
The attached minutes of the meeting of the Board

of Governors of the Federal Reserve System on May 9, 1966,

which you have previously initialed, have been amended, at

the suggestion of Governor Maisel, (1) to include reference

to certain specific suggestions at the end of the first

paragraph on page 7, and (2) to include an additional

sentence at the end of the first incomplete paragraph on

page 13.

If you approve the minutes as amended, please

initial below.
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Governor Robertson

Governor Shepardson

Governor Daane
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you were not present, your initials will indicate

only that you have seen the minutes.

Chm. Martin

Gov. Robertson

Gov. Shepardson

Gov. Mitchell

Gov. Daane

Gov. Maisel

Gov. Brimmer



Minutes of the Board of Governors of the Federal Reserve

System on Monday, May 9, 1966. The Board met in the Board Room at

10:00 a.m.

PRESENT: Mr. Martin, Chairman
Mr. Robertson, Vice Chairman
Mr. Shepardson
Mr. Mitchell
Mr. Daane
Mr. Maisel
Mr. Brimmer

Mr. Sherman, Secretary
Mr. Kenyon, Assistant Secretary
Mr. Broida, Assistant Secretary
Mr. Holland, Adviser to the Board
Mr. Solomon, Adviser to the Board
Mr. Molony, Assistant to the Board
Mr. Fauver, Assistant to the Board
Mr. Hackley, General Counsel
Mr. Brill, Director, Division of Research and

Statistics
Mr. Farrell, Director, Division of Bank

Operations
Mr. Solomon, Director, Division of Examinations
Mr. Johnson, Director, Division of Personnel

Administration
Mr. Kelleher, Director, Division of Administrative

Services
Mr. Kakalec, Controller
Mr. Hexter, Associate General Counsel
Messrs. O'Connell and Shay, Assistant General

Counsel

Mr. Koch, Deputy Director, Division of Research
and Statistics

Mr. Partee, Associate Director, Division of
Research and Statistics

Mr. Axilrod, Associate Adviser, Division of
Research and Statistics

Mr. Sammons, Associate Director, Division of
International Finance

Messrs. Hersey, Katz, and Reynolds, Advisers,
Division of International Finance

Mr. Leavitt, Assistant Director, Division of
Examinations
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Mr. Kern, Assistant Director, Division of
Administrative Services

Mrs. Semia, Technical Assistant, Office of
the Secretary

Miss Hart and Messrs. Forrestal and Via, Senior
Attorneys, Legal Division

Mr. Keir, Chief, Capital Markets Section,
Division of Research and Statistics

Mr. Fry, Economist, Division of Research and
Statistics

Mr. Dahl, Chief, Special Studies and Operations
Section, Division of International Finance

Messrs. Gemmill, Senior Economist, and Baker,
Economist, Division of International
Finance

Messrs. Egertson and Maguire, Supervisory Review
Examiners, and Poundstone, Review Examiner,
Division of Examinations

Mr. Bostian, Examiner, Federal Reserve Bank of
Richmond

Mr. Furth, Consultant

Approved items. The following items were approved unanimously

after consideration of background information that had been made avail-

able to the Board. Copies are attached under the numbers indicated.

Item No.

Letter to Peoples State Bank of Kountze, Kountze, 1
Texas, approving an investment in bank premises.

Letter to the Bureau of the Budget recommending
approval by the President of enrolled bill
S. 1308, "To authorize revised procedures for
the destruction of unfit Federal Reserve notes,
and for other purposes."

Telegram to the Federal Reserve Bank of New York
approving the opening of an account for Banque
Centrale d'Algerie (the Central Bank of Algeria).

2

3

Report on competitive factors. A report to the Comptroller of

the Currency on the competitive factors involved in the proposed purchase
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of assets and assumption of liabilities of Norfolk Savings Bank, Norfolk,

Connecticut, by The National Iron Bank of Falls Village, Falls Village,

Connecticut, was approved unanimously for transmittal to the Comptroller.

The conclusion read as follows:

There is little, or no, existing competition between
Norfolk Savings Bank and The National Iron Bank of Falls
Village. In view of the approved but not yet established

Norfolk branch of The National Iron Bank of Falls Village,
consummation of the transaction would eliminate potential

for competition between participants for savings deposits
and several kinds of loans. However, the overall competi-

tive effects do not appear adverse.

Application of Citizens Bank and Trust Company. A memorandum

from the Division of Examinations dated May 5, 1966, and other perti-

nent papers had been distributed in connection with the application of

Citizens Bank and Trust Company, Clare, Michigan, for permission to

consolidate with The State Bank of Coleman, Coleman, Michigan. The

Division's recommendation was favorable.

Following comments by Mr. Egertson summarizing the principal

facts in the material that had been distributed, the application was

L,122.EaLtsi unanimously, with the understanding that an order and state-

ment reflecting this decision would be drafted for the Board's con-

sideration.

In voting, several members of the Board made brief comments.

Governor Mitchell said he voted to approve reluctantly, and only

because of the small size of the merging bank, because some competi-

tion was being lost. Governor Daane remarked that, although some



1 GI 0

5/9/66 -4-

competition would be lost, he felt the merger would be in the public

interest. Governor Maisel said he would approve purely on the size

factor; it was not a very large bank that was being lost. Governor

Brimmer referred to the Coleman institution as a non-aggressive bank

that occupied a strategic position, yet failed to serve its community.

In his opinion the merger would result in improved service to the

community and might increase competition.

Messrs. Shay, Via, Egertson, Maguire, Bostian, and Poundstone

then withdrew from the meeting.

Annex building. Governor Shepardson referred to the presenta-

tion made on April 28, 1966, by the architectural firm of Harbeson

Hough Livingston & Larson of preliminary plans and models of alterna-

tive designs for an annex building to be constructed on the Board's

Property north of C Street. Plan A had three basic floors, with a

net office area of about 79,000 square feet. Plan B had four floors

Plus a set-back penthouse. In the course of the presentation and

subsequent discussions there had been suggestions for a combination

Of the two plans, and information had been obtained from the architects

as to possible implementation of such modifications.

One suggestion (Plan A-1) would involve adding a set-back

fourth floor to Plan A; this would expand the square footage by some-

what more than 17,000 and would increase the estimated cost from

$8.2 million to $8.9 million. A second possibility (Plan A-2) would
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be to add to Plan A a fourth floor and also a set-back fifth floor,

providing a net office area of about 123,000 square feet at an

estimated cost of $9.5 million. The glass shield wall, which was

a feature of the original Plan A, at a cost of approximately $300,000,

would remain at that cost for Plan A-1 and would cost an additional

$100,000 for Plan A-2.

Governor Shepardson recommended that the Board accept alterna-

tive Plan A-2. While this plan would provide for a considerable

amount of future expansion, there seemed to be no doubt that it

would be possible to rent any unneeded space in the interim. As

for the use of the glass shield, while that seemed to be a desirable

feature, he believed that it would be best to reserve a final decision

until there had been an opportunity to inspect existing buildings in

Which that feature was utilized.

As for the time schedule, Governor Shepardson continued,

the next step would be for the architects to take the accepted design

and develop more detailed plans, which would then be submitted to the

necessary public bodies for approval. Each of these steps might take

about three months or more. After the necessary clearances had been

Obtained, the architects would be in a position to develop construction

Plans, which would probably take about six months. He mentioned these

facts particularly in light of the question whether construction con-

tracts should be deferred due to current inflationary pressures.
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In the ensuing discussion it was brought out that the addi-

tional space provided by Plan A-2 could be obtained at a relatively

low cost per square foot. A consensus developed in favor of this

plan, although some reservations were expressed as to the attractive-

ness of the exterior design. It was suggested that buildings in the

Washington area of similar design be inspected.

Governor Mitchell suggested that an effort be made to see

if the Department of the Interior and the National Park Service could

be persuaded to allow the Board to build garage facilities underground

to the north of the Board's property. Governor Shepardson recalled

that the property to the north was designated as a park but had not

been so developed because of the need for the parking lot now on the

surface of the property. Governor Mitchell's suggestion would call

for the surface to be developed as a park, and for the Board to extend

its garage facilities below ground; as a quid pro quo the Board would

assign away a number of parking spaces equal to those now available on

the surface. Governor Mitchell commented that if the Board's architects

knew there was to be a park rather than a parking lot as a north outlook,

they might wish to modify the design for the annex building somewhat.

Further discussion touched upon the problems involved in handling

traffic, at rush hours, to and from the garage to be located under the

annex building. One suggestion was that consideration be given to the

Possibility of arranging access to the garage from Virginia Avenue.
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The Board then decided to proceed with the development of

plans according to design A-2, with the understanding that the planning

steps would include consideration of the procedural suggestions that

had been made. These included suggestions by Governor Maisel:

(1) That the Board be given a list of buildings in or around
Washington whose general appearance or specific parts would be similar
to the proposed building, and that the Board not make any decisions
as to the design until such buildings were examined.

(2) That the Board consider the use of a jury of prominent
architects or of an architectural consultant to advise on the design.

Messrs. Johnson, Kelleher, Kakalec, and Kern then withdrew and

Mr. Morgan, Staff Assistant, Board Members' Offices, entered the room.

Reserve requirements. There had been distributed a memorandum

dated April 29, 1966, in which Mr. Brill, in response to a request by

the Board, reviewed considerations bearing upon the possibility of a

change in reserve requirements in the near future, and in particular

of changing to a graduated reserve system. The memorandum, which incor-

porated by reference several other staff memoranda presented to the

Board earlier this year, discussed the basic issue of the use of

Changes in reserve requirements as contrasted with the use of other

instruments of monetary policy, the relative ease or tightness of

reserve positions according to classes of member banks, the strain

that a reserve requirement action might place on the discount rate

and the maximum rates payable on time and savings deposits under

Regulation Q (Payment of Interest on Deposits), and probable effects

O n flows of funds among types of financial institutions and on
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Treasury financing. It was Mr. Brill's conclusion that a reserve

requirement increase would be a suitable method of restraining bank

credit expansion, but that it did not seem appropriate at the present

time to move to a graduated system because of the relatively easy

Position of country banks. As an alternative, he suggested that

reserve requirements against demand deposits at reserve city banks

be raised, leaving country bank requirements unchanged. As a mod-

ified alternative, he suggested that reserves against time deposits

Other than passbook savings might also be raised.

Dissenting views of Mr. Koch and Mr. Holland were also set

out in the memorandum. In essence, Mr. Koch was opposed to any

increase in reserve requirements at this time for the purpose of

tightening general monetary conditions further, since essentially

the same objective could be accomplished more smoothly and effectively

through open market operations and discount window policy. If require-

ments were to be raised, however, he would raise them across the board

Ott demand deposits, and he was opposed to an increase in reserve

requirements on time deposits other than passbook savings. Mr.

Holland was of the view that a case could be made for (a) no reserve

requirement increase now, achieving such further restraint as was

desired by placing banks in a position where they would have to in-

crease their use of the discount window; and (b) introducing a

graduated reserve requirement plan at a later date, when it could
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partly offset a possible future redistribution of deposits and reserves

adverse to country banks and in favor of city banks.

There had also been distributed a memorandum of May 2, 1966, in

Which Mr. Solomon (Examinations) referred to the growing trend toward

withdrawals from System membership, the predominant cause being the

burden of reserve requirements; and a memorandum dated May 6 with

which Mr. Hackley submitted a draft of a proposed amendment to the

Supplement to Regulation D (Reserves of Member Banks), prepared at

the request of Governor Maisel, that would impose higher reserve

requirements (6 per cent) against time deposits, other than savings

deposits, where such deposits exceeded $5 million.

During introductory remarks Mr. Brill observed that the lack

of staff unanimity reflected diversity in the degree of priority

assigned to the use of the reserve requirement tool. Also, the econ-

omist members of the Board's staff, while recognizing the problem of

making membership in the System attractive, did not feel that this

was an appropriate time to put additional reserves in the hands of

the smaller banks.

Governor Robertson commented that at the present time the

Federal Reserve ought to be slowing things down and absorbing reserves,

and in such a way that when it became necessary to move in the oppo-

site direction, that could be done in a manner that would facilitate

adoption of a graduated reserve plan. He believed it desirable at
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least to indicate a move toward a graduated basis, and thought that

this could be done without much difficulty, although it would be

necessary to revise the plans that had been considered in the past.

He suggested that for all member banks reserve requirements on the

first $5 million of net demand deposits be reduced to 10 per cent;

that on the intermediate tranche, from $5 million to $50 million,

the requirement be set at 12-1/2 per cent; and that the reserve

requirement on the amount of net demand deposits above $50 million

be increased to 17 per cent. Under present circumstances, of course,

the 17 per cent reserve requirement could be applied to the top

layer of demand deposits at large country banks only up to the point

at which total reserve requirements on their net demand deposits

reached the statutory maximum of 14 per cent. If it was desired to

draw more of those banks into the full 17 per cent requirement for

deposits above the $50 million mark, it would be necessary to classify

the cities in which they were located as reserve cities. He would

also increase from 4 per cent to 6 per cent, for all member banks,

the reserve requirement on time deposits on which a higher rate than

4 Per cent was paid.

The combined effects of these changes, Governor Robertson

continued, would be to absorb about $470 million of reserves. He

asked the staff if he was correct in his impression that the action

he suggested for the intermediate sector of deposits would require
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fewer country banks to increase their over-all demand deposit reserves

than other plans had contemplated. Mr. Fry replied that earlier plans

had principally contemplated a reserve requirement of 12 per cent for

the deposit tranche of $5 million to $50 million, and therefore an

increase to 12-1/2 per cent would require a greater number of country

banks to increase their over-all reserves. In response to a further

question by Governor Robertson as to whether, even so, fewer country

banks would reach the 14 per cent statutory limit for net demand

deposits, Mr. Fry indicated that he believed one more bank would be

involved than in earlier proposals.

Governor Mitchell stated that he had thought for a long time

on the difficult issue of whether or not differential reserve require-

ments should be introduced for savings and time deposits. Although

in the course of his thinking he had shifted from one side to the

other, at the present time he believed such a step would be wrong

because it would discriminate against banks, as intermediaries, in

a field where they did not have a monopoly. If the Board believed

the use by banks of time certificates was exposing competitors to

Sharper competition than was wholesome, he would advocate decreasing

the maximum rate of interest or placing more restrictive size and

maturity limitations on the kinds of obligations they could issue.

Re believed there was an automatic policing factor in the differential
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between the maximum rates payable on passbook savings and on certificates

of deposit; banks were not anxious to pay 5-1/2 per cent for funds they

could get for 4 per cent.

With respect to demand deposits, Governor Mitchell agreed with

setting the reserve requirement for the first $5 million of net demand

deposits at 10 per cent for all member banks, but he suggested setting

the requirement at 12 per cent for demand deposits from $5 million to

$25 million and at 17 per cent on demand deposits in excess of $25

million. In suggesting these brackets he had in mind that the cut-off

at $5 million of net demand deposits would affect 75 per cent of all

commercial banks in the United States, and that the bracket from $5

million to $25 million would include another 20 per cent. However,

he did not have available similar breaking point figures for member

banks alone. The net effect of his proposal would be an increase for

the larger country banks, which he considered appropriate, and a very

small change in the reserve city bank area. It was necessary to raise

the top requirement from 16-1/2 per cent to 17 per cent to avoid a

net reduction in the requirements of large reserve city banks. A

major point of his plan, however, was to put a little additional pres-

sure on large country banks.

Governor Maisel said that there appeared to him to be three

questions: whether reserve requirements should be used as a tighten-

-ng mechanism, whether the Board wished to move to a graduated system
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of reserve requirements, and, if so, how to accomplish the purpose.

He hoped the Board would agree that tightening was needed, and it

seemed clear to him that reserve requirements should be used. Because

of a good deal of slippage, open market operations had not produced

a desirable degree of restraint. He urged the Board to adopt the

amendment to the Supplement to Regulation D that was submitted with

the aforementioned May 6 memorandum from Mr. Hackley.

Governor Brimmer stated that he would be extremely cautious about

using the reserve requirement instrument. If the Board's interest was

simply in tightening credit conditions, this could be accomplished through

Open market operations, and possibly a discount rate change, both of

Which were more amenable to reversal, if necessary, than reserve require-

ment action. He would hope that as a minimum any change in reserve

requirements would be worked out so as to accomplish other objectives,

such as deterring withdrawals from System membership and moving toward

a graduated reserve system.

Governor Daane said he shared the view that use of the reserve

requirement instrument at the present juncture to absorb reserves would

be inadvisable. Such an action would further complicate financial

market conditions and rate relationships, run counter, in part, to present

Policy, and create greater disruption than the use of open market operations.

Governor Mitchell remarked that this was the only instrument

of monetary policy that could reach specifically to large country banks,

which were in the easiest position today of any class of banks.
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Chairman Martin then said that it seemed important to bring

the Reserve Banks into the discussion. Although the Board had the

responsibility for fixing reserve requirements, there were enough

differences of opinion, and enough questions of theory and practice

involved, to suggest that the subject be brought up with the Presi-

dents. This could be done tomorrow when they were in Washington for

the meeting of the Federal Open Market Committee.

Governor Maisel inquired whether it would not be desirable

for the Board to reach tentative agreement on some plan in advance

of such a discussion, and Governor Daane suggested that it might be

helpful to see the Robertson and Mitchell plans on paper.

Governor Shepardson stated that he favored action somewhat

along the lines suggested by Governors Robertson and Mitchell, with

this added thought. Previous discussions of ways to equalize the

Position of reserve city banks and large country banks had always

encountered the problem of reclassification of cities. There was

always bound to be objection to any action that resulted in a sig-

nificant increase in the required reserves of large country banks,

but it would appear such an action might be more readily accepted if

it were taken as part of a general program of tightening monetary

conditions, as called for at the present time, rather than at a

time when policy was in the direction of easing. It seemed to him

that Governor Mitchell's proposal, in particular, would work in the
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right direction. As for time and savings deposits, Governor Shepardson

agreed with the view that no differential reserve requirement should

be adopted. He did not share the view that the open market instrument

was not an adequate tool to accomplish any desired tightening; the

degree of pressure exerted had reflected the consensus of the Open

Market Committee, but in his opinion the movement toward restraint

had been too gradual.

There followed discussion of the probable market reaction to

a reserve requirement action during which Mr. Koch noted that the plans

suggested might underestimate the variation of the effect on individual

banks; although aggregate figures might show little impact, particular

institutions could be hit quite hard.

Mr. Solomon (Adviser) expressed the view that it would be

unfortunate to adopt a change in reserve requirements on the ground

that open market operations had failed to control the supply of

reserves. If that was true, there was something basically wrong

that could not be cured simply by using a different instrument.

The supply of reserves was within the power of the Federal Reserve

to control through open market policy as it desired.

Governor Maisel commented that perhaps the monetary statistics

the first of the year simply reflected a situation in which thesince

Federal Reserve had failed to reach agreement on a policy that was
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sufficiently restrictive. In the circumstances, however, he was willing

to turn to the reserve requirement instrument to obtain further restraint

and therefore would support such a proposal.

Chairman Martin observed that timing was an important considera-

tion in any monetary policy decision. His own view was that this was

not the time for overt action through reserve requirements, margin

requirements, or otherwise. Conditions were very unsettled; no one

really knew what was working out in the economy. Therefore, it seemed

desirable to wait and explore all aspects of a policy more fully. He

Personally was in favor of uniform reserve requirements, but he would

accept graduated requirements as the next best device. However,

before any change was made by the Board, the move should be accepted

by a substantial majority within the System. If the Board took any

action today, it would be necessary to explain the rationale at some

length to the Presidents and directors of the Federal Reserve Banks.

Governor Robertson commented that it might be helpful to look

at reserve requirements, in respect to time deposits, in the context

of the original concept, under which a higher requirement was considered

justified, as a safety factor, against the more volatile types of

funds. Savings accounts were more stable than the "hot money at the

top"; hence his recommendation that a higher reserve requirement be

Placed on time deposits for which a rate of more than 4 per cent was

Paid. He agreed with the Chairman as to the desirability of achieving
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substantial acceptance within the System, but there was great difficulty

in achieving such acceptance. He suggested that the staff prepare

appropriate material concerning his proposal, and Governor Mitchell's,

and that the subject be discussed with the Reserve Bank Presidents

tomorrow, not with the idea of taking action immediately but to seek

views.

Other members of the Board expressed concurrence with that

suggestion, and it was understood that the staff would prepare the

indicated materials.

Stock market credit. A packet of materials reviewing stock

market performance in late 1965-early 1966 and credit developments

in the closing months of 1965 had been circulated to the members of

the Board in February 1966. There had now been distributed a memo-

randum dated May 2, 1966, from Mr. Keir and Miss Seger bringing up

to date the earlier material, documenting the latest changes in general

measures of stock market performance and credit growth, and describing

restrictive actions taken the preceding week by the principal stock

exchanges. The memorandum concluded by recalling that in February the

staff believed an increase in initial margin requirements to 80 per

cent could be justified. Even though market credit growth had been

slower since the time of the last analysis, the staff still felt that

an increase in margin requirements would be desirable. Further, the

Staff again urged that consideration be given to closing various loop-

holes in the margin regulations.
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In commenting on the subject, Mr. Brill referred first to

the sharp current drop in stock market prices. He then referred to

indications that the rate of growth of aggregate stock market credit

had slowed; it had not continued the steep upward climb that marked

a good part of last year. Nevertheless, there were many indications

of speculative activity in the market. The supposition was that the

aggregate volume of stock market credit was being used more actively,

Particularly in speculative issues. The staff had come to the con-

clusion that an increase in margin requirements would be appropriate,

but that such action should be accompanied by an attempt to close

various loopholes in the stock market credit regulations. Some of

these loopholes had not been utilized extensively of late, but their

increased use would be likely if margin requirements were raised. In

summary, the whole market pattern--until last week--had suggested

excessive speculation to such extent as to indicate that some action

on margin requirements would be in order.

After further comments by Mr. Keir on trends in stock market

credit and prices, Governor Robertson observed that today clearly

14as not the time for action. However, he believed there was a lot

of speculative activity in the market, and that very possibly a time

1/°u1d come within the next few weeks or months when the Board would

//ant to increase the initial margin requirements to 80 per cent.

quite aside from that, he felt that the Board should take action
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with respect to presently unregulated lenders. The draft regulation

was nearly in shape for the Board to consider. It would be desirable

to have this regulation ready for adoption at the appropriate time

as part of a package of actions designed to close various loopholes

in the margin regulations.

Governor Mitchell commented that facts presented in the

staff memorandum made a prima facie case that the current use of

stock market credit was destabilizing. Nevertheless, he would be

hesitant to make a change in the margin requirements at this time

and would prefer to wait until the market was a little more tranquil.

As to the proposed regulation covering presently unregulated lenders

and the other suggested moves to close loopholes in the margin regula-

tions, he would be prepared to go forward with them promptly, feeling

that their adoption would put the Board in a better position.

Governor Maisel said that even prior to the current drop in

stock market prices, he was not in favor of changing margin require-

ments. He was in favor of the other proposals, but would prefer to

Withhold their adoption temporarily because of the announcement effect.

Chairman Martin expressed the view that it would be desirable

to move forward with preparation of the regulation governing presently

unregulated lenders. However, he believed that discussion with the

Reserve Banks prior to the issuance of such a regulation would be

advisable.
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1.6'46

There followed a further general discussion of stock market

conditions and the effectiveness of margin regulations as a control

over the speculative use of credit, after which it was agreed that

the draft regulation relating to presently unregulated lenders would

be put in form for consideration by the Board as promptly as possible,

along with the proposals to close other loopholes in the margin

regulations.

Messrs. Farrell, Hexter, O'Connell, Fry, and Keir, and Miss

Hart then withdrew from the meeting.

Foreign currency operations. With a memorandum dated March 21,

1966, Mr. Holland, as Secretary of the Federal Open Market Committee,

transmitted to the Committee a memorandum prepared principally by Mr.

Baker of the Division of International Finance reviewing System foreign

currency operations during the period 1962-1965. There had subsequently

been distributed a memorandum from Mr. Coombs, Special Manager of the

OPen Market Account, commenting on Mr. Baker's paper, and a memorandum

from Mr. Furth dated April 27 discussing differences of opinion reflected

in the Baker and Coombs memoranda. Mr. Furth attributed these largely

to differences of interpretation of the Committee's intent, as expressed

in the record and in the instruments governing the System's foreign

exchange operations. (A reorganization of those instruments had been

Proposed by the Committee Secretariat and was presently under considera-

ti°n by the Committee.)
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In a memorandum addressed to the Board under date of April 26,

Governor Maisel expressed the view that the staff survey of System

foreign currency operations had been useful. He concluded that the

revised governing instruments should be adopted. At the same time,

he believed that several basic uncertainties existed concerning the

objectives and procedures involved in the foreign currency operations

and that these should be resolved by discussion and further studies.

As he saw it, these questions derived primarily from a lack of clarity

regarding what the broader role of the System should be with respect

to international monetary relations. Four years of foreign currency

Operations appeared to have altered somewhat the initial ideas as

to the purpose of those operations, and techniques to be used, with

a resultant lack of clarity concerning whether the System had assumed,

or should assume, additional obligations, and he found no clear agree-

ment as to broader policy aims. The memorandum enumerated several

questions that he thought might well be explored more completely.

Prior to today's discussion, which had been suggested by

Governor Maisel in preparation for the consideration of foreign cur-

rency operations and the governing instruments scheduled for tomor-

row's Open Market Committee meeting, Governor Daane had caused to be

distributed to the other members of the Board copies of a memorandum

he had addressed to Chairman Martin under date of April 7, 1966, in

which he commented on the Baker document and suggested the existence
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of a need for within-System discussion of the fundamental question

whether the System's role in foreign currency operations should be

a passive one of reacting only to market forces or one of interven-

ing actively to anticipate and affect market expectations. Also

distributed was a May 9 memorandum in which Governor Daane submitted

observations on the points raised by Governor Maisel.

Copies of all of the aforementioned documents have been

Placed in the appropriate files.

In commenting on the subject, Governor Maisel said that his

questions were not intended to be critical of the foreign currency

operations or the Baker memorandum. He had come into the picture

late, and had simply listed some of the more basic questions that

occurred to him as deserving consideration. What he was really sug-

gesting, in sum, was that there seemed to be a lack of clarity as

to concept, that is, as to whether the System ought to be concerned

solely with temporary fluctuations or whether the swap arrangements

ought to have longer-run objectives. It seemed to him that some

longer-run objectives had in fact crept into the operations without,

Perhaps, being fully considered. The granting of exchange value

guarantees, he thought, involved an important question that should

be studied carefully, from the standpoint of whether the goals sought

to be achieved were worth the use of this potentially expensive tool.

Closely related was the question of preventing variations in the
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U.S. gold stock, which again deserved consideration from a policy

standpoint. The matter of multilateral surveillance introduced pro-

cedural questions from a System standpoint. He was troubled about

indications that Working Party 3 of the OECD seemed to be concerned

With monetary policy, for this raised the question of who was speak-

ing for the System and what commitments they could make. It seemed

to him the whole idea of multilateral surveillance did not make sense

unless the System participated and was willing to give up some of its

independence in the international field. The other points covered in

the memorandum perhaps went more to technical aspects of the foreign

currency operations, but they again suggested areas of uncertainty

that seemed to require more detailed exploration before decisions

could be made intelligently.

Governor Daane said that his May 9 memorandum was intended

simply to add a few factual points to the observations by Governor

Maisel. On the question of isolating the U.S. money market temporar-

ily from one or more foreign markets, he had never understood this

to be the raison d'etre of the System's foreign currency operations.

On the matter of exchange value guarantees, he believed Governor

Maisel was raising essentially the question whether the System could

get more mileage out of these guarantees in terms of the confidence

factor. The relevant point here was not the exchange value guarantee

but what the U.S. was doing on its balance of payments problem. This
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was the real key to the confidence factor. On the question of the

published figures on the U.S. gold stock, the fact of the matter was

that the System published figures determined by the Treasury. The

question, therefore, was really whether the Treasury was following

an appropriate policy in that regard. As for multilateral surveil-

lance, it should be emphasized that the Working Party 3 exercise did

not result in agreements or understandings. There frequently were

comments around the working party table to the effect that U.S.

monetary policy should be tighter, and that sort of thing, but

there were no understandings. The U.S. delegation was led by a

Treasury official, but the Federal Reserve had participated regularly,

and there had usually been working papers developed by the Board's

staff for use by the delegation. As to the cost of foreign currency

Operations, thus far they had been profitable, both for the Federal

Reserve and the Treasury. On the question whether the swap arrange-

ments had created a significant change in international liquidity,

in the Group of Ten discussions the U.S. representatives had con-

sistently emphasized the usefulness of these credit arrangements in

Providing liquidity of a certain type. At the same time, there was

general recognition on the U.S. side that they shouldn't be thought

of in terms of longer-term financing. There was strong sentiment on

the part of the Europeans that the swap arrangements should not be
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considered a source of longer-term financing, and the U.S. delegation

agreed. In summary, he felt that Governor Maisel's questions indicated

the need for a seminar at some point and for better interchange of

information and views between personnel of the Board and the New York

Reserve Bank.

Governor Brimmer, who had just returned from a visit to the

New York Bank, said he had gained the impression that somewhere along

the line staff contact between the Board and the Bank had been lost.

The arrangements for continuing staff contact on the domestic side

seemed not to have a counterpart on the foreign side. He hoped that

much closer contact could be established. One of the impressions he

got was that the element of surprise in Mr. Baker's memorandum came

about because of this lack of continual surveillance. As to the

several staff memoranda that had been distributed, a few points stood

out. First, this was an experimental operation and it had been of

some benefit. It had forestalled the activation of foreign claims

°1i gold, which was a useful objective,in a number of instances. The

fact that the foreign currency operations had not resulted in a

balance of payments impact should not be a criterion; that would

be a windfall benefit were it to happen. As to the decision to

liquidate some of the System's holdings of sterling last summer when

it appeared that the pound was in serious trouble, he would ask

whether that was not a prudent move in a period of uncertainty when
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there was some possibility of the pound being devalued. He would not

say, on the face of it, that the Special Manager made the worst pos-

sible decision. One other thing he had picked up at the New York Bank

was the impression that at this experimental stage the people who

actually did the foreign exchange trading had a great need for guidance.

About the only guidance the below-top-level staff at the Bank seemed

to have was some rough acceptance of what they had done up to now. If

the principals went so far as to cast doubt on the efficacy and wisdom

of what had been done, some of the junior people would be in a tough

Spot. He was aware that any manager must expect to be exposed to

criticism for what he had done. However, it seemed necessary, given

the small staff involved in the New York operations, with only a few

senior people involved, to avoid creating an environment where, in

the absence of a senior man, others would not be able to go ahead and

carry out the job effectively. He hoped that in some way it could

be made clear that this was regarded as a useful operation and that

there was no intention to end the experiment.

Governor Mitchell said he had found the Baker and Furth memo-

randa particularly useful. He hoped Mr. Coombs' rebuttal would not

discourage Mr. Baker and others from raising further questions. As

a result of reviewing the several papers, he had one question and

t140 or three suggestions, the latter relating to the proposed revised
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foreign currency directive. In it, authority would be given to cushion

or moderate fluctuations in the flows of international payments if such

fluctuations were, among other things, deemed to be disequilibrating or

otherwise to have potentially destabilizing effects on U.S. "or foreign"

official reserves or on exchange markets. He questioned authorizing

operations to attempt to stabilize official reserves except as the U.S.

Position was concerned. Turning to the next paragraph of the proposed

directive, it seemed to him one of the things the Baker memorandum

demonstrated was that the continuation of swap drawings beyond a cer-

tain period, say three or perhaps six months, really proved that the

System was not doing the thing it had set out to do, namely, to operate

against transitory and temporary factors. In his opinion the System

had stayed with some of the arrangements too long to contend that

temporary and transitory factors were involved. Third, at the point

Where the directive would authorize operations to aid in avoiding dis-

orderly conditions in exchange markets, it would state that special

factors that might make for exchange market instabilities included

differences in phasing of international economic activity that give

rise to unusually large interest rate differentials between major

markets. He would confine this to "short-term" interest rate dif-

ferentials. Finally, he thought there should be a concluding section

in the directive indicating that the Open Market Committee, in authoriz-

ing foreign currency operations, did not seek to conceal or distort
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the real effects of underlying economic forces on the currency of any

country, and that when the magnitude or duration of operations were

Presumptive evidence to the contrary the full extent of support opera-

tions would be made known promptly.

His question, Governor Mitchell said, had to do with exchange

value guarantees. He would like to know whether there was any instance

in which such a guarantee was given both in the foreign currency con-

cerned and in dollars.

After some discussion of this question, during which Mr. Furth

expressed his understanding that there had been no instance where a

guarantee was given fitting this description fully, Governor Mitchell

said he hoped the staff would produce a document indicating clearly

whether the System, in connection with forward operations in Italian

lire, offered the Italians a type of guarantee that it was not offering

to others.

Governor Daane said that he saw a need for additional within-

System dialogue regarding the foreign currency operations. He felt

that continuing critical examination of the operations should be

encouraged. As to Governor Mitchell's suggestions regarding the

directive, he inquired whether the latter intended, in making his

suggestion about U.S. "or foreign" official reserves, to say that

use of the swap lines in the way they were used when sterling was

experiencing a serious crisis would not be appropriate.
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Governor Mitchell replied that such would not be his intent

when a foreign currency difficulty was reasonably related to the

U.S. situation.

Governor Daane then expressed the view that a three-month

rule for the repayment of swap drawings would be quite arbitrary.

He agreed that these operations should be temporary in character,

but there was no way to be sure, when embarking on such operations,

Whether the situation being dealt with would in fact be temporary.

The fact that some of the operations turned out not to be temporary

did not reflect on the original intent. The Special Manager's hands

Should not be tied by ruling out operations in advance simply because

the duration could not be foretold. As for the point about conceal-

ment, it should be recognized that these were joint operations and

that the practices of other countries must be taken into account.

Governor Mitchell replied that nevertheless he thought there

Was a lot to be said for the position, indicated in the Baker memo-

randum, that the System had allowed some of the operations to go on

too long.

Governor Brimmer suggested distinguishing sharply between

the narrow interests of the System and those of the Government as

a whole. The Treasury had engaged in numerous foreign exchange opera-

tions as an ally of the System or as an alternate, and he hoped the

Treasury's position would be recognized and supported. Also, he
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thought swap drawings should not be limited arbitrarily to three months;

the arrangements should be left reasonably flexible. He favored the

revised governing instruments as drafted by the Committee Secretariat.

Governor Maisel said he was not sure at this point whether he

favored the revised foreign currency governing instruments as drafted.

He thought there were basic questions involved, some of which Mr. Furth

had mentioned in his memorandum, that had not been thought through

carefully. With respect to the cost of foreign currency operations,

he had been surprised at what appeared to be the Special Manager's

concern, to judge from his memorandum, about making money on such

operations. The concern should not be with making money but with

what was the best policy course for the United States.

All members of the staff except Messrs. Sherman, Fauver, and

Morgan then withdrew from the meeting.

Appointment at St. Louis. Raymond Rebsamen having resigned

as Chairman and Federal Reserve Agent and as a Class C director of

the Federal Reserve Bank of St. Louis in order to stand for election

to a political office, the Board agreed to ascertain through the

Bank whether Frederic M. Peirce, President, General American Life

Insurance Company, St. Louis, would accept appointment, if tendered,

4S a Class C director for the unexpired portion of the three-year

term ending December 31, 1968, with the understanding that if it were

found that he would accept, the appointment would be made and Mr. Peirce
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would be designated Chairman and Federal Reserve Agent for the remainder

of the year 1966, with compensation in an amount equal to the fees pay-

able to any other director of the St. Louis Bank for equivalent time

and attendance to official business.

Secretary's Note: It having been ascertained

that Mr. Peirce would accept the appointment

if tendered, a telegram informing him of his

appointment as Class C director and of his

designation as Chairman and Federal Reserve

Agent was sent on May 11, 1966.

The meeting then adjourned.

Secretary's Note: Governor Shepardson today

approved on behalf of the Board memoranda

recommending the following actions relating

to the Board's staff:

Barbara A. Gooden as Key Punch Operator (Trainee), Division of
Data Processing, with basic annual salary at the rate of $3,814,

effective the date of entrance upon duty.

Salary increases

Carlton C. Poling, Chauffeur, Division of Administrative Services,

from $5,741 to $6,011 per annum, with a change in title to Assistant

Supervisor, Motor Transport Unit, effective May 9, 1966.

Millicent R. Hudnall, Stenographer, Division of Examinations,

from $4,797 to $5,181 per annum, with a change in title to Secretary,

effective May 9, 1966.

ACCe tance of resi nation

Lowell M. Glenn, Analyst, Division of Data Processing, effective
at the close of business May 23, 1966.
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BOARD OF GOVERNORS Item No. 1

OF THE 5/9/66

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20551

ADDRESS OFFICIAL CORRESPONDENCE

TO THE BOARD

May 9, 1966

Board of Directors,
Peoples State Bank of
Kountze,

Kountze, Texas.

Gentlemen:

The Board of Governors of the Federal Reserve System
aPProves, under the provisions of Section 24A of the Federal
Reserve Act, an investment in bank premises by Peoples State Bank
of Kountze of not to exceed $112,500 for the construction of a
new bank building. This amount does not include the cost of land
already purchased on which to construct the new building.

Very truly yours,

(Signed) Karl E. Bakke

Karl E. Bakke,
Assistant Secretary.



BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON

Mr. W. H. Rommel,
Acting Assistant Director for
Legislative Reference,

Bureau of the Budget,
Washington, D.C. 20503

Dear Mr. Rommel:

Item No. 2
5/9/66

OFFICE OF THE CHAIRMAN

May 9, 1966

This is in response to your request of May 6, 1966, for
views and recommendations of the Board of Governors with respect to
enrolled bill S. 1308, "To authorize revised procedures for the
destruction of unfit Federal Reserve notes, and for other purposes."

The Board favors Presidential approval of the bill.

Sincerely yours,

(Signed) Wm. McC. Martin, Jr.

Wm. McC. Martin, Jr.
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TELEGRAM Item No. 3
LEASED WIRE SERVICE

5/9/66

BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
WASHINGTON

May 9, 1966.

Sanford - New York

Your wire May 5. Board approves opening and

maintenance of an account on books of Federal Reserve Bank

of New York in the name of the Banque Centrale d'Algerie,

subject to the usual terms and conditions. It is under-

stood that participation in this account will be offered

to other Federal Reserve Banks.

(Signed) Merritt Sherman

SHERMAN


