reyiew of Economics
and Statistics, v.29:213-14, November 1047,

New England's decline in the American economy, : ess Re s Vo253
348-71, No.3, 1947,

Cost of the Marshall plan to the United States. Jourpal of Fipance,v.3, No.l:
1-15, February 1948,

(Ten economists on the inflation) Introduction. Review of Economics and IXX¥EX
Statistics, ve.30:1-3, February 1948,

(How to manage the national debt,) Introduction. Review Ecopomics a
Statistics, v.31:15-17, February 1949,

The inflationary process in theory and recent history, Re Economics
Statistics, v.3L:200-10, August 1949,

The January 1949 Economic report of the President: introduction. Review of
Economics and Statistics, v.31:165-66, Avgust 1949,

Effectiveness and coordination of monetary,soredit, and fiscal policies,

Metroeconomica, v.1:90-104, October 1949,

(Comments on the steel report.) Introductory remarks. Revie onomics and

Statistics, v.31:289-82, November 1949,
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Devaluation of the pound sterling, rd Business Review, Vv.27:781-90,
November 1949,

(Productivity and wages) Introduction, Review of Economics and Statistics,
v.31:292m November 1949,

(How much employment?) Intorduction., Reyiew of Ec cs apnd Statistics,
Ve32:49 February 1950,

Are we facing dollar devaluation? Dun's Review, v.58:22-24, 52, 54-56, 58,
May 1950,

Some aspects of foreign aid and development, Economig Internazionale, v.3:
669-89, August 1950,

Major economic problems of mohilizajion., Harvard Business Review, ve29, no.2:
29-3%, March 1951,

(New directions for labor market research.) Comment. strial and
Relations Review, v.4i412-13, April 1951,

The British health experiment: the first two years of the National Health
Service. Americap Fconomic Review, Supp,, v.A4 :652-66, May 1951,

(Professor Joseph A, Schumpeter.) Introductory remarks. Review of Ecopomics
and Statistics, v.33:91-97, May 1951.

(The controversy over monetary policy.) Introductory remarks. Swmary and
comments, Review of Ecopomic and Statistics, v.33:179-=84; 198-200,
August 1951,

Economics of higher education, American Economic Review, v.43:344=57, June
1953,

Fabianism revisited: appraisals of New Fabian essays., Re. Introduction,
Review of Ecopomics and Statistics, v.35:199-200, August 1953,

Tnterregional competition: with particular reference to NorthaSouth competition,
American E-onomic Review, Supp. v.44:367-80, Mayv 1954,

(A symposium on the Economic report of the President and related documents.)

Introduction, Review of Ecopomics apnd Statistics, v.36:249-51, August 1954,

(Some psychological aspects of mathematics and economies,) A postscript by the
editor. Review of Bconomics and Statistics, v.36:332-86, November 1954,

Economics of the guaranteed wage, (G.W,) Industrial Relations Research
Associatio P S. V.7:164-85, December 1954,

What every economist should know about health and medicine: comment, ar
Economic Review, v.44:922-28, December 1954,

The economics of Eisenhower: a symposium, I, Review of Ecopomics apd S sti

Ve38:357-65, November 1956,
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The economies of Governor Stevenson's program paper: Where is the money coming

ftom? Editor's note., Review of Economics and Statistics, v.39:134-36,
May 1957.

The 1957 investigation of the financial condition of the United States,
Economic Joyrnal, v.68:60-73, March 1958,

(and others) Brief comments on the recession. aw Economics a
Statistics, V.40:309-18, November 1958,

== (Further comments,) Review of Ecopnomics and Statistics, v.41:190-91,
May 1959.

chairman. Round table on the organization and financing of economic research,
American Fconomic Revisw, Supp. v.42:559-80, HMay 1959,
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Addenda for pszge 4
Wented: an economic program: olbjective of economic life is not balancing

the budget. New Leader, v.43:9, May 30, 1960.

Economics of the Xennedy edmiristration. IPA Review (Institute of Public
Affairs, Melbourne), v.15:27-32, January-March 1961.
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BOOKS WRITTEN AND EDITED BY ScYMOUR E. HARRIS.

en business creed, (With Francis X. Sutton, Carl Kaysen
end James Tobin)
Harvard University Press, 1256. 414 p.

merican economic history. (Lditer)
McGraw-Hill, 1961. 560 p.
The sseignoats.
Harvard University Press, 19320. 283 p.
The dollar in crisis. (Editor)
Harcourt, Brace and World, 198l. 309 p.
ie 3 ing: the plsns of fourteen countries with @nalyses of the plens.
Knopf, 1948. 57T p.
keconomic problems of Letin America. (kditor)
MeGraw-Hill, 1944. 465 p.
Economic recontruction. (Editor)
MeGraw-Hill, 1945. 4¢4 p.
The economics of America st war. (Contains meterisl originally

published in 1941 under title "Ekconomics of American defense," revised
and with much new materizl added.)

Norton, 1943. 418 p.

kconomics of mobilizetion and inflstion.
Norton, 1251. %08 p.

The economics of New kngland: case study of an older srea.
Harvard University Press, 195&. 317 p.

Lconomics of socisl security: the reletion of the Emerican prosram to
consumption, savings, output, and finance.
MeGraw-Hill, 1941, 455 p.

The economics of the political parties, with special attention to
Presidents Eisenhower and Kennedy.
Maemillan, 196%. 382 p.

Europesn recovery program.
Harvard University Press, 1948. 309 p.

Lxchange depreciation, its theory and its history, 1221-%5, with some
censideration of related domestic policies.

Harvard University Press, 19%6. 516 .
Foreign eid and our ecopomy.
Public Affairs Institute, 1950. 75 pe
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BOOKS WRITTEN AND &DITED BY SkYMOUR b. HARRIE,

Foreigcn economic po for the ed States. (editor)

Harvard University Press, 1248. 420 p.

Higher education in the United Ctates: the economic problems. (Editor)
Harverd University Press, 1260. 252 p.

Higher education: resources znd finsnce.
WeGraw-Hill, 196%2. 715 p.

How shall we pay for education? Lpproaches tc the economics of education.
Harper, 1548. 14 p.

Infletion and snti-infleticnery policies of fAmerican states. (Point 1

of the Agends of the Second Extraordinary Meeting of the Inter-Lmericean
Economic and Soeisl Council.)
Pan American Union, 1951. 143 p. (mimeo.)

Inflation snd the Americen economy.

MeGraw-Hill, 1945. 559 p.
Internaticnal end interrecional economics.
McGraw-Hill, 1957, 564 p.
John Meynard Keynes, econcmist and policy maker.
Seribner, 1955. £34 p.
Monetary problems of the British Fmpjire.
Mzcmillan, 1931. 568 p.
More resources for educstion.
Harper, 19€60. 86 p.
The nationel debt snd the new econcmics.
MeGraw-Hill, 1947. £86 p.
The pnew economics: Keynes' influence on theory and public policy. (Editor)
Knoof, 1947. €86 p.
Postwar economic problems. (Editor)
MeGraw-Hill, 1943. 417 p.
Price and relested controls in the United States,
McGraw-Hill, 1945, 392 D.
Public policy: 1956, 1958, and 1259-60. (Yearbooks of the Graduste School

of Public Administration, Harvard University, edited by Carl J. Friedric h
end Seymour E. Harris.)
Harvard University Press.
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BOUKE WRITTEN AND EDITED BY SkYMOUR E. HARRIS.

Saving American capitelism, a liberal economic program. (Editor)
Knopf, 1248. 373.

Schumpeter, socizl scientist. (Editor)
Harvaerd University Press, 1951. 142 p.

Problems in price control: stabilization subsidies. Part I. Stabilization

subsidies, 1947-46, bty Seywour L. Harris.

Government Printing Office, 1948 (for the Office of Temporary Controlg)

Twzenty years of Federal Reserve policy, including en extended discussion
of the monefzry crisis, 1927-1933.

Harvard University Press, 1933. 2 ¥

To be published December 12€3 by Macmillan:
Economics of American medicine.

Addendums

New England textiles and the New fnglsnd economy: report by the New

England Governors' Textile Committee to the Conference of New fngland
Governors, and detailed analysis, by Seymour L. Harris, 51 p.
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/ Professor Harfis is 66 years old. He was born in New York
City. He did both his undergraduate and graduate work at Harvard
University and has been connected with that institution with minor
interruptions all of his life. He is retiring this year, after many
years of service, which include long terms as Professor of Economics
(since 1945, including several years as Chairman of the Economics De-
partment), editor (since 1943) of the "Review of Economic and Statistics,"”
and associate editor (since 1947) of the "Quarterly Journal of Economics."
Professor Harris has displayed a strong institutional loyalky to Harvard
and has worked energetically to maintain the distinction and quality
of its Economics Department--to hold good men in teaching, to improve
academic pay, and to promote cpportunities for publication of the
results of economic research.

He is generally regarded with affection and obligation by the
graduate students who have worked under his direction. Despite his
varied outside and publication interests, he has always had the repu~
tation of making time in his schedule to confer with graduate students
assigned to him--reading the drafts of papers they submitted and giving
them the benefit of such criticisms and suggestions as he might have.
This high regard appears to extend to studemts who have not been gen-
erally in sgreement with him, as well as those who have subscribed
to the lines of economic thinking he has advocated. One would have
to be very biased indeed not to conclude that Harvard University has
benefited tremendously from his devotion, loyalty and energy over

the term of his service at that institution.

.org
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Professor Hartis's reputation Bs an original scholar is not
80 clear. He is not associated with any major advance in economic
thinking or analysis. While he is a facile writer and has been a pro-
lific contributor to the literature, there is fo particular development
in professional thought that is identified with his name. Despite the
impressive documentation and attention to detail, it is interesting
that his "Twenty Years of Federal Reserve Policy" did not add much either
to understanding of or subsequent restructuring of the Federal Reserve
System or its policy processes. |

In many of his publication efforts he has served more as an
editor, collector and publicist of the ideas and contributions of other
economic writers, than an original author or contributor to books with
which his name is associated. A number of his own books are directed
to current issues of national economic policy and so are of transient
rather than lasting professional interest.

Throughout most of his career he has been outspoken on public
issues, and is an eager writer of "Letters to the Bditor." This has
led him down some strange paths on occasion. For example, in his zeal
to be helpful to his adopted New England, he associated himself for a
time with a group which advocated higher protective tariffs--a position
that reflected very adversely for a time on his prestige among academic
economists. He has also associated himself rather enthusiastically
with the group of economists sometimes called the neo-Keynesians,
who have argued that deficit spending by Government can be used to

correct almost any short-fall in aggregate demand and
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that, therefore, unemployment and underutilization of resources can
always be corrected by "enlightened" fiscal policy. Like many of his
colleagues in this camp, he has argued for some time that monetary policy
was relatively unimportant and impotent.

In more recent years he has shifted his position somewhat and
has emphasized the strong negative role that monetary policy camn play
Ln_hpidinl the economy below optimum levels of output and employment.

Like most of his compatriots he has tended, over the years, to be-

little the importance of inflation as a threat to the American economy

Digitized for FRASER

and has argued that "some" inflation is tolerable and perhaps even
necessary to achieve socially acceptable levels of employment. Thus,
he has been critical of, at least unsympathetic to, Federal Reserve
policies that were directed toward limiting inflationary pressures
and arresting the long-term inflationary trends. This applies parti-
cularly to the policies pursued by the Federal Reserve in the latter
fifties.

While not closely identified with politics in the narrow
sense, Professor Harris has made no secret of his strong preference
for the Democratic Party and he was, and is, highly critical of the
Eisenhower administration and almost gushing in his praise of the
present administration. In fact, both in his role as Chairman of
the Treasury consultants' group and &n his writings and speeches,

he has often appeared to be a sort of “"official" apologist to the
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academic fraternity for the administration, undertaking to explain why
political obstacles have prevented the use of a more active fiscal
policy and even, on occasion, defending the moves toward lesser ease
taken by the Federal Reserve, with the approval of the administration.
On some occasions he has pressed his defense of administration policies
to such extremes that it would appear more of an embarrassment than

a help to policy objectives.

Certainly, one would have to conclude that Professor Harris's
record of participation in public affairs does not match his really
distinguished career as an educator. His positions on issues have
sometimes been contradictory, and sometimes doctrinaire. Hie record
suggests strong loyalties to ideas, individuals and institutions with
which he regards himself as being associated. There seems little
question but that these loyalties currently run to the group of public
policy advisers who would emphasize the role of stimulative fiscal
policy, and who are skeptical of flexible monetary policy, for stabili-

zation objectives.
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(¥ith Francis X. Sutton, Carl Kaysen

end Jzmes Tobin)
Harverd University Press, 1886. 414 p.

g g - (Editer)
YeGraw-Hill, 12€1. 560 p.

Harvard University Press, 1920, <83 p.
The dollar im crisis. (Editor)
Harcourt, Frace and World, 1961. 309 p.

¢ the plans of fourteen countries wlth snalyses of the plans,
Knopf, 1949. 577 p.

Leonomie problems of Latin jmerica. (Editor)
!‘cﬂfli-ﬂlll, -1.94‘. 465 pn

: (Editor)
MceGraw-Hill, 1245, 44 p.
€ g . (Contains msteriesl originally

published in 1941 under title "Lconmomics of Americen defense," revised
end sith much new materisl added.)
Norton, 1943. 418 p.

t caese study of an older srea.
Harvard University Press, 1952, 7 p.

t the relation of the Americamn program to
coneumption, savings, output, and finsnce.
MeGraw-Hill, 1241. 455 p.

< of & » with speclal attention to
Presidents Lisenhower and Kennedy.
Macmillen, 196%. 382 p.

E &, v

Hervard University Press, 1948. 309 p.
Exchenge depreclatiopn, its theory amnd its history, 1921-35, with some
consideration of related domestic policies.
Rarvard University Press, 1946. 516 p.
Publie Affairs Imstitute, 1950. 7 p.
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BOOKE WRITTEN AND oDITED BY SEYMOUR L. HARRIC.

8 g . (kditor)
- = ates : (Editor)
ﬂarverd Un*vereity Press, 1950. cbz P
i [€] €,
HcGr&I-ﬂ’.ll, 1962 . 713 Pe
How _shall we pay for seducstion? Approaches to the economics of education.
Harper, 12348, 14 p.
nfls 3 & (Point 1

. of the Agenda of the uecond thraordinary usstlng of the Inter-imerican
Economic and Soeizl Council.)

Pan American Union, 1951. 145 p. (mimeo.)
£ Omy .
McCraw-Hill, 1245. 559 p.
foGras-Hill, 1957, 564 p.

» cconomist and policy maker.
Seribtner, 1985, £24 p.

Mopetary problems of the Dritish Empire.

Meomillan, 1231. 569 p.

ScOraw-Hill, 1047, 286 .

The new economics: Keynes' inlluence on theory and putlic policy. (Editor)
Knopf, 1947. €88 p.
o (Editor)
MeCraw-Hill, 1942, 417 p.
| !eGraw-Hill, 1945, 302 p.
Public poljicy:s 1956, 1858, and 1958-60. (Yearbooks of the Greduste School

of Publiec /idministretion, Harvard University, edited by Carl J. Friedric h
end Seymour £, Harris.)
Hervard University Press.
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« it , & liversl economic program. (Editor)
Knopf, 1248. 373.
Schumpeter, socinl scientist. (Editor)
Harvard University Press, 1261, 142 p.
& Preblems in price control: stabilization subsidies. Part I. Stalilization

subsidles, 1947-4C, by Seymour b, Herris.
Government Printing Office, 1248 (for the Office of Temporary Comtrols)

» including sn extended discussion

netos; m, 19:7-105¢.
darvaerd University Press, 1933, 2 v,

Tc be published Decealer 1973 by Macmillan:
kaoneploc of moricen medicine.

nddendn-z

. g Dz, ggopopys report by the New
hngland Governors' Tsxtile Couuittee to the Conference of New England
Governors, and detalled snalysis, by Seymour E. Harris, 51 p.
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PERIODICAL ARTICLES BY SEYMOUR HARRIS

The Federal Reserve Act and Federal Reserve policies, Quarterly Journal of
Bgonoimigs, v.45:371-408, May 1931,

Banking and Currency legislation, 1932. Wuarterdy Joucnal of EconQiics, v.46:
5_“6-5?. May 1932,

The gold standard. The American Scholar, May 1933. pp.30l-3ll.

New gold policies. Harvarda Alumni Bulletin. November 10, 1933.

The economic legislation of the 73rd Congress (1lst Session), 1933. ZHoonomic
Jowrnal, v.43:618-51, December 1933,

A year of banking and monetary poliecy.
v,16:72-79, April 193,

British and American emchange policies, Pt. ¥ -II., Quartetly Jowrnal of
Economics, v.48:471.510; 686-726, May, August 1934,

Commodity prices and public expenditures. Review of Economic and Statistics,
V.17 83344, February 1935,

Professor Pigou's theory of unemployment. Quarterly Jowrpal of Econowmigs.
Vo491286-324, February 1935,

and Smith, D.T. The balance of payments of 1934 and the international
economic pdeition of the United States.

Statistics, v.17 (pt.2): 28-33, May 1935.

The commercial theory of credit. B. Jowurpal of Political Econciiy v.4e
94«105, February 193%6.

Gold and the American economy.
February 1940,

American gold policy and Allied war economics., Egopomic Journal, v.50:224-30,
June-September, 1940,

The official and unofficial markets for sterling. Quarterly Jowrnal of Economics,
Vo541655-64, August 1940,

External aspects of a war and a defense economy: the British and American cases,
Beview of Economdcs and Statistics, v.23:8-24, February 1941.

The British White Paper on war finance and mtimlé.ncmo and expenditure.
Journal of Political Foopomy, v.50:27-44, February 1942,

=1 702231-12.

Price control - hemisphere problem., U.S, Foreign and Domestic Commerce Bureau,
Eoreign Commerce Weekly, v.11:12-13, May 15, 1943,
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Subsj.gls;oa and inflation. American Economic Review, V33155772, Septembewy
1943,

More about price control in the export field., Eoreisn Commerce Weekly, Vv.l4:
10-11. March 18. 19“""0

The Broader issues of Bretton Woods: a plea for BritisheAmerican cooperation.
Ihe Now Republic, July 31,1944, pp.125-128,

The contributions of Bretton Woods and some unsolved problems. Rgview of
Bconomics anl Statistics, v.261175+77, November 1944,

Some aspects of the Murray Full Employment Bill, Review of Economics aud
Statdstics, ve271104-06, August 1943.

A one per cent war? Amarican Economic Review, v.351667-71, September 1943,

Dollar scarcity: some remarks inspired by Kord Keynes' last article. Egopomic
dournal, v.57:165-78, June 1947,

Some aspects of the wage problem,
5 145-53, Auvgust 1947,

(Symposium: wage policy) Introduction.
V.R291137-39, August 1947,

(Appraisals of Russian economic statistles.) Introduction. Review of Ecopnomics
and Statistics, v.2:1213-14, November 1947,

New England's decline in the American economy, Harvard Business Review, V.25t
34871, No.3, 1947.

Cost of the Marshall plan to the United States. Journal of Finance,v.3, No.l:
1«15, February 1948,

(Ten economists on the inflation) Introduction. Review of Economics and SHXXEX
Statistics, v.01l-3, February 1948,

(How to manage the national debt.) Introduction. Review of Economics and
Statistics, v.31:15<17, PFebruary 1949,

The inflationary process in theory and recent history. Reyiew of Economics and
Statistics, v.31:200.10, August 1949,

The January 19549 Economic report of the President: introduction. Review of
Economdcs and Statdstics, v.31:165-66,  August 1949.

Effectiveness and coordination of&mmy.ﬁadit. and fiscal policies,
Metrosconomica, v.1:90-104, October 1949,

(Comments on the steel report.) Introductory remarks. Review of Economics and
Statistics, v.31:280-82, November 1949,

VedD1
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Devaluation of the pound sterling., Harvard Business Review, v.27:781-90,
November 19549,

(Productivity and wages) Introduction. Reylew of Economics and Statistics,
Ve3l:292m Noveriber 1949,

(Bow much employment?) Intorduction. Revien of Econgics and Statistics,
v, 32149 February 1950,

Are ;; facing dollar devaluation? Dun's Review, v.58:22-24, 52, 5456, 58,
¥y 1950,

Some aspects of foreign aid and development., Ecomomia Internazionale, v.3s
665-89, August 1950,

Major economic problems of mobilizadion. Haryvaprd Business Revigis Ve2d, no.2:
29-%, March 1951,

(New directione for labor market research.) Comment. JZodustrcial and Igqbor
Relations Review, v.4s4l2-13, April 1951,

The British health experiment: the first two years of the National Health
Service. Amarigan Economic Review, Supp., v.4d 1652-66, May 1951.

(Professor Joseph A, Schumpeter,) Intovductory remarks. Review of Economics
and Statistics, v.33:91-97, May 1951.

(The controversy over mnetsr:.r policy.) Introductory remarks, Summary and

comments, g8, V.331179=04; 1958-200,
August 1951,

Sconiluloa of higher education. Amerigan Economic Review, v.43:344=57, June
953

Fabianism revisited: appraisals of New Fabian essays. J. Introduction,
Revdeyw of Economics and Statistics, v.351199.200, August 1553

Interregional competitions: with particular reference to NorthsSouth competition.
Anmexican Economic Revicw, Supp. v.i41367-80, May¢ 1954,

(A symposiun on the Economie report of the President and related documents.)
Introduction. Review of Economics and Statistica, v.36s249-51, August 1954,

(Some psyahologioal npeetu ot mtmﬂuca lnd economies.y A postseript by the
editor Revie: Qir g Ve 361382.86, November 1954,

Economies of the guarantesd wage. (G.W.)
Association, Proceedings. v.7:164-85, December 1954,

What every economist should kmow about health and medicine: comment., Amerdcan
Beonomig Revigw, v.441922.28, December 1954,

The economics of Eisenhower: a symposium. I. Rewview of Economics and Statistics,
V38135765, November 1956,
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The economies of Governor Stewnsm's program papertlmm 13 the money coming

M' Editﬂl"s not. ~i=1 V.”lly‘-%.

The 1957 Anvestigation of the financial condition of the United States.
Economde Journal, v.68:160-73, March 1558.

(and others) Brief comments on the recession. Reylew of Economics and
Statistics, v.40:309-18, HNovenber 1958.

o= (Further comments,)
May 1959.

Shad e« Rmmd taole on the organization and financing of economic research.
AJ0E AN Soon ifs Snpp. """’9'5’9‘&. m 19590

s, Ve41:190-91,

Wanted: an econmomic progrem: objective of economic 1ife is not balencing
the budget. New Lesder, v.42:9, May 20, 1960.

E.conomicrf: of the Kennedy administration. IPA Review (Institute of Public
Affairs, Melbourne), v.15:27-3%, Jenusry-ilerch 1361.
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December 17, 1962

In the question and answer period following his speech to the Economic
Club of New York, on December 14, 1962, President Kennedy twice made
reference to the Federal Reserve,

The questions and answers in which these references occurred
appeared in text form as follows, in the Wall Street Journal of December 17:

Stimulate Economy Without Inflation

Q. Mr, President, in view of the prospect for a deficit in any event,
and a fairly large one if taxes are reduced, is it part of the Administration's
plan to finance a major part of that deficit outside the banking system in
order to reduce the threat of monetary inflation?

The President: That will be a judgment which is primarily that of
Mr. Martin (chairman of the Federal Reserve Board) and the Federal
Reserve. He has commented on that to a degree before the Joint Committee
(House-Senate Joint Economic Committee) this year; he is concerned about
the prospect of inflation, because of course it affects us adversely, and also
because it affects the balance of payments. I would hope, however, and I
am sure that he will agree, that he will--any deficit which has to be financed
will be financed in a way which will be the maximum degree possible to
stimulate the economy without increasing the prospect of another inflationary
or speculative spiral. So it is a fine adjustment which Mr. Martin will make,
but I'm sure he will be as concerned as all of us are to get the benefit such as
it may be out of the deficit, and also at the same time keep and use our mone-
tary tools wisely enough to keep matters in control. His judgment will be,
because of the Federal Reserve law, final,

L I I S

Easy Money Stimulation

Q. Mr. President, will it be possible and desirable to use a little easy
money stimulation as well as tax reduction?

The President: Well, I think there is a good supply of credit. I think
the Federal Reserve Board has attempted to keep credit as free as it could,
and the supply of money has been increased with the growth of the economy,

I think it would be very difficult to keep it easier than it now is, without having
the short-term funds pour out at a higher rate than they are, After all, we
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have seen when Canada put its interest rates up, I think as high as 7%, though
it has dropped them now, it affected the flow of capital here. In October, we
had several cases of major investments using our markets because of our
interest rates., The fact of the matter is that I am not sure that we would get
much stimulation out of the economy, but I don't see how we could possibly
afford easier money than we now have, and still not have a hemorrhage at

our balance of payments.

I think we have a major problem to balance off the use of monetary
policy here at home affecting our balance of payments abroad, and also that
is one of the good arguments, and as a matter of fact I think that we can make
the case which is almost unanimously made in Europe, that the United States
monetary policy in some ways is too loose, while our fiscal policy is too tight.
And it is for that reason that the international banks in Europe and others
have suggested that the reverse would be more appropriate. I think we
should attempt to keep monetary policy about where it is, try to liberalize
fiscal policy, for the reasons that I have given tonight, but I don't see how
we could possibly go any further in the direction of easier credit, while we
have a balance of payments which is against us by over $2.5 billion a year.

- - 0 -——
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the present term expires for James L. Robertsom, 56,

; appointed fram the Kansas City District.

1h-year

term, as one of seven Governors,
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Jonuary J:

J. L. Robertoon 56 Febraska Kansas City Truman (1952) 1964
C. C. Balderston 67 Pennsylvania Philadelphia  Eisenhower (1954) 1966
C. ¥. Shepardson 68 Taxas Dallas Eisenhower (1955) 1968
Wo. MeC. Martin 5T Now York New York Truman (1951)

Eisenhower (1956) 1970

Francisco Truman

A. L. Mlls 65 Oregon San _ (lmu)’”) —
J. D. Daane 46 Virginia Richmond Kennedy (1963) 1974
G. W. Mitchell 60 Illinois Chicago Kennedy &; -—
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FREDERICK L. DEMDN:

President of the Federal Reserve Bank of Mimneapolis, is 51 years
of age. He is an economist and banker,

He has had some teaching experience at Washington University and
St. Louls University, mainly part-time, at intervals from 1935 to 1949,
His college specialization was in history and economics; he received
the degrees of A.B., AM., and Fh.D. from Washington University in St.
louis over the years 1934-41, He also worked from 1936 to 1941 as a
Special Agent, Insurance Underwriter, and Safety Engineer for the James
R, H11l Inswrance Company in 5t. Louis. His prineipal employment has
been in the Federal Reserve System.

Beginming as Assistant Manager of the Research Department of the
Federal Reserve Bank of St. Louls in 1941, he had advanced through
various positions to that of Vice President by 1951 and Executive Vice
President in 1953. He was sppointed President of the Federal Reserve
Bank of Mimnmeapolis in 1957 and has been active in a wide range of
activities in the central, north central, and northwestern regions of
the United States.

During his Federal Reserve experience he has been active at one
time or another in virtmlly every aspect of Federal Reserve activities
and operations, serving on interbank and interdistrict committees, and
also serving brief tours of temporary staff duty at the Federal Reserve
Board prior to becoming President of the Federal Reserve Bank of
Minneapolis.

In cwrrent regional sctivities, he is Vice President of the United
Pund of Hemmepin County; is Vice President as well as Chairman of the
Research Committee for the Upper Midwest Council; is President of the

oidhkized for FRASER Board of Trustees of Macalester College. He is a Democrat and a
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GEORGE HATHAWAY ELLIS:

Digitized for FRASER

President of the Federal Reserve Bank of Boston since 1961; now bk
years of age; has been associated with the Federal Reserve Bank of Boston
since 1951. B.A. degree in economics; University of Maine, 1941; graduate
study in economics at Harvard, M.A., 1948, and Ph.D., 1950. WVer eervice
194145 in the Army, 2nd Iieutenant to Major.

As an industrial economist, Ellis has specialized in development
problems of the New England Region. In 1950-51, when President Truman's
Council of Economic Advisers set up a special committee on the New England
Economy, Mr. Ellis was one of the most active members. He also served as
Director of the Research Committee on New England for the National Planning
Association from 1953-55; from 1955-57 he was Economic Adviser to the
Committee on Public Transportation of the New England Governors Conference;
and since 1957 has been Chairmsn of the Research Committee of the Greater
Boston Economic Study Committee. He is also a Director of the New England
Council; & trustee of the New England Council for Economic Education; and
is active in the Chamber of Commerce of Greater Boston as well as in various
banking associations and associations of professional econocmists.

He was born in Mainé; he is a Congregationalist; and has not been
identified with either political perty.
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REX J, MORTHLAND:
President of the Peoples Bank and Trust Company of Selma, Alabama,

is an economist and banker. A nmative of Topeka, Kansas, now 51 years
of age, he received an A.B. degree from U.C.L.A. in 1933; his M.A. from
U.C.L.A. in 1934; and his Ph.D. from the University of Chicago in 1946.
He was a Teaching Assistant at U.C.L.A. from 1934-35 and a Pre-Doctoral
Fellow of the Social Science Research Coumcil from 1935-38. He was a
Research Assistant at the Illinois State Tax Commission, 1938-40, work-
ing under George Mitchell (whom President Kemmedy appoimted to the
Federal Reserve Board from Illinois in 1961). While in Illinois he
completed his preparatory work for a Doctor's degree in Govermment
finance, preparing a dissertation on “Mumicipal Debt in Illinois."
Before the degree was completed, he went to the University of Commecticut
as an Assistant Professor, 1940<4l, and was then called to service in
the United States Army. He comtinued in the Amy until 1946, rising to
Major of Infantry.

After coampleting his Doctor's degree at Chicago, he became Vice
President of the Peoples Bank and Trust Company, continuing wmtil 1953,
at vhich time he was promoted to the Presidency. He was an instructer
at the Selma Extension Center of the University of Alabama 1950-52.
Since 1961 he has served as section leader and lecturer at the School
of Banking of the South at Louisians State University. In the Alabama
Bankers Association, he has been Chairman of the Committees on Banking
Education, Executive Management, and Revision of the Banking laws. He
is a Methodist, was raised in Glendale, California, and wemt to high
school there.

Digitized for FRASER
httpi/fraser.stlouisfed.org
Federal Reserve Bank of St. Louis



WAUTER LEE LINGLE, JR,:

Deputy Associate Administrator for Industry Affairs, National
Aevonautics and Space Administration, 1s now located in Washington
although a resident of Cineimmati, Ohio. He 1is 56 years of age, was
born in Atlanta, Georgla, and received his Bachelor of Science degree
from Davidson College in 1928,

From 1931 wrtdl 1961 he vas associated vith the Proetor and
Ganble Company in Cineinnati, becoming Vice President in Charge of
Overseas Operations in 1948; a Director in 1950; and Executive Vice
President in 1954. He 1s a member of the U. S. Chember of Commerce
and was Vice Chairman of the United States Cowmeil of the Intermational
Chamber of Commerce.

He is a versatils and able businessman with wide experience in
the financial side of business operatioms.
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JAMES LOUTS ROBERTSON:
James Louis Robertson was born and reared in Broken Bow,
Nebraska. His birth date was October 31, 1907. After attending
Grimmell College, he studied at George Washingtom University,
from vhich he received both A.B, and 1L.B, degrees. He then did
graduate work at the Harvard Law School, from which he received
his LL.M. in 1932, He entered the Govermment service in 1927 inm
the United States Senate Post Office. Later he was a Special Agent
of the Pederal Bureau of Investigation. In 1933 he joined the legal
staff of the Office of the Comptroller of the Cwrrency. He served
in the United States Naval Reserve in 1943-104k, Thereafter, he
served as Deputy Comptroller of the Currency wntil he took office as
! a Member of the Board of Governors of the Federal Reserve System on
Felruary 18, 1952, He was admitted to the Bar of the Court of Appeals
for the Disgrict of Colwsbia in 1931, and to the Supreme Court of
the United States in 1935. &.mumumuﬁ
sons. : & ;.h’
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Ofﬁce Correspondence Date  April 24, 1964.

To Chairman Martin Subject: _'Money to Grow On"

From Guy E. Noves by Stuart Chase

It is hard to generalize about this book. In some ways and
at some points it veers sharply in the direction of oversimplification
and popularization. It makes many points by appeal to authority
rather than reason. 1If the New York Times and Mr. Chase agree on
something the reader is expected to accept it without question. Simi-
larly, statements by the President's Council of Economic Advisers are
quoted as if they were the word of God.

On the other hand, the detailed process by which Mr. Chase
proposes to enhance aggregate demand seems a carefully planned master-
piece of obfuscation--designed, one suspects, to get around some of
the more obvious "prejudices' against perpetual bank-financed Federal
deficits that the author feels make the average citizen reluctant to
embrace the ''new economics." The underlying reasoning is simple and
not unfamiliar.

First, the "gap'" is accepted without critical examination.
It is simply stated as a fact that our GNP is running about $30
billion below "potential."

Second, it is assumed that an expansion in aggregate demand
sufficient to stimulate the economy to the assumed higher potential
of GNP would not be inflationary.

Third, it is concluded that the expansion of bank credit
is the easiest and quickest way to generate this additional demand.

Essentially, the remainder of the book is devoted to an
intriguing and rather complex specific proposal to assure that this
additional credit expansion shall take place, and that it shall ini-
tially be "invested" in four broad areas, which the author feels
have been skimped--to the disadvantage of healthy economic growth
in the United States.

In brief, the proposal is to capture the unused and wasted
resources which are represented by the presumed gap between the
actual and potential output of our economy for certain social pur-
poses the author regards as highly desirable.
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Chairman Martin -

Cleverly, I think, Mr. Chase wastes very little time criti-
cizing past policies or urging changes in the structure or policy
of existing institutions. He seems to regard the Federal Reserve as
beyond redemption and passes very quickly over the fact that the same
additional credit expansion he proposes to achieve by a new agency
could be accomplished within the existing institutional framework
simply by an easier monetary policy.

Again, briefly, the author proposes to establish an '"Agency
for Economic Growth," which would be empowered to issue notes called
"Growth Certificates." These certificates would bear a low (1/2 of
1 per cent) rate of interest and would have no fixed maturity. They
would be "allotted and placed" with commercial banks in exchange for
demand deposits, which would then be expended for the growth pro-
moting social purposes listed. It is argued that, since this process
would be in addition to the lending and investing activity that the
banks would otherwise undertake, they can easily afford to accept
the low rate of return, which would more than cover their "bookkeeping
costs."

Relying on calculations made by the "Committee on Cash
Flows," Mr. Chase estimates that some $18 billion of additional bank
credit financed expenditure should be carried out in the first 18
months to "close the gap,'" and that it would take about $6 billion
per year thereafter to "hold GNP at potential." This latter figure
is, in effect, an estimate of the deflationary bias of the Federal
Reserve System. He might have said, "We can assume that because of
its old-fashioned hyperconservatism the Federal Reserve will permit
the generation of $6 billion per year less bank credit than the
economy needs to operate at capacity. Hence, we will simply let
them go along as they have in the past--hewing to their overcautious
line--but, through a new agency we will slip the economy an extra
$6 billion a year on the side.'" Unstated is the assumption that the
Federal Reserve is so stupid that it would go right ahead with its
policy as before, ignorant or oblivious of the extra stimulus pro-
vided by AEG generated bank credit.

The flaws in the specific proposal are so numerous and
obvious that it is hard to believe that the author really intends
that it be taken seriously. One is inclined to suspect that the
specifics are simply tacked on to attract fire away from the very
dubious initial assumptions. This could lead an unwary reader to
conclude that, while the new agency and the growth certificates are
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Chairman Martin -3-

unnecessary and unworkable, we could achieve much higher growth rates
and fuller resource utilization simply by inflating demand through
higher rates of bank credit creation than have been permitted in the
past. All we really need to do is just get the Federal Reserve off

the dime! If Mr. Chase merely suceeeded in leading a substantial
number of readers to this conclusion, I suspect he would be well
satisfied.

(A
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Mr. Martin

This is a transcript of your Advertising

Council panel.
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THE ADVERTISING COUNCIL
WASHINGYON CONFERENCE

Pancl Discuggion on the Toonomy

Vov 6, 14964

Hodevagor:

Honovable Predeyick 6. Duttoil
Asgictant Cecrecarxy of State

Panelists:

Honoxrable €. Douglas billon
The Sccretary of the Treasury

Honorable Luther IH. ilodyges
The Secretary of Commepcs

Honorable William McChesnoy Mavtin
Chairman, Federal Reserve foard

Henorable Walter W. Heller
Chairman, Council of Economic Advisors

Representing the Conference:

Mr. T. R. Berner, Chairman & President
Curtiss~Wright Corporation

Mr. Joseph A. Graziocy, Prespident
American Radiator &

Standard Sanitarvy Corporation
Mr. Gabriel Hauge, Prooident
HManufaciturors Hanover fPrunt Cempany

Mr. William a. Hewitit, President
beere & Company
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THE ADVERTISING COUNCIL

WASHINGTON CONFERENCE
Wednesday, May 6, 196l

ER. MARTIH: When_I had the privilege of visiting with
this group a year ago, the situation was definitely different
than it is today. We weré haﬁing a quiet run on ouxr dollayx, not
perhaps a too sexious one, but its cumulative effect was giving
all of us concern. We recognized that we had long had a tax
situation which had been delayed in being corrxected after the
war. Ihnd while there were disagrecments as to whether it was
tax revision, tax reform or tax reduction which was needed, there
wag very little disagreenment that something hag to be done about
our tax system if we were to get the maximum benefit from our
ceonomy.

To me, the most dramatic achievement of 1963 was the
change in the competitive position of Amecrican business. I am
generalizing when I say that, but I think the profit margins did
begin to improve by the endloﬁ the year. And whether they were

what people to lile them to be or not, there is no question that
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our competitive position in the world improved. And it demon-
gtraced once again thatc Ame;ican buminéaa, when it gets a head
of steam on and sees the problem, can do what is necessary to

compete.

Prosident Hennedy in his balance of paymenis message
in July of last year covered this problem adequately. Whether
enough was there or not was not the point. The factﬂwas that he
had covered all the avenues that would need to be followed if
we were to bring about eguilibrium in our balance of payments.
And he iadicated that in the event we were not successful in this
progyam, which included, as you know, an increase in the Federal
Reserve discount rate from 3 to 3-1/2 percent, and a recognition
that we could not be isolationista on interest rxates any more
than we can bhe isolationistc in politics today. The flow of money
around the world is such that we have to be aware of interest
rate differentials, particularly with regpect teo shori term
movémenfs, if we ever hépe to maintain our position as a lead-
ing trxading power.

It also geemed to me that his message, indicated a
weognition of the fact that reducing uncmployment and promoting
growih in bringing about equilibrium in our balance of payments,
but gegardlesu of the emphasis that was placed on one or the other
at the time was cne and the same problem. And it seems to me that
the results since that time have indicated that we can move in

these directions simultancously and with a certain amount of
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5UCHRS .

Peny, 2o wae approacit the present situacion we are not
pudes the guil of a posuible dedlation as we were a year ago.
I an doing sounething that L ey to keep awvay Zxom heve when I
an indicating the future, because in the Fedexal Reserve we try
not to heﬁbxecmutora, but try to annlysze thingsg as they are. But,
noverthelass, © don't balieve in wy judgmeont tth deflation is
the problem at the moment. I think that we all recogniae that
va have pore unemplovieent chan we would like to have, and there
are ﬁiféexing vigus as to how we should tackle this anewploymentc
problen. and we should cextainly bend every cffort that we have
to improvelthe vnelnployuent picture. But at the same time we
must racogaize that we ave now in an expanding cconomy. And
the majority, I think, of consensus today ia that we arg not
inmediately faced with a possibility of a decline in business,
Thorefore, the threat of inflation rears its ugly head once again.
And we have had recurving threats of inflation and yecurring

inflatcion in the entirxe postwar world. This reans, obviously,

.

that the pexiod that we axe nov moving into reguirves prudence
and caution. I think that the Precident has rightly stressed
the repponsibility of business wen and of Lobox €o be prudent
and eautious in ¢he ﬁay they handle the progpegity that we are

precently enjoying. But wvhon I use this word "prosperity," I am

not saying that it's what it ought to be or that it's necessarily

o
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it is going to he, but I am saying that we are in a
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situation now where we can accept a certain amount of prosperity.
dnd ve should never be afyaid of pxoupérity.

fheve arve a cextcain number of people who constantly say,
"iell, things ave so good they just can't go on this way." I
don't believe that we should ever take dnt view. I think that
progperity is nothing to be afraid of. But how you manage
progpexzity is in the long run the question of how you sustain
it.. And this is where the role of the central bank cemes in,
and this is really the gist of my comments today.

It seems to me that what we have and what is required
in the centyal banking system is an understanding that, firat,
the central banlks should sce that there is enough money for the
legitimate reguirements of buginess. That's a primary respongi-
bility. But having done that, it is ouy responsibility to regu-
late the total supply of monoy in such a way, including its cost
and its availability, that the marginal reguirements of business,
tho 10w.requirementm of business and the low priority requirements
of goverment, do not waste themselves in speculation and'rising
prices in a time of expanding business, So that conversely you
can uce, to the ontent that it can be used in a period oi declin-
ing boocinosy monetary policy to gtimulate gome gspeculation and
oo 0w idoag,. and to perhaps concribute to adjusting and keep=-
ing the deeline fyon gotting out of haad.

I other words, to put it giuply, to level the peaks

wid to £4ill in the valleys. Shis is the busie role of a central
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Lamlke. It roguives judguont, it roguizes courage, it reguires
waking Zwow cine to time sone judgments with rxoopoet o the

Fatnve.  Loto wowe flewible than other ingtiumonts of policy
bocause it enn be adjusted more quickly. You can wove in either
diroetion vithout, in my judgront, doing too much damage, and,
it ecextainly ig not the coﬂtrol%ing factor alone in thé eCconoy.

Lot me just close byhuaying that I rate the Zorxces in
the cconeny, as many of you have heard me rate tham before, as
budgecary being number one, and in this connection, I think that
the Pregidont'e cnphasis on reducing unnecessary cxpenditures
in government hag been helpful €o all of us in the period that
we are pruéently in. 4

In the gecond place, we are using #£iscal policy because

the tas progeam ig now under way. Yo what estcont it will scinwe-
Late businecs, we don't knew. DBut we know that cumulatively
it is likoly ¢o encourage business further.

In the area of debe management, the Fedexal Nlecerve
has woxked very closely with the Treasury and the Preasury has
beoen wogt cooparative in seeing to it that we have icoues that
malze it pozpoible for une to finance the deficit outside the bank-
ing syotom,

0f couxnse the Teeasury has a problem in this because
we have a 4-)/4 pereont interest ceiling. And if we reached a
pointe gliere we could not <deal with that, there ig a real

proklon with the Troasuxy and the Federal Reserve in thac.
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So fax, however, we have had no problem in financing the deficit
outside the banking systoem. And there‘has been complete coopera-
tion ﬁnd haxmony between the reasury and the Pederal Reserve.

You arxe all familiar with the wage price problem and
hore we have to wateh developmeonts and await developments.

Monctary policy is the fourth of these policies,
Monetoary policy must be maintained alext, but it must also keep
in fxont oi people the fact that when money is ag available as
it has been there is a tqndaucy for a deterioration in the quality
of cxedit to persist and continue., In the building of hotels
and wotels and walii-family dwelling units and in other rveal
eptate Qantureu, and in pagticular, there haa been a tendency
to axtoend toxns and to engage in activities which may ultimately
caupe we trouble, I don't think that point has been reached yet,
but I ¢hink we would be unwise not to be ealling attention to it.

And let me just close by saying that I tchink it's good
for all of ug, in u.pariod‘cuch ag the present, when we have an
opportunity to think about it, to be heginning to think about what
we do when we have another reecesaion, bhecause we will have another
vocegadon at gsome time. And I hope no one will think I am fore-
éunting a rowepolon noew. But it is In periods like this that
wae have got o think about it. It will be more difficult to
gt o wae cut the next time if we are tryving to stimulate the
eeconony, beeause we are no longer to the ganme extoent an we

wore before under the gun of the way time tax problem. It
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Will be move digficolt for ug to use easy moncy policy because
wo have aced ik, very effoctively, and aggrecsively during this

recent popiod.  Aad it will be, therxedore, incumbant upon ug

(0 see tollr that we do what we can by prudence and diceipline

fard

o atretch out the cuxvent period of prospority and to use wliat
eupendicures wo can to improve he cuaploymone pioture att every
opportunity, so that we can continue to have the growth and the
develomaont and the move towavd ecuilibyium in our halanece of
payvienis which is reguived.

‘thani: you.

(applause.)

PR. DURIICI:  We Gill now open up the four oifficials
to guestions fvom the panel.

L would like to just very briefly intvoduce thom,
although I am sure most of you know them all.

Wivet, Me. Gabriel ¥Hauge, Presidont of the lManufactuvers
anover Wrust Conpany.

Mx.'dosoph Crazier, Chaixman of the American Radiator
and Standard Sanitany Coxporaticn.

e, T, R, Bernex, Chaivman aud President of the
Cartisa-lricht Corporation,

And Hx, William Hewitt, President of Deere and Company.

Jugt £ire away.

M, HAUGHE: Well, T don't know whether I am to start,
becouse & am up here at this end, but ¥ will open off, Mw.
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Chairman, with a question that has been prompted by the remarks
of two ox thiece of the apeakefé.

And I might do it in terms of an article I read in
the ¥ew York Journal of Commerce the other day, written by
Profodsox Henry wallack of Vale University. He wecalled that
at the tine the tax cut was proposed an imporiant part of thé
agalyviical bagic for the tax cui was that the burden of sustain-
ing o QQVQlopinqlthe ceonemy could be put on fiscal policy,
and the burden of fighting for stability on a price and balance
of payments fund could be meore logically rescrved ©o monetary
policy.

Wow we have had the tax cut,‘und we are out into thoe
beginning part of the effective period of this tawx cut. AaAnd
from the comments that have been made here today, it is fair to 2
conclude that we can expect to have some more favorable effeccts
from this tax cut.

The cquestion posed by Professor Wallack, and I think

would be of inteveat to many wembers of the Conference, and this

goes back in a way to a statement in the President’s econonie

repoxt of last January that it would be seli-defeating to cancel

the astimulation of a tax cut by tightening credit, is what is
the thinking today of the relation of wmonctary and fiscal policy
at this stage of the cycle, and with the prospect for apparently
a good deal more pressure on the economy as time goes on?

SECRETARY DILLON: Well, I would be glad to say at
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least a beginning word on that.

L thinl that probubly applies to a number of us here.
It covers a b:oaé azoea.

I do think that the argurent that f£iscal policy had
to bear a greatex proportion of the load in atimulating oux
cconony hag boeen just what's happened because Zairly on,
vight in the beginning, and cven in the spring of 1961, we
never allowed ~- or in the winter of 1960, we never allowed
nonetary policy the fxeedom that it had in the preceding
racessions during the 50%s, when the price o€ short tezm money
went down to roughly half of one percent. Thig time, hecause
of balance payments reasont and no other reason, it never went
below for a very short period maybe 2-1/8 pevcent, which is
gquite a lot different. And then it kept, no we saw the needs
moving upwandag, the shoxt terxm uate, right along. &And,
finally, with the discount . rate increage last asummer and
stabilization as a result of vhat rate shovtly theveafter of
our short term watos at about 3-1/2 pmrcent;-und fiteing into
that relamations, two of them of regulation Q ﬁy the Federal
Regerve Svatem, which allowed the paynoent of higher rates on
time dopopits and savings deposits, I den't think that there is
anything much further that monutary policy could very unefﬁlly
do in the balance payments ficld. And so then we did turn
parallel to all this during this period, to tax reduction as the

prime motor to allow this iwmprovement, economic inprovement to
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carry on. And ¥ think that situation is still maintained .

48 My. Martin points out, we hive come to sort of a
new situnation where it is fax nore difficult with convertible
currencies to use monetary policy in the event of a recession
the vay it wsed to be uced because we have got to maintain short
torm intorest rates relatively parallel throughout the world,
throughout the pares of the world vhere wmoney flows.. That can
be done by action on both sidea and is done that way.

Sone may say, "Why don't we handle the whole long texrm
portfolio problem, also, by monetary policy?" And the argument
in that is that that just isn't possible. Yo do it would reguire
at least a £ull one parcont incxease in the present levels of
interest rates for mortgagés, for all aérts of othexr ~- for
municipal bonds, corporate bonds, borxrowing gencrally. We do
gone $40 billion or $40 billion to 550 billion of that sort of
bhuginess in a year here. fhat is the flows of savings in and
the floﬁu-of savings ouﬁ. hnd to aconchow to be able to force
that zate up one!parcent to cut down a $2 bhillion outflow, a
very small piece oilthat that's going abroad, is sorxt of an
artrene exanple of the talil tyrying to wag the dog. and we just
don’t think it could be done, even if you set out to try and do
k.

Also, if you look back historically over any long
period‘of time, the longer texm raten that are presently currently

in Burope are #=r higher than they were in many periods of the
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past. Taking the whole Nincteéenth Century, for instance. And
our rates are umuch nearer what would aﬁpear to be, at least
past hiatory, proper rates of an economy that is relatively
advanced. In under~developed countries, of course, they have
much highexr rates.

So I don't think that anything that's happening now
ig éontrary to what =-- the question you are posing certainly .
don't think - iyone in the govermment, and certainly not the
Prenident, would feel that we should not use monetary policy.
The Bollar got in trouble, he has said so very clearly, and is
fully prepared to back up the Federal Resezve, whose primary
responsibility is to do that. 8o I think that there really
isn't a great problem there.

MR. DUTTOW: Mr. Marxtin, do you have any comments?

MR. MARTIN: Wb;l, I would just comment that we‘have
been very aware of the problem. A year ago, to go back again,
we were talking about not financing whatever deficit that
developed through the banking system. And we have been success-
ful in maintaining that position.

Now, -just to show you how you cah be wrong on these
things, if you had asked me at that time what would be the
effect on interent rates when the tax reductione-

VOICHE FROM THE FLOOR: Louder.

MR, MARTIN: (Continuing) If you had asked me what

would have heen the effect on interest rates when the tax
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reduction went through, I would have said it would have caused
an increase in interest rates. It actually has not, because
retained earnings and depreciation of corporations has been
adequate up to the pregsent time to meet theié reguirements.

And on the projections that we use at th; Board, those that I
personally use at the Boarxd, the zeguirements of the comaunity
for money have heen far below anything that I anticipated.
Thexrelfore, vo have puvsued a neutral policy in the Iedexal
Regerve. We ave waiting for the market to determine what the
forecens are. 2And I believe that there is no imnediate prospect
of an increase in intere;t rates based on supply and demand
factora.

Few, we have heeﬁ dealing here with a lot of expecta-
tional forces that are always in markets. Thexe are a lot of
people in the warket who immediately jump to the same conclusion
that I was junping to, that when the tax reduction program went
thrcugh;the demand for credit would surge here. Only they went
one step fuzther and said, "And the Federal Reserve will lead the
move toward higher inteveat rates." Well, the Federal Reserve
ﬁaun‘t iead the move toward higher interzest rateg, and I don't
think the Federal Reserve should léad the move toward higher
intoregt rates. I think we try to lean against the wind but we
don't txy to make the wind. aAnd two or three times the money

market has been fooled by these expectational forcees here. What

they will be in the future, T am not forecaating, but I can assure
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you, as I tried to in my general remarks, that the Federal Reserve
ig very awayve and alert to thig probleﬁ, and that it is our inten-
tion teo do what we can here to prevent a speculative boom develop-
ing, oy an inflationary surge which could come at any time, which
would mean that the sustaining of this prosperous period would
be shoxrtened. And ifit were shortened, unless all of us are
alert and active on this, it will mean that we will have 5
larger recession than we would otherwise have £rom the inevitable
éorrectiona that always come in an econonmy.

MR. DUTTON: Walter, do you have a comment on this?

MR, UPLLER: Well, just one quick comment, wﬁich I
think Gahé Hauge io well awvare of, and that is that as compared
with about geven years ago, before our persistent balance of pay=~
ments deficit became a balance of payments problem, and before
we developed the porsistont slack in the econofy, many of us
were advocating just the opposite policy:; namely, tighter budgét
policies, surpluses at full employment and relatively easier
monetary policy to put more funds into inventmént. And I think
that there has hoen a very substantial change. Economists are
capable of adapting to the situation and I think there is a
general acceptance of the proposition that relatively speaking
theze ghould now be a heavier reliance on fiscal policy for
expanasion., And that this, obviously, in the course of time gives
grenter f£xecdom to monetary policy to do the job on the inter-

national front.
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And I think that the cxplanations given by boph
Secretary Dillon and Chairman'Martin indicate that the tool is
there, but that at the present time we are in the happy position,
both on expansion and on the balance of payments front of not
haviing to tighten on the moncetary front.

QUUSTIO:  Ceontinuing the same thought, all of us,
I am sure, applaud the courage and foregight of the Adminigtra-
tion and its action on taucs. But I wonder if we aren't over-
egtinating, or i€ we haven't over-estimated from the top down
the zapidity with whilch the tax cuat or the benefits of it can
e translated into those things which create jobs, and unemploy-
nent remaing a very serious problem. And since it does, can't
this result in rather aerinus politicai frustrations, and perhaps
some pump priming activities which may accentuate and aggravate
this monetary situation?

HMR. DUTTOMN: Waltex?

MR, HELLER: Well, as I tried to say in my comments,
we have,I think, pretiy consistently, both in the Treasury and
in the Council, in fact, throughout the Administration, tried to

say that the impact of the tax cut was not going to be an over-

‘night impact, that we weren't going to just jump from persistent

levels of 5-1/2 percent unemployment, let's say, to 4 percent
unemployment, or pergsistent levels of 85 percent utilization
capacity to a proferzed average operating rate of 92 pexcent.

It'a interesting,'hy the way, that in the British



Digitized for FRASER
http://fraser.stlouisfed.org

39

tax cut about o vear ngo, which was alwost exacilv comparable
O oura in wewne of the balance oi pavicucs -« axcuse me, in
cerns ok the translation of the gross national product, there
was a rathez flat period of 1lull and not much response in retail
cales, and so Foxth, for a couple of months after the tax cut
came in and then a very much enhanced and increased response in
the later nmonths. O0f course, the British economy is much more
expoged. Thov are in a tonghey and tighter position to take the
kind of eoupansicn thse we are able to uwale with ouwr lesser foreign
exposune and with our greatexr €low of both labor and industrial
capaclty available to mect the impact of the tax cut.

T think it faiy to say that the emplovment record of
the pasi few montha, whethex it's the buoyancy of the tax cuk
or noi:, haa been outstanding. We have created over 900,000 new
jobs == that's not even counting the April results =-- which I
think will add to that --- pvexr 900,000 new -joba gince December.
And about 1,400,000 -~ this is non~farm -jobs, -~ about 1,400,000
8incé.a year ago. And ouy prediction, after all, is fairly
modent: not that we will be jumping down to 4 ﬁercent by the end
of the vear, but that we will be gétting down to about 5 pexcent
unemployment and then going below that as we move on. The
full impact of the tax cut won't have worked its way through
the econony for ahout ©wWo ycars.

OUESTION: Yhe recent joint economic rewort proved

the elimination oxr rxoduction of the gold cover reguirements of
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the Federal Reserve credit. What substitute restrictions or
limitations on the Pederal Rescrve in extending crédit ¢o
the U. S. banking system in issuing money are contemplated?

SECRETARY DILLON: Well, I think that again hits a lot
oi us.

“he Joint Deonomic Committec did make this recommenda-
tion, and many bankera, piudents of the problem, are.in agrecment
with thaa fundancncaliy. 'The reason for this is that the United
States is presently the only country that has such a connection
patween gold and dencstic curgency and credit. ©Gold everywhere
clse is used solely as the wedium to settle international payments
and that's what it really is under the present gold exchange
peandarxd. That's what it .l.ﬂ under ouy laws, bocause undery ouy
lawvs you ot auy hots, over gince 1934, turn in currency ox
obtain gold or owunn gold yourself. So logic would indicate that
we should have, as we do have, cur whole gold supply available
to protéct the dolliar in inteirnational dealings. We do have it
because the present law gives Fodeval Regexve the #lexibility to
walive thiﬁ veguirement whon necessary. And the Chairzman of the
Pederal Recorve, MNr. Mactin, has zepecatedly said that he would
exnerciase that right if such a situation arose.

How, the seecond guegtion is the question of timing.
Thig in a highly cnotional issue in this country. There are a
Lot of prople wihe feel that becaune we have always had this

copnegtion, wo phould continue it, although we have changed it
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from time to time. It used to he 40 pexcent a few years ago,
now it's 25, that that should continue. And certainly we have
doelt chat it would be wwise to ask the Congress to make that
change and precipitate a major battle there, a major emotional
batitle in the countyxy, which would bring in the question of the
stability of our currency because chose who attack it would say
that the curreney would no longexr be any good at the time when
our bainnue oi pavients was still in relacively large deficit.
S0 1€ anyihing wvas to be doue, it should be done at a later
dace when we have got our balance of payments in oxder go people
wouldn't think we were doing it so we could continue to run very
big deficita.

Thai isthe vay we have looked at it in the Treasury.
How, this can he technically‘ﬁodified in many ways. It doesn't
haveto be done away with completely. We have gone dowa f£rom 40
© 25 at once, and it applies to both currency and to deposits of
banks with the Federal Reogerve Syaten. It could be left to apply
maybo onlf te curreancy which vould fyree up about half the gold
that's tied up behind that. So thore ave a number of things
that could be done. I think, basically, our feeling is that
it is not nuch of a restraint on the 'Federal Resexve and never
has been. The Federal. Neserve could ia;ue literally billions
and billions, tens of bhillions of dollare of eutra credit, bank
cradit oven with the leatray thoy now have. The Federal Reserve

hasnte shown Chat it noeeds ©h6€ ¢ of o restriction on them,
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and I would think that when the time cawe that the Federal
Rcuerée needed that sort of a ;eatriétion that we would be in
protty bad shape ourselves. I think we ought to rely on the
Federal Regerve as an institution rathér than on this sort of
artificial meaus of trying to tell the Federal Rescrve or control
their aclions.

MR, DUTTON: Ir. Martin.

MR, MARIIN: o embargo on ¢old has been our congistent
policy, and it's only as an international media of cxchange, as
the Secretary has pointed out, that it is primarily important
today. There are only two inportant currencies in che world that
have a gstatutory dgold regewvve covored today, that io the Belgian
france and the Buiss fpanc. Our vacio now stands at 30.3 pex
cent, 25 percont is the xeguizoaaent. T would coxeainly hope that
we would get oux balance of payments situation under control
before we go down below that 25 percent.

MR, HEWITP: ¥ would like to addross a question to
Socretary Hodges.

Iy, Sceretary, in the last sentence of your presenta-
tion you referred to a subject that's of considerable current
interest. I have in mind the question of trade between the
Unitod Stutu; sad Ruspia and the Russian satellite councries
in eastern Durope. Ar

T™he sales of goods by westorn countries to the Soviet

Bloc last year totalled $4.2 billions and these pales by western
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countries to the Soviets are increasing at the rate of about
10 percent a year. The United State's share of this export to
wsalia toitalled about 2 percent or $LGO million.

How, it ie rvelatcively difficule for Uaiced States
coipanies to trade with Russia, dungary, Czechoslovakia, Bulgaria
aind Basc Geormany. Lo's rxelatively casicey to crade wich Romania
and Yugoslavia.

I am wondering, HMr. Becretary, if you could tell us
whether you anticipate any relazocion in the govermment controls
of exborta bylﬂnited Stactes companices to the Soviet Bloc? And
if you do anticipate that, I wonder if you could help clarify
thoe criteria which should control, rather, wvhich should determine
what strategic materials arxe and what noa-strategic goods are.
This io sometimes a litcle confusing. I belicve that approval
ig necessary by a number of difierent government agencies, any
onc of which, any department can cancel a bona fide opportunity
to sell to the Soviet Bloc. These include, I believe, the State
Departheﬁt, Agriculture Department, Defense Department, the
Commerce Departiment and also, I believe, the CIA.

CECRETARY HODGEDS: Well, the last part of your statement
ig not entixely correct, Mr., Hewitt, Unfortunately, we have the
regponsibility in Commercece, so you can put the total responsibility
on ug. Dbecause under the deaignacion of the President the Comnmerce
Dopaytnent Seerecary has the responsibility of passing or not
paasging applications for liceonse.
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As a practical matier, however, we naturally would
consulit with those agencies you are talking about. And if one
cf then had o bona fide argunent or case, we would sit down
and divcuss it. aAud, of couwse, it would go up to the very
highest level. But you cdo not have wgo to all of these places,
nor does each one of them have a veto. I just wanted to make
that clear. 0Of cgourae, you have raised a sexious, éurrent
guestion, in the matter of how we do in trade with the Soviet
énd the Bloe. I am using that now, if. you don't mind, with two
prenipes; that we are scparating Red China, morth Korea and Cuba
fyom youx quudtimn. Vie are only\talkiﬁg about dealings with the
Sovicts, poarcicularly in Durope, and we are oanly talking about
itens that are non»atrateqﬁc.

lew, to Lxy to answen your guestion about strategic.
Bornard Baruch one time said, "ifothing is nonQstrategic."

But, actually, we go basically by the COCOM liast, the 1ist.
that tﬁe'allius and ourselves have agre.d on ane strategic
items and should not be ghipped o the aniétu et cetera, as
it would add to their militaxy potential,

The truth of the matter is that we in this country w=-
I am making this vexy short -~ we in this country are very
seatimental aboui a thing like this. We are not in a way as
strong in our controls and our negative poini of vigw as the
Congress and mueh of the publiec would like us to be. We are

far more likexal today, in Hay 1964, than we were in May 1962,
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iR, DULROIT: I am sodrry, I an going to have to cut

.
.,

it off here now fox the President to caome in.
Vo thani vou, gentlemen, vexy wmuch for coming today.

{Anplange.)
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date__August 14, 1964

To Chairman Martin Subject: Revision of quarterly payments

From J, Herbert Furth figures for 1964,

The Commerce press release reveals that the divergence
between our original estimates and the official released figure
for the second=quarter payments deficit is due exclusively to
new estimates for "special receipts" and "seasonal adjustment,"

"Special receipts" remained negative but the (favorable)
correction was reduced from an estimated $70 million to $40 million,
The seasonal adjustment factor was raised from an estimated $70
million to $119 million,

The official deficit figure is now $623 million before,
and $742 million after, seasonal adjustment; the latter figure
corresponds to a seasonally adjusted annual rate of $2,968 million,

The seasonal adjustment factor for the first quarter was
raised from $249 million to $282 million, This revision raises the
seasonally adjusted deficit from $181 million to $214 milliay equal
to a seasonally adjusted annual rate of $856 million,

Incidentally, the increases in the seasonal factors for the
(seasonally favorable) first and second quarters mean that the seasonal
correction for the current (seasonally unfavorable) third quarter also
will be greater than expected, Since the fourth quarter is seasonally
almost neutral, the correction for the current quarter should be nearly
as large (with reversed sign) as the sum of the adjustments for the

first two quarters, or nearly $400 million,
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To: Chairman Martin =2 -

In response to Mr, Balderston's question of this morning,
the seasonal adjustment for short=-term capital movements is,
according to the Commerce Department, very small for the first
but about $90 million for the (seasonally favorable) second quarter;
this means that the seasonally adjusted outflow would be about $90

million larger than the reported unadjusted figure,
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BOARD OF GOVERNORS
OoF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date_August 5, 1964,

To Chairman Martin (through Mr. Young) Subject: Will Britain Need Foreign Credits

From Samuel I, Katz During Next Six Months?

CONFIDENTIAL {FR)

United Kingdom officials expect they will have to draw

upon foreign credits this year. During my stay in London last week,

senior British Bank and Treasury officials stated privately that the
United Kingdom would be indeed fortunate if it did not find it necessary
to draw upon international credits within the next six months. The
election may make Britain's payments problem more substantial, but

the fundamental cause of their concern is the continuing large

deficit in Britain's current and long-term capital accounts. Any
pre-election speculative capital flows would merely add to the
underlying payments deficit; on the other side, an election outturn
considered by financial markets to be favorable is not expected to
provide sufficient capital inflow to preclude difficulties.

Weakness in underlying payments position. Deficits in

both the current- and the long-term capital accounts are responsible

for the weakness in Britain's external payments position. On the

trade side, the cyclical increases in imports are about in line with

the expectations of the authorities when they undertook their expansionary
program about 15 months ago; but there is concern that exports may

not expand fast enough in the second half of 1964 to finance the

economy's needs for imported materials,
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To: Chairman Martin -2-
(through Mr. Young)

On the long-term capital side, British oil companies are
making heavy investments abroad this year after two years of only
limited payments. The Shell investment in Italy and capital spending
in the new field in the Middle East are among the projects underway.

Thus far, Britain's reserves have been more favorable than had
been expected because the outer sterling countries have been accumulating
sterling balances. But the view was expressed that the underlying
deficit was bound to lead to reserve losses over the next six months:
one figure mentioned (as a rough measure of magnitude and not as an
estimate or official projection) was reserve losses of as much as
£200 million during the next two or three quarters. Any pre-election
capital flight would merely add to the large current payments deficit
and to expected reserve losses,

Attempts to hold domestic interest rates. The publication

of the adverse trade figures for June produced a significant shake-out
in British financial markets in mid-July. The Treasury bill yield
rose about 20 basis points, and the discount houses obtained very
heavy amounts of bills at the weekly tender because "outside' investors
withdrew from the market. At the same time, bond yields also moved up,
evenl though the Government Broker bought £100 million of bonds in a
single week.

After about a week, financial markets regained an element
of stability, and the authorities were even able to sell some bonds.
However, both the bill and gilt-edged markets continue to be brittle
and poor trade returns or other unfavorable news could produce a further

shake-out in these markets.
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To: Chairman Martin -3~
(through Mr. Young)

Despite rumors in financial markets, the British authorities
are strenuously trying to avoid a rise in Bank rate at this time.
In present circumstances, they want to avoid a rise in Bank rate
from 5 to 6 per cent at this time so that it would be available
as a policy instrument should a run on the pound develop in August

1/
or September.”

Because the election is still three months off, Bank officials
are trying to check the rise in Treasury bill rates, Bank officials
at all levels are expressing this view in conversations with the
discount houses, To keep yields steady, the monetary authorities
are prepared to see some expansion in short-term credit supplies,
For example, the weekly Treasury bill tender was increased from
£230 million to £250 million in late July because the Government
Broker had been forced to buy bonds in mid-July., One suggestion
made was that the Bank could act to ease short credit conditioms
for a temporary period to gain time, if such drastic action were
required, Conditions in British financial markets are not good,

As a result, distinctly unfavorable news could threaten to force

the hand of the monetary authorities at any moment,

1/ It is assumed that a 2 per cent rise in Bank rate would be required
under emergency conditions. A 6 per cent Bank rate now would thus
mean an 8 per cent Bank rate: but the rate only reached 7 per cent
during the massive exchange crises in September 1957 and again in
July 1961. An 8 per cent Bank rate would be considered out of
proportion to the extent of weakness in Britain's underlying position;
it would also have obvious political implications at this time,
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To: Chairman Martin ==
(through Mr, Young)

How to finance reserve losses? Because expected reserve

losses would be primarily a matter of an underlying payments deficit
(not merely reversible shifts of temporary short-term capital),
British officials are thinking in terms of medium-term financing-=
that is, a drawing from the Fund and not short-term central bank
swaps.

However, the Fund might have to actuate the General
Agreement to Borrow if the United Kingdom wanted large amounts of
European currencies. Certain European representatives (the French
and the Dutch) are known to wish to impose conditions on the United
Kingdom. On their part, the United Kingdom officials are prepared
to resist conditions they consider unreasonable. They will maintain
that drawings against their stand-by for the gold and first credit
tranche should continue to be favorably treated: an attempt by
European representatives to impose conditions for such drawings
would (in the British argument) amount to a change in long-standing

Fund policies and would, therefore, be entirely unacceptable,

It was reported that British officials have already
confirmed with Mr, Schweitzer that the Fund is prepared to meet
its commitment. One British official expressed the hope that
Mr. Schweitzer would do as much of the negotiating with the Group of
Ten as possible but he did recognize that there was bound to be
some consultation within the Group of Ten with active participation
by United Kipgdom representatives.

To meet a British drawing, Mr. Schweitzer may finally

have to fall back, at least in part, upon the Fund's gold holdings.
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To: Chairman Martin -5-
(through Mr., Young)

Use of central bank swaps. Either of two contingencies

might lead the United Kingdom to make use of central bank credit
facilities, at least in the first instance, instead of the Fund
stand-by. 1In the first place, the time needed to complete
arrangements under the Borrowing scheme might create a problem of
temporary finance; in addition, the terms laid down might be such
as to lead British officials to seek funds from other sources,

Secondly, as the election approaches, the United Kingdom
might experience speculative capital outflows thought to be
reversible. Central bank swaps are ideal for this purpose.

It is my impression that the Bank of England has no
specific advance understandings with European central banks for
this contingency and will wait to see the volume and destination
of any outflows before deciding on tactics, They do have experience
in using such credits in the past. However, Bank officials seem
to be uncertain whether their European counterparts would try to
impose conditions on such swaps at this time, They seem to think
that the credits would not be bilateral, as in the past, but that
there would be some joint discussion by the central banks of the
Common Market countries, In fact, the bankers from these countries
have begun to meet regularly as a group on Monday afternoon after
the regular monthly meeting in Basle., One British official thought
that despite the position taken by Common Market representatives
in other forums, the central bankers would make swaps available
with only minimum conditions,

Because of these uncertainties, however, it is evident
that the British authorities find the facilities available under

the Federal Reserve swap particularly attractive at this time,
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To: Chairman Martin -6-
(through Mr. Young)

Major changes in British economic policy in prospect? It

became clear (in discussions with Bank and Treasury officials, with
Sir Robert Shone of Neddy and with Christopher Saunders of the
National Institute for Economic Research) that a good deal of
ssrious thinking gbout British economic policy is already underway,
Some of the studies deal with the steps to be taken should payments
difficulties arise before the election. But the fact that the
payments weakness is not temporary in character has provoked
inquiry into what went wrong this time,

There is general disappointment that, once again, domestic
expansion may have to be cut off by balance-of-payments difficulties.
Proponents of two lines of policy have been particularly disappointed:
those who thought that enough demand in the economy would lead to
sustained economic growth (through advances in productivity) and
those who thought that the key to steady growth was through the
Neddy-type of economic "planning."

The headline in the Financial Times (July 30) that

"Economic Problems Will Dominate The Next Five Years' (of the
new Parliament) confirms my own impression that significant changes

in economic policy may well be in the making,
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BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date__August. 14, 1964 __
To Chairman Martin Subject: Weekly payments indicators
From J, Herbert Furth

CONFIDENTIAL (FR)

Tentative data for the week ending August 12 suggest
a payments deficit of $147 million; the deficit for the preceding
week was revised downward to $73 million, While the average of
these two weeks suggest a monthly deficit much lower than the
(revised) $612 million figure for July, the decline in the
deficit has so far been much smaller than in the corresponding
months of this year's first and second quarters,

Incidentally, I have not yet received the Commerce
press release announcing the payments data for the second
quarter, Press reports indicate, however, that the announced
deficit is somewhat higher than had been expected (seasonally
adjusted annual rate of $2.9 billion rather than of $2_.7 billion),
and that the figure for the first quarter also has been revised
upward (to a seasonally adjusted rate of $800 million, from
$720 million),

Mr, Dahl intends to discuss the figures in Monday's

Board briefing, and I shall include an analysis in Tuesday's

FOMC presentation,
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Changes in Foreigners' Liquid Assets in the U.S. and in U.S. Monetary Reserves

W E

(In millions of dollars)
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Changes in principal

Changes in United States

E/ Treasury gold stock plus gold in Exchange Stabilization Fund.
E/ These claims are included in official holdings in the Weekly Series.

p - preliminary

T - revised
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Federal Reserve Bank of St. Louis

liquid assets held by foreigners monetary reserves (signs reversed) Foreigners
Official Foreign TMF net gains (
FRBNY "Street” — Total Private Golad/ currencies position  Total or losses(-
= 3 - Ly -l +11h - 16 + 2 + 2 - 12 + 61
+ 69 +123 +192 +147 - 1 + 2h - 2 + 21 +360
- 49 + 31 - 18 +225 -— - 26 - 1 - 27 +180
+ 59 - 36r +23r + 1r = @3 % - - 22 + 2
+ 10 +-23p /4~  +-33p2Yt +-T9p 7. * 10 - 30 = '3 -23 7% +Bop/
i 5 = 1 O _r__'|:' :'_'_" ! r 1M S‘ "l t!“. "]
(Six Week Totals)
+108 -192 +292 +208
+257 + 21 +286 +564
+163 +397 +117 +6TT
+116r +380r + 76 +572r
1i9a +128p +503p -9 6 - +631p &
27 5 Lo =2 —3 S ) o R
M O N T H L' ¥ ] R I E
International
Official and Regional E/ Private Total
+223 - L5 -183 - 5 + 3h + 11 - P + 43 + 38
+200 - 30 -287 -117 + 70 + 71 +123 +26l +147
p g LR A 71 AL P, = - T / - 34 y A o 2
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