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July 29, 1966
CONPIDENTIAL

Deayr illan:

Your letter of July 18 is the more impressive
as being & sesshore product, Your comments are vary
such to the point and certainly seenm to me to goi at
the heart of scme hagic problems facing monetary poliey
at the preaent.

In my view, whatsver may have been wrong ina
past decisions respectinz the strueture and control of
banking, the root of our present problem 1is the fallure
of fiseal policy to carry its share of the load ia
restraining inflationary pressures. ¥ith economic
activity moving ahead at & rapid pace, any reasonadle
wonetary poliey would, I fear, even under the best of
sircunstances, be up against & seriocus prodleam in
attenpting to provide the necessary degree of restraint
while at the same time avoiding severe monetary dis-
iccation.

Your ocomaments on the undesiradility of imposing
artificial restraints on interest rates are, of course,
well taken. I ashare your view that the financiel system
varks most aeffectively in the lopg zun if prices are
set by market forces, and I believe that it is most
unfortunate that wve have deen unable to work more n
effectively in achieving the longerun goal of a flexible
competitive financial system.

The gonl of free financisl sarkets might well
bhave to be temporarily set aside under emergency conditions, |
however. Whatever the reascsé Jor the predicament of the
savings and loan associations, many of them do find
themselves in & potentislly vulnerable position even
though fears conterning them have g0 far proved exaggerated.
One can, of tourse, gquestion the exteat to which the
Federal Reserve should feel itself responsidle for these
associations, which, through usage and advertising, have
encouraged people to believe that they are holding deposits
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subject to immediate withdrawal. In any case, I must
reluctantly agree that there are situations imaginable
in wvhich temporary interest rate limitations =might

prove the bdest of a numbdber of poor alternatives ~- such
as the unwvanted easing of monetary policy, for example.
At the same time, I hardly need tell you that legislation
foreing the Pederal Reserve to impose unreasonably low
interest rate ceilings (in contrast to the power to
impose limitations of its own choosing at its own
discretion) would, in my Judgment, be a most unfortunate
development. As you have seen, the Treasury has had
second thoughts on this latter issue.

I bhave been concerned, as you have, that the
certificate of deposit, which has given commercial banks
s needed competitive instrument, has als¢ allowved danks
to slip away from Federal Reserve tightening, at least
in the short run. 7To be sure, I helieve that even with
lover reserve reguirements on certificates of deposit
and 2ther time deposits than on demand deposits, the
System still has control cver the volume of reserves
and, therefore, the btasic degree of ease or tightness
of the banking system. But there is no doudt in ay
mind that the use of C/D’'s has magnified the prodblem
in the short run and that bdanks are able to mitigate
temporarily the tightening impact of monetary policy.
The suggested solution of requiring uniform reserve
requirenents seems overly drastic to me, and not really
essential. Since, as you say, 1t 1s unlikely that we
vill e adle to impose reserve requirements on nandank
savrings institutions in the foreseeadle future, imposing
reserve regquirements on commercial banks' time deposits
at a rate equal to those on dexnand deposits would, I
feel, simply put the romnmercial banks at a substantial
competitive disadvantage. As you point out, there may,
however, be a case for shifting the present dividing line
batween high and low reserve reguirements so a3 to include
negotiable ¢/D's along with derand deposits in the high
reserve regquirement classification.

The problems faced by the System are difficult,
and everyone in the Federal Reserve, both at the Board
and the Baonks, recognizes that some of the thiangs we are
doing currently represent no more than an attempt to
provide temporary solutions to perplexing imnediate
problenms.

As for the present role of the Treasury in
these monetary matters, there undoubtedly is some residue
«# resentment over what the Administration considered
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“lsck of coordination” last December, Hovever, as
indicated above, the Tressury fortunately seems to
have bYacked away froe the concept of a mandatory rate
ceiling for certain time certificates. In the fiscal
area, ny feeling of fruatration over the absence of
a tax increase is as acute as aver.,

You touched briefly on the sterling situation.
As you c¢an Imagine, this has been keeping Charlie and
me pretiy busy over recent wesks and the psrformance
of the exchange nmarket has given us sone worrisome
momoats. On the other hand, it sesma to me that
Hr. Wileon's progran is really very drastic; amd if
he can put it through, as nov asems prodadle, we may
be on the verge of & considerable turm ia markst
seatiment. But I must confess that this particular
“"¢142f banger” has been lasting a lot longer than I
wonld choose.

With best wishes,

Yours sincerely,

Alfred Hayes

Mr. Allan Sproul
P. 0. Box 365
Kentfield, Californis
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