




NOMINATION OF DAVID M. LILLY

MONDAY , MAY 17 , 1976

U.S. SENATE ,
COMMITTEEON BANKING,HOUSING, AND URBANAFFAIRS,

Washington, D.C.
The committee met at 10 a.m.in room 5302 of the Dirksen Senate

OfficeBuilding, SenatorWilliam Proxmire ( chairman) presiding.
Present :SenatorsProxmire andSparkman.
The CHAIRMAN. The committeewillcome to order.
We aredelightedto see theseniorSenatorfrom Minnesota, Mr.

Mondale, here .
The nominee , Mr. Lilly , is here .
Mr. Mondale , you may go right ahead , sir .

STATEMENT OF WALTER F. MONDALE , U.S. SENATOR FROM THE
STATE OF MINNESOTA

Senator MONDALE . It is a great pleasure to be here to introduce a
friend of mine , and one of the outstanding citizens of our State , David
Lilly , who has been nominated to fill the unexpired term on the Fed
eral Reserve Board of Robert C. Holland .
I wish to say that Senator Humphrey could not be here . He is re

turning from Minnesota . But he asked that I express his support for
this nominee .
Mr. Lilly has had a distinguished career in the Twin Cities and in

my State , and he is a much respected member of the community .
After graduating from the St. Paul Academy , he attended Dart

mouth and graduated with a degree in economics . After his gradua
tion , he was associated with the First National Bank of Minneapolis
from 1940 to 1941 , prior to serving as Assistant Under Secretary of
theU.S.Treasury.
He served in the U : S . Army from 1942 to 1945 , where he attained

the rank of major and was awarded the Bronze Star for his military
service .

In 1945 , he joined Toro as the vice president and general manager .
He became the president in 1950 and the chairman of the board in
1968 .

At the present time , he is a director of the Dayton - Hudson Corp. ,
General Mills , Inc. , the First Bank System , the First National Bank
of St. Paul , and the St. PaulCompanies, Inc.
He is alsothechairman of the board oftrustees ofCarletonCollege

and a member of theVisiting Committeeto theGraduateSchool of
Education of HarvardUniversity, inaddition to beinga member at
large of theCouncil of theAlumni of Dartmouth.
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Thatdoesn't tell the wholestory.
I consider Dave Lilly one of our outstanding business statesmen in

Minnesota.

There are all kinds of people . Some just read their association jour
nals , and that is their position . David Lilly is one of a band of remark
able leaders in our State who read and learn and make up their own
minds and have insisted that businessmen be more than profitmakers .
They must be that , but they also should be community leaders deep

ly concerned about the future of their communities , their States , and
thiscountry:
The President could not have picked a finer nominee than David

Lilly , and I am delighted to be here today to strongly urge his con
firmation .

TheCHAIRMAN. Mr.Lilly, weswear in ournominees whoappear
before thiscommittee .

[ David M. Lilly was sworn by the chairman . ]
Senator MONDALE . I might say , Mr. Chairman , that I speak for all
Minnesotans . This is a remarkable person . And I think the President
should be warmly commended .
The CHAIRMAN . Senator Mondale was a member of this committee

for years . We wish he still were here . But we lost him .
Iwould like totell youthat theotherSenator ,Senator Humphrey,

has alsotoldthecommitteedirectly that heveryenthusiasticallysup
ports your nomination. And there areno two Senatorswhoare held
in higherregardthan thetwo Senatorsfrom Minnesota.
I have a series of questions for you on a number of things I would

like to ask about , Mr. Lilly . I will start off with the fact that you have
had extensive business experience and , of course , anybody who has been
successfulinbusinessislikelytoacquire propertyand thatproperty
may represent a conflict of interest . And I would like to make sure that
we clarify that .
You stated in your correspondence to the committee that you will

dispose of your holdings and bank stock prior to your taking office ; is
that correct ?
Mr. LILLY . That's correct .

The CHAIRMAN . Two family trusts were attained but neither you
nor your children have a direct interest in these trusts and you will
abstain from any decision involving the main holding , the First Bank
System , Inc. , while you are a member of the Board ; is that correct ?
Mr. LILLY . Yes , sir .
The CHAIRMAN . Others will be placed in a blind trust .a

Can you assure the committee that this will be truly blind and that
you will not discuss these matters with the trustee ?
Mr. Lilly . It is going to be so blind , Senator , that the trustee and

my accountant are going to prepare the income tax and sign it with
my power of attorney authority so I won't even see my income tax
statement , and I will have no way of knowing what they have bought
and sold .

The CHAIRMAN . Your leave of absence status with the company is
solely to secure a vested interest in the pension and insurance plans ;
isthatright?

::!
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21 years.

Mr. LILLY . That's correct . More accurately , it is to secure my interest
in the insurance plan and in the profit sharing plan which is used for
pension purposes.
The CHAIRMAN . That brings me to another question that concerns

me very much .
I don't mean tovisitthisunfortunatedevelopmentupon you .
One of the provisionsin thelaw is thatGovernorsofthe Federal

ReserveBoard can serve 14 years , and the Presidentcan appointpeople
who serve for less than 7 years and they can fill out that term and then
they can serve another 14 years . So they can serve for amaximum of

In your case you couldserve- you are serving out the termofGov
ernor Holland. So your servicewould be for about 12 years or so .
Mr. Lilly. No ; thereare 21 months leftin this term.
TheCHAIRMAN.Allright.
Now , I raisethat pointbecause I am veryconcernedwith what has

happenedin theFederal ReserveBoardin recent years. We now have
a situationwhereit is a revolving door. It is almosta joke . Thereis
nobody whohas servedon that Boardexcept forArthur Burnsfor
muchmore than2years.
One of the ideas of having the 14 - year term is so that people can

learn their job , develop experience , develop the confidence and the
understanding of our very complicated monetary system and economic
system and then act on the basis of that substantial experience .
We now have a situation where Dr. Burns has served for 6 years .

He came in in January of 1970. After that , however , look at this :
Gardner was appointed February 13 , 1976 — So he has served 3
months — Coldwell was appointed October 29 , 1974 ; Jackson , ap;
pointedJuly 14,1975; HenryWallichappointedMarch8 , 1974; and
ParteehasservedsinceJanuaryof 1976—5months.
That means we have a Board of – I can't say rookies exactly , but

that isalmostwhat itamounts to .

That does several things . No. 1 , it gives the Chairman of the Board
an extraordinary kind of influence because he is with a group of people
who have relatively little experience on the Board and , No. 2 , it means
that you just don't have the kind of experienced management of our
monetary policy which I think this country should expect and in view
of the 14 - year term , that 14 - year term that is specified in the law that
we contemplated in passing this legislation .
There have been proposals that we shorten the term , we make it a

7 - year term . Some people even say a 4 - year term . I have resisted that
on the grounds that we think the Board ought to be independent and
this wouldinterferewith theindependence.
It seemsto me thatsomething shouldbe done aboutthis .
You have got a 21 - month term ahead of you , as you pointed out , and

then whether or not you serve will depend in part upon whether you
are reappointed and also in part whether you are interested in serving
any longer time .
Do you haveany reactionin viewof thatrecord here ?
Can youhelp us withthis ?
What wouldbe yourattitude !
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Would you be interested perhaps in serving for the rest of your
active career on the Federal Reserve Board ?
Mr. LILLY . Well , I have no idea what I want to do 21 months from

now ,Senator . I know that I really want to serve this term out . And
there are several things that I got started on when I was the Chairman
of the board of directors of the Minneapolis Federal Reserve Bank
and I would like to see those things through to conclusion .
But what it is going to be like in 1978 as far as my own personal

destiny is concerned , I just wouldn't want to make any commitment .
I certainly have a high regard for the Fed . And I share very much

with you the concern about the turnover .
There is not a Governor left that I knew when I left the Federal

Reserve Bank's boardofdirectorsinMinneapolisin 1973exceptfor
Arthur Burns .
The CHAIRMAN . What is the reason for this ? Is it because the salary

isn'tadequate?
I know one Governor had to leave because he wasn't able to take

care of hisobligations.
Mr. LILLY . Bob Holland's statement speaks for itself . With three

children in college , he can't afford to be a Governor of the Fed .
I think there is the salary consideration that should be looked at ,

and there is also the age and career stage of the appointee . I think
that severalof theappointeesthat have left were younger men. I
suspect that perhaps if the recruiting were from an older bracket ,
after children were out of college , you might have more success in
finding people who could afford to stay for the 14 years .
The CHAIRMAN . Do you think if we take men with a little more

maturity and appoint them they would be more likely to stay ?
Mr. Lilly . That would bemy opinion , yes , sir.
The CHAIRMAN . It is very difficult to provide for changes in sal

aries . A lot of it is geared to the congressional salary , and that is a
difficult thing to change for obvious reasons .
But if you haveany furtherthoughtsonthis and when you submit

yourremarks for the record , we wouldbehappy to haveyou elaborate
on it to any extentyou can .
Mr. LILLY . All right , sir .
The CHAIRMAN.Now ,what do you see as the difference between

managingacorporation,whichyou did with greatsuccesswith the
Toro Corp. , and managingthe FederalReserveBoard , and thereby
the Americanbanking system ?
Obviously , in thefirst case,one of your principal obligationsis to

make a profit . That is kind of the bottom line , at least with stock
holdersand many others . Obviously, that isn't the principal motiva
tion, or even a very importantmotivationin the Federal Reserve
Board.
So what, in yourview , is the FederalReserveBoardtryingto do ?
How do yousee yourobligations?
Mr. LILLY . Well , the FederalReserve Board has , as I see it , the

monetary policy aspect side whichitdeals with both as a Board and
as part of theOpen Market Committee. And then it has the bank
regulatory side , where it is dealing with regulationof banks.And
thereis also the responsibilityof running the Federal Reserve System



5

itself.The 12banks of theSystem arevery importantparts of our
money transfer system.
And in managing the System , there is a bottom line concept , I am

happy to say , in both the banks , and at the Board . They are run with
that kindofa discipline.
The CHAIRMAN . I am still not clear in my mind what , in your view ,

is what the Federal Reserve Board should do . What should be their
objectiveinrelationshipto theeconomy?
Mr. LILLY . Well , it should be trying to keep the economy expanding

on a basis that is supportable . It should not be attempting to expand
the economy in such a way that we get into further inflationary
problems .
On the other hand , it shouldn't be so restrictive that the economy

does notexpandasrapidlyas itsafelycan .
The CHAIRMAN . How do you achieve that balance ? What do you

look for?

Right now , forinstance , takethe presentsituation wherewe have
heavy unemployment, a decliningunemployment, and we havean in
flationarysituation thathas beenvery bad. What kind of monetary
policy should wefollow ?
Mr. Lilly . I think the monetary policy which we are following is

right on course .
Certainly thelast severalmonths wouldindicate that theFed is

oncourse . And I thinkthat theprojectedgrowth in aggregatesthat
theyare talking aboutwould seemto be the appropriateanswer at this
time.
However , I think that there has to be a constant feedback to see if

your assumptions are proved or disproved . And presently I think
that they are not doing badly.
The CHAIRMAN . I agree . It has been a good year for the Federal

Reserve . We have had growth in the economy . We have had a reduc
tion in unemployment . We have had interest rates falling for most of

We have had prices moderated . And that is a good result .
I just wonder if that is the result of the Federal Reserve policy .
After all ,almost everybody has saidthat if youaregoing to get

interestratestobeleveled and if you aregoingtogetgrowth in the
economy, you have to havea greater moneysupply .
And the money supply actuallydid not growverymuch .
I wonder if this recovery has much to do with action by the Federal

Reserve.
Mr. LILLY . Well , Senator , I am not an expert on the matter , I hasten

to say that .
I gather that the velocity factor is of larger importance in the

beginning of the recovery cycle , and that is the main contributor to the
fact that there has not been an interest rate bulge here , even though
therehas beensubstantial expansioninbusiness activity without large
increasesintheaggregates.
TheCHAIRMAN .Ihavesomeotherquestions.
But , SenatorSparkman,you may questionthe witness.
SenatorSPARKMAN.Thank you,sir.
What is the salary,as you understandit?

theyear.
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Mr.LILLY. $42,000 .
Senator SPARKMAN . The reason I ask that is because ours has been

$ 42,500 . And
TheCHAIRMAN. It wasincreasedlast year .
Senator SPARKMAN. Yes .
TheCHAIRMAN.Fivepercent.
SenatorSPARKMAN. I have been lookingover yourbiographicaldata .

Youhave certainly had anactive life in theworld offinance , it seems
to me .

And otheractivities , too .Includingchairman of theRepublican
FinanceCommittee . I am impressed with youractivities . Some the
companiesyouhave been with.
I talkedwith Mr.Lilly a fewdaysagoabout thishearing ,andI was

impressedwith hisviews andhis experience. And I amsatisfiedwith
thetestimony, with the datahere . I thinkhe will bea very ablemem
ber ofa very able body.
And sometimes I think that perhaps we do not keep in mind suffi

cientlytheimportant part thatthisBoard playsin oureconomy.
It can have a tremendous influence up or down .
And Ihopeitwillcontinueto be up .
TheCHAIRMAN. Let me ask just a fewmore questions.
How do you think your service on the board of the Minneapolis

Bank will be of use to you on the Board of the Federal Reserve !
Mr. Lilly . In a variety of ways . In the Minneapolis Board , we have

worked very hard to install some new concepts in the Fed . We worked
on objectives setting , and programs to accomplish those objectives , and
on matching the budgets up with those programs and measuring per
formance at the end of the year , as to what they did with their
budgets , and whether they did achieve their objectives or not .
We tried to relate salary actions to that performance . We worked

with the Federal Reserve Board itself with the same idea — that if in
the System we could have similar objectives and budgets matched
against the programs to accomplish those objectives , then we would
have a much better controlling device and much better discipline and
a sense of bottom line performance . So I have been very much involved
in the management of the Reserve banks .
I am also very much concerned with the representation on the dis

trictboardofdirectors. Ithinkthat we had a very goodrepresentation
in our class B and class C directors . And I would like to see that kind
of representation throughout the country .
Ofcourse , we workedevery monthon our analysisofthe economic

conditionofthe country , andwe workedveryhard on makingour
positionknownto the Boardof Governorsas towhat wethought
ought to be donewith thediscount rate, and whatwe thoughtought to
bedone with reservesand so on .
The CHAIRMAN . How did the Board react to that kind of advice ?
Mr. Lilly . It is difficult to tell , exactly , because you were talking to

a group of 7 men . And where your opinion came out , we couldn't al
ways follow . Sometimes we were in agreement as to the course to fol
low and sometimes we weren't .
The CHAIRMAN . Was there any kind of response to your suggestions ,

when they wanted to follow a difference course ?
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Mr.LILLY . Withrespect toour analysisof economicconditionsand
actions ofthe OpenMarketCommittee , atthat time, as you will
remember, we wereunder the90 - day requirement, and wecould not
find outwhat had happeneduntil90 days afterthe event.
But at that time our president would brief our board of directors

as to what the Board of Governors and the Open Market Committee
had done and why they had done it , and how they had varied with
our opinions .
The CHAIRMAN . Would you suggest that we could improve that by

shortening that 90 - day period ?
Mr. LILLY.Yes, sir , I do .
The CHAIRMAN . How brief should it be ?
Mr. LILLY . Ideally , it should be simultaneous with the action .
But

The CHAIRMAN . Why not make it simultaneous ?
Mr.Lilly .Thereareallkindsofoperatingproblems ,getting the

signatureof all of thepeople involvedto certify thatthis isactually
what theydecided , and thisis actually whatthey said andso on .
But as I understand it , the time period has been reduced to 45 days ,

and they are working very hard to get below that 45 days . And I
think everybody is in the spirit that that time period ought to be
shortened as much as possible , and they are working towards that , and
they have been trying to get rid of these difficulties .
The CHAIRMAN . Mr. Francis from the St. Louis Federal Reserve

Board , which has had a lot of imagination , agrees with your notion
that it ought to be simultaneous , and he felt it was practical to make
it simultaneous .
Why should there be such difficulty ?
You say you have to get the signatures of the various people . Why

does that take so long ? We can do that here in the Senate in a couple
hours or less .

Even if people were not at the meeting , they should know what is
going on , and they should be in a position to know whether they want
to sign it or not .
Mr. LILLY . Well , Senator , you and I are advocating the same thing .

But I am not privy at this point to all of the problems , to be able to
answer you specifically . I really would like to get into this and see if
the time can't be shortened .

TheCHAIRMAN . Now everybodyagreesthatmonetary policy can
have a profoundeffect onthe economy. However , thereis serious dis
agreementamongeconomistsover just howmonetarypolicy affects the
economy .

Some say it is through interest rates . Others say it is through the
supply of money . Still others say it is through other policies .
What are your views on that ? Can you tell us exactly how you think

monetary policy influences the economy ?
Mr. LILLY . Well , I am one that believes that it is the amount of

money and credit that is available , that is the large influencer of how
the economy is going to go . If there is too much available , we tend to
outrun our capacity because there are too many dollars out there chas
ing too few goods . Then monetary policy is on the side of extravagance .
On the other hand , if there is not sufficient credit available for the
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economy to expand as consumer confidence increases , then monetary
policy is too restrictive .
The rate , to me , is a useful indicator of when you have too much or

too little . If the rate — well , I would say I come down more on the side
of the rate of growth of the aggregates , than I do on the rate side .
The CHAIRMAN . You see , we have kind of an interesting arithmetic

problem here . It looks very simple . It looks as if the present policy
is too restrictive . It depends on what happens to the velocity .
The Chairman of the Federal Reserve Board testified before this

committee a couple of weeks ago . He testified that he expects a growth
in the economy of about 7 percent and inflation of about 6 percent .
You add that up , we will take anadditional13percentofmoneyand
credittofinance that withazero velocity.
However , there is only going to be about a 6 - percent increase in the

supply of money ; according to the recommendations he made , it would
be between 41/2 and 7 .
Say 6 percent is the midpoint . And that leaves the requirement of a

tremendous increase in velocity . In the past , a rapid increase in velocity
has beencharacteristicof a recovery period .
In the last year we had an enormous increase in velocity . It broke

allrecords,nothing likeit in 25years.
So it seems unrealistic to expect we would have anything like that .
If we don't get that , it would look as if we were going to have a tight

money policy resulting in either higher interest rates or an aborted
recovery.

How do youfeel about that?
Mr. LILLY . I think you can be too expansionary at this time . I think

the economy is moving along very well . I think if you allow the ag
gregates to grow too fast , you might get an inflationary rate in excess
of the 61/2 percent that Chairman Burns talked about .
And I would suspect that there is probably going to have to be a

higher rate , in order that we do not have that kind of expansion .
The CHAIRMAN . A higher rate of interest ?
Mr. Lilly.Yes, sir .
The CHAIRMAN . So that you don't expand too rapidly ?
Mr. LILLY.Yes, sir .
The CHAIRMAN . But interest rates are already high and long - term

interestrates areextremelyhigh.
Mortgage rates are running around 9 percent .
And bond rate maturities of 10 years or more will be around 8 per

cent.They are high.
Mr. LILLY . I am speaking of the short term .
The CHAIRMAN.The shorter ratesareturningup .
Your advice is the same as Dr. Burns .
He thought that interest rates would be higher . That was the view

of most of the experts who testified before us .
I don't see how we can justify that in an economy in which we have

7 million people out of work , an economy in which we are operating
farbelow capacity.
Why shouldn't we be able to continue to grow rapidly and how

can we , if we don't get an absolutely unprecedented increase in the
velocity of money !
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Why shouldn't we be able to maintain interest rates at about their
present level ?
Mr.LILLY . Ithinkthetrade- offis withinflation . Idon't think you

can have a continuallyhighexpansionof the moneysupplywithout
havinginflation.
TheCHAIRMAN.But theinflation we have justhad,has had very

littlerelationship to toomuch money chasingtoo fewgoods .
It has beenbased on theterrificincrease in foodprices.
Therehas beennosituationwherewehavehad a strainedeconomy ,

strained resources.
Mr.Lilly.Except withregard toenergy .
The CHAIRMAN . Can you name any area where capacity is short

or skilled labor is short ?
Mr. LILLY.Not atthemoment ,no .
The CHAIRMAN . You say we have — and I would like to ask you

about it . We have a Humphrey - Hawkins bill coming up . We have
hearings before this committee in the next few days . That bill was
introduced by your Senator . And the purpose of that bill would be to
put people to work with a colossal amount of Federal spending . The
program is highly controversial .
In my view it would be better if we could do it by traditional meth

ods , where you don't have big Federal spending , but you make credit
more available to the economy , so the economy can move ahead in the
private sector , rather than move in with a colossal Federal spending
program .
How do you feel about Humphrey - Hawkins ?
Mr. Lilly . I think its objectives are fine . I think that we should be

trying to get to a lower unemployment rate than we have now . But I
am not sure we can get to the kind of unemployment rate that the bill
has as its objective . I think that it has to be done over a much longer
period of time . To attempt to do it in that short period of time is an
inflationary exercise .
The CHAIRMAN . I agree with you on the objective . I think it is so

important in our society to provide jobs for those who want to work .
But there is one part of Humphrey - Hawkins that has me very con

cerned and that is the section 402 and so forth , the last part of the bill .
It deals with prevailing wage and provides that the wages paid are
going to have to be higher than the minimum wage or the prevailing
wage for similar work .
Idon't know howToro would beable tohirepeople if you aregoing

to expandwithoutpaying muchhigherwages underthat kind ofa
systemand, how thatcan mean anythingbuthigher prices.
Mr.LILLY . Iagreewith you ,Senator.
The CHAIRMAN . So , it seems to me that the answer is to do something

about that prevailing wage . If you could have that kind of situation
we had in the thirties , where you pay much less for the public employ
ment , then it seems to me , it is feasible . Maybe not as low as Dr. Burns
suggests but some compromise . That way you provide a work oppor
tunity for the unemployed , and at the same time an incentive for
leaving public employment to go to work in the private sector with
out having to pay a premium wage , which would translate itself into
higher prices . What do you see as the most serious problem facing
the country , unemployment or inflation ?
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Mr. LILLY . I guess I would like to answer that question in another
way . I think the most important problem facing this country today is
the whole energy question and the fact that we do not have an energy
policy in this country . It is an almost impossible situation for some
body trying to run a manufacturing business not to know what his
energy future is .
TheCHAIRMAN . How doesthe Feddeal withenergy ?
Mr. LILLY . It doesn't.

The CHAIRMAN . Then , let's confine ourselves to the area where it
does.

I didn't frame that question very well . Which is the more important
policy then , the more important problem , unemployment or inflation ?
Mr. LILLY .Inflation in my opinion , sir.
The CHAIRMAN . But inflation has moderated , rather sharply and

unemployment is still very high .
Mr. Lilly . But I think unemployment is coming down . And it will

continue to come down . As the confidence level increases , there will
be more capital investment and more employment . As long as you
have that inflationary expectation , your long - term rates are going to
stay high and you are not going to have the kind of capital invest
ments that are needed to furnish new jobs . So if you take care of
inflation , I believe declining unemployment will follow .
The CHAIRMAN . Do you think there is a tradeoff between inflation

andunemployment?
Mr. Lilly . There is over the short term . But over the long term ,

don't thinkso.
The CHAIRMAN . Don't you think the Phillips curve is still a viable

concept ?
Mr. Lilly . I very definitely do . And that is why I am concerned

about the Humphrey - Hawkins bill for that reason , that the level of
unemployment we are talking about there brings you right into the
Phillips curve area and I think you are going to have a substantial
inflationary rate until you get the capital investment necessary to
furnishthose jobs . But this is a long - termthing.
The CHAIRMAN . How can you have an attitude of confidence in the

business community if they feel that the Fed is going to slam on the
brakes because of their fear of inflation , particularly in housing , home
construction ? This committee is responsible for housing and housing
had a very bleak year last year , a little better this year . Many other
industries are very sensitive to the level of interest rates and the
monetary policy . How can you expect the economy to grow ?
Mr. Lilly . I think the level of businessmen's confidence is related

to how effective they think the Fed is going to be in controlling infla
tion . If they feel that the Fed is not going to control inflation or do
everything it can to control inflation they are not going to have the
confidence they would otherwise . They are not going to be willing to
make long - term commitments . As far as the housing side of it is con
cerned . I don't suppose there is anybody in this room that is more
interested in new housing starts than I have been for the last 30
years , particularly those detached housing units with large lawns .
(Laughter. ]
I just can't see any way that monetary policy can do anything to

help housing starts in the short run . And the best answer is taking
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the inflationary expectation out of the long - term rate , which would
have a large impact on the cost of housing .
TheCHAIRMAN . Buttherecord is justoverwhelmingthatwith every

creditcrunch , everytime theFed tightensup thesupply ofmoney ,
housinggoesinto a nosedive. It hashappenedagain and again. About
every3 or 4 yearsthere will bea tighteningof the moneysupplyand
interest rates go upandhousing goes intoadepression .
Now , you say that that tight money policy is the Fed's way of fight

ing inflation and that that is better in the long run . But it couldn't be
much worsefor thehousing industry.
Mr.Lilly. In theshort range , thatis correct ..

: The CHAIRMAN.Can you discuss the effectivenessofthe three instru
mentsof monetarypolicy and the circumstancesunder which you
would preferone againsttheother two?
Mr.Lilly. You mean thereserverequirements andopenmarket

operationsand thediscount rate?
The CHAIRMAN . Yes , sir .

Mr. LILLY . Well , it is more fashionable today , I guess to use the
open market transaction method than the other two because of the
relative ease of using it . As for the use of bank reserve requirements , I
don't remember that reserve requirements were changed more than
once or twice in the five years I was intimately connected with the
Federal Reserve. The use of thediscountrate wasalwaysaninteresting
exercise because we were never sure whether we should signal the mar
ket or follow the market . It was very difficult to use the discount rate
as a device because of that . You had to make it clear that you were
signalling the market or following the market . So , I guess from the
point of view of my observation of the practitioners , the open market
operations seem to be the ones that are easiest to handle and work
with .

The CHAIRMAN. Supposethe Fedis faced withthe choice ofincreas
ing bankreserves throughopenmarketoperations orthroughan
equivalent reductioninreserve requirements. Do yousee any difference
onthe impact ofthe U.S.Treasurybetween thosetwo methods?
Mr. Lilly . Well , if you increase bank reserves then more Govern

ment bonds will be bought by the Federal Reserve and by banks .
The CHAIRMAN . There is a difference . Open market operations , what

isthe effectofthatontheTreasury?
Ifthe FederalReserveBoardengages inexpandingthe money sup

ply by buyingsecurities, whateffectdoes thathave ?
Mr. LILLY . Well , I guess I wouldn't want to see the bank reserves

expanded too rapidly because of the problem of keeping member
banks

The CHAIRMAN . Now , wait a minute .
I am not discussing that . I see — let's assume that you are going to ,

for whatever reason you are going to expand the money supply and
it is a matter of which device you use . No. 1 , you do it by buying
securities . If you do that obviously the income of the Federal Reserve
System increases . Doesn't it ?
Mr. LILLY,Yes.

The CHAIRMAN . What happens to that ? Where does it go ?
It goes to the Treasury .
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Now , supposing you do it by the reserve requirement route or reduc
ing the reserve requirements . Then , what happens to it , who gets the
profit there ?
Mr.Lilly . Well , if youreducereserve requirements , youthen have

more reservesin the banking system, which canbe usedto increase
credit .

The CHAIRMAN . Right . It has the same effect as buying securities .
But the big difference as far as Uncle Sam is concerned or the tax
payer is concerned is that the open market operations result in the
taxpayer getting a little break . The reserve requirements result in the
banker getting the break .
Now , because the Federal Reserve is oriented toward the banks and

works with the banks closely and meets with the banks and talks with
the banks and people go back and forth between the Federal Reserve
and the banking system there is some suspicion that the Fed has a
temptation at least to think in terms of reducing reserve require
ments . They haven't done it . The record doesn't establish that . But it
is something that we are always a little suspicious about .
Mr. LILLY . I guess I have not heard this particular argument . And

I guess , as I say , in all the time I was involved in the Fed , it was so
seldom thatwe took anyactiononbank reserves, I never really
thought about the matter .
The CHAIRMAN . I hope it remains that way .
Mr. Lilly , I agree with Senator Sparkman , that you have a fine

background . I have always felt that we ought to have people on the
Federal Reserve Board who have had a really profound training in
monetary economics . That is a minority position . It is not the law .
But I think it is a very complicated economy we have and we are
better served with that kindofexpertise. If we aregoingtohave peo
ple from outside of that area , I think you certainly qualify . You
have had good experience in the Minneapolis bank . Great success in
business , and I think you bring a good view to it . I hope you can stay
there long enough so that you can develop the kind of understanding
you need and then use it . And I hope you will be independent , one
who doesn't hesitate to disagree with the Chairman in spite of his
great record and fine personality . He tends to dominate that board .
Let me ask you a final question . Will you be able to come up and

testify when you are asked to do so by this committee or other appro
priate committees ?
Mr. LILLY . Yes , sir , I will , Senator .
The CHAIRMAN . I just had a note put before me by my administra

tive assistant , saying you obviously are one of the best qualified men
we have ever had because you are a rose grower . You belong to the
American Rose Society . Is that true ?
Mr. Lilly . Yes , sir . And I guess that gives you some feeling of the

depth of your questionnaire . That fact was discovered among every
thing else there is to know about me by the depth of the questionnaire .
I remarked to somebody that I felt as if I had run through the Halls
of the Senate naked , filling out that questionnaire .
The CHAIRMAN . I must say that people who are devoted to roses are

justremarkablepeople.
Itis good to haveyou asa nominee .
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