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Confidential

Mr, Merritt Sherman, ' \
Board of Governors of the 
Federal Reserve System,
Washington 25, D.C,

Dear Merritt:

Enclosed are the notes on statements which I made at the 
open sessions of the recent meeting of the Federal Open Market C o m 
mittee, which you asked m e  to send to you*

The notes on m y  statement at the executive session 
of the meeting will be coming along under separate cover.

Yours faithfully

Allan Sproul, Vice Chairman, 
Federal Open Market Committee

Encs,
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fct'WLES SECTION

APR 1 1955
econom ic recovery appears to be proceeding m ore gradually

in las t months of 1954. Perhaps the m ost strik ing  figures now 

showing up are the steel operating rate and automobile production 

and sales, but there may w ell be an elem ent of borrowing from  the 

future in  these figures which helps to rob them  of explosive possib ilities* 

The continued boom in construction and the high level of consumer 

incomes and buying are the broader underpinnings of the general 

economic situation.

" S till see nothing in that general situation which can or needs to be 

curtailed  by a generally re s tric tiv e  c red it p o licy . Scattered increases 

in raw  m ate ria l prices haven't spread to the general price s tru ctu re . 

Signs of speculative inventory accum ulation have not yet appeared.

There are s till some pools of unem ploym ent, which may p ers is t fo r 

some tim e if  business upturn does not keep pace w ith a growing 

labor fo rc e . Bank credit figures seem to be consistent w ith moderate 

economic recovery, although not conform ing en tire ly  to adm ittedly

sketchy seasonal projections. Effects of increases in  consumer cred it
x_

w ill be moderated by heavy schedule of repaym ents on outstanding c re d it.

about the la te r months of the y e a r.

The m ortgage cred it situation obviously is a cause fo r some concern. 

Even though it  is not possible to say that the recent rate of housing 

starts is not sustainable, it is possible to have doubts about the cred it 

term s which have helped to sustain the boom. W ith respect to this  

situation, however, there are two points to be made from  the side 

of general cred it policy.

A

Business sentim ent, while bullish fo r the next few months^ is uncertain
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F irs t, the present high le v e l w a r* of res id en tia l building « u  

started by U s t year's  housing leg is la tio n , and sustained by 

easy m oney. Eventually the e ffect of the leg islation w ill begin 

to taper off -  term s can hardly be fa rth e r lib e ra lize d  •  and we 

have already taken some of the ease out of the cred it situation . 

Meanwhile it  would be unwise to try  to counteract what is  a 

national housing po licy, by fu rth er res tric tin g  cred it fo r 

the whole economy.

Second, it may be that this situation is beginning to co rrect

its e lf, aided by what we have a lready done to take up the slack

in  the reserve position of the banks. The present ease in the

mortgage m arket la rg e ly  represents comm itm ents entered into

las t y e ar, for the f irs t half of th is  y e a r. There is some

evidence that this was overdone -  some unusual warehousing

of mortgages w ith banks so as to be able to take up com m itm ents*

How, however, there are reports that comm itm ents on the

easiest term s are harder to get, and th is m ay be the beginning
demands

of an im portant change. In  so fa r as capital/but run new 

savings in the next several m onths, mortgage lenders w ill 

have to liquidate present holdings to take on new com m itm ents, 

or borrow from  banks* Xf conditions in  capital m arket are  not too 

favorable to such liquidation, and i f  we keep some check on bank 

reserve positions, th is shifting o r th is reliance on fu rther bank 

cred it w ill not be so easy, and resu lts  w ill begin to show la te r  

in y e a r. If  building operations should be turning down in  any case,
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a t that t iro * , we m ight have a d iffe ren t l itw t le a  on our hand*.

We have a lready dona quit* a bit to taka up the alack in  the cred it 

situation. Average w eekly free reserves o f m em ber bank* which wara 

running around 409 to 500 m illiA  is  D ecem ber, ranged arouad 300 to  

400 m illio n  in  January and have fluctuated fr om  ISO to  300 m illio n  in  

February. And it  must be rem em bered that these tree  reserve* are  

now la rg e ly  in lit t le  poola In the country banka. Moat of the tim e , the 

reserve and centra l reserve c ity  banka,* the m eat senaitive money 

lenders -  have &ero or even negative free  reserve  poaitiona and 

there haa been aome in term itten t increase in  bor r owing from  the 

Reserve Banka.

There is alao the fact that the banka haee already liquidated a  

large amount of aecondary reserves (m ostly abort te rm  Governm ent*) 

to  avoid borrow ing from  the Reserve Bank a and to  taka on interm ediate  

o r longer te rm  securities and m ortgagee. Because of decreased 

liq u id ity , they should now be m ore senstive to pressure than they w ere.

Then, there is the m atter of expectationa. The general 

expectation in  the m arket is that ra te * are  bound to go up. If  we do 

too much to confirm  and inflam e those expectation* they may get out of haad. 

F in a lly , there a re  the Treasury's position and needs. It  looks aa i f  the 

Treasury would have to borrow from  3 to 4 .5  b illio n  cash during the re at 

of the fiscal y e a r, of which 2 to 3 b illio n  w ill be needed in e a rly  A p ril (could 

take the form  of a tax  anticipation b ill m aturing in  June) and 1 to 1.5 b illion  

w ill probably be needed at m id -M ay when 1.5 b illio n  of Series B Saving a Notes 

m ature . In  addition because of the prospective tem porary dip in  Treasury
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balances during the firs t h a lf of M arch and June, soroe borrowing from  tint 

Federal Reserve Banka (perhaps up to $1 b illio n  in June) on a special 

certificate  m ay be necessary. We shall have to keep these needs In  

m ind, as w ell as the tem porary e ffects on the money m arket and on 

business conditions, of the M arch and A p ril tax paym ents.

Putting a ll th is  together, we m ay be on the threshhold of a re s tric tive  

cred it policy -  m ore re s tric tiv e  than is required by the economic 

situation and m ore res tric tive  than we have intended. 1 think we 

shall have to be carefu l during the next several weeks to see that we do 

not pass over that threshhold unintentionally* There could be a rapid  

run-up in short te rm  ra te s , a considerable ris e  in  long term  capital 

yields (and decline in p ric e s ), aid w ith T reasury borrowing entering the 

p ictu re , a cumulative expectation of re a lly  tight money such as we had in  

e a rly  1953 • 1 should say we want to avoid such developments and it may 

require some open m arket purchases.

We have now gotten to the point, I  believe, where the Treasury b ill 

ra te  w ill hover slightly below the discount rate (o r at tim es equal it) 

and m em ber banks w ill be encouraged by the p ro fit motive to shift to  

borrowing to m eet reserve needs rath er than going through the security  

m arket. I  would le t the situation sim m er there fo r a w h ile , employing 

repurchase agreements to m eet tem porary squeezes in the m arket, and 

buy securities if  the squeeze seems to have become perm anent or 

if  there is need to put in some reserves to support bank underw riting  

of the Treasury's financing.

Such a program  would not c a ll for any change in our present d irective*
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F O M C  3/2/55 
AS

D is c o u n t  R a te

In broadest terms, a change in the discount rate must be considered 

in relation to the performance of the whole economy, in its domestic 

and international aspects*

Take two recent examples U.K. where the rate was recently increased 

from 3 to 3 l/2 percent and then to 4 l/2 percent, and Canada where 

the rate has just been reduced from 2 to 1 l/2 percent*

(a) In the U.K. the economy appeared to be operating at full 

stretch, with a tendency toward over-employment, and foreign 

exchanges showed a weakening of the international position.

A n  increase in bank rate was the classical and proper response, 

and when the first mild warning didn’t do the trick a sharper 

warning followed.

(b) In Canada the mild recession of 1954 has not been succeeded by 

a strong recovery, there is still concern about unemployment, 

and the Canadian dollar was strong - perhaps too strong in terms 

of Canada1,s export trade* A  reduction in bank rate seemed to

fit the domestic and international position.

It is mor e  difficult to generalize with respect to our own country, perhaps 

because we know more about it, but I would say our situation is somewhere 

inbetween these two situations. Our domestic economy after a period of 

recession and then of stability in 1954, made a vigorous start on recovery 

in the last quarter of 1954. This upward movement appears to have gone 

forward, but at a slower pace, thus far in 1955. W e  are well advanced 

from the recession lows of 1954 but still in the phase of gradual
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recovery and not yet in the full "prosperity” phase, particularly 

when prospective levels of employment and increases in the labor 

force are taken into account. In terms of economic conditions, an 

increase in the discount rate at this time would seem to be premature.

the March-April tax period and over the period of Treasury borrowing in 

April would be complicated by an increase in the discount rate. The 

reaction to such a move might result in a deterioration in market 

values - particularly long term or capital value - that would be 

indicative of a mor e  restrictive piiicy than the System yet wishes to follow.

the market is that rates are bound to go up. W e  are already getting a 

delayed rate action to our change in open market policy. If we should 

raise discount rate now, and thus further strengthen expectations of 

tighter credit and high rates which already exist, we should probably 

get more of an immediate reaction than we want.

hich we are again paying some attention. The two increases in 

discount rate at the Bank of England in recent weeks have been partly to 

try to protect a weakening balance of payments position. So long as there is 

nothing in our domestic situation which demands or requires an increase 

in discount rate, it might be helpful to the British position to have 

as wide a spread as possible in short rates, between our two markets.

4. The adjustments the money market m a y  be called upon to m a k e  during

5. There is also the matter of expectations* The general expectation in

6. Finally, there is the question of international money market relationships,
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Some movement of short funds to London (or the retention of funds 

there which might have come home) to take advantage of higher rates, 

could give temporary relief to the British position which would be in 

our long run interest*

I should say we shall want to watch the rate situation closely but 

that no change shall be made now*

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



REC'D IK  FILES SECTION

J S  APR 1 1955
j

M a tin g  of Federal Open M arket Com m ittee M arch 2,  1955 

Review of Continuing Operating P olic ies

Agenda Item  13(b)

Although I  am going to rote NO on the continuance of these 

operating po lic ies , 1 am not going to try- to reargue the question at th is  

tim e* 1 have no reason to believe I  would be m ore successful today, 

than I  have been at past meetings when the subject has been under 

discussion.

I  have been encouraged, however, by the public statement that 

these operating policies are experim ental, and by the warning this 

should convey to the m arket that there is no prom ise, express or 

im plied , that these policies w ill always be follow ed.

A continuing period of intensive study of how our present 

methods of operation arc working, and how they might be im proved, 

seems to me to be indicated. I  am following that course and I  

recommend it to other m em bers of the C om m ittee, lest they lapse 

into thinking that these questions have been settled for a ll tim e .
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