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For the Record May 30, 1961
cc: Messrs. Heller, Gordon, Solow

James Tobin

Iancheon Conversation with Chaiman Willism McC. Martin
on May 29, 1961

M On May 29 Messrs. Heller and Tobin had lunch with Chairman Martin
| in his office at his invitation in order to discuss the difficulties which
i he said were confronting Federel Reserve in the bond market. No one was

( present other than these three individuals. The luncheon lasted from 1:00

puaz. until 3:3, and many topics were discussed. I will not attempt to
give & report of them in chronological sequence, but I will try to cover
the main points made,

1. Martin began the conversation, after the smenities, by dis-
cussing his political position and his temure of his job as Chairman., He
said that he was a reglstered Democrat and had voted for Stevenson i{n 1952.
Subsequently he has been completely out of politics and has not let any-
one know his political prefere-™:s. He recalled that he bad been appointed
to his position by Trumnn, and hes described his attempt to resign when
President Elsenhower came in in 1953. He said that he had a fine private
Job offered to him at that time, and he let it be known in the White House
that he wvas quite willing to resign. BHowever, (eneral Clay told him to
hold on for a while, and finally there was arranged an interviev with
Bisenhover. He exprecsed his willingness to resign to Elsenhower, and
Risenhover asked for time to consider the matter. Subsequently Martin was
informed that the Adinistration and the President desired for bim to cone
tinue. Martin msde clear that he had $%old the President that he was a
Democrat. In 1956 the matter d1d not came up.

During the Presidential canpaign of 1960 there were stories be-
ginning in Newswesk in June that the Kennedy Administration, if elscted,
would wish Martir to go. Also, during the campaign monetary policy was an
ssue, vith the Democrats criticizing tight money. JFor these reasons Martin
felt that a matter of principle vas involved, and he decided that he should
not offer his resignation to President Kennedy. He felt that he bhad an
obligation to his supporters in the System and to those persons in private
life wvho have been defending the System o remain in his position umtil
the end of his term. This he still intends to do. For essentially the
samg reasm he believes that the Federal Reserve and the Chairmanship
should be nonpolitical and he regards the dest demonstration of this prin-
ciple to be for kim to remain in his position until his term is over. He
mentioned this because he had beard indirectly of some sentiments in the
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White House that he should resign and he wanted %o make it clear that he
did not intend to do so. BHe 414 not assoclate the Council with thesge
rumors, and he concurred with Heller's explicit disassocliation of the
Council fram them. The Challenge article was rather obviously in the
background of this discussion, but it was not mentioned explicitly on
either side. Martin did not explein why he changed his mind about
proper procedure for the Chairman between 1953 and 1961, and we did not
ask him, '

2. Martin was concerned about the growth of rumors of severe dis-
agreement between the Council and the Federal Reserve, and he was con-
cerned with Council statements about the monetary policy. Apperently he
found these rumors extremely frequent in New York while he vas there on
the "desk" last week. In scme way vhich was not very clearly defined, he
believed that these rumors were disrupting the bond market; and I take

it that his main message to us was to ask us to be careful about public
statements for fear of the effect we might have on the market. BHe acknowl-
edged that we had a perfect right to dissgree with him and with the

Board about monetary policy, and moreover a perfect right to express our
views publicly. But he pointed out that policy 1s made by the Open-Market
Camnittee and the Board, and not by us. Ee referred specifically to ree~
ports that Tobin had advocated a reduction in the discount rate. Be
regarded this as s legitimate difference of opinion, but he referred to
the continuing international problem. Tobin pointed out that he had

said in testimony before the Jolnt Economic Committee that the 3 percent
discount wvas s deterrent to recovery, but he had recognized the need to
consllder the balance of payments in making monetary policy. Mertin also
referred to reports that the Council would like to see the bdill rate go
down even below 2 percent., We replied thot we believed the bill rate
night be pemmitted to fall closer to 2 perceant now that international
pressures had abated, but that we had not suggested that Lt ocould now go
below 2 percant. Martin referred to Haller's Calvin Bullock remarks on
Council«Treasury-Yeleral Reserve differences in emphasis within the
context of general consensus on monetary policy and sald that these re-~
marks were widely quoted tlroughout the market. Heller showed Martin

the article i{n the May 2Tth Beoncmist and suggested that the Press and the
market liked to exaggerate differences. Martin agreed to this and saild
that these things did not bother him, as he hed long experience in Govern-
ment vith the Press and wvith rumors.

3. Martin turned to the current prodlem in the goverrment bond
market. He said that the Federal Reserve was now the sole buyer in
the market and that many holders were willing to dump large holdings
into the hands of the Fed since the market was convinced that govermment
bond ylelds must rise. He sald there was a real problem of maintaining
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govermient bond prices without engeging in “pegging."” He did not wish,
nor did his Board, to put more money into the market than was needed to
executs the established monetary policy; that is, more than was needed

to maintain free reserves at $500 million. He daid not believe that this
quantity would be sufficient to keep bond yields fras rising. He attributed
the recent change in the psychology of the bond market to several factors:
first, the signs of recovery; second, the rumors of sadvanced refunding;
third, the anticipation of increased government spending and borrowing
needs; and fourth, the genersl resumption of inflationary expectations,
associated in part with the stock market boom. He contended that bank
regerve positicns bave been kept easy, 80 he did not attridbute the de-
cline in the bond market to shortage of bank liquidity. Hs was asked
whether the Fed could not purchase additional bonds and obtaln the funds
by selling bills in order to prevent reserves from expanding sbove thelr
target. His response was partly that this would be pegging and pertly
that the Federal Reserve wvas shoart of bills to sell. Tobin suggested that
the Federal Reserve might pursue a policy of providing encugh reserves

to keep the recovery fram automatically tightening the money credit
markets, as gauged by the short-term rate, and not worry too much about
vhat week-to-week expectations are doing in the bond market. Martin said
that in that case band ylelds would surely rise, and he wantad us to be
prepared for that.

4. This led into a discussion of the sppropriate monetary policy
during the expansion. As suggested above, the present policy of the Fed
i3 to keep free reserves at half a billion dollars. Martin believed it
vould be very difficult to persuade his Cumittee to adopt an easier
policy than this. He, himself, was certainly in favor of continuing
this degree of ease, at least for the time being. Tobin said that banks
should be kept supplied, by purchases of longs and intermediates, with
enough reserves during the expansion so they could finance it without
selling off their bills amd cther govermment securities, at least as long
as we were shart of full employment and inflationary pressures had not
became evident. He suggested that there wvas less reason now to worry
about expansion of bank reserves pushing the bill rates too low for our
international purposes; first because the international constraint itself
vas relaxsd, and second because the expansion would be tending to tighten
bill rates, and the ection of the Federal Reserve would be required to
keep them from rising. Martin regarded this as %00 expansionary a credit
policy. His interpretation of a policy of "ease” does not extend to
offsetting the natwrnl tendency of the market to tighten credit. If the
market tightens credit vhile the Federal Reserve is following an unchanged
policy with respect to reserves, Martin does not regard that as restrictive
policy, dbut rather as a continued policy of ease. He believes that banks!
loan-deposit ratios have been tending to rise dangercusly and he thinks it

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



k-

would be unsound to permit then to rise unchecked during an expansion.
He beliecves that credit is like a rubber band. It can be stretched just
so tight, then it inevitably snaps. It was suggested that the Pederal
Reserve has a lot to do with whether it anaps or not, and tbhat what the
Federal Reserve does, it cen also undo. Martin regarded this as a hope-
lessly naive remark and point of view. Ie dces not believe the Federal
Reserve has that much power over the market and over the banks., He
thinks the banks can if they want to sustain a tremendous expansion of
credit without increase in reserve base.

5. There vas scme discussion about the appropriate level of
interest rates. Tobin and Heller expressed their concern that U. 8.
interest rates wers not only cyclically too high but . secularly too high
for the domestic economic position. They cited the almost unanimous
concurrence of the Treasury's consulting economists in this point of view.
Martin cited the fact that the U, 8, interest rates were the lowest in
the vorld smong major industrial countries, and he quoted Eurcpean senti-
ment that the U, 8. interest rates should be higher for puwrposes of the
international balance of payments equilibrium in order to relleve the
pressures on Germany, for example, to have low interest rates with ine
flationary risks. Tobin respondsd that the productivity of capital, which
was related to the size of the stock of capital relative to the lsbor
force, was quite possibly lower in the U. 8. because we had developed
further, and that interest rates must be adjusted to this basic natural
rate. There followed a discusgion of the extent to which the govermment,
including the Federal Reserve, has any control over rates. Martin was
at pains to exphasize that the govermment does not control the demand for
securities of various kinds. But he was constrained to sgree that the
goverment does control supply.

6. There vas discussion amd disagreement about the present
danger of inflation. Martin was greastly concerned about the revival of
inflationary psychology in the last couple of months. He pegarded inflation
as & fairly imuinent danger. He referred to talk of increases in steel
Prices and wvages. He referred at some length to his long reccrd as the

\ opponent of inflation in the govermment. Ee was proud of the fact that
although every other policy of the goverment ~ fiscal, market structure,
etc. = had abdicated responsibility for inflation during the last 10
yoars, the Federal Reserve had fought it. He referred to the fact that the
dollar was only worth 65 percent of vhat it was worth in 1946. Martin's
moral cbjection to inflation extends to the point that he was unhappy that
| the Cermans were having inflation, even though this was helpful to our
balance of peyments.
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7. Hartin vas greatly concerned sbout the damage that hes
been done by inflation to the "credit of the government.” He contended
that the problem he's encountering in the bond market is just a part
of the long run problem that people don't want to hold goverment bonds
anymore because the credit of the government has been damaged. He re-
garded it as a real problem how to keep people willing to hold the
Federal debt. Tobin suggested that in the recovery period we wish to
encourage people to hold more private securities and real capital
relative to Federal debt and other liquid assets, in order to emcourage
expansion in the private econaxy, and that that was the reason why we
were trying to keep the attractiveness of holding goverrment debt down.
Martin didn't buy this theory of the purpose of monetary policy at all.

8. Discussion about unemployment revealed that there really is
a basic disagreement between the Council and Martin wvith regard to
structural unemployment. Martin does believe thnt;lu-aepartorthe
growth ln unemployment is technologiul and structural and is not
susceptible of remedy by expansion of money and credit. BHe believes
that appropriate policy should aim at labor mobility and price reductions
to pass on technological gains. Tobin and Heller attempted to get
Martin to specify the percentage of unemployment that he would regard as
a safe non-inflationary full employment level, Hut he would not do so.
Tobin and Heller pointed out that a considerable expansion could occur
during the caming year without getting delow 5 percent unemployment,
which would surely be enough t0 include structural and technological
unemployment. Martin di4 not conowr that a 10 percent expansion of
output during the year could happen without eausing inflationary pressure.

9. Martin feels that the Kennedy Administration is making the
sems mistake as the previocus Administration in placing too great a bLurden
on mcuetary policy. He had boped that more use would de mede of fiscal
policies in doth cases. (Presumably e means Bisenhower should have had
tighter budgets to fight inflaticm, and Kennedy a more expansicnary budget
to fight recession.)

10. Martin referred to the strong pressure in the HSystem
againat the policy of February 20, BHe said that st least 7 menders of
maomtm,mmmmmm-,msn all, voted with him
for the cy against their owu conviction. Ee said that the Mdvisary
Council vate bankers) wvas against the nev policy from the beginning
and at its last meeting suggested that it be abandaned. Ee expected
sentiment within the System for sbandcning the new policy to becoms
stronger now. Many peopls favor retwming to dealing in bills to provide
the bank reserves that the Open Market Committee deems appropriats.
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11. Heller raised the question of the Presidential Message
and referred to the political problem - the President is comnitted to
the continuation of monetary ease and to getting interest rates down,
at least keeping them fraa rising. Martin express=d bis concern for
this problem too. HNe said that he had an equal desire to keep the
President from embarrassment on this point. Heller pointed out that
ve bad left the whole task of clearing langusge for the message to the
Treasury. Martin said 0 nany draft versions bad passed over his desk
that he could not really say that he had "cleared” the languasge that
finally appeared. The only phruse that distressed him in it was the
phrase about choking off recovery. Heller and Tobin pointed out that
this wvas added without the Council's knowlsdge as well.

12. Martin referred several times to ths claim «- by Arthar
Burns, by the present Council, and by many others «- that monetary
restriction was in large part responsible for the premature 1960 down-
turn and for choking off the previous boon. This thesis has clearly
stung him and he does not agree with it. His own theory of the downturn
is that 1t was due to distortion of the cost and price structure owing
to continuing cost push., He also defended the Board‘'s actions in the

preceding years, explaining that inflation was roceeding at an intoler-
able rate in spite of slackness in the econcmy.

13, Beveral times Martin referred to his own innocence of
ecanamics and econmmic tralning, but he said ba does know the dond
market - he is & bond man. He repeated the suggestion that we spend
sane time on the "desk” in New York to gain experience.

1. In response to probing by Heller for explieit assurances on
future policy, Martin said he vill contimie tc operate the new policy
(of dDuying long-tem bonds) and to maintain conditions of ease, provide
ing bank reserves as nacessary to maintain free at the level
of half a billion dollars end providing them meinly through the long-
terns market. He does not bhave, he points out, complets power and there

t

|

to the length of time during the upeving during which 4t will be possible
and desiradble to pursue the present policy of ease.

15. At the end, Tobin and Heller expressed their gratitude for
the chance to have a real exchange of substantive views, and Martin said
that this should be repeated every three weeks and that hs would arrange
to have Balderston at the next such luncheon.
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