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Letter of Transmittal

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM

Washington, May 6, 1970

THE SPEAKER OF
THE HOUSE OF REPRESENTATIVES.

Pursuant to the requirements of Section 10 of
the Federal Reserve Act, as amended, I have
the honor to submit the Fifty-Sixth Annual
Report of the Board of Governors of the
Federal Reserve System.

This report covers operations of the Board
during the calendar year 1969.

Yours respectfully,

Arthur F. Burns, Chairman.
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Monetary Policy and the Economy

During 1969 the Federal Reserve moved to a very restrictive monetary
policy in an effort to slow the expansion of aggregate money demands in
the economy and to dissipate deeply rooted expectations of continuing
inflation. Progress in controlling inflation was sought as a step toward
both attaining sustainable noninflationary growth in the domestic
economy and improving the relative competitiveness of the United
States with other trading nations.

The intensity of monetary restraint is suggested by the marked slow-
down that developed in the rates of growth of the money stock and bank
credit. During the second half of 1968 these two variables had increased
at seasonally adjusted annual rates of 7 and 15 per cent, respectively.
But over the corresponding period of 1969 the growth rate for each
dropped to less than 1 per cent.

The policy of monetary restraint was conducted against a background
of generally taut fiscal policy, although the over-all degree of fiscal re-
straint slackened somewhat during the year. Moreover, at certain times
when the Congress was deliberating over various items of tax legislation
——notably in the spring and again near the year-end—prospects for
continued fiscal restraint became quite uncertain, Nevertheless, Federal
purchases of goods and services were considerably less expansive than
in 1968, and a significant slowing in total economic activity developed
as the year progressed, even though price and wage increases remained
sizable and inflationary psychology persisted.

Constraints on the supply of lendable funds, continued strong de-
mands for funds, and widespread anticipation of further inflation
led to very large increases in interest rates. Near the year-end market
interest rates generally reached their highs for the year, in most cases
from 2 to 3 percentage points above the levels prevailing just before
monetary policy began to tighten in late 1968.

DOMESTIC DEVELOPMENTS

During the first half of 1969 the rate of growth in real gross national
product slowed somewhat further, extending the adjustment that had
become evident during the second half of 1968. Although the rate of
inventory accumulation was reduced in the early months of 1969, how-
ever, final demands for goods and services remained strong. There were
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sizable increases in consumer spending, in business outlays for fixed in-
vestment, in State and local government purchases, and in residential
construction—even though housing starts were beginning to decline.
With increases in aggregate spending well maintained, unemployment
remained at a low level and upward pressures on costs and prices
intensified.

As inflationary pressures and expectations became more pervasive,
monetary policy moved toward a more restrictive stance. The initial
shift toward restraint had occurred near the end of 1968 with an in-
crease of Y4 of a percentage point in the Federal Reserve discount rate
to 512 per cent. This change was accompanied by a tightening of open
market policy, which was gradually carried further during 1969. In
early April the Federal Reserve raised the discount rate again—this
time by 12 percentage point, to 6 per cent—and increased reserve re-
quirements against demand deposits by 12 percentage point for both
reserve city and country banks.

Following the initial tightening in December 1968, yields on market
instruments that compete with large negotiable time certificates of de-
posit (CD’s) moved well above the ceiling rates on CD’s at major money
market banks. Since the Federal Reserve did not raise the rate ceilings,
holders of maturing CD’s were encouraged to transfer such funds to
higher-yielding market securities. This curtailment of their resources in-
duced banks to stiffen credit terms and to engage in portfolio adjust-
ments that tightened financial markets more broadly. At the same time,
to cover the heavy attrition in CD’s and still remain in a position to ac-
commodate customer takedowns of the large backlog of outstanding
loan commitments, major banks moved aggressively to tap alternative
sources of funds. These included expanded day-to-day borrowing of
Federal funds, somewhat longer-term borrowing of Euro-dollars from
foreign branches, sales of assets under repurchase agreements, and the
issuance of commercial paper through affiliates.

Net redemptions of CD’s in early 1969 had occurred primarily at a
small number of large city banks that possessed the capacity to tumn
readily to nondeposit sources of funds. Since the volume of funds so
obtained expanded very rapidly, questions were raised at the time
whether the policy of monetary restraint was really being effective. How-
ever, the effects of CD attrition were soon reinforced by the tightening
of more general monetary controls over the supply of bank reserves. As
a result, growth in the money stock moderated; net outflows of time and
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savings deposits and liquidation of securities spread to banks outside the
money centers; bank liquidity was reduced; and the costs of obtaining
funds from nondeposit sources escalated.

In the face of this squeeze, the rate charged by banks on loans to prime
business customers was raised in three steps from 634 per cent in late
1968 to 8V2 per cent in mid-1969, and banks strengthened their loan-
rationing procedures. Over approximately the same period, growth of
total loans and investments at banks averaged only 4 per cent at a sea-
sonally adjusted annual rate, and growth of the money stock only 4.3
per cent, down from the corresponding averages of 15 and 7 per cent
mentioned above for the second half of 1968.

The increased pressure on the banking system during the first half of
1969 was instrumental in pushing market yields sharply higher. How-
ever, upward pressure on rates was also being exerted by increased
demands for funds as borrowers sought credit outside the banking sys-
tem—particularly in the rapidly expanding commercial paper market.
While total credit in the economy grew less rapidly over the first 6 months
of 1969 than it had in the latter half of 1968, the change was more than
accounted for by Federal debt repayments financed out of the large fiscal
surplus. Private nonfinancial sectors raised more funds, net, than they
had in the second half of 1968.

As monetary restraint was intensified, major banks expanded their
use of nondeposit sources of funds. This led the Board of Governors
to adopt several regulatory amendments designed to restrict access to
these sources. In particular, the Board’s actions eliminated the use of
loan repurchase agreements and substantially increased the marginal
cost of Euro-dollar borrowings (by imposing a 10 per cent reserve
requirement on borrowings above a base level, as described in the foot-
note on page 52). The Board also proposed to narrow the exemption of
Federal funds transactions from bank reserve-requirement and rate-
ceiling constraints, but final action was not taken on this proposal until
early 1970. A further action proposed, but not adopted in 1969, would
have applied Regulation Q ceilings to bank sales of commercial paper
through their subsidiaries and holding company affiliates, to the extent
that these funds were used to finance the banks’ own activities.

In the second half of 1969 interest rates showed steep, further
advances to new highs as deposit attrition at banks remained large,
open market policy continued to maintain a tight rein on bank reserves,
and Federal Reserve regulatory proposals and actions indicated the
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possibility of further restraint on bank funds. Moreover, with the
effects of persistent monetary restraint on bank lending and investment
policies tending to become cumulative, there was virtually no further
growth, on balance, in the money and bank credit aggregates. And bank
liquidity was reduced to the lowest levels of the post-World-War-II
period. At the same time, with loan funds at banks sharply curtailed,
nonfinancial businesses were forced to meet an increasing share of their
continuing needs for funds through reductions in liquid assets. In the
process, corporate liquidity ratios also dropped sharply to new lows for
the postwar period.

Liquidity pressures on nonbank thrift institutions (savings and loan
associations and mutual savings banks) also increased after mid-1969.
During the first half of the year growth in net savings at these institutions
had slowed only moderately as compared with the latter half of 1968,
despite the sizable further rise in interest rates on market instruments.
But as the year wore on and market rates rose still further, holders of
claims on nonbank thrift institutions became increasingly sensitive to
the widening spread between returns on such claims and returns on
securities. Consequently, net savings growth at these institutions deteri-
orated sharply after midyear.

To help offset the effects of this reduced intermediation on flows of
funds to mortgage markets, the Federal National Mortgage Associa-
tion (FNMA) and the Federal Home Loan Bank Board (FHLBB)
continued to channel a large volume of funds into housing finance.
In contrast to the first half, however, when FNMA and the FHLBB
were also active suppliers of funds, even a sizable further growth in
these flows was not sufficient to prevent a net reduction in total funds
supplied to mortgage markets.

During the closing months of the year, the severity of the general
financial squeeze showed clearly in the performance of the securities
markets. At that time, despite continued constraints on the supply of
funds and marked advances in interest yields, several types of bor-
rowers whose liquidity positions had come under particular strain
pressed actively to sell securities. Expanded market financing by the
FNMA and the FHLBB represented one such source of pressure. In
addition, nonfinancial corporations were expanding their borrowing in
both the commercial paper and the bond markets. And banks were
broadening their efforts to sell commercial paper. In the face of these
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general market strains, it was much more difficult than usual for the
market to accommodate the volume of both refinancing and net cash
borrowing by the Treasury, even though such operations were not espe-
cially large.

Strains exerted by the cumulative effects of monetary restraint were
perhaps greatest in the market for State and local government securities.
In earlier years commercial banks had been by far the dominant investor
group in this market. During much of the latter half of 1969, however,
banks were net liquidators of a sizable volume of municipal debt. To dis-
tribute new municipal issues, it was therefore necessary for underwriters
to turn increasingly to individuals. But funds from individuals could be
attracted in volume only at sharply higher yields, and as yields rose to
levels above the legal rate ceilings of many State and local governments,
many such units that wanted to borrow were effectively excluded
from the bond market. To cope with this cutback in longer-term financ-
ing, units in need of funds drew heavily on their liquid asset positions,
expanded their borrowing in short-term markets, and/or sought upward
revisions in legal rate ceilings. Even so, a substantial part of the financing
that State and local governments had planned was not accommodated,
and a significant number of capital projects had to be deferred.

Other sectors of the economy also reflected the effects of restric-
tive policy more clearly during the latter half of 1969. In fact, in
the fourth quarter growth of aggregate output, as measured by real GNP,
came to a halt, and for the full year real GNP grew by less than 3 per
cent. Slower economic activity was also reflected in the Board’s index
of industrial production, which declined moderately over the last 5
months of the year; in retail sales, which showed no year-over-year
growth after adjustment for price increases; and in housing starts, which
declined further.

On the other hand, upward pressures on prices and costs remained
generally strong throughout the year. For all of 1969, prices—as meas-
ured by the GNP deflator—rose by 4.7 per cent, an exceptionally rapid
rate. Along with demand pressures another factor contributing to the
sustained advance in prices was the strong upward course of unit labor
costs. Growth in output per manhour was small, and upward pressures
on wages were strong. With wage and other costs rising and profit mar-
gins tending to erode, businesses sought to recoup added costs through
higher prices.
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INTERNATIONAL DEVELOPMENTS

Abroad, 1969 was a year of strongly rising demand in most countries.
Consequently U.S. exports increased considerably, despite the adverse
effects of a long port strike. But U.S. imports increased at about the same
rate as exports, and other current payments grew more than receipts.
Therefore, the net export balance of goods and services fell below the
already low level to which it had dropped in 1968.

Outflows of U.S. private capital in various forms continued to be
restrained by governmental programs, including the foreign credit
restraint program administered by the Federal Reserve, and were
affected also by the growing pressures on liquidity of banks and
businesses in this country. Nevertheless the identified outflows of such
capital were somewhat larger than in 1968. Inflows of foreign long-
term capital into the United States were smaller than the year before,
as financial markets abroad tightened and the U.S. stock market
weakened.

Extremely large international flows of liquid capital occurred in
1969. These reflected two very different sets of forces—the one stem-
ming from monetary and credit conditions in the United States, the
other growing out of international market expectations of changes in
exchange rates between the German mark and other currencies. The
borrowing of Euro-dollar funds by U.S. banks, noted above, drew
a very large volume of funds out of national money and credit mar-
kets in other countries and contributed greatly to strength of the dollar
in exchange markets. High interest rates in the Euro-dollar market also
attracted some funds of short-term investors, American and foreign,
out of holdings in this country into deposits in that market. Until
September, anticipation of a revaluation of the German mark caused
funds to move into Germany from this country and others. After a new
parity for the German mark was established in October, the closing
months and weeks of the year saw a reversal of much of these move-
ments.

As 1969 ended, the international monetary system appeared to have
entered a period of relative stability. The interplay of several factors
contributed to this: the strength of the dollar in foreign exchange
markets; the continued successful functioning of the two-tier gold
system, and a drop in the private market price of gold back to $35 an
ounce by the year-end; and the preparations for inauguration of a
new international reserve instrument, Special Drawing Rights (SDR’s).
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Moreover, the realignments in 1969 of the German and French cur-
rency parities, the improvement in the British balance of payments in
1969 stemming in part from the devaluation of sterling in November
1967, and expectations that the introduction of SDR’s would facilitate
balance of payments adjustments in the future, all contributed to
growth of confidence in the stability of the international monetary
system.

Nevertheless, a large imbalance remained to be corrected between
too-small U.S. net exports of goods and services and too-large potential
net outflows of capital from this country. In 1969, as a result of Euro-
dollar borrowing, the actual U.S. balance of payments measured on
the basis of official reserve transactions was comfortably in surplus.
Without that borrowing, U.S. international settlements would have been
seriously adverse—and in fact the 1969 balance of payments deficit
measured on the liquidity basis was exceptionally large. 0
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Period, or
announcement
date

January through
March

April

April 3
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Action

Directed that System open market operations be conducted
with a view to maintaining the prevailing firm conditions in
money and short-term credit markets that had developed follow-
ing the mid-December 1968 increase in the discount rate, with
provisions for modification of operations depending on the
course of bank credit developments.

Directed that System open market operations be conducted
with a view to maintaining firm conditions in money and short-
term credit markets, taking account of the.effects of other
possible monetary policy action, with provision for modifica-
tion of operations depending on the course of bank credit
developments.

Discount rates increased from 515 to 6 per cent at 11 Reserve
Banks, effective April 4. (By April 8, the 6 per cent rate was
in effect at all Reserve Banks.)

Increased reserve requirements against net demand deposits
at all member banks—from 1614 to 17 per cent on deposits
under $5 million and from 17 to 1714 per cent on deposits over
$5 million at each reserve city bank and from 12 to 1214 per cent
on deposits under $5 million and from 1214 to 13 per cent on
deposits over $5 million at each country bank—effective in
the reserve computation period beginning April 17 and applica-
ble to average deposits in the period April 3-9 inclusive.

S Principal Federal Reserve Policy Actions, 1969: Digest

Purpose

To foster financial conditions conducive to the
reduction of inflationary pressures, with a view to
encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in the
country’s balance of payments.

To foster financial conditions conducive to the
reduction of inflationary pressures, with a view to
encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in
the country’s balance of payments.

To contribute to a reduction of inflationary pres-
sures in the economy.

To contribute to a reduction of inflationary
pressures in the economy.



April 4

Late April
through May

June through
December

July 24
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Issued revised 1969 guidelines, effective immediately, covering
foreign credits and investments by U.S. banks and other financial
institutions, representing a modification of guidelines announced
December 23, 1968.

Directed that System open market operations be conducted
with a view to maintaining the prevailing firm conditions in
money and short-term credit markets that had developed fol-
lowing the early-April announcement of increases in the discount
rate and reserve requirements, with provision for modification
of operations depending on the course of bank credit develop-
ments.

Directed that System open market operations be conducted
with a view to maintaining the prevailing firm conditions in
money and short-term credit markets, with provision for modi-
fication of operations depending on the course of bank credit
developments.

Amended rules governing member bank reserves (Regula-
tion D), effective July 31, to assure that certain officers’ checks
issued in connection with transactions with foreign branches
were included as deposits for purposes of computing reserve
requirements.

Amended rules governing member bank reserves (Regula-
tion D) and payment of interest on deposits (Regulation Q),
effective July 25, to bring certain member bank liabilities on
repurchase agreements within the coverage of such rules.

To continue the program of voluntary restraints
in effect since 1965, while permitting additional
flexibility to finance U.S. exports and resolving
some serious equity problems.

To foster financial conditions conducive to the
reduction of inflationary pressures, with a view to
encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in
the country’s balance of payments.

To foster financial conditions conducive to the
reduction of inflationary pressures, with a view to
encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in
the country’s balance of payments.

To limit certain transactions involving member
banks and foreign branches that had resulted in
what the Board considered an unwarranted re-
duction in required-reserves.

To forestall the recent and contemplated use by
some member banks of repurchase agreements to
avoid reserve requirements and the rules govern-
ing payment of interest on deposits.
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Principal Federal Reserve Policy Actions, 1969: Digest—Continued

Period, or
announcement
date

August 13

December 17

December 24
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Action

Amended rules governing member bank reserves (Regula-
tion D) and foreign branches of member banks (Regulation M),
effective September 4, to establish a 10 per cent marginal reserve
requirement on certain foreign borrowings, primarily Euro-dol-
lars, by member banks and on the sales of assets by member
banks to their foreign branches.

Announced revised guidelines covering foreign credit and in-
vestments by U.S. banks and other financial institutions.

Authorized Federal Reserve Banks, effective immediately and
until April 1, 1970, to provide, in accordance with certain speci-
fied principles, emergency credit facilities to nonmember de-
positary institutions, if the need should arise.

Purpose

To moderate the flow of foreign funds between
U.S. banks and their foreign branches and also
between U.S. and foreign banks by removing a
special advantage to member banks that had
used Euro-dollars not subject to reserve require-
ments for the purpose of adjusting to domestic
credit restraint.

To continue the program of voluntary restraints
in effect since 1965, while, in keeping with the Gov-
ernment’s efforts to stimulate U.S. exports, giving
greater and more explicit recognition to the es-
tablished priority for export financing.

To provide, as a matter of general policy, the
procedures for making available emergency credit
to nonmember depositary institutions in difficulty
as to the adequacy of their liquidity reserves as a
result of substantial attrition of savings.



Credit Markets and Financial Flows

Demands for credit remained strong in most sectors of the economy in
1969 as economic activity continued to expand, prices rose rap-
idly, and business capital investment rose to new record levels. In
view of the inflationary character of economic developments and of
widespread expectations of further inflation, the Federal Reserve pur-
sued a policy of monetary restraint throughout the year. The resulting
constraint on the supply of lendable funds relative to demand led to
further sharp increases in interest rates, which were at postwar highs
by the year-end. Expansion of total bank credit slowed substantially
during the year, even after allowance for expanded use by banks of
nondeposit sources of funds, and the money stock grew by only 2.5
per cent, with most of the growth occurring in the first half.

During the year rising interest rates on market securities, in con-
junction with regulatory restrictions on rates payable at depositary
institutions, progressively limited the availability of institutional credit
as funds were shifted out of deposit-type instruments and into higher
yielding market securities. Commercial banks in particular were affected
by such shifts. Their share of the total flow of credit extended to non-
financial borrowers dropped sharply in 1969. Even though their deposit
inflows also slowed during the year, other depositary institutions were
better able to maintain their share of total credit supplied, because they
placed more reliance on nondeposit sources of funds; for example, sav-
ings and loan associations borrowed heavily from the Federal home
loan banks. As the year progressed, however, the availability of credit -
directly through the securities markets also became more limited.

In the first half of the year, funds raised by nonfinancial sectors from
all sources declined substantially as compared with the total for the
latter half of 1968; but this reduction represented a shift from borrow-
ing to repayment of debt by the U.S. Government as the budget moved
into surplus. Borrowing by private sectors increased slightly. In the
second half of the year, however, demands for funds by private sectors
showed a substantial decline in response to the increased cost and re-
duced availability of credit and to the slower growth in economic activity.
But the U.S. Government was a net borrower of funds in this period, and
total funds raised by all sectors increased somewhat.
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TOTAL FUNDS RAISED AND SUPPLIED

1. Volume raised by nonfinancial 2. Shares in funds supplied by

sectors selected institutions
BILLIONS OF DOLLARS, SEISUNIHV{A USTED ANNUAL RATES PER CENT

COMMERCIAL BANKS,

‘50

1987 967 188 | 1968
TasLe 1: SELECTED BORROWING BY SECTOR AND TYPE

Flow of funds data, in billions of dollars; half-years at seasonally adjusted annual rates.

1968 1969
Sector, and
type of instrument 1967 1968 1969
IstH | 2ndH | IstH | 2nd H
U.S. Government:
Public debt issues......... 8.9 10.3 —2.8 12.1 8.5 -—-17.9 7.3
Budget agency issues....... 4.1 3.0 —2.6 2.7 3.5 —-.4 —4.7
Federally sponsored credit agen-
cies.lo oo —.6 3.2 8.9 4.5 2.0 6.3 11.6
State and local govt. issues..... 7.7 9.9 8.8 6.7 13.1 9.3 8.3
Nonfinancial corporate business:
Bonds and stocks. 17.0 12.1 15.3 12.8 11.3 14.9 15.8
Mortgages......... 4.5 5.8 4.3 4.9 6.8 4.5 4.1
Open market paper 1.5 1.6 2.7 .3 3.0 3.8 1.7
Consumers:
Consumer instalment debt.. 3.4 9.0 8.1 7.7 10.1 8.9 7.4
Mortgages......c.oavvunnn 11.7 16.0 16.9 16.0 16.0 17.5 16.5
1 Not included in the budget.
TasLE 2: BaANK CREDIT
Seasonally adjusted net changes, in billions of dollars
1968 1969
Item 1967 1968 1969
IstH { 2ndH | IstH | 2nd H

Total loans and investments....| 36.0 38.1 9.2 11,3 26.8 7.9 1.3
U.S. Govt,. securities 6.1 1.8 -9.8 .7 1.1 —5.3 —4.5
Other securities. .. ............ 12,7 10.1 —.8 2.5 7.6 . -1.3
Totalloans............covuvun 17.2 26.2 19.7 8.1 18.1 12,7 7.0
BUSINESS. . v o0 vivriniannn 7.7 9.6 9.0 3.3 6.3 6.4 2.6
Realestate............... 4.6 6.6 5.1 3.0 3.6 3.4 1.7
Consumer................ 1.8 4.9 3.3 1.8 3.1 1.8 1.5
Other..........coocvvunnn 3.1 5.1 2.3 5.1 1.1 1.2
14
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BANK RESERVES, DEPOSIT 10030 S AND INTEREST RATES
3. Bank reserves and borrowings 4. Interest rates
BILLIONS OF DOLLARS, SEASONALLY ADJUSTED PER CENT
s SHORT-TERM Lt

28

TOTAL RESERVES

26

NONBORROWED RESER

TREASURY BILLS
24 3.MONTH i

LONG-TERM

FHA MORTGAGES

ONALLY ADJUSTED

BORROWINGS Fi
FEDERAL RESH

CORPORATE Aaa
NEW ISSUES

10
! U.s, COVT.

STATE AND LOCA]

EXCESS RESERVE&
1967 . 1968 O Yeee
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TABLE 3: SELECTED MONETARY AGGREGATES

Seasonally adjusted annual rate of change, in per cent

1968 } 1969
Item 1967 1968 1969
IstH | 2nd H ( IstH | 2nd H
Member bank deposits......... 11.8 9.0 —-4.0 4.4 13.4 -3.5 —4.6
Member bank deposits plus
liabilities to foreign branches..| 11.7 .8 -1.7 5.7 13.5 -2 1-3.2
Time and savings deposits at
banks............oiniinn, 15.9 11.5 —-5.3 5.3 17.3 —-4.0 —6.7
Money stock. .. ............n, 6.6 7.2 2.5 7.2 7.0 4.3 .6
Savings accounts at nonbank
thrift institutions. ........... 9.4 6.3 3.3 6.1 6.4 5.0 1.7

1 Beginning on May 28, 1969, the following data were collected : Euro-dollars borrowed directly or
through brokers and dealers, liabilities to own branches in U.S. territories and possessions, commercial
paper sold by bank holding companies or other bank affiliates, and loans sold under repurchase agree-
ment to the nonbank public. If funds raised from these sources during the second half of 1969 were
gddec; tg member bank deposits and liabilities to foreign branches, the resultant rate of change would

e —1.2 per cent.
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FIRST HALF OF YEAR

During the first half of 1969 the Federal Reserve continued on the
course of monetary restraint initiated in December 1968. Total reserves
of member banks rose at an annual rate of less than 1 per cent as com-
pared with nearly 11 per cent in the latter half of 1968. Nonborrowed
reserves—those provided by sources other than by member bank bor-
rowing—actually declined at an annual rate of almost 4 per cent, in
sharp contrast to a rate of growth that had exceeded 10 per cent in
the preceding half year. In addition to the pressure exerted on banks
through open market operations, in April the Federal Reserve raised
the discount rate from 5% to 6 per cent and increased reserve require-
ments by %2 of a percentage point on demand deposits at member
banks.

DEPOSIT FLOWS DECLINE

Commercial bank deposits declined sharply during the first half of
1969. As market yields became more attractive relative to the maxi-
mum interest rates that banks were permitted to offer on their time
and savings deposits, funds began to be withdrawn or diverted from
these instruments for investment in higher yielding market securities.
During the first half of the year total member bank deposits declined
at an annual rate of 3.5 per cent, as compared with a rate of increase
exceeding 13 per cent in the second half of 1968. Nonbank deposi-
tary institutions were affected to a much lesser extent by such shifts out
of their savings accounts in the first half, although deposit inflows
at savings and loan associations and mutual savings banks did slow
to an annual rate of 5 per cent as compared with more than 6 per cent in
the latter part of 1968.

The decline in commercial bank deposits during this period occurred
largely in time and savings deposits, most of which reflected outflows
of CD’s in denominations of $100,000 or more. By early December
1968 short-term market rates had risen to levels at which maximum of-
fering rates on CD’s allowable under Regulation Q ceilings were no
longer competitive, and sizable attrition of CD’s ensued. Over the first
half of 1969, outstanding CD’s at large commercial banks declined by
$7.5 billion, seasonally unadjusted, or by about one-third of the amount
outstanding at the end of 1968. The bulk of this attrition took place at
large banks in the major financial centers where depositors tend to be
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more interest-sensitive; banks in New York City and Chicago, which
held about 35 per cent of the outstanding CD’s at the end of 1968, ac-
counted for 60 per cent of the run-off of CD’s during the first half of
1969. Toward midyear, however, banks outside New York and Chi-
cago began to account for an increased share of the attrition.

Time and savings deposits other than CD’s also were influenced by
rising market rates of interest. At large banks, time and savings de-
posits held by individuals and businesses (exclusive of their holdings
of large negotiable CD’s) grew during the first quarter at about one-
half of the rate for the last 6 months of 1968 and then declined on
balance over the second quarter. At country banks, net inflows of total
time and savings deposits dwindled fairly steadily over the first 6 months
of 1969 and for the period the inflow was only about half as large as in
the latter half of 1968.

Rising market rates of interest and the growing squeeze on the
availability of funds also induced private holders to economize on
their cash balances. During the first half of the year the money
stock——currency and privately held demand deposits—grew at an an-
nual rate of 4.3 per cent, down sharply from the 7.0 per cent rate in
the second half of 1968. Privately held demand deposits rose at an
annual rate of 3.7 per cent, about half the rate of growth in the latter
part of 1968, whereas currency in the hands of the public continued
to expand rapidly—at an-annual rate of 6.5 per cent. Demand deposits
held by the Federal Government remained essentially unchanged on
balance.

BANKS SEEK OTHER SOURCES OF FUNDS

In view of these deposit outflows individual banks increased their bor-
rowing at the discount window and in the Federal funds and Euro-dollar
markets and issued other nondeposit liabilities. Borrowings from Federal
Reserve Banks rose rather steadily over the first half to an average of
about $1.4 billion in June; this was almost double the highest monthly
average reached in the latter part of 1968. In the Federal funds market
—where excess reserves of banks are bought and sold on a day-to-day
basis—the volume of funds traded through New York rose to a daily
average of around $9.0 billion in May and June, as compared with
about $7.5 billion in December 1968. The cost of these funds also rose
markedly, reaching an average of 8.90 per cent in June, well above the
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maximum of around 6.00 per cent that banks had paid on such borrow-
ings in the second half of 1968.

Banks also increased sharply their borrowings in the Euro-dollar
market. The total of such borrowings doubled in the first half and by
the end of June had reached almost $14.3 billion. Banks had to pay
increasingly higher rates to obtain these funds; Euro-dollar rates gener-
ally ranged from 10 to 12 per cent in June, depending on maturity,
as compared with 6 to 7 per cent in December 1968.

As these sources became more scarce and more costly, banks sought
increasingly to raise funds through the sale of commercial paper by
bank holding companies, affiliates, and subsidiaries, the proceeds of
which were transferred to banks by purchases of bank loans. By mid-
year about $1.2 billion of such paper was outstanding. Banks also
borrowed through the sale of loans to the nonbank public, subject to
repurchase agreements; by June 30 such outstandings had reached
about $850 million.

During the first half of the year the Board of Governors proposed
several amendments to its regulations affecting borrowing in the Euro-
dollar and Federal funds markets, most of which became effective later
in the year. On June 26 the Board proposed that a 10 per cent reserve
requirement be established on borrowings of U.S. banks from their
foreign branches to the extent that these borrowings exceed the daily-
average amounts outstanding in the 4 weeks ending May 28, 1969; this
proposal was designed to moderate the inflow of Euro-dollars to U.S.
banks from their foreign branches. On June 27 it issued a proposal to
narrow the categories of “Federal funds” transactions that are exempt
from Regulations D (governing reserves of member banks) and Q
(governing payment of interest on deposits by member banks). On May
29 the Board had also proposed an amendment to Regulation D de-
signed to ensure that checks resulting from transfers involving foreign
branches are not used to effect reductions in required reserves.

CREDIT RESTRICTED AT DEPOSITARY INSTITUTIONS

With their lendable funds becoming more limited in the face of con-
tinued strong demands for credit, depositary institutions undertook
substantial adjustments in their investment portfolios. Banks reduced
their liquidity; cut back sharply on acquisitions of longer-term U.S.
Government, Federal agency, and municipal securities; sold loans out-
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right; and tightened their terms and conditions of lending. Total loans
and investments at commercial banks expanded at an annual rate of
only 4 per cent during the first half, well below the exceptionally rapid
rate—15 per cent—in the previous 6 months.

During the first half banks reduced their holdings of U.S. Govern-
ment securities by more than $5 billion—largely Treasury bills and
short-term notes and bonds—and virtually ceased their acquisitions of
other securities. Large banks, in fact, made substantial reductions in
their holdings of municipal issues over the first half. Consequently, by
midyear total liquid assets held by banks had dropped sharply, and
the ratio of these assets to deposit and other liabilities had fallen to a
lower level than at any time during the period of monetary restraint
in late 1966. In addition, the accommodation of new loan demands
was partially satisfied by outright sale of existing loans by banks; such
sales to others than banks and bank-related affiliates and subsidiaries
amounted to about $750 million by midyear.

Banks also began in this period to tighten the terms and conditions
of lending. For example, they raised the prime rate three times—from
634 per cent to 7 per cent in eatly January, to 7%2 per cent in mid-
March, and to 814 per cent in early June. As a result, expansion of
total bank loans slowed during the first half of the year. Among the
major categories, only loans to businesses continued to expand rapidly.
Growth in such loans increased at about the same fast pace as in the
latter part of 1968—and even picked up somewhat if loan sales are
included-—-as corporate demands for funds intensified and banks con-
tinued to make a large volume of new loan commitments to businesses.
The advance in real estate loans began to moderate in the second quarter,
accompanied by a decline in housing starts. Expansion of consumer
loans slowed, as did growth of total consumer credit from all sources.
And security loans, which had expanded rapidly in the autumn of
1968, declined on balance during the first half of 1969 as dealers reduced
their positions, in response to the high cost of carrying inventories of
securities and to expectations that interest rates would rise further.

Nonbank thrift institutions were able to increase substantially their
net acquisitions of credit market instruments in spite of somewhat re-
duced net inflows of funds to their savings accounts. Savings and loan
associations—the dominant residential mortgage lender—relied heavily
on borrowings from the Federal home loan banks (FHLB) in order to
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increase their net takings of mortgages. At mutual savings banks net
acquisitions continued to grow—but less rapidly than in the latter half of
1968, as both mortgage lending and acquisitions of corporate bonds
were reduced. Moreover, the growing pressure on available funds re-
sulted in a slowing of new-commitment activity in the mortgage area as
the year progressed. After April the backlog of outstanding mortgage
commitments at both types of institutions began to decline.

At life insurance companies, the contractual nature of fund inflows
significantly insulated such intermediaries from the type of pressure
experienced by depositary institutions. But there was a substantial rise
in policy loans at insurance companies—as policy holders faced in-
creased costs and reduced availability of credit from other sources.
Hence, these companies were able to maintain funds for other invest-
ments at the level of the second half of 1968 only by reducing their cash
balances. As a result, they became more cautious about making new
commitments and about scheduling takedowns of funds.

PRESSURES IN SECURITIES MARKETS INTENSIFY

As economic activity remained strong and bank loans came under
increasing restraint, nonfinancial businesses turned more and more to
the issuance of market securities and shorter-term paper to obtain
needed funds. Plant and equipment expenditures were rising sharply
and internal funds generation was slowing somewhat; hence, total
corporate financing requirements were rising on balance. The volume
of funds raised through bond and stock offerings in the first half of
1969 was significantly larger than that in the second half of 1968; stock
issues accounted for about two-thirds of the increase, despite the lack
of buoyancy in average stock prices—which reached a peak in Decem-
ber 1968 and then declined by 7 per cent through June 1969. Offerings
of bonds and stocks by large industrial companies were relatively small,
but both public utility and communications companies and small to
medium-sized industrial companies issued debt in volume. Corporations
borrowed heavily in the commercial paper market as well—raising about
$4 billion at a seasonally adjusted annual rate, or $1 billion more than
in the previous 6 months.

Borrowing by State and local governments was significantly affected
by the pressures that developed in securities markets and by the drying
up of demand for these securities by commercial banks—ordinarily the
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principal institutional purchasers of municipal debt. Rising market rates
of interest on long-term municipal securities resulted in a sizable cut-
back in the issuance of such debt in the first quarter; net long-term
borrowing in that period amounted to $4 billion, annual rate, less than
one-half the exceptionally high rate in the fourth quarter of 1968. Many
governmental units were forced to postpone or cancel planned borrow-
ing because of interest rate ceilings. To a considerable extent, the re-
duced volume of long-term borrowing was offset by a sharp rise in the
flotation of short-term debt by units having authority to enter this mar-
ket and not subject to restrictive rate ceilings. As a result, total market
issues declined only moderately during the first quarter.

Early in the second quarter yields on municipal securities declined,
largely as a result of expectational factors, and the volume of long-term
borrowing increased significantly from the unusually low first-quarter
rate. At the same time, municipal demands on the short-term market
dropped from the peak rates of the first quarter, but they were still
quite high. However, a renewal of upward pressures on interest rates
as the quarter progressed resulted in more cutbacks and postponements
of long-term borrowing plans, with short-term or interim financing be-
ing substituted in some instances.

Federal Government demands on credit markets were substantially
reduced in the first half of 1969 relative to a year earlier. Although
the budget showed a deficit of $2 billion in the first quarter, this was
less than one-fourth of that in the comparable quarter a year earlier.
Moreover, in the second quarter the budget swung into substantial sur-
plus, reflecting a sharp year-over-year gain in revenues—attributable
to receipts from the tax surcharge as well as higher incomes—and
constraint on expenditures. Hence, the Federal Government, on bal-
ance, repaid debt in volume. At seasonally adjusted annual rates, there
was a turnaround from net borrowing of $12 billion in the latter half
of 1968 to net repayment of $18.3 billion in the first half of 1969.

On the other hand, federally sponsored credit agencies not included
in the budget increased their demands on securities markets. Net debt
issuance by these agencies aggregated $6.3 billion, annual rate, in the
first half, more than three times the volume in the second half of 1968.
The Federal home loan banks and the Federal National Mortgage As-
sociation accounted for a substantial portion of this borrowing, as they
sought funds to channel to the mortgage market.
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INTEREST RATES ADVANCE

With demands for credit remaining in excess of the available supply
in nearly all financial markets, most market rates of interest rose
further. Banks, facing persistent loan demands and reduced availability
of lendable funds, not only raised their prime lending rates but also bid
up rates paid on Federal funds and Euro-dollars as they aggressively
sought funds in these markets.

Other short-term rates also rose substantially. Corporate demands
for funds spilled over into the commercial paper market, and bank
affiliates began to issue commercial paper, with the result that rates
on 4- to 6-month paper had advanced to more than 8.50 per cent by the
end of June, an increase of more than 2 percentage points during the
first half. Yields on Treasury bills and short-term Federal agency issues
changed relatively little through the spring; large sales of Treasury
bills by banks were readily absorbed by the market as the demand for
bills was increased in large part by the shifting of investor funds out
of large CD’s and into other market instruments, and also by demands
for bills by many investors who wished to increase their liquidity posi-
tions because of financial uncertainties. However, as a result of con-
tinued sales of bills by banks, as well as reduced demands by some insti~
tutional investors, bill yields rose to an average that was about 50 basis
points higher in June than the December 1968 average.

In long-term markets upward pressures on interest rates were sub-
stantial as banks withdrew from the market and other investors re-
mained cautious in anticipation that tighter market conditions might
follow. By the end of June the average yield on municipal bonds had
risen more than 80 basis points from the level prevailing in December
1968. Rates on corporate Aaa new issues (with 5-year call protection)
and secondary market yields on home mortgages insured by the Federal
Housing Administration rose by about 80 and 85 basis points, respec-
tively. Yields on long-term Government bonds, however, increased
relatively little, with no bonds being issued by the Treasury because
of the 44 per cent statutory rate ceiling on such instruments.

SECOND HALF OF YEAR

During the second half of 1969 both total and nonborrowed reserves
of member banks declined slightly—at annual rates of about 4 and 2.5
per cent, respectively—as the policy of restraint in Federal Reserve
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open market operations was continued. Moreover, on July 24 and
August 12 the Board of Governors of the Federal Reserve System
adopted amendments to its Regulations D and M, proposed earlier in
the year; these amendments were designed to moderate borrowing by
member banks in the Euro-dollar market and to prevent reductions in
required reserves through transfers involving their foreign branches.
Also on July 24 the Board took action to narrow the scope of member
bank liabilities under repurchase agreements that are exempt from
Regulations D and Q. On October 29 it announced that it was consider-
ing amendment of its rules governing the payment of interest on deposits
(Regulation Q) to apply to funds received by member banks from the
issuance of commercial paper or similar obligations by banks’ affiliates.

All of these pressures led banks to maintain their borrowings at the
Federal Reserve Banks at about the high level reached in the early
summer. Banks also relied increasingly on the Federal funds market,
and about $10 billion of these funds were traded through New York
on a daily-average basis during December, or about $1.0 billion more
than at midyear. The Federal funds rate in December averaged close to
9 per cent, about the same as in June.

Total borrowing by U.S. banks in the Euro-dollar market rose
sharply further in July, but remained essentially unchanged at an aver-
age level of about $15.5 billion during the balance of the second half,
probably to some extent in response to Board actions concerning such
borrowing. Rates on Euro-dollars dropped slightly from those prevail-
ing in June and averaged from 10 to 11 per cent in December, depend-
ing on maturity.

After borrowing through sales of loans under repurchase agreement
became subject to Regulations D and Q in late July, such net borrow-
ings from the nonbank public declined steadily to a level of about $200
million at the end of the year. But outstanding commercial paper issued
by bank holding companies or other bank affiliates rose sharply, by an
additional $3 billion in the second half.

DEPOSIT FLOWS TO INTERMEDIARIES
CURTAILED FURTHER

As market rates of interest continued to increase, the availability of
deposit funds at major types of depositary institutions became more
restricted. The outflow of total deposits at member banks was some-
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what larger than in the first half—at an annual rate of nearly 5 per
cent—and funds obtained by these banks from nondeposit sources
failed to offset fully this decline; total member bank deposits plus
nondeposit funds fell at an annual rate of about 1 per cent during the
second half. Net inflows at nonbank thrift institutions were cut sharply
during the latter half of the year.

Declines in outstanding time and savings deposits at commercial
banks—at an annual rate of more than 6.5 per cent in the second half
—continued to account for a large part of the reduction in total de-
posits after midyear. CD attrition began to moderate from the rapid
pace of the first half, however, as the volume of maturing issues
declined and deposits of foreign official holders, which are not subject
to interest rate ceilings under Regulation Q, increased. The run-off
in CD’s during the second half was approximately $4.5 billion, season-
ally unadjusted, or about 60 per cent of that earlier in the year. In
contrast to the first half, the bulk of this attrition took place outside the
major financial centers; banks outside New York City and Chicago
experienced more than 90 per cent of the run-off, or more than twice
their share earlier in the year. The additions to time deposits of foreign
official holders in the fourth quarter, mainly at banks in New York City,
appeared to reflect in part a shifting of balances previously held in the
form of Euro-dollar deposits with foreign branches of U.S. banks.

Net withdrawals of time and savings deposits other than CD’s be-
came increasingly important in the decline in total time and savings
deposits at commercial banks. At large banks, seasonally unadjusted
outflows of consumer-type time and savings deposits were, on the aver-
age, about 20 per cent greater than the total for the second quarter.
And at country banks the progressively reduced inflows, seasonally
unadjusted, of the first half of the year turned to sizable net outflows
during the second half.

Banks also lost demand deposits, on balance, during the second half;
the decline in such deposits privately held more than offset the rise in
those held by the U.S. Government. Growth in currency in the hands
of the public, however, was fairly well sustained, so the reduction in
privately held demand deposits was more than offset in the money
stock statistics. The total money stock rose slightly—at an annual rate
of less than 1 per cent—during the second half of the year.

Net inflows of funds to thrift institutions continued to decline dur-
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ing the second half of the year, as yields on market securities rose
further above the rates paid on savings accounts. Both savings and
loan associations and mutual savings banks experienced substantial
outflows during the July and October interest-crediting periods, and net
inflows remained depressed in other months of the second half. As a
result, deposits at these institutions grew at a seasonally adjusted annual
rate of only 1.7 per cent, about one-third the rate in the first part of
the year.

RESTRICTION OF INTERMEDIARY CREDIT
CUMULATES

With lendable funds becoming increasingly limited and with liquidity
already at very low levels by midyear, commercial banks were obliged
to curtail their lending activity further. In adjusting their asset port-
folios to the reduced supply of funds, they continued to rely on liquida-
tion of securities and on more intense rationing of loans, and after
midyear total bank credit rose only slightly further.

Again the bulk of the liquidation of security holdings by banks,
which totaled almost $6 billion, was in U.S. Government securities—
mainly Treasury bills and short-term notes and bonds. However, banks
did reduce their portfolios of other securities—generally municipal
issues—as holdings of short-term U.S. Government securities were
probably approaching minimum amounts needed for pledging require-
ments and other purposes. Outright sales of loans by banks to others
than banks or bank-related affiliates and subsidiaries continued, reach-
ing a level of about $1.2 billion outstanding by the year-end, about
$500 million more than at midyear.

Banks also reported further significant tightening in their lending
terms and conditions. There were substantial cutbacks in the dollar
amount of new commitments made, and total bank loans rose at an
annual rate of only about 5 per cent, about half that of the already
reduced pace in the first 6 months. Inclusion of loans sold to bank hold-
ing companies, affiliates, and subsidiaries would raise the annual rate
to about 6.5 per cent, still well below the pace of expansion earlier in
the year.

The further slowing in bank loans was evident in virtually all major
loan categories. Business loans, which had risen rapidly in the second
half of 1968 and the first half of 1969, grew at a sharply reduced rate
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after midyear. Expansion of real estate loans slowed substantially
further—in line with the continued declines in housing starts and in
residential construction activity—as did growth in consumer loans.

At nonbank thrift institutions net acquisitions of mortgages declined,
but by less than would have been suggested by the reduction in net
savings inflows. Flows of funds from mortgage repayments remained
moderate, in view of the reduced over-all level of real estate activity
and of the limited volume of repayments owing in part to assumptions
of outstanding mortgages when existing properties were transferred. Net
extensions of mortgage credit by these intermediaries were financed by
reductions’ in liquidity positions, by record borrowing by savings and
loan associations from the Federal home loan banks, and in the case of
mutual savings banks by putting money into mortgages at the expense
of securities. New mortgage commitment activity was cut back further,
and outstanding commitments at the year-end were well below the
end-of-1968 level.

Growth in total mortgage debt, seasonally adjusted, continued to
decline from the record rate reached in the fourth quarter of 1968.
However, mortgage credit supplied by FNMA and, to a lesser extent,
expanded lending by the Government National Mortgage Association
became increasingly important factors in holding total net residential
mortgage lending for the full year close to the level in 1968.

PRIVATE SECURITY ISSUES MODERATE

Private nonfinancial borrowing in security markets declined in the sec-
ond half from the advanced pace registered earlier. The reduction was
attributable in large part to the further increase in cost and the reduced
availability of credit. Net new issues of long-term securities by State
and local governments, at an annual rate of $4.5 billion, were slightly
below the already reduced rate for the first half of the year. Many
governmental units were forced to defer long-term financing because
their ceiling rates were below market levels. Even some units that had
had their ceilings raised earlier in the year were limited in the extent to
which they -could finance programs by borrowing, as reductions in bank
holdings of municipal issues and investor concern over provisions in
the proposed tax reform bill—related to the tax treatment of interest
income on municipal securities—contributed to a substantial further
increase in rates on these securities. While some governmental units
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borrowed at short term, or reduced their liquid assets, and/or used other
sources of funds, growth in aggregate expenditures of State and local
governments nevertheless moderated in the second half of the year.

Flotations of corporate securities in this period were somewhat above
the exceptionally high rate of the first half. While public offerings of
bonds by corporations rose somewhat, the increase was offset by the
developing tightness in private placements. Equity offerings advanced
sharply and were unusually large in view of the continued decline, on
balance, in average stock prices. Although gross corporate security offer-
ings were a record for the full year, maintenance of a high and rising
level of net investment during the second half put added pressure on
corporate financial positions. Because declining profits were restraining
growth in internal funds and bank loans were increasingly difficult to
obtain, corporations relied on further issuance of commercial paper and
other sources of funds.

The Federal Government was a net borrower of funds during the
second half, whereas it had made net repayment of debt earlier in the
year. Three factors in particular caused the budget surplus to decline
to a seasonally adjusted annual rate of $5 billion, or roughly one-half
that in the first 6 months; these were enlarged Federal expenditures, the
earlier ending of make-up payments on 1968 tax liabilities, and the
slower growth in incomes—and consequently, tax receipts. Continuing
a pattern evident in the first half, federally sponsored agencies outside
the budget offered a sizable volume of debt issues to raise new money,
mainly in connection with FHLB and FNMA borrowing in support of
the mortgage market. When combined with borrowing in the budget,
net funds raised by the Federal sector in total amounted to about $14
billion at a seasonally adjusted annual rate. This compares with net re-
payment at an annual rate of $11 billion in the first half of the year.

INTEREST RATES RISE TO POSTWAR HIGHS

Most interest rates in both short- and long-term markets rose substan-
tially further over the second half of the year. Continued large demands
for funds by banks kept rates high in the Federal funds market and
pushed rates up further in the commercial paper market. Treasury bill
yields came under substantial upward pressure as the Treasury raised
new cash through additional bill sales at a time when commercial banks
and other intermediaries were reducing liquidity positions; yields on
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3-month Treasury bills rose to new highs and averaged about 7.80
per cent in December, 140 basis points above the June level,

Interest rates also continued to press upward in capital markets. With
commercial banks reducing their holdings of municipal securities and
individual investors concerned over tax reform and the future course
of interest rates, municipal yields advanced more than 1 percentage
point in the second half—reaching a record average of 6.90 per cent
in December. Corporate Aaa new issues (with 5-year call protection)
were also marketed at new highs in the latter part of the year—increas-
ing about 120 basis points, to 8.75 per cent in December. Continuing
strong demands for construction and the reduced availability of mort-
gage credit combined to push up interest rates on mortgages in the
second half. However, despite upward adjustments in some cases, ceil-
ing constraints on conventional and Government-underwritten mort-
gages tended to limit the over-all rise in rates on home loans. Long-
term U.S. Government bond yields followed the upward trend in interest
rates and increased about 60 basis points during the period to a year-end
level of approximately 6.80 per cent. O
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Demands, Resource Use, and Prices

Expansion of aggregate output in the United States slowed markedly
in 1969 and halted in the fourth quarter. For the full year, growth in
real GNP amounted to 2.8 per cent, compared with 4.9 per cent in
1968; except for 1967 this was the smallest increase since the recession
year of 1961. In large measure the slowing reflected the sustained pres-
sure exerted by the restrictive fiscal and monetary policies that had
been adopted to dampen persistent inflation and inflationary expecta-
tions. Nevertheless, inflationary pressures remained strong throughout
1969. Prices, as measured by the implicit GNP deflator, advanced
4.7 per cent, the largest rise since 1951; increases had amounted to
4.0 per cent in 1968 and 3.2 per cent in 1967.

The fourth quarter of 1969 was the first since the spring of 1967
in which real GNP had failed to rise. The diminishing strength of
demand for goods, particularly in the second half of the year, was
especially evident in the pattern of industrial production. The Board’s
index averaged about 4.5 per cent higher in 1969 than in 1968, but it
declined in every month after July. In December the index was 2 per
cent below its summer high and was only about 1.5 per cent above
a year earlier. Although some of the decline after midyear was attribut-
able to a major strike in the electrical equipment industry, most of it
reflected weakening demands for consumer goods, particularly automo-
biles and other durable goods, and reductions in output of defense
equipment and materials.

As expansion of output diminished, the capacity utilization rate in
manufacturing declined appreciably and signs of easing began to ap-
pear in the labor market. Growth in employment slowed perceptibly.
In manufacturing, employment was lower in December than in June
(exclusive of those not working because of the major work stoppage
mentioned above) and the average workweek was shorter. Unem-
ployment claims were rising. But the over-all unemployment rate, which
had risen in the second and third quarters, changed little in the fourth
quarter and in December was only slightly higher than it had been a
year earlier.

Unit labor costs in the private nonfarm economy rose steeply in
1969—nearly 6.5 per cent according to preliminary estimates, com-
pared with 4 per cent in 1968. The rise in output per manhour for the
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ECONOMIC DEVELOPMENTS
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year was small, and average wage rates continued to advance sharply,
although a little less so than in 1968. In manufacturing the gain in out-
put per manhour was appreciably larger than for the private nonfarm
economy as a whole and the increase in unit labor costs was about the
same as in 1968.

The sustained strength of inflationary pressures reflected a number
of interacting influences. Demands continued strong in markets for
some important goods, particularly for machinery and equipment and
for metals. Until late in the year, labor markets were tight, demands
for labor were strong, and consumer incomes were rising sharply. In-
creases in consumer prices were being used as a floor in wage negotia-
tions as workers endeavored not only to catch up with earlier price
advances but also to improve their standard of living. Profit margins
were under pressure, and producers and distributors made efforts to
recoup sharply rising unit labor costs and advancing nonlabor costs—
including materials—through higher selling prices. The pervasive na-
ture of inflationary expectations affected labor’s wage demands, em-
ployer willingness to grant sizable settlements, and business pricing
policies. Finally various other factors also affected prices—for the most
part tending to raise them. These included such diverse developments as
the strength of demands in Western Europe and Japan—which placed
pressure on prices of internationally traded commodities—and unex-
pectedly low U.S. supplies of both beef and pork, which boosted prices
of foods.

DEMANDS

In the first half of 1968 real GNP had increased at an annual rate of
6.3 per cent, an exceptionally rapid pace, but by the fourth quarter
of that year expansion was down to a 3.5 per cent rate. This slowing
continued during 1969, and in the fourth quarter the expansion halted.
Indeed, a prolonged work stoppage in the electrical equipment industry
contributed to a slight absolute decline in real GNP (Table 4). The
deceleration of expansion in 1969—in both current and constant dollars
—reflected successively smaller increases in final sales as the year pro-
gressed. The rate of inventory accumulation fluctuated within a rela-
tively moderate range, but it was larger in the second half of the year
than in the first.

The slowing in expansion of final sales was evident in most major
categories of spending (Table 5). Early in the year sizable increases
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in consumer spending, business fixed investment and residential con-
struction, and State and local government purchases added up to a large
advance in total final sales. In the second half, on the other hand, the
rise in consumer spending was much smaller and so was that in State
and local government purchases; business fixed investment was not
quite so strong as in the first half; and residential construction activity
declined. Federal purchases edged down over the year, except for a
rise in the third quarter, when there was a pay increase for both civilian
and military personnel.

Exports of goods and services—which had been adversely affected
in the first quarter of 1969 by the prolonged strike of longshoremen at
East Coast and Gulf ports—gained strength in the second half of the

TasLe 4: Gross NartioNaL Probuct

19691
Item 1967 1968 1969
I I 11 v
In billions of dollars
Total. ....coovviiiiiiiiinnn, 793.5 | 865.7 | 932.1 908.7 | 924.8 | 942.8 | 952.2
Inventory change............ 7.4 7.3 8.0 6.6 6.9 10.7 7.7
Finalsales.................. 786.2 | 858.4 | 924.1 902.1 | 917.9 | 932.0 | 944.5
Private2..,........oovvnn 695.5 | 758.9 822.2 800.5 817.3 828.8 842.2
Federal.................. 90.7 99.5 101.9 101.6 | 100.6 | 103.2 102.3
Change from preceding period:
1In billions of dollars
Total . ....c.ovvviviiiiiinn, 43.6 72.2 66.4 16.2 16.1 18.0 9.4
Inventory change............ -7.4 —.1 7 -3.9 .3 3.8 -3.0
Final sales 51.1 72.2 65.7 20.1 15.8 4.1 12.5
Private2 38.2 63.4 63.3 20.4 16.8 11.5 13.4
Federal 12.9 8.8 2.4 —-.3 —1.0 2.6 -.9
In per cent, at annual rates

GNP in current dollars 5.8 9.1 7.7 7.3 7.1 7.8 4.0
GNP in 1958 dollars........... 2.5 4.9 2.8 2.5 2.0 2.1 -.5

GNP implicit deflator
(1958=100). .. ...covuvvnnn. 3.2 4.0 4.7 4.7 5.1 35.6 4.4

1 Quarterly figures are at seasonally adjusted annual rates.
2 Adjusted to include State and local governments.

3 Excluding Federal pay increase, 4.3 per cent.
NoTE.—Basic data from Dept. of Commerce.
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TaBLE 5: Gross NatioNaL Propbuct: FiNaAL SALES

Change from preceding period, in billions of dollars, except for saving rate

1969
Item 1967 | 1968 | 1969
I 14 111 v
Total final sales. . ..............covvieviiun.., 51.2) 72.2{ 65.9| 20.1} 15.8] 14.1] 12.5
Personal consumption expenditures............. 26.0| 44.3| 39.4/ 11.3) 10.8) 7.0 9.7
Durable goods................. 2.2 10.3 6.3 2.1 2.2 —.8 .6
Nondurable goods. . 8.2| 15.5] 13.2 4.3 3.5 3.0 3.6
Services. ........coiiiiiiiiiaaa, 15.6/ 18.6] 19.7 4.9 5.1 4.8 5.4
Addendum : Saving rate (per cent).......... 7.4 6.5 6.0 5.3 5.3 6.7 6.4
Fixed investment...............coviiiinnnnn. 2.0/ 10.4| 12.5) 5.2 1.9} 2.0f 1.6
Residential structures. .0 5.2 2.0 1.4f —.6/ —1.3 2
Nonresidential .. ............ ...l 2.1 5.1 10.5 3.8 2.5 3.3 1.4
Net exports of goods and services.............. —.1} =2.7 —.4 .3 .1 1.1 .0
Exports..................... 2.8 4.4 4.7 =-3.0 9.5 .7 .8
Imports. .....ooviivienninnnnennn, 2.9 7.1 5.1 =3.3 9.4 -.3 .1
Govt. purchase of goods and services. . 23.3) 20.2) 14.4;] 3.3} 2.9 4.1 1.3
Federal........................ 12.9 8.8 2.5 —=.31 —1.0 2.6f -—-.9
Defense. 11.7 5.6 1.3] —-.3] -.5 1.8] —1.1
er....... 1.3 3.1 1.3 1 =.5 .8 .2
Stateandlocal.............. ... ..l 10.3( 11.4| 12.0 3.7 3.8 1.5 2.2

NoTE.—Basic data from Department of Commerce.

year. But imports also advanced until near the end of 1969, and for the
year as a whole the merchandise trade surplus barely matched the very
small balance of 1968. Over-all net exports of goods and services were
smaller than in 1968 because of a reduction of about $0.5 billion in the
surplus on services.

GOVERNMENT

Federal fiscal developments made a significant contribution to the
slowing of economic expansion in 1969. A major turn in fiscal policy
had occurred with enactment of the Revenue and Expenditure Control
Act of 1968 in late June of that year. This Act imposed a 10 per cent
surcharge on corporate income taxes, retroactive to January 1, and on
most individual income taxes, retroactive to April 1. In addition, it
provided for restraints on some expenditures. The Act was to be in
effect until mid-1969.

As a result of those actions, the Federal fiscal position as measured
in the national income accounts (NIA) shifted from a large deficit to a
large surplus in 1969. In the first half of calendar year 1968 the Fed-
eral deficit had amounted to about $9 billion, annual rate, but by the
fourth quarter the Federal fiscal position (NIA basis) was in balance.
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For the full calendar year 1968, the deficit amounted to about $S bil-
lion, compared with almost $13 billion in 1967. In calendar year 1969
the surcharges on both corporate and individual income taxes were ex-
tended at 10 per cent from midyear to the year-end, spending was sub-
ject to further restraint, and a surplus of about $10 billion emerged.
Total receipts for the year increased by $25 billion while total expendi-
tures rose by $10 billion.

Another striking development in 1969, apart from the over-all fiscal
position, was the virtual cessation of growth in direct Federal demands
on resources. Federal purchases of goods and services rose by less than
$3 billion for the calendar year 1969, a far smaller increase than in
either of the two preceding years. Moreover, the rise in such purchases
from late 1968 to late 1969 amounted to only about $0.5 billion, annual
rate, even including the sizable pay increase in the third quarter (Table
4). Spending for defense, apart from the pay increase for the military,
drifted down throughout 1969—reflecting the reduction in activity in
Vietnam.

Federal expenditures other than for goods and services increased
by about $8 billion in the calendar year 1969, moderately less than in
1968. More than half of the increase was in transfer payments, mostly
social security benefits. Most of the remainder was in interest on the
public debt and in grants-in-aid to State and local governments.

State and local government purchases of goods and services increased
by $12 billion in the calendar year 1969; the rate of growth—12 per
cent—was a little less than in 1968. But expansion in the July-Decem-
ber period was only about half as large as in the first 6 months (Table
5). In large part this slowdown reflected developments in the capital
markets. Commercial banks—which are usually the major institutional
purchaser of municipal securities—were net sellers of such securities in
the second half of the year and interest rates rose to record highs. Many
States and municipalities were impelled to trim borrowing and capital
spending either because legal interest rate ceilings were below prevail-
ing market rates or because they were unwilling to borrow at the current
market rates.

BUSINESS FIXED INVESTMENT

Business spending on fixed investment was the principal stimulus to
over-all expansion in 1969. The increase for the year—12 per cent—
was double that for 1968 and was the largest for any broad category
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of final demand. Moreover, such spending maintained its upward
momentum much better in the second half of 1969 than did other
major sectors of demand, and year-end surveys indicated plans for a
substantial further rise in 1970, particularly in the first half of the
year. More than half of the 1969 increase, however, represented higher
prices, both for structures and for producers’ durable equipment.

Spending on plant and equipment turned out to be somewhat
smaller than had been indicated by an official survey of intentions
early in the year. But the shortfall represented mainly the failure of
actual spending to match anticipations in the first two quarters, and it
probably resulted primarily from delays in construction schedules and
in equipment deliveries, given the high rate of resource use in these
industries. Tight financial markets and less buoyant views about pros-
pects undoubtedly contributed to some cutbacks, but in the aggregate
these cutbacks appear to have been marginal. The President’s recom-
mendation—made in late April but not enacted until close to the year-
end—that the investment tax credit be repealed as of April 18 apparently
exerted only a limited effect on spending in 1969.

Factors underlying the sizable expansion in spending for fixed capital
included optimism about sales prospects, rising prices of plant and
equipment, and sharply increasing unit labor costs. In some major
industries—electric utilities, for example—existing capacity was being
pressed, and the need for more capacity was obvious. In others, tech-
nological advance was the major stimulus to expenditure programs.
Altogether, about half of total capital spending in 1969 was for expan-
sion of capacity and half was for modernizaton and cost reduction.
The strength of these various incentives is underscored by the fact
that profits after taxes were up only slightly from 1968 to a total of
$50.5 billion for 1969 and that such profits were declining after the first
quarter of the year.

In manufacturing, however, the extent of the rise in outlays—12 per
cent—was somewhat surprising in view of the rather moderate rate
of capacity utilization in that sector in recent years. This rate in 1969
averaged less than the rate of approximately 85 per cent in 1968, and
by the end of the year it had declined to about 81 per cent. Only 3
years earlier, in 1966, manufacturing industries had been using their
capacity at an average rate of more than 90 per cent. From the end
of 1966 to the end of 1969, manufacturers had increased their capacity
about 16 per cent, while their output had risen by only 8 per cent.
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BUSINESS INVENTORY ACCUMULATION

Businesses accumulated inventories at a relatively moderate rate in
1969, about in line with the historical average relationship of inventory
investment to GNP. Nevertheless, by the end of the year—as sales and
new orders slowed—inventory levels appeared to be more burdensome
than they had been at the beginning of the year. In November and De-
cember, the over-all inventory/sales ratio for manufacturing and trade
rose to the level of early 1967, which was a period of slowing in inven-
tory accumulation.

Producers of consumer goods began to reduce output in the second
half of the year in response to weaker consumer demands. The declines
were not sufficient to bring inventories back into line with sales, how-
ever, and by late 1969 the inventory/sales ratio for retail establish-
ments had risen to the highest level in many years. Auto stocks relative
to sales were at a record high. Inventories of other consumer durable
goods—including appliances and television sets—also remained fairly
high relative to sales, despite the cuts in production and a strike at a
major producer of electrical products.

Additions to inventories of durable goods manufacturers were siz-
able in 1969. Most of this rise occurred in the machinery and trans-
portation equipment (particularly aerospace) industries, and mainly in
work in process. Expansion in stocks of materials was relatively small,
as manufacturers appeared to be holding these in line with current
output. Even though output of defense equipment was drifting down,
stocks in the defense-related industries continued to rise until late in
the year.

RESIDENTIAL CONSTRUCTION

About 1.5 million private farm and nonfarm housing units were started
in 1969, approximately the same number as in 1968. The rate of
starts had risen irregularly through most of 1968. In 1969, however,
after peaking at an unusually high rate—1.7 million units—in the first
3 months, the number moved substantially downward. In the fourth
quarter the rate averaged 1.3 million units, more than one-fifth below
the first-quarter level.

Outlays for new residential construction, which lag the pattern of
starts, declined after the first quarter, but for 1969 as a whole they
were about 7 per cent larger than in 1968. The increase reflected
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primarily higher costs and, to some extent, increased activity in addi-
tions and alterations—which, along with nonhousekeeping units, ac-
count for about one-fourth of the residential construction total. Indeed,
the increase in additions and alterations in the fourth quarter offset
a further decline in outlays for new dwelling units.

The persistent decline in starts through most of 1969 resulted pri-
marily from the limited availability of mortgage financing. Competing
demands for funds were very strong, and monetary policy was re-
strictive. The limited ability of the thrift institutions—savings and loan
associations and mutual savings banks—to compete for funds in a
period when interest rates were rising to new highs resulted in greatly
reduced inflows of funds in the second half of the year, as described
earlier in this REPORT. However, considerable support for residential
mortgage markets was provided by FNMA through its free-market
commitment auctions, and by the FHLB, which accounted for a record
volume of advances to savings and loan associations. Reflecting for
the most part such support, the rate of single-family housing starts
tended to stabilize in the fourth quarter at the reduced third-quarter
rate—at a level that was appreciably above the low in the final quarter
of 1966.

One important feature of the year as a whole was a further increase
in the number of multifamily units started. Even though these shared
in the decline after the early part of the year, they reached a record
total for 1969 and accounted for 44 per cent of all housing starts,
compared with the previous high of 40 per cent in 1968. Investors in
multifamily units were often better able to compete for financing than
were purchasers of single-family units, particularly since such financing
frequently incorporated various forms of equity-type participations and
also because it was generally less restricted by the usury laws of some
States. Late in the year, however, the rate of multifamily starts declined
sharply.

Demands for housing continued very strong in the face of advancing
prices and development costs and record interest rates. Vacancy rates |
fell to the lowest level in over a decade. The supply of new housing
was augmented by a sharp further year-over-year expansion in ship-
ments of mobile homes to a total for the year of nearly 400,000 units.
These units, which are factory-produced and are low-priced, are not
included in the statistics on housing starts nor reflected in residential
construction expenditures.
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CONSUMER EXPENDITURES AND INCOME

Consumer spending on goods and services increased 7.5 per cent from
1968 to 1969, compared with an increase of 9 per cent the year before.
But prices advanced more rapidly in 1969 than in the earlier period,
and the physical volume of consumer takings was up only 3 per cent
following an increase of more than 5 per cent in 1968. Real takings
of durable goods increased 5 per cent for the year, while those of non-
durable goods rose only 1.3 per cent and services, 3.8 per cent. In all
three cases the 1969 advances were significantly smaller than in 1968.

Consumer spending was relatively strong in the first half of 1969,
but growth slowed considerably in the second half, with the third
quarter particularly sluggish. Employment gains were large early in
the year, and wages and salaries and total personal income continued
to increase rapidly. Growth in disposable (after-tax) income slowed in
the first quarter, however, when large final settlements began to be made
on 1968 income tax liabilities, including retroactive payments on the
surcharge for the second quarter of 1968. Nevertheless, the increase
in consumer spending was sizable and was made possible in part be-
cause consumers reduced their saving rate to 5.3 per cent from the
6.0 per cent level maintained in the second half of 1968. In the second
quarter of 1969 consumer spending again increased by a sizable
amount, as a large rise in disposable income provided support to con~
sumer demands while the saving rate was unchanged from its first-
quarter level.

The third-quarter increase in consumer spending was the smallest
of the year, even though disposable income—bolstered by the Federal
pay raise and by the earlier ending of large tax payments on 1968
liabilities-——showed an exceptionally large rise. The saving rate in-
creased sharply to 6.7 per cent, from 5.3 per cent in the first half
of the year. (This increase of 1.4 percentage points in the saving rate
represented almost $9 billion, annual rate, of disposable income and
a roughly equivalent amount of consumer spending foregone.) The
weakness in the consumer sector in the third quarter is indicated not
only by current-dollar figures but also by the fact that there was virtu-
ally no rise in the physical volume of purchases. Real takings of durable
goods were off a little, those of nondurable goods were unchanged, and
growth of services was not so rapid as earlier.

Expansion of both personal and disposable income slowed con-
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siderably in the fourth quarter, largely because gains in employment
and in wages and salaries were much smaller than they had been earlier
in the year. But the increase in consumer spending was larger than in
the third quarter, as the saving rate declined.

For the second half of 1969 as a whole, consumer demands can best
be characterized as sluggish. Real takings of durable goods were down a
little, with weakness evident in demands for furniture and appliances and
particularly for new automobiles late in the year. Although about 8.5
million new domestic autos were sold in 1969, only slightly fewer than
in 1968, the sales rate was down to about 8 million units in the fourth
quarter; and in December sales were at an annual rate of 7.7 million
units. Sales of imported autos continued to rise and for the year totaled
more than 1 million units; this number was 6 per cent higher than in
1968 and accounted for 11 per cent of total auto sales.

Weakness of consumer demand in the second half appears to have
reflected a combination of influences. Perhaps most important was the
pervasive effect of the steep rise in consumer prices; rapid price in-
creases completely offset income gains for many employees—in fact,
real average weekly earnings in manufacturing declined slightly over the
year—and provoked some consumer resistance to purchases. Growing
concern about employment and income prospects in 1970, as indicated
in various surveys of consumer attitudes, also tended to limit spending.
And a decline in the volume of housing units completed and in sales of
existing houses adversely affected demands for furniture and other
household durable goods. Finally, declining prices of common stocks
probably exerted some dampening influence on the over-all propensity
of consumers to spend.

LABOR MARKET

Demands for labor were very strong early in 1969, reflecting the vigor-
ous expansion of final demand. Increases in employment in the first
quarter were the largest since the 1965-66 period, and the unemploy-
ment rate reached a post-Korean-war low of 3.3 per cent in February.
As the year progressed, however, growth of employment moderated,
and in the latter part of 1969 insured unemployment rose as employ-
ment in the manufacturing sector declined.

Manufacturing employment rose at a rapid pace in the first 6 months
of 1969, but declined between June and December as output of autos
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TaBLE 6: CHANGES IN NONFARM PAYrROLL EMPLOYMENT

Thousands of persons

Period Total Manufacturing Nonmanufacturing
6 months ended:
December 1968....................... 1,059 168 891
JUne 1969 . o v v it i 1,425 240 1,185
December 1969.......co0vvvvvvit. 356 —185 541

Note.—Adjusted for seasonal variation.

and other goods softened, defense-related employment edged down, and
a major strike interrupted production in the electrical equipment in-
dustry. Reflecting the reduction in demand, the average factory work-
week declined to about 40.5 hours in the last quarter of the year, 0.3
hour less than in the same period a year earlier.

Employment also declined after midyear in construction activities
and in the Federal Government, but neither sector recorded a large re-
duction. Growth in employment in trade, services, and State and local
government slowed after midyear, but the slowing was moderate and
followed a period of relatively large increases.

There were marked differences in the incidence and pattern of un-
employment changes in 1969. Easing demand for labor was most
noticeable in the industrial sector—where the labor force is made up
largely of men. For men aged 25 years and over the jobless rate rose
from a post-World-War-1I low of 1.6 per cent in the first quarter to
1.8 per cent in the fourth quarter. Reflecting both more layoffs and
longer spells of unemployment, the number of persons drawing unem-
ployment insurance benefits began to rise after midyear and in Decem-
ber reached the highest level for any month since the summer of 1967,

Among women and younger workers, unemployment changes were
more uneven during the year, and joblessness among such “secondary”
workers was not appreciably higher at the year-end than in the first
quarter. The decline to relatively low unemploymént rates among
women and younger workers, after a rise in September, was instru-
mental in lowering the over-all unemployment rate to 3.5 per cent in
November and December after it had risen from 3.4 per cent in the
first quarter of the year to 3.6 per cent in the third.

The civilian labor force increased by 2.0 million persons on the
average between 1968 and 1969—the largest gain since 1947. The rise
was substantially more than might normally be expected from popula-
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tion growth and long-term increases in participation rates and was
probably a function of strong demands early in the year, buttressed by
the desire of secondary workers to maintain or raise family income at a
time of rapid price increases. Reflecting in part the latter factor, the
average number of adult women in the labor force increased by nearly
1.2 million; this number accounted for about three-fifths of the net rise
in the civilian labor force.

Continuing the large increases of the prior 2 years, another half a
million men aged 20 years and over were added to the labor force in
1969. The bulk of this expansion was a result of the continued flow into
the labor market of young men born during the post-World-War-JI
baby boom. The teenage labor force—male and female—rose by
350,000, the largest increase since 1966, when 650,000 teenagers
entered. The size of the armed forces changed little from 1968 to 1969.

WAGES AND COSTS

Hourly earnings rose a little less rapidly in the 12 months ending in
December 1969 than over the preceding year. However, increases were
stil very large—6.8 per cent for production and nonsupervisory
workers on private nonfarm payrolls and 5.4 per cent for manufac-
turing production workers. Despite the large current-dollar increases
in wages, the average production worker was no better off in 1969
than in 1968 after allowance for the rise of consumer prices. In fact,
average weekly earnings in constant dollars have increased only slightly
since 1965, and even these gains have been offset by higher Federal
income and social security taxes.

There was a strong emphasis on large and immediate wage increases
in collective bargaining settlements during 1969. The renewed emphasis
on wage rates was attributable to some extent to the efforts of skilled
workers to regain former wage differentials and to the growing influ-
ence of younger workers, who tend to be more interested in current
income than in retirement pay or other deferred benefits. But the main
factor underlying large wage boosts was the continued and, indeed,
accelerated rise of consumer prices. Wage settlements were large for both
union and nonunion workers and for both public and private em-
ployees.

Union contracts signed in 1969 provided a median first-year wage
boost in excess of 8 per cent. In some of these instances, of course,
wages had lagged behind price increases in earlier years of extended
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contracts, and workers were bargaining for a “catch-up” in wages. It
should be noted that collective bargaining activity was at a relatively
low level in 1969; the number of workers covered by major contracts
negotiated during the year was only 2.4 million, compared with 4.6
million in 1968 and an estimated 5 million expected in 1970. Reflecting
in part this reduced level of bargaining activity, there was a slight drop
in the rate of growth of compensation per manhour (which includes
both wages and fringe benefits ). For the private nonfarm economy, com-
pensation per manhour rose by about 7 per cent between 1968 and 1969
compared with nearly 7.5 per cent in the prior year.

Usually, ary decline—however slight—in growth of compensation
per manhour provides an opportunity for pressures on unit labor costs
to subside. However, presently available statistics suggest that in 1969
there was less than a 1 per cent increase in output per manhour in the
private nonfarm economy whereas the increase in 1968 in that sector had
amounted to 3.3 per cent. Inasmuch as productivity increased only a
little in 1969, most of the rise in compensation costs was reflected in
higher costs per unit of output. Such costs are estimated to have risen
6.4 per cent in 1969—the largest increase since 1956.

In the manufacturing sector the productivity performance was better,
and unit labor costs rose less in 1969 than in the private nonfarm
economy as a whole. Output per manhour in manufacturing rose by
about 2.5 per cent, about as much as in 1968 but less than the long-
term trend.

PRICES

As already indicated, inflationary pressures were strong throughout
1969, even though expansion of real output was moderating (and at
a standstill late in the year) and despite signs of easing in the second half
in the demand for manpower and the use of industrial resources. All of
the broad measures of prices showed substantially larger increases over
the year than during 1968. Indeed, the increases were the largest since
1951 for both consumer prices and the implicit GNP price deflator and
were the largest since 1956 for wholesale prices of industrial commodi-
ties. For farm products and processed foods and feeds, the increase was
the largest since 1950 with the single exception of 1965. Moreover, the
advance in comprehensive measures of prices over the fourth quarter
was not much different from the pace early in the year (Table 7). The
extent of the inflationary upsurge of recent years is indicated by the
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fact that the consumer price index—so critical in wage negotiations—
rose by more than 18 per cent during the 4 years from December 1965
to December 1969. This was about as large an increase as had occurred
over the preceding decade.

Numerous factors contributed to the rapid rise of prices in 1969.
Consumers’ dollar incomes were rising rapidly during much of the year,
and ‘demands in several important sectors of the economy remained
strong-—strong enough to put pressure on available resources. These
sectors included producers’ goods, total construction, and—in the con-
sumer sector—such services as medical care, home maintenance serv-
ices, and other labor-intensive services.

A major contributory factor was the steep rise in unit labor costs for
the private nonfarm economy as a whole and the lesser—but still sig-
nificant—increase in unit labor costs in manufacturing, as discussed
earlier in this REPORT. Rising prices of materials and of transportation
also affected over-all costs. And booming economies in Western Europe
and Japan added to upward pressures on prices of internationally traded
materials.

Of the other contributory factors that emerged during the year, the
most important related to supplies of foods. In the spring an unexpected
decline in cattle marketings relative to demand boosted prices of beef
precipitously, and retail prices remained high for the remainder of the
year. In the autumn pork was in very short supply as a result of an un-
expectedly small pig crop in the spring, and wholesale and retail prices

TasLE 7: PricE CHANGES

Per cent
Year 1969 annual rate
Index

Dec.- | Mar.- | June- | Sept.-

1966 ] 1967 ‘ 1968 ‘ 1969 Mar June | Sept. | Dec.

Wholesale prices, total. . .. 1.7 .8 2.8 4.8 6.9 5.4 1.4 5.3
1ndustrial commodities! 1.8 1.9 2.4 3.8 6.2 N 3.6 4.6
Foods and foodstuffs1. . 1.3 -2.4 4.0 8.1 9.4 18,7 -—-4.4 8.2
Consumer prices, total. . .. 3.3 3.1 4.7 6.1 6.1 6.4 5.3 6.2
Foods.............. 3.8 1.2 4.3 7.2 4.0 10.1 6.4 7.5
Other commodities. .. 1.9 3.2 3.7 4.4 5.6 4.1 2.4 5.4
ServiCes. .o vt 4.9 3.9 6.1 7.4 8.1 6.8 1.5 6.3
GNP implicit deflator2............ 3.5 3.5 4.0 5.1 4.8 5.1 5.3 4.7

1 Federal Reserve groupings.
2 Quarters compared rather than months; seasonally adjusted data.
NoTe.—Annual changes calculated from December to December.
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of pork moved up sharply. Over the year ending December, wholesale
prices of livestock were up 15 per cent. In addition to meats, supplies of
eggs and some fresh vegetables were also short late in the year.

WHOLESALE PRICES

From December 1968 to December 1969 average wholesale prices of
industrial commodities increased almost 4 per cent; materials rose more
than 4 per cent and finished goods, excluding foods, about 3.5 per cent.
Increases over the year were widespread among commodities; only a few
showed declines. Prices of producers’ goods rose faster than those of
consumer goods—reflecting in large part continued strong demand for
business equipment.

Costs of producers’ goods were affected more than consumer goods
by the sharp increase in prices of metals. The index for metals and metal
products rose about 10 per cent over the year, by far the largest increase
among the 13 major groups of industrial commodities. Within the broad
metals group, prices of nonferrous metals rose 22 per cent and those
of iron and steel and their products more than 7 per cent.

The price increase for the metals group compares with 4.8 per cent
for nonmetallic minerals, which registered the second largest increase
of the major industry groups. Prices rose in all of the major industries
except lumber and wood products (which fell about 8 per cent after
soaring 24 per cent over the preceding year), but some of the increases
were relatively small. For example, prices of furniture and household
durable goods, textiles and apparel, and chemicals and allied products
all rose less than 2.5 per cent.

During the year prices of industrial commodities, as well as those
of the normally more volatile farm products, rose at uneven rates. In
the first quarter the rise in industrial prices was very rapid—more than
6 per cent at an annual rate—reflecting in part exceptional increases for
nonferrous metals and for steel and steel products, and in part a record
advance in prices of lumber and plywood caused by a rapid growth in
demand coupled with strikes and other supply bottlenecks. In the second
quarter the increase slowed to a rate of less than 1 per cent, as ply-
wood and lumber prices plummeted, and steel and nonferrous metals
rose more slowly. The rise in average wholesale prices was sustained
at a rate of about 5.5 per cent, however, by a surge in prices of
foodstuffs.
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In the third quarter there was another general round of steel price
increases; nonferrous metals rose more briskly; and the decline in prices
of lumber and plywood was smaller than in the second quarter. As a
result, the rise in industrial commodity prices accelerated to an annual
rate of 3.6 per cent. But wholesale prices of foods and foodstuffs declined
from the very high level of June as cattle marketings increased. Whole-
sale prices of all commodities thus rose at a rate of only 1.5 per cent,
which may have conveyed the unwarranted impression that inflationary
pressures were already being significantly reduced.

In the fourth quarter, however, a rapid pace of price increase was
resumed (Table 7). Prices of farm products and foods were up con-
siderably over the quarter, with pork, eggs, and fresh vegetables all
moving up sharply. For industrial commodities the price rise also ac-
celerated, as prices of finished goods—including those of passenger cars
and machinery and equipment—moved up faster.

CONSUMER PRICES

Consumer prices rose more than wholesale prices in 1969 largely be-
cause of exceptionally big increases in the prices of foods and
services, which together account for more than one-half of the total
weight of the consumer price index. Prices of services were about 7.5
per cent higher in December than a year earlier—reflecting sharp in-
creases in costs of mortgage finance, medical care, insurance, and house-
keeping services and home-maintenance. Rents and utility costs rose
less sharply.

Among commodities, food prices rose faster than other groups and
in December were 7.2 per cent above a year earlier; prices of meat,
poultry, and fish were up 11 per cent. Apparel and shoe prices also
rose rapidly over the year—by more than 5 per cent.

As in other recent years, prices of durable commodities rose less
than those of nondurable goods. The increase for new passenger cars
was about 2 per cent after adjustment for quality improvement. For
household durable goods the increase amounted to about 3.5 per cent
—with a much slower rate of advance in the second half of the year,
reflecting in part the rather sluggish demand for furniture and appliances .
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International FPayments and Reserves

Progress was made in 1969 toward establishing economic conditions
in the United States and other countries that would help to reduce
imbalances in international payments while fostering economic growth
at sustainable rates. Toward the same end, changes in the exchange
parities of certain important currencies were made. At the same time
there was further development of international arrangements relating
to gold, Special Drawing Rights (SDR’s), and the traditional operations
of the International Monetary Fund, and there was also continuing
international discussion of whether a better working of the international
monetary system might be promoted by some increase in the flexibility
of exchange rates.

U.S. BALANCE OF PAYMENTS

Despite the persistence of widespread expectations that price inflation
in the United States would continue, the slackening of demand pressures
in this country during 1969 was an important factor in the moderate
improvement that occurred after midyear in the balance of U.S. trans-
actions in goods and services with the rest of the world. The volume of
net exports, however, was still much too small to support the flow of
resources to developing countries and the growth of U.S. private invest-
ments abroad. Balance in the country’s international accounts in 1969
was maintained by a further massive inflow of private foreign capital,
the major part of which came through the channel of short-term invest-
ments by foreigners in the Euro-dollar market linked with borrowings
by U.S. banks from their foreign branches operating in that market. The
underlying imbalance between the current and the long-term capital
transactions of the United States with the rest of the world still remained
to be overcome.

The current account of the U.S. balance of payments was adversely
affected in the first half of 1969 by a prolonged dock strike at East
Coast and Gulf ports, but in the course of the year merchandise exports
gained some strength, and income on foreign investments rose con-
siderably. These gains were offset, however, by a persistent albeit
slackening rise in imports and by large interest payments on the
increasing total of U.S. liabilities to the rest of the world.
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Governmental restrictions on major types of U.S. private capital out-
flows were eased somewhat in April, and further changes were made
in December. The predominant influence on private capital flows, how-
ever, was higher interest rates, which attracted foreign liquid funds to
the United States and also affected the flow of longer-term capital.

Recorded outflows of U.S. private capital were slightly larger
than in the previous year, but there were probably large unrecorded
capital outflows in the first three quarters, reflected in the extremely
large negative residual item in the balance of payments accounts. These
unrecorded outflows were only partly offset by return flows in the last
weeks of the year. Some of the recorded and unrecorded outflows, sub-
sequently reversed, were induced by speculation on a revaluation of the
German mark, but a large part probably was drawn by high Euro-
dollar interest rates. While such flows from the United States added to
the supply of funds available to those U.S. banks that were borrowing
in the Euro-dollar market, far more important in this respect were the
movements of foreign short-term capital provided through this channel.
Weakness in the U.S. stock markets, combined with the enhanced ad-
vantages of holding investible funds in more liquid forms with high
yields, resulted in a reduction in foreign purchases of U.S. corporate
stocks and of the corporate securities sold abroad to finance U.S. direct
investments. These inflows of capital to acquire securities nevertheless
remained very large by the standards of the years before 1968.

Liabilities to foreign monetary authorities were significantly reduced
in 1969. In particular, acquisitions by foreign governments of non-
liquid claims on the U.S. Treasury and of long-term deposits, which
had served in 1968 to reduce the deficit as conventionally measured
on the “liquidity” basis, were reversed in 1969, and this shift in direc-
tion of transactions accounted for a large part of the deterioration in
the liquidity balance for the year.

TRANSACTIONS IN GOODS AND SERVICES

The balance on goods and services increased after the middle of 1969,
reaching an annual rate of about $3 billion in the second half. For the
year as a whole, net exports of goods and services were only $2 billion,
about $0.4 billion less than in 1968 (Table 8). This result fell far short
of the average surpluses of the earlier 1960’s.

Merchandise exports in 1969 continued to perform reasonably well,
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TapLe 8: U.S. BaLance oF PAYMENTS
Billions of dollars, seasonally adjusted

1969
Item 1968 | 19697

1 i I 1ve

2.5 2.1 .3 .3 7 .7

.6 Tl =) =Y .3 .5

Services, including investment income. . 1.9 1.4 .4 .3 .4 .2

Remittances and pensions............... —1.2] —1.2[ -.3 .3 3 =3

U.S. Government grants and capital, net. . —4.0 -3.9] —.8 —1.2| -1.0] -.9

U.S. private capital flows, net. ............ .. ..o —~5.2| —5.0| —~1.4/ —2.1| —1.3] -.3

Foreign capital flows, net, excl. U.S. liquid liabilities. . . 8.6 3.9 1.6 .4 .3 1.5

Private, incl. international organizations. ........... 6.3 4.6 1.7 .6 .9 1.4

Foreign governments and centralbanks............. 2.3 -7 - —.3] -.6 .2

Errors and omissions..........vvviiiiiiiiiiiee —.6] —3.0f —1.2[ —1,0] —1.0 .3

Balance on liquidity basis (deficit, —)................ 20 —=7.1) —1.71 —-3.9] —2.6 i.1

Balance on liquidity basis, NSA..................... 2l —7.1] —1.3] —3.8 -3.0 1.0
Financed by changes in:

U.S. reserve assets (increase, —)..........c...... -9 —1.2| =Y —=.3} -.71 ~-.2

Liquid liabilities to foreign commercial banks. .. .. 3.4 9.3 .1 4.7 1.6 —.1

Liquid liabilities to nonbanks2................... A —5 =1~ = =2

Liquid liabilities to reserve holders. .............. =31 —-.5 —-1.7] —.5 2.2 —.5

Balance on official reserve transactions basis (deficit, —)3. 1.6 2.7 1.1 1.2| —-.9 1.3
Balance on official reserve transactions basis, NSA..... 1.6 2.7 1.7 1.2 —1.0 .8
Financed by changes in:

U.S. reserve assets (increase, —)..........ooouun. -9 1.2 - —-.34 -.71 -=.2
GOl .ot e 1.2 -1.0 o =3 -y —7
Reserve positionin IMF...................... -9 —-1.0| —(1| -.2{ —-.2} -—.5
Convertible currencies.............. -1.2 .8 -.1 2 —.4 1.1

Liabilities to foreign reserve holders. —.8 —1.5| —1.74 —.9 1.7 —-.7
Liquid.......coovviiiinnnnnn., 0 —-3.1] =.5 —-1.7[ —~.5 2.2 —-.5
Nonliquid., .. voviiiiiiiiiiiiiiiiiiia e 2.3 —-1.00 ()| —-.4 -~-.5| —.2

NSA—Not seasonally adjusted. ? Preliminary
1 Less than $50 million. 2 Including international organizations.

3 In the accounts on this basis, “foreign capital fiows” include changes in U.S, liquid liabilities to
foreign commercial banks, to other private holders, and to international organizations, and exclude
all transactions of foreign reserve holders.

Note.—Details may not add to totals because of rounding.

though the U.S. share of world exports of manufactures declined
slightly. Exports advanced by about 8 per cent over the 1968 total,
despite some loss of sales occasioned by the dock strike, and in the
second half of 1969 they were 12 per cent higher than a year before.
The year-to-year gain occurred despite a marked reduction in exports
of agricultural products during the first half. As the year progressed,
-exports of machinery were especially strong and exports of coal and
steel also advanced sharply. Exports of automotive products to Canada
continued to rise as they have since the 1965 U.S.-Canadian automo-
tive pact. Most of the export rise was in response to demands stem-
ming from cyclically rising economic activity in the industrial countries.
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On the import side, there was a marked slowing in 1969 in the rate
of intake of foreign goods as compared with the hectic pace of 1968,
but the rise of 8 per cent still exceeded the rate of growth of our cur-
rent-dollar GNP. Imports were rising in many major categories—most
notably in capital goods, in autos from Europe and Japan as well as
from Canada, and in other consumer goods. Imports of industrial mate-
rials and of foods were little changed from the already high levels of
1968. Thus, the momentum of import demand generated by the cyclical
upswing appeared to be yielding, but only slowly, to efforts to stabilize
the economy. The trade surplus for the year showed scant change from
the $0.6 billion of 1968, though by the second half the annual rate had
recovered to about $1.5 billion.

The decline in the balance on goods and services from 1968 to 1969
occurred principally in investment income flows. Income on U.S. pri-
vate investments and assets abroad rose by $1 billion to about $8
billion, reflecting mainly higher earnings by foreign affiliates of U.S.
firms. However, income paid to foreign holders of short-term and other
claims rose by $1.4 billion, as interest rates rose and such holdings
increased. Net changes in receipts and payments for other services were
relatively minor. Military expenditures abroad rose somewhat faster
than receipts from military sales, leaving the net payments balance on
these military transactions at well over $3 billion.

TRANSFERS AND U.S. GOVERNMENT CREDITS

Private remittances, net, and U.S. Government pensions and other
transfers were little changed in 1969, resulting in net payments of a
little over $1 billion. U.S. Government grants (other than military)
held at close to $1.7 billion. Disbursements under Government credits
(including changes in related currency holdings) were down slightly
for the year. Scheduled repayments on outstanding credits were about
$0.2 billion higher, partly because the United Kingdom resumed repay-
ment of postwar credits on schedule, but there was a negative shift of
some $0.3 billion in nonscheduled receipts from foreign governments.

PRIVATE CAPITAL FLOWS

In 1969, as in the year before, the net flow of private capital was to-
ward the United States and was undergoing marked changes in both
size and composition. The net inflow in 1969 reached about $8 bil-
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lion, which far exceeded the nearly $5 billion of 1968, and was un-
paralleled, of course, in any earlier experience.

U.S. direct investors maintained a keen interest in expanding their
productive facilities abroad, as evidenced by projections that indicated
their expenditures for foreign plant and equipment would rise sharply
in 1970. The financing of such investment through capital outflows
from the United States, or from earnings retained abroad, has been
limited by mandatory regulations since the beginning of 1968, but a
great deal of leeway has been built up by the companies that stayed
under their ceilings, and there was some loosening of the restraints in
April 1969. Net corporate capital outflows associated with direct for-
eign investments (that is, capital outflows intended for direct invest-
ment less funds borrowed abroad) appear to have risen by about $0.4
billion in 1969. Sales of new issues abroad to finance direct investments
were cut in half—from $2.1 billion to about $1 billion—but the com-
panies made up for this difference by adding very little to balances
held abroad out of the proceeds of such new issues, which they had
done in 1968 to the extent of $1 billion.

U.S. banks increased their claims on foreigners subject to the Fed-
eral Reserve’s foreign credit restraint program (pages 55-59) by a
moderate amount during 1969, whereas they had reduced such claims
substantially in the previous year. Claims on foreigners, reported by
banks, of types not covered by the Federal Reserve restraint program
also increased by a sizable amount in 1969.

U.S. net purchases of foreign securities amounted to about $1.4
billion in 1969, slightly more than in 1968. New foreign bond issues
sold here (very largely by Canadian borrowers and international institu-
tions) remained at about $1.6 billion, but there was some increase in
U.S. purchases of foreign stocks.

While the outflow of U.S. private capital—influenced primarily by
restrictions and tight credit conditions in the United States—did not
change significantly in 1969, there was a dramatic shift in the behavior
of foreign private investors. These investors were affected in several
ways by the tightening of credit conditions in the United States and in
most other countries during the year. One result was the greater diffi-
culty encountered by U.S. companies seeking financing abroad for
direct investments, as mentioned above. Similarly, after the early
months of the year there was a reduced inflow into U.S. corporate
stocks, resulting in a drop from a $2.1 billion inflow in 1968 to about
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$1.5 billion in 1969. Nevertheless, this rate of investment was still very
high, and the continuation of the inflow in the winter when U.S. equity
markets were declining indicated a persistent underlying demand. One
type of long-term foreign capital inflow that grew significantly in 1969
was direct investments, which were estimated at a record high of $0.7
billion, about double the previous high of 1968. Taking into account
all forms of foreign private investments in U.S. long-term assets, the
inflow in 1969 was about $4.5 billion, compared with an extraordinary
inflow of $6 billion in 1968.

The decline in inflows of long-term private foreign capital was far
more than offset by an acceleration of the increase in liquid liabilities
to foreign commercial banks and other private foreigners as reported
by U.S. banks. Additions to such liabilities reached $8.8 billion in
1969, compared with an already high $3.8 billion in 1968. About $7
billion of the inflow took the form of an increase in liabilities of U.S.
banks to their foreign branches, representing principally funds obtained
in the Euro-dollar market. Liabilities to all commercial banks abroad,
including these branches, rose by $9.3 billion through July, then rose
more moderately until the final weeks of the year, when they dropped
back to about the midyear level.

Some part of the funds borrowed in the Euro-dollar market may
have represented deposits of U.S. residents attracted by the much higher
deposit rates paid there than on deposits in banks in the United States.
Other parts may have been derived from transfers of private nonbank
foreign funds previously held in U.S. banks, which were reduced by
$0.5 billion during the year, and from placements of funds by foreign
central banks. However, the major supply factor in the market was the
accumulation by private foreigners of dollar-denominated assets, typi-
cally purchased from foreign central banks, as an alternative to holding
short-term investments or deposits denominated in other currencies.

In the first quarter of the year borrowing in the Euro-dollar market
by U.S. banks was facilitated by a reflow of funds previously placed in
German mark assets, and Euro-dollar interest rates moved up only mod-
erately. By late April, however, renewed speculative flows into German
marks, coupled with strong U.S. bank demand, were rapidly driving
Euro-dollar interest rates to unprecedented highs. Although the specula-
tive pressures were reversed in May, after the German authorities re-
iterated their intention not to revalue the currency upward, the demand
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by U.S. banks became intense in June. By that stage the pressure on
reserves of a number of countries had become acute. In the United States
there was some concern that large-scale use of Euro-dollars by some
banks deflected the impact of domestic credit restraint. To remove the
existing advantages with respect to reserve requirements of this means of
adjustment, and to moderate the flow of funds between U.S. banks and
their foreign branches and other foreign banks, on June 26 the Board
of Governors proposed changes in Regulations M and D. The amend-
ments finally adopted, which became effective in September, established
a 10 per cent marginal reserve requirement on banks’ borrowings from
foreign branches and a reserve requirement on borrowings from un-
affiliated foreign banks.! The banks were required to maintain the re-
quired reserves beginning in October.

Borrowings by U.S. banks through the Euro-dollar market moved
within a relatively narrow range from about the end of July until near
the year-end. At that time an extraordinarily large flow of funds to
the United States produced a sharp drop in U.S. banks’ liabilities to
foreign branches. At the year-end liabilities to foreign branches were
about $13 billion, which represented—as noted earlier—an increase
of $7 billion for the year.

As a result of the year-end inflows, which apparently included also
a considerable movement out of German marks, there was a surplus in
the balance of payments measured on the liquidity basis in the fourth
quarter, in contrast to very large deficits in the first three quarters when
liquid liabilities accumulated. The deficit for the year on the liquidity
basis amounted to $7.0 billion. This was a drastic change from the
small surplus for 1968, but the deterioration can be traced in large
part to such transient features as the reversal of “special” intergovern-
mental transactions, which accounted for more than $3 billion of the
change and a net increase of perhaps $2 billion in unrecorded outflows.

! The marginal reserve requirement under Regulation M applies to a bank’s
net liabilities to its branches in excess of a reserve-free base amount, initially a
May 1969 4-week average but subject to automatic reduction if average liabilities
in a reserve-computation period fall below the base. Also covered are assets held
by domestic offices at the time of the proposal and later sold to branches, and loans
by branches to U.S. residents. An alternative reserve-free base equal to 3 per cent
of total deposits subject to ordinary reserve requirements may be used by a bank;
this base is not subject to automatic reduction. The special reserve requirement
(under Regulation D) on borrowings from unaffiliated foreign banks is 10 per
cent on the excess of such borrowings over 4 per cent of a bank’s deposits, and 3
per cent up to that.
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As noted above, this probably included a circular flow of U.S. funds
to the Euro-dollar market and back to U.S. banks, not entirely unwound
at the year-end. The net balance of transactions other than “special”
transactions or circular flows apparently worsened by about $2 billion.

OFFICIAL RESERVE TRANSACTIONS

As measured on the official settlements basis the U.S. balance of pay-
ments registered a surplus of nearly $3 billion in 1969, The principal
factor in the difference between the liquidity deficit and this surplus
was the very large inflow of private funds through the borrowings of
U.S. banks, described above, which had the effect of reducing U.S.
liabilities to foreign official accounts and, at a further stage, of increas-
ing U.S. reserve assets.

During the year U.S. international reserve assets increased by $1.25
billion. The increase reflected purchases of nearly $1 billion of gold by
the U.S. Treasury from foreign monetary authorities, the addition of
$1 billion to the reserve position in the IMF, and a reduction of $0.75
billion in holdings of convertible foreign currencies as a result of net
repayments of earlier central bank swap drawings, notably by the
United Kingdom. The increase in U.S. gold holdings resulted primarily
from purchases from France in the first half of the year and from Ger-
many at the year-end. Developments in 1969 affecting gold markets are
discussed on pages 62-64.

The net reduction in U.S. liabilities to foreign monetary authorities
was $1.5 billion, compared with a decline of $0.75 billion in 1968.
About $1 billion of the decline occurred in certain nonliquid claims
on the U.S. Treasury and on U.S. commercial banks held by foreign
monetary authorities; in 1968 such claims had increased by $2.3 billion.

FEDERAL RESERVE OPERATIONS IN FOREIGN
CURRENCIES

Serious imbalances in international trade and payments kept the inter-
national financial system under strain in 1969—as in most recent years.
Along with the developments in the U.S. balance of payments discussed
above, particularly noteworthy were the persistence of large current-
account surpluses for Germany and Japan and the continuation during
part of the year of a large payments deficit for France. The U.K.
balance of payments showed marked improvement, as the result of the
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November 1967 devaluation of the pound and subsequent policy ac-
tions restraining the British domestic economy.

By the end of the year important tendencies toward better balance
had been set in motion by the devaluation of the French franc in
August, which was accompanied by measures of domestic restraint,
and by the revaluation upward of the German mark in October (fol-
lowing a 4-week period in which the exchange rate for the mark was
allowed to float upward). But before these currency adjustments were
initiated, massive speculative flows had occurred, especially into Ger-
man marks—once in the spring and again in September after the
French franc devaluation and before the German elections.

The French franc was under substantial selling pressure in the spring
and early summer. Some other European currencies also experienced
speculative buying and selling then and later, occasioned by expecta-
tions or fears that their parities might be adjusted along with that of
one or the other of the major currencies. An additional cause of
strain on the reserves of many continental European central banks dur-
ing the first 7 months of 1969 was the massive flow of funds to the
United States through the Furo-dollar market discussed above.

After the exchange rate for the mark was allowed to float at the end
of September, a reverse flow of funds began—out of the German mark
into other European currencies and the dollar. This flow continued to
be heavy through the rest of the year.

As in earlier years, the Federal Reserve’s foreign currency opera-
tions were aimed at cushioning the impact of destabilizing flows of
international payments, in cooperation with foreign central banks and
the U.S. Treasury. Foreign central banks continued to make substan-
tial use of their swap facilities with the Federal Reserve during 1969.
However, their repayments exceeded their drawings by $1.0 billion,
and total drawings outstanding at the end of the year were reduced
to $650 million. The Bank of France drew on the facility during the
May speculative crisis, but by the end of June had repaid these and
earlier drawings with the proceeds of gold sales and credits from other
sources. Drawings were also made at times by the Netherlands Bank,
the National Bank of Belgium, the National Bank of Denmark, and
the Austrian National Bank, but these were all repaid by October. The
Bank of England, which was able to retire a substantial amount of
short-term indebtedness to foreign central banks during 1969, reduced
its outstanding indebtedness under Federal Reserve swaps from $1,150
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million to $650 million. During the year the bank made new drawings
on the facility during the periods of speculation on a mark revaluation
in early May and in the summer.

The Federal Reserve, for its part, made less use of its network of
swap facilities in 1969 than it had in any other year since 1963, the first
full year of System foreign currency operations. This resulted from the
fact that foreign reserve holdings in dollars were in many cases being
reduced.

At the beginning of 1969 the Federal Reserve had about $430
million of swap drawings outstanding in German marks and Swiss
francs. The mark drawings were fully repaid by the end of January as
funds continued to flow out of marks in the unwinding of the Novem-
ber 1968 speculative episode. The Swiss franc drawings were sharply
reduced in February and were fully liquidated in April with the pro-
ceeds of a Swiss franc-denominated U.S. Treasury security issued to the
Swiss National Bank. In the spring the System drew again on the facili-
ties with both the Swiss National Bank and the Netherlands Bank, but
by September it had repaid all swap drawings.

In October the Federal Reserve drew $200 million of Swiss francs
on the Swiss National Bank to cover increased dollar holdings of that
bank resulting from repatriations by Swiss commercial banks as credit
conditions tightened in Switzerland. It also drew $300 million of
guilders on the Netherlands Bank as Dutch residents repatriated funds
from Germany and speculative funds moved into guilders. By year-end
the outstanding amount of these Federal Reserve swap drawings had
been reduced to $330 million.

The Federal Reserve’s reciprocal currency arrangements with 14
central banks and the BIS were increased by $475 million during 1969
to a total of $10,980 million. Facilities with the Bank of Norway, the
National Bank of Denmark, the National Bank of Belgium, and the
Austrian National Bank were increased and that with the Netherlands
Bank decreased during the year.

FOREIGN CREDIT RESTRAINT PROGRAM

During 1969 the Board continued to administer that portion of the
Government’s balance of payments programs that applied to banks and
other financial institutions, initially in accordance with guidelines re-
vised on December 23, 1968, which were described in the ANNUAL
REPORT for 1968.
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In issuing the revised guidelines in December 1968, the Board
indicated its intention to review the program again early in 1969, par-
ticularly to determine whether additional flexibility for financing U.S.
exports might be provided in the guidelines. During the first quarter
of 1969, meetings were held in seven Federal Reserve Bank cities by
representatives of the Board with officers of the Federal Reserve Banks
and with representatives of banks and other financial institutions re-
porting to the Federal Reserve Banks under the program.

It was concluded that, while there was adequate capacity for the
financing of exports under the existing aggregate ceiling, it would be
possible to provide greater flexibility by giving relatively larger ceilings
to small and medium-sized banks whose major interest in international
lending was the financing of exports. At the same time, larger ceilings
for these banks would reduce competitive inequities among reporting
institutions. Accordingly, revised guidelines were issued by the Board
on April 4, 1969.

For about half of the reporting banks, accounting for more than
90 per cent of total foreign assets reported, the ceilings remained at
the level suggested by the guidelines issued in December 1968. The
remaining banks, whose foreign assets were a relatively small propor-
tion of their total assets, were permitted to calculate their ceilings at
1.5 per cent of total assets as of December 31, 1968. This provision
added $400 million to the aggregate ceiling of the banks.

The guidelines for nonbank financial institutions remained essen-
tially unchanged although the ceiling was increased from 95 per cent
of the end-of-1967 base figure to 100 per cent of the base.

A continued restrictive monetary policy and high domestic demand
for credit held down the banks’ foreign lending and investment during
1969. In fact, these factors may have had a greater impact than the
foreign credit restraint program in moderating the foreign activities of
financial institutions. As described in the ANNUAL REPORT for 1968,
the banks had reduced their foreign claims covered by the guidelines
by $612 million in 1968, or by $212 million more than the objective
set on January 1, 1968. These assets fluctuated during 1969 and at
the year-end were $165 million above the total outstanding on Decem-
ber 31, 1968. At the end of 1969 such assets were about $75 million
below the December 31, 1964, base figure (Table 9).

Nonbank financial institutions reduced their holdings of foreign
assets subject to the guideline ceiling by $174 million in 1969 (Table
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10). Such holdings had declined by $240 million in 1968, considerably
more than the targeted reduction of $100 million. Holdings of foreign
assets not subject to the ceiling were increased by $1,055 million in 1969,
compared with an increase of $632 million in 1968.

TaBLE 9: ForeicN Crepits oF U.S. BANKS

End of year 1969
Ttem
Mar. | June | Sept. | Dec.
1965 | 1966 1967 | 1968 31 30 30 31
Number of reporting banks.. .. 161 148 151 161 159 162] 167| 169

Millions of dollars

Total foreign credits subject to

General Ceiling. ........... 9,652| 9, 496 9,865{ 9,253 9,127 9,502 9,115} 19,403
Change from previous date....| +156 —156] +369| —612] —126] 375 —387| 14288
Ceiling........ooovvviiunn.. 9,973| 10,360 10,409 9,729; 9,706/ 10,102 10,135/210,092
Net leeway for further expan-

sionof credit............... 321 864 544 476 578 600 1,020 3689
Export term loans subject to

ceiling4.................... 16
Export-Term-Loan Ceiling... . 1,614
Net leeway for further expan-

sion of export term loans. . .. 1,598

1 From Dec. 1, 1969, excludes export term loans,

2 From Dec. 1 1969, General Ceiling, excluding Export-Term-Loan ceiling.

3 From Dec. 1 l969 leeway under General Ceiling.

4 Foreign credits with maturities of 1 year or longer that finance exports of U.S. goods and services

On December 17, 1969, in connection with a modest modification
of the Government’s balance of payments programs, the Board issued
revised guidelines for banks and nonbank financial institutions. For the
first time, a separate Export-Term-Loan Ceiling was established for
credits with a maturity of 1 year or longer extended to finance exports
of U.S. goods and services shipped or provided on or after December
1, 1969. Banks also were provided with a General Ceiling, equal to
their adjusted ceiling as of November 30, 1969, within which they
could make loans of any maturity and for any purpose. However, in
using the General Ceiling, the banks were requested to continue to
observe an absolute priority for export credits, and in making non-
export credits, to meet the needs of the developing countries. The
General Ceiling continued to be reduced by repayments of nonexport
term loans to residents of developed countries of continental Western
Europe. In addition, repayments of export term loans outstanding
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when the revision was made were to be deducted from the General
Ceiling and added to the Export-Term-Loan Ceiling.

The Export-Term-Loan Ceiling was calculated at 0.5 per cent of a
bank’s total assets as of December 31, 1968. Adoption of this formula

TasLe 10: ForeiGN Assers oF REPORTING NoNBANK FINANCIAL INSTITUTIONS

Amounts shown in millions of dollars

Amount Change from Dec. 31, 1968
Type of asset Dec. 31,
1969
Amount Per cent
ASSETS SUBJECT TO GUIDELINE
Deposits and money market instruments, foreign countries
exceptCanada . . ... it e 15 1 9.8
Short- and intermediate-term credits, foreign countries
except Canadal.......ooviuniiiiiiiiiii 205 —26 —-11.2
Long-term investments, “‘other” developed countries :2
Investment in financial businesses3................. 129 17 15.5
Investment in nonfinancial businesses3. . . 9 1 12.4
Long-term bonds and credits...................... 546 —67 -10.9
StOCKSS . o ettt i e 352 —-10t —22.3
TOTAL. holdings of assets subject to guideline. . . 1,257 -174 —12.1
Adjusted base-date holdings6.................ccoontt, 1,491 —89 —5.6
ASSETS NOT SUBJECT TO GUIDELINE
Investments in Canada:
Deposits"and money market instruments............ 220 91 70.9
Short- and intermediate-term credits!. ... 168 21 14.1
Investment in financial businesses3................. 625 34 5.8
Investment in nonfinancial businesses3. . . 44 “) —-.1
Long-term bonds and credits.......... 8,286 374 4.7
StOCKS . v vv e sttt ettt i i i 1,319 —18 —1.3
Bonds of international institutions, all maturities........ 1,002 15 1.5
L%ng-term investments in the developing countries and in
apan:
Investment in financial businesses3................. 26 3 14.6
Investment in nonfinancial businesses3............. 12 2 24.2
Long-term bonds and credits...................... 787 17 2.2
SHOCKS o v o e oot e enateenaien ettt 503 316 169.4
Stocks, ““other” developed countries7................... 569 199 53.7
TOTAL. holdings of assets not subiject to guideline. 13,563 1,055 8.4

1 Bonds and credits with final maturities of 10 years or less at date of acquisition.

2 Developed countries other than Canada and Japan. .

3 Net investment in foreign branches, subsidiaries, or affiliates, in which the U.S. institution has
ownership interest of 10 per cent or more.

4 Less than $500,000.

5 Except those acquired after Sept. 30, 1965, in U.S. markets from U.S. investors.

6 Dec. 31, 1967, holdings of assets subject to guideline, less carrying value of equities included therein
but since sold, plus proceeds of such sales to foreigners.

7 If acquired after Sept. 30, 1965, in U.S. markets from U.S. investors.

added about $1.6 billion to the aggregate ceiling and distributed it
more widely among banks. Twenty of the Nation’s largest banks ac-
counted for about three-quarters of the General Ceiling, which is cal-
culated as a percentage of foreign assets. These banks received slightly
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more than one-half of the new Export-Term-Loan Ceiling. At the
year-end reporting banks were about $700 million below the General
Ceiling effective on that date, and they also had a leeway of $1.6 million
within which to make export term loans (Table 9).

The guidelines for nonbank financial institutions contained only one
substantive change. In view of Japan’s strong reserve and balance of
payments position, special treatment accorded to long-term investment
in that country was terminated. Long-term loans and investments in
Japan after January 1, 1970, were to be counted against the reporting
institution’s ceiling under the guidelines. Each institution’s ceiling was
revised to include any such loans and investments held on December
31, 1969.

INTERNATIONAL MONETARY ARRANGEMENTS
AND THE IMF

Important developments in international monetary arrangements in
1969 centered in, or were closely related to, the structure and opera-
tions of the International Monetary Fund. The outstanding event,
which marked the culmination of years of study and negotiation, was
the launching of a system for the deliberate creation of international
reserve assets. After completion of the process of amending the IMF
Articles of Agreement to establish the legal framework for the system
of Special Drawing Rights, the Fund in October made the decision to
allocate SDR’s for the first period, a period of 3 years beginning Jan-
uary 1, 1970.

The establishment of the SDR system and the decision to begin
creation of SDR’s were of landmark significance for orderly growth
of international liquidity. Also important to the sound growth of inter-
national liquidity in the years ahead was the Fund’s decision to recom-
mend to its members a substantial increase in quotas.

A development that had immediate stabilizing effects was the settle-
ment of the question of the circumstances under which the Fund will
buy gold from South Africa. Toward the year-end, expectations that this
question would soon be settled appeared to have reinforced other in-
fluences that had already caused a marked easing in free-market prices
of gold during the summer and the autumn.

The year was also marked by open discussion of the possible de-
sirability of a limited increase in the flexibility of exchange rates and
by a decision of the IMF to continue its study of this subject.
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AMENDMENT OF THE ARTICLES OF AGREEMENT

In 1969 the IMF Articles of Agreement were amended for the first
time since their entry into force on December 27, 1945. The main
purpose of the amendment was to establish the legal framework for the
system of SDR’s. Certain changes in Fund rules and practices relating
to its traditional operations were also made.

The Outline Plan for SDR’s had been agreed upon at the annual
meeting of the Fund’s Board of Governors held at Rio de Janeiro in
September 1967. At Stockholm, in March 1968, a consensus on con-
troversial issues had been reached by the Ministers and the Governors
of the central banks of the Group of Ten. On these bases, the detailed
text of the amendment was prepared by the Executive Directors, rec-
ommended by them on April 16, 1968, and approved by the Fund’s
Board of Governors on May 31, 1968. The amendment entered into
force on July 28, 1969, following its acceptance—as required under
the Articles—by three-fifths of the Fund’s member countries represent-
ing four-fifths of the total voting power.

The amended Atrticles of Agreement establish two separate accounts
in the Fund, a General Account and a Special Drawing Account. The
traditional operations and transactions of the Fund are carried out
through the General Account, while the Fund’s functions relating to
SDR’s are carried out through the Special Drawing Account. In order
to become a participant in the Special Drawing Account, a member
country of the Fund—and only Fund members are eligible to become
participants—must deposit with the Fund an instrument setting forth
that it undertakes all the obligations of a participant in that Account.
But no member could become a participant until instruments of par-
ticipation had been deposited by members having at least 75 per cent
of total quotas in the Fund. This requirement was fulfilled on August
6, 1969.

The main features of the SDR system were summarized in the
ANNUAL REPORT of the Board of Governors of the Federal Reserve
System for 1968 (pages 329 and 330).

ALLOCATION OF SPECIAL DRAWING RIGHTS

The main event of the annual meeting of the IMF in 1969 was the
approval by the Governors of the proposal by the Managing Director
for the allocation of SDR’s for the “first basic period.”

SDR’s come into existence via “allocation” of them to each member
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country that is a participant in the Special Drawing Account and that
wishes to receive an allocation. A decision to allocate SDR’s is made
by the Board of Governors of the Fund on the basis of a proposal of
the Managing Director concurred in by the Executive Directors—a
decision to cancel SDR’s would be made in the same way. A decision
to allocate covers a basic period of 5 years (running consecutively),
unless the Fund decides otherwise.

Before making any allocation proposal, the Managing Director “shall
conduct such consultations as will enable him to ascertain that there
is broad support among participants for the proposal.” And before
making the proposal for the first allocation, the Managing Director
had to assure himself: that a collective judgment existed that there was
a global need to supplement reserves; that a better balance of payments
equilibrium had been attained; and that there was a likelihood of a
better working of the balance of payments adjustment process in the
future. (All these provisions form part of Article XXIV.)

On September 12 the Managing Director, having conducted the
necessary consultations and having assured himself of the existence of
the conditions just referred to, made a proposal to the Fund Gover-
nors, with the concurrence of the Executive Directors. The essential
features of the proposal were as follows: (1) The first basic period
would run for 3 years beginning on January 1, 1970; (2) allocations
during this basic period would be made on January 1 in each of the
years 1970 through 1972, on the basis of quotas on the day before
the allocation dates; and (3) the total amounts of SDR’s allocated on
the three allocation dates would be approximately as follows: $3.5 bil-
lion, $3 billion, and $3 billion, respectively, or a total of about $9.5
billion for the 3 years.

On October 3 the Fund Governors, assembled in their annual meet-
ing, approved the Managing Director’s proposal. On January 1, 1970,
in accordance with this decision and the terms of the Articles of Agree-
ment as amended, the Fund allocated $3,414 million of SDR’s to 104
participants. Of the total amount allocated the United States received
$866.9 million of SDR’s.

PROPOSED INCREASE IN QUOTAS

Under Section 2 of Article III of the Fund Agreement, the Fund is re-
quired to conduct periodically a general review of quotas and to pro-
pose an adjustment of them if it deems such action appropriate.
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Increases made following general reviews in 1958 and 1965 (together
with additions of new members and occasional adjustments of individ-
ual quotas) raised total quotas from the original $7 billion to about
$21 billion at the end of 1969.

In 1969, with another general review of quotas due in 1970 at the
latest, a new factor was present in the weighing of the pros and cons
of quota increases. This was the growing possibility of early activation
of the SDR system, which gave rise to new considerations. On the
one hand, some countries tended to feel that provision for uncondi-
tional liquidity in the form of SDR’s (to the extent that SDR use is
unconditional) would reduce the need for more conditional liquidity
under larger quotas. On the other hand, the fact that SDR allocations
are based on the quotas of participants tended to give every participant
or potential participant in the SDR system a somewhat greater interest
in enlarging its own quota (in the forthcoming new round of quota
increases) than it would otherwise have had, although other consider-
ations also strengthened the desire of some countries for larger
quotas.

At its 1969 annual meeting the Board of Governors of the Fund
requested the Executive Directors to submit an appropriate proposal
by December 31 for the adjustment of members’ quotas. In December
the Executive Directors, having completed the fifth general review of
quotas, submitted their proposal. If each member country were to avail
itself of the maximum increase proposed for it, total Fund quotas
would rise to $28.9 billion, an increase of 35.5 per cent from total
quotas as of the end of December 1969. The U.S. quota could rise to
$6,700 million from its present level of $5,160, an increase of 30 per
cent.

Under the proposal, no increase will take place before October 30,
1970; and members will be able to consent to the proposed increases in
their quotas at any time on or before November 15, 1971.

DEVELOPMENTS RELATING TO GOLD

Under the two-tier system of gold marketing established 2 years ago
by the communiqué issued in Washington on March 17, 1968, by the
central bank Governors of the seven active member countries of the
then existing Gold Pool, central banks generally have neither sold gold
in private gold markets nor bought gold there. (For the text of the
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communiqué see the Federal Reserve Bulletin for March 1968, page
254. The two-tier system was discussed in the ANNUAL REPORT
of the Board of Governors for 1968, pages 331 and 332.) Since that
time, and especially in the closing months of 1969, the question of the
appropriate handling of newly mined South African gold and reserves
within the framework of the two-tier system has been discussed among
officials of the United States, South Africa, certain other countries,
and the IMF.

On December 16 the U.S. Treasury, in a statement referring to those
discussions, suggested that a basis for a satisfactory mutual under-
standing might be emerging and noted that it was anticipated that the
discussions would subsequently be pursued in the framework of the
IMF. The question was settled before the end of the year by an ar-
rangement embodied in an IMF decision announced by the Fund on
December 30. In its announcement the Fund said it would buy gold
offered to it by South Africa whenever the latter indicates that the
offer is in accord with the South African policy statement set forth
on December 23 in a letter to the Managing Director. In a letter of
December 24 to the Managing Director the U.S. authorities indicated
their willingness to support IMF decisions to buy gold offered by
South Africa under the conditions outlined in the South African letter,
assuming that there is an understanding among Fund members gener-
ally that they do not intend to initiate official gold purchases directly
from South Africa.

In general, the arrangement provides that when the market price
of gold is $35 per ounce or less, the Fund will buy gold from South
Africa in amounts related to South Africa’s current needs for foreign
exchange. In addition, the Fund may buy gold from South Africa in
limited amounts when the market price is above $35 per ounce, under
circumstances specified in the South African letter.

The three documents mentioned above—the IMF announcement,
the South African letter, and the U.S. letter—were published in the
Federal Reserve Bulletin for January 1970, pages 107-10.

Throughout the first 3 months of 1969, gold prices in private
markets had advanced fairly steadily, reaching $43.80 per ounce on
the London market in early March—the high for the year on that
market. Factors contributing significantly to this rise were the general
absence of new production coming into the market, increased tensions
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in the Middle East, and purchases by French residents increasingly
concerned about the parity of the French franc.

In early June prices dropped to around $41 per ounce, probably
because of the obvious imminence of ratification of the plan for SDR’s,
the rising cost of holding gold as interest rates advanced rapidly in all
major European money markets and in the Euro-dollar market, and
an increase in the amount of new gold production coming on the
market with the waning of earlier strength in the balance of payments
position of South Africa.

After a temporary firming in July to about $42, gold prices
declined more or less steadily from early August to late October,
at which time the price on the London market was about $40.
The French devaluation in August, the general relaxation of tensions
in foreign exchange markets after the revaluation of the German mark
in October, and an increase in market offerings of newly produced gold
by South Africa to finance its worsening balance of payments position
—all of these contributed to the easing. Downward pressures on mar-
ket prices of gold were reinforced by a growing belief that the question
of South African gold sales to the IMF might be nearing settlement.

In early November gold prices began to decline quite rapidly, and
by December 9 the price of gold on the London market had fallen to
the official level. During the remainder of December the price ranged
between $35 and about $35.30.

STUDY OF GREATER EXCHANGE-RATE FLEXIBILITY

The question whether somewhat greater flexibility should be introduced
into the exchange-rate system has come increasingly to the fore in
recent years. Most of the attention has centered on two proposals:
one, some increase in the margins within which rates for currencies of
IMF member countries may fluctuate in spot markets; and two, a
system for parity-rate changes limited in their annual amounts, this
system being known by such terms as the crawling peg, the sliding
or gliding parity, and the self-adjusting peg. Promulgated initially by
some of the academic economists who believe that systems of freely
floating exchange rates (favored by many other economists) are un-
desirable, or unacceptable to government authorities, or both, these
proposals have become of increasing interest to some businessmen and
bankers, as well as to government officials, in many countries.
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One reason for the rise of interest in greater exchange-rate flexibility
has been growing awareness that, under the Bretton Woods system of
exchange-rate adjustment as it has evolved thus far, changes in rates
are sometimes delayed too long and that such delays frequently result
in prolonged periods of economic uncertainty and market disruption.
Another reason, particularly influential among the U.S. businessmen
and bankers who have become interested in these proposals, has been
the belief that some increase in exchange-rate flexibility might from
their point of view be preferable to the increase of direct restrictions on
international transactions that many of them regard as likely to develop
if payments imbalances are not adjusted more smoothly.

In their annual report for 1969 the Executive Directors of the IMF
disclosed that in the past year they had discussed extensively the
mechanism by which exchange rates can be changed, considering the
subject “in the framework of the international adjustment process and
with a view to a better working of the international monetary system.”
They plan to continue to study this subject. At the 1969 annual meet-
ing the question of greater exchange-rate flexibility was touched on for
the first time by many of the Fund’s Governors. Although most of the
speakers stressed the need for caution in considering fundamental
changes in the existing exchange-rate system, all in effect endorsed the
plan for further study of the subject by the Fund. (]
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Record of Policy Actions of the
Board of Governors

JANUARY 7, 1969

AMENDMENT TO REGULATION K, CORPORATIONS EN.
GAGED IN FOREIGN BANKING AND FINANCING UNDER
THE FEDERAL RESERVE ACT.

Effective January 7, 1969, Regulation K was amended to reinstate a gen-
eral consent for “Edge” and “agreement” corporations to make certain in-
vestments in foreign businesses.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

A previous genéral consent was eliminated temporarily from Regu-
lation K in February 1968 in connection with the U.S. balance of
payments program then in effect. As a result, all equity investments
abroad by member banks and Edge or agreement corporations, as
well as the holding by them of shares of a subsidiary that made any
equity investment abroad, were subject to the specific approval of the
Board of Governors, The Board now deemed it appropriate to rein-
state its general consent for any Edge or agreement corporation to
invest, directly or indirectly, in the shares of foreign corporations not
doing business in the United States, provided that no such investment
would cause the Edge or agreement corporation to have invested more
than $500,000 in the shares, or to hold more than 25 per cent of the
voting shares, of any such foreign corporation.

JANUARY 10, 1969

ADOPTION OF REGULATION P, MINIMUM SECURITY DE-
VICES AND PROCEDURES FOR FEDERAL RESERVE
BANKS AND STATE MEMBER BANKS.

Effective January 13, 1969, a new Regulation P was adopted to imple-
ment the Bank Protection Act of 1968 with respect to Federal Reserve
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Banks and to State chartered banks that are members of the Federal Re-
serve System.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Maisel, and Sherrill. Votes against this ac-
tion: None.

Absent and not voting: Messrs. Daane and Brim-
mer.

The new regulation: (1) provided minimum standards for security
devices and procedures both to discourage robberies, burglaries, and
larcenies involving financial institutions and to facilitate the identifica-
tion and apprehension of persons committing such crimes; (2) estab-
lished time limits for compliance and procedures for reporting on
compliance; and (3) assured flexibility in the application of such
standards to accommodate differing circumstances of individual bank-
ing offices.

JANUARY 27, 1969

DISAPPROVAL OF PROPOSED DISCOUNT RATE
INCREASE.

The Board disapproved action taken by the executive committee of the
Board of Directors of the Federal Reserve Bank of St. Louis on January
23, 1969, establishing a rate of 6 per cent (rather than 5%2 per cent) on
discounts for and advances to member banks under Sections 13 and 13a of
the Federal Reserve Act, along with appropriately corresponding sub-
sidiary rates on advances under other sections of the Act.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The discount rate of the Federal Reserve Banks had been increased
from 5% to 5%4 per cent in December 1968, at which time the Board
had reviewed carefully the arguments in favor of an increase of 12
percentage point, the amount of increase that had originally been
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voted by the directors of two Federal Reserve Banks, including St.
Louis. The Board decided that a ¥4 point advance, together with the
firmer stance in open market policy that had just been adopted by the
Federal Open Market Committee, would be sufficient in the economic
circumstances then existing,

In proposing now that the discount rate be raised to 6 per cent,
the St. Louis directors noted that such a move would place the rate
closer to its historical relationship with other money market rates and
would reduce the incentive for member banks to borrow from the
Federal Reserve Banks. Further, in the opinion of the directors, the
recent slowing that had occurred in the rate of growth of commercial
bank credit reflected a rechanneling of funds around the banks, with
little net effect on total credit extended in the economy, more than
it represented evidence of monetary restraint. In their view a realign-
ment of the discount rate with current market rates would indicate
to the public that the Federal Reserve was in earnest in combating the
prevailing strong inflationary expectations.

After consideration of the proposal the Board of Governors con-
cluded that an increase in the discount rate at this juncture would not
be appropriate in light of the imminent Treasury refinancing, the terms
of which were to be announced within the next few days. Moreover,
apart from the refinancing, the Board had reservations as to whether a
discount rate increase, particularly one of as much as Y2 percentage
point, was called for by prevailing and prospective economic and
financial conditions. The Board advised the St. Louis Bank, however,
that its disapproval of the proposed rate increase should not be con-
strued as indicating that the Board would not be prepared at a later
date to consider whatever discount rate action the directors might
believe to be justified, depending on all of the circumstances then
existing. The Board noted that if there appeared to be a need for
further monetary tightening, an adjustment could be made through
use of one or more of the several instruments of monetary policy,
including perhaps the discount rate, and that the Board would be
considering these possibilities.

The effect of the Board’s action was that the rates on discounts and
advances contained in the existing rate schedule of the St. Louis Bank
continued in effect.
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JANUARY 29, 1969
ADOPTION OF REGULATION Z, TRUTH IN LENDING.

Effective July 1, 1969, a new Regulation Z was adopted to implement
Title I (Truth in Lending Act) and Title V (General Provisions) of the
Consumer Credit Protection Act.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None,

The new regulation was designed to assure meaningful disclosure
so that consumers would be able to compare more readily the various
credit terms available to them and avoid the uninformed use of credit.
It provided that in most cases the cost of consumer credit must be
expressed in the dollar amount of finance charge and as an annual
percentage rate computed on the unpaid balance of the amount
financed. Other relevant credit information was also required to be
disclosed.

The regulation also provided, as required by the Act, that a cus-
tomer had a right in certain circumstances to cancel a credit trans-
action that involved a lien on his residence. Advertising of consumer
credit terms was required to comply with specific provisions, and credit
terms were not permitted to be advertised unless the creditor usually
and customarily extended such terms.

Neither the Act nor the regulation was intended to control charges
for consumer credit, or to interfere with trade practices except to the
extent that such practices might be inconsistent with the purpose of
the Act.

MARCH 17, 1969

AMENDMENTS TO REGULATION H, MEMBERSHIP OF
STATE BANKING INSTITUTIONS IN THE FEDERAL RE-
SERVE SYSTEM.

Effective March 18, 1969, Regulation H was amended in certain tech-
nical respects.
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Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The effect of these technical amendments was (1) to authorize
Federal Reserve Banks, for good cause shown, to extend the time
for publishing of reports of condition by State member banks, and (2)
to permit or require a published report of condition to differ from
the report submitted to the Reserve Bank in various respects. These
amendments were necessitated by certain changes in the call report
procedures that had recently been approved by the Board, the Comp-
troller of the Currency, and the Federal Deposit Insurance Corpora-
tion.

MARCH 27, 1969

REVISION OF FOREIGN CREDIT RESTRAINT PROGRAM
GUIDELINES.

Effective April 4, 1969, the guidelines covering foreign credits and in-
vestments by U.S. banks and other financial institutions were revised.

Votes for this action: Messrs. Martin, Mitchell,
Brimmer, and Sherrill. Votes against this action:
None.

Absent and not voting: Messrs. Robertson,
Daane, and Maisel.

The voluntary foreign credit restraint program, in force since Feb-
ruary 1965, had last been revised in December 1968, when guidelines
for 1969 were issued. At that time the Board had concluded that
U.S. balance of payments prospects for 1969 did not permit any
basic change in the program. However, the Board announced that
it was planning to reexamine the program early in 1969 to determine
whether additional flexibility for financing U.S. exports might be pro-
vided in the guidelines. The current revisions in the guidelines were
designed for that purpose and to reduce inequities in the program
among banks of different size.
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APRIL 3, 1969

1. INCREASE IN RATES ON DISCOUNTS AND ADVANCES
BY FEDERAL RESERVE BANKS.

Effective April 4, 1969, the Board approved actions that had been taken
by the boards of directors of all of the Federal Reserve Banks except
Boston establishing a rate of 6 per cent (rather than 5% per cent) on dis-
counts for and advances to member banks under Sections 13 and 13a of
the Federal Reserve Act.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

Pursuant to the policy established by this action, the Board subsequently
approved the same rate for the Federal Reserve Bank of Boston effective
April 8, 1969.

Effective the same dates the Board approved for the respective Federal
Reserve Banks a rate of 612 per cent (rather than 6 per cent) on advances
to member banks under Section 10(b) of the Federal Reserve Act. In
addition the Board approved for most of the Banks increases in rates on ad-
vances to individuals, partnerships, and corporations other than member
banks under the last paragraph of Section 13 of the Act.

(In accordance with the provisions of the Federal Reserve Act, the
Federal Reserve Banks are required to establish rates on discounts for and
advances to member banks at least every 14 days and to submit such rates
to the Board for review and determination. Prior to this date the most
recent rate changes were made in December 1968, as described on pages
95-97 of the Board’s ANNUAL REPORT for 1968.)

2. AMENDMENT TO REGULATION D, RESERVES OF
MEMBER BANKS.

Effective for the reserve computation period beginning April 17, 1969,
and with applicability to average deposits for the period April 3-9, 1969,
the Supplement to Regulation D was amended to increase by %2 percentage
point the reserve requirement against demand deposits at all member banks.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Brimmer, and Sherrill. Vote against
this action: Mr. Maisel.
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In December 1968, as recorded in the Records of Policy Actions
of the Board of Governors and the Federal Open Market Committee
contained in the Board’s ANNUAL REPORT for 1968, the Federal Re-
serve System embarked on a policy of increased monetary restraint, in
recognition of the continued excessive strength of economic expansion,
the accompanying resurgence of inflationary expectations, and the
adverse impact of rapidly rising domestic prices on the country’s
balance of payments. At that time the Federal Open Market Com-
mittee voted to foster firmer conditions in money and short-term
credit markets, and the Board of Governors approved an increase in
the Federal Reserve Bank discount rate from 5% to 5% per cent.
The Board had also considered the arguments for an increase of 14
percentage point in the discount rate and for an increase in reserve
requirements, but it had concluded that the actions then taken were
adequate in the current economic circumstances and that further steps
should await an assessment of the impact of those firming actions.

Details of the intervening economic and financial developments
may be found in the Record of Policy Actions of the Federal Open
Market Committee beginning on page 95 of this ANNUAL REPORT.
The actions now taken on the discount rate and on reserve require-
ments constituted a further move against inflation that was considered
necessary in the light of those developments.

The reserve requirement action meant that the nearly 6,000 member
banks of the Federal Reserve System had to set aside as reserves an
additional $650 million, approximately $375 million at reserve city
banks and $275 million at other member banks. The requirement at re-
serve city banks was raised from 162 to 17 per cent on net demand de-
posits under $5 million and from 17 to 17%2 per cent on net demand
deposits over $5 million. The top rate of 17V%2 per cent was the highest
since 1960. The increases for other member banks were from 12 to 1214
per cent on demand deposits under $5 million and from 1232 to 13 per
cent on those over $5 million.

The new discount rate of 6 per cent was the highest in 40 years.

Governor Maisel, who voted for the discount rate increase but
against the increase in reserve requirements, stated that he had no
disagreement with the majority of the Board on either the ultimate
goal being sought for the economy or with the view that demand for
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output and services was continuing to rise at an inflationary pace.
However, current money market relationships had, for the preceding
5 months, led to modest growth in most monetary aggregates, a sharp
rise in interest rates, and a rapid reduction of bank liquidity, and the
existing relationships appeared to him proper to sustain a long period
of noninflationary growth of money and credit. He concluded that
until evidence arose that the demand for funds was leading to an un-
desirable; upward shift in the rate of monetary expansion, an increase
in reserve requirements was not called for.

APRIL 4, 1969

AMENDMENT TO REGULATION A, ADVANCES AND
DISCOUNTS BY FEDERAL RESERVE BANKS.

Effective April 4, 1969, Regulation A was amended in respect to obli-
gations eligible as collateral for advances.

Votes for this action: Messrs. Robertson, Mitchell,
Daane, Maisel, and Brimmer. Votes against this ac-
tion: None.

Absent and not voting: Messrs. Martin and Sher-
rill.

This action eliminated the authorization in Regulation A for Fed-
eral Reserve Banks to make 90-day advances to member banks on
the security of certificates of interest issued by the Commodity Credit
Corporation in a pool of notes evidencing loans made by the Cor-
poration pursuant to a commodity loan program. Simultaneously the
Board issued an amended interpretation relating to obligations eligible
as collateral for advances, to add CCC certificates of interest in a price-
support loan pool to the list of eligible obligations. The list included
direct obligations of, and obligations fully guaranteed as to principal
and interest by, the United States or any agency thereof.
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MAY 28, 1969

DISAPPROVAL OF PROPOSED DISCOUNT RATE
INCREASE.

The Board disapproved action taken by the executive committee of the
Board of Directors of the Federal Reserve Bank of St. Louis on May 22,
1969, establishing a rate of 7 per cent (rather than 6 per cent) on dis-
counts for and advances to member banks under Sections 13 and 13a of
the Federal Reserve Act, along with appropriately corresponding subsidiary
rates on advances under other sections of the Act,

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None.

The directors of the St. Louis Bank had proposed the action on
the grounds that it would bring the discount rate into better align-
ment with relevant market interest rates and would reduce the incen-
tive for member banks to make excessive use of the Federal Reserve
discount window. The directors, who saw little evidence of a change
in economic indicators to suggest a lessening of current inflationary
pressures, also believed that an increase of 1 percentage point in the
discount rate might help to convince the public that the Federal Reserve
was serious in resisting the inflation and might therefore help to reduce
inflationary expectations and hasten a turnaround in interest rates.

The St. Louis directors again proposed a 7 per cent discount rate
on June 9 and June 12, 1969, for substantially the same reasons.

The Board decided to disapprove the proposed rate increase on
the basis that it would be untimely in the light of prevailing conditions
and uncertainties in financial markets. While the 6 per cent discount
rate was generally out of line with short-term market interest rates,
the Board noted that no difficulties appeared to have developed in
member bank use of the discount window that administrative proce-
dures could not deal with satisfactorily. The Board advised the Reserve
Bank, however, that its decision to disapprove the proposed discount
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rate was taken without prejudice to any future consideration of such
discount rate action as the Bank’s directors might deem appropriate
in the prevailing circumstances.

The directors of the following Reserve Banks also submitted proposed
discount rate increases to the Board, for reasons generally similar to
those given by the St. Louis directors, and these proposed rates were
likewise disapproved by the Board, the action in each instance being by
unanimous vote of the members present:

Date of
Bank directors’ action  Proposed rate
Chicago June 12 7
Boston June 16 614
Chicago June 26 7
Kansas City July 10 7
Chicago July 24 7

The effect of the Board’s actions was that the existing discount
rate schedules of the respective Banks automatically continued in
effect.

JUNE 2, 1969

AMENDMENTS TO MARGIN REGULATIONS.

1. Effective July 8, 1969, Regulations G, T, and U were amended princi-
pally to implement the provisions of P.L. 90—437, adopted in 1968, which
authorized the Board to expand the margin regulations to cover credit ex-
tended for the purchase of over-the-counter stocks.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Maisel, and Sherrill. Votes against this ac-
tion: None.

Absent and not voting: Messrs. Daane and
Brimmer,

(With these amendments, the regulations were issued under new titles as
follows: G, Securities Credit by Persons Other Than Banks, Brokers, or
Dealers; T, Credit by Brokers and Dealers; and U, Credit by Banks for the
Purpose of Purchasing or Carrying Margin Stocks.)
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Margin regulations limit generally the amount of credit that may
be obtained to purchase securities. Previously, the requirements im-
posed by those regulations had applied to stocks that were registered
on a national securities exchange. The main purpose of the amend-
ments now adopted by the Board was to extend the margin regulations
to cover credit extended for the purchase of certain over-the-counter
stocks.

The amendments included the criteria that would be employed in
selecting over-the-counter stocks that would become subject to margin
requirements, and the Board announced that an initial list of such
stocks subject to margin would be published on July 8, 1969, the date
the amendments were to become effective.

The amendments also: (1) exempted from margin regulation bank
loans to broker-dealers against inventory positions in over-the-counter
stocks when such credit was used to make a bona fide market in those
stocks; (2) broadened the definition of “creditor” in Regulation T
to cover all brokers and dealers and thus bring under the new margin
requirements all brokers and dealers handling over-the-counter accounts
exclusively; (3) limited the exemption from margin regulation avail-
able through a special omnibus account to members of national stock
exchanges and brokers and dealers registered with the Securities and
Exchange Commission; and (4) clarified the application of Regulations
G and U to loans on mutual funds.

Under the announced criteria, over-the-counter stocks subject to
margin requirements would have characteristics similar to stocks
registered on national exchanges.

The amendments provided that margin requirements would apply
only to loans made after July 8, 1969, to purchase or carry over-the-
counter stocks on the Federal Reserve list or debt securities convertible
into such stocks.

Clarifying changes unrelated to implementing P.L. 90-437 included
changes in one section of Regulation G regarding stock option and
employee stock purchase plans. Governor Maisel dissented from these
particular changes because he regarded them as a tightening rather
than a clarification and his inclination was to relax in this area rather
than tighten.
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2. Effective September 1, 1969, Regulations G, T, and U were amended
to limit the amount of credit permitted to be extended in connection with
the purchases of equity funding plans or programs.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, and Sherrill. Vote against this action: Mr.
Maisel.

Absent and not voting: Messrs. Daane and Brim-
mer.

Equity funding plans or programs offer a customer a package of
mutual fund shares and life insurance, the shares being pledged as
collateral for a loan to pay the insurance premium. The Board con-
cluded that there would be a serious potential for a new kind of credit
expansion in the securities field if loans made in connection with such
plans or programs were left entirely outside the margin regulations.
On the other hand, the Board desired to permit the equity funding
industry to continue to operate without serious dislocation, which dis-
location seemed likely if the same margin requirement (80 per cent)
were prescribed as for exchange-listed stocks. Accordingly, after
consideration of comments received on proposed changes in the
margin regulations, and after an oral presentation at which industry
representatives were given an opportunity to present their views, the
Board set the margin requirement for such plans or programs sold
after August 31, 1969, at 60 per cent. This meant that a lender would
be able to finance $40 in insurance premiums for every $100 in mutual
funds bought by a customer.

Governor Maisel dissented because he felt that the potential for credit
expansion and abuse was minor. The Board ought not to feel that it was
derelict in its duty if it avoided regulating each possible area of credit
use. This was particularly true when programs had desirable aspects and
threatened no ill effects to the economy.

JUNE 16, 1969

AMENDMENT TO REGULATION Q, PAYMENT OF
INTEREST ON DEPOSITS.

Effective August 1, 1969, Regulation Q was amended to incorporate
regulations governing the advertising of interest paid on deposits by member
banks of the Federal Reserve System.
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Votes for this action: Messrs. Robertson, Daane,
Maisel, Brimmer, and Sherrill. Votes against this ac-
tion: None.

Absent and not voting: Messrs. Martin and
Mitchell.

The adoption by the Board of regulations governing the advertising of
interest paid on deposits by member banks of the Federal Reserve
System implemented the authority granted to the Board in the Act of
September 21, 1968 (P.L. 90-505). Similar regulations were issued
by the Federal Deposit Insurance Corporation and by the Federal
Home Loan Bank Board with respect to institutions under their super-
vision.

The new rules, which superseded advertising guidelines set forth in
a 1966 statement of policy, provided that any member bank that ad-
vertised a percentage yield on deposits based on 1 year was required
to include an equally prominent disclosure of the simple interest rate,
together with reference to the method of compounding. Advertising
of percentage yields based on periods in excess of 1 year was pro-
hibited.

JULY 1, 1969

ADOPTION OF SUPPLEMENT TO REGULATION Z, TRUTH
IN LENDING.

Effective immediately, the Board adopted Supplement II to Regulation
Z, which supplement set forth rules and procedures the Board would follow
in granting exemption of State-regulated credit disclosures from Federal
truth-in-lending requirements.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, and Maisel. Votes against this action:
None.

Absent and not voting: Messrs. Daane, Brimmer,
and Sherrill.

A section of the Federal Truth in Lending Act provided machinery
under which the Board could exempt certain consumer credit transac-
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tions in States that have substantially similar State laws with adequate
provision for enforcement. The Board’s Regulation Z contained a
statement that on or before July 1, 1969, the effective date of the
regulation, the Board would promulgate and publish a supplement
setting forth the procedures and criteria under which any State could
apply for an exemption of certain State-regulated transactions.

The supplement now adopted set forth the rules and procedures
the Board would follow in granting exemptions and also informed a
State how to apply for such an exemption. It was noted that exemp-
tions could be granted only with respect to the disclosure and rescission
requirements of the law and Regulation Z and that advertising of
credit must remain subject to the Federal jurisdiction under the Truth
in Lending Act.

JULY 24, 1969

AMENDMENT TO REGULATION D, RESERVES OF
MEMBER BANKS.

Effective July 31, 1969, Regulation D was amended to limit certain
transactions involving member banks and foreign branches that had re-
sulted in what the Board considered an unwarranted reduction in required
reserves,

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Maisel, Brimmer, and Sherrill. Votes against
this action: None.

Absent and not voting: Mr. Daane.

The amendment required member banks to include in deposits used
to compute reserve requirements all so-called “London checks” and
“bills payable checks” used in settling transactions involving foreign
branches. Such checks had been used to effect repayments of Euro-
dollar borrowings and to settle transactions among foreign branches
of different member banks. A number of banks had issued such checks
without including them in gross demand deposits, as is required for
officers’ (for example, cashiers’) checks. At the same time, banks
receiving such checks were allowed to deduct the amount from demand
deposits used to compute reserve requirements. Use of these check
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devices resulted in reduced reserves for the one day the check was in
the collection process and had afforded some member banks a special
advantage in using Euro-dollars for adjustment to domestic credit
restraint.

JULY 24, 1969

AMENDMENTS TO REGULATION D, RESERVES OF MEM-
BER BANKS, AND REGULATION Q, PAYMENT OF INTER-
EST ON DEPOSITS.

Effective July 25, 1969, Regulations D and Q were amended to narrow
the scope of a member bank’s liabilities under repurchase agreements
(those involving sales of instruments with an agreement for subsequent re-
purchase) that are exempt from those regulations.

Votes for this action: Messrs. Martin, Robertson,
Maisel, Brimmer, and Sherrill. Vote against this ac-
tion: Mr. Mitchell.

Absent and not voting: Mr. Daane.

The previous exemptions from Regulations D and Q had permitted
a member bank to exclude from deposits any indebtedness arising from
a transfer of any assets under a repurchase agreement. Under the
amendments now adopted, beginning August 28, 1969, every bank
liability on a repurchase agreement entered into on or after July 25,
1969, with a person other than a bank became a deposit liability sub-
ject to Regulations D and Q if it involved: (1) any assets other than
direct obligations of the United States or its agencies (and obligations
fully guaranteed by them), or (2) a part interest in any obligation or
obligations (including U.S. Government obligations).

Limitation of the exemption was considered necessary because of
the recent and contemplated use by some banks of repurchase agree-
ments to avoid reserve requirements and the rules governing payment
of interest on deposits.

Governor Mitchell dissented on the grounds that repurchase agree-
ments entered into by banks to achieve liquidity in a period of mone-
tary restraint were no more inappropriate to monetary objectives than a
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sale of bank assets. In either case, in his opinion, restraint was not
dissipated but was merely shifted in part from the bank and bank
customers to market participants. Moreover, in his view the addition
of this action to the other amendment to Regulation D announced
today ran the risk of putting unduly severe pressures on some sectors
of the banking system.

Subsequently, effective August 15, 1969, the Board issued a minor
clarifying amendment to Regulations D and Q to permit member banks
to continue to execute repurchase agreements on a part interest in
U.S. Treasury or Federal agency obligations that are eligible for pur-
chase by Federal Reserve Banks, and to classify their liability thereon
as a nondeposit borrowing.

AUGUST 8, 1969
AMENDMENT TO REGULATION Z, TRUTH IN LENDING.

Effective immediately, Regulation Z was amended to clarify a provi-
sion relating to discounts granted by creditors on sales to their customers
for prompt payment of bills.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Brimmer, and Sherrill. Votes against this
action: None.

Absent and not voting: Messrs. Daane and Maisel.

Under the amendment, creditors offering discounts for prompt pay-
ment of single-payment transactions were required to state the “annual
percentage rate” only if the discount exceeded 5 per cent. The amend-
ment also simplified the computation of the “annual percentage rate”
when that rate must be stated.

It had come to the Board’s attention since Regulation Z went into
effect on July 1 that many creditors had discontinued the use of dis-
counts for prompt payment. This was especially true in agricultural
types of credit, where there had been special difficulty with compliance.
The amendment was designed to alleviate these problems.
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AUGUST 12, 1969

AMENDMENTS TO REGULATION D, RESERVES OF MEM-
BER BANKS, AND REGULATION M, FOREIGN ACTIVITIES
OF NATIONAL BANKS.

Effective September 4, 1969, a 10 per cent marginal reserve requirement
was established on certain foreign borrowings, primarily Euro-dollars, by
member banks and on the sale of assets to their foreign branches.

Votes for this action: Messrs. Martin, Robertson,
Maisel, Brimmer, and Sherrill. Votes against this ac-
tion: Messrs. Mitchell and Daane.

Liabilities of U.S. banks to their foreign branches had more than
doubled since the beginning of 1969——reaching a record of $14.6
billion during the week ending July 30. The purpose of the action
now taken by the Board was to moderate the flow of foreign funds be-
tween U.S. banks and their foreign branches and also between U.S.
banks and foreign banks by removing a special advantage to mem-
ber banks that had used Euro-dollars not subject to reserve requirements
to adjust to domestic credit restraint.

The amendments to Regulation M established a 10 per cent reserve
requirement on net borrowings of member banks from their foreign
branches to the extent that these borrowings exceeded the daily-aver-
age amounts outstanding in the 4 weeks ending May 28, 1969. This
marginal requirement also applied to assets acquired by foreign
branches from U.S. head offices of banks except for assets representing
credits extended by head offices to nonresidents after June 26. To re-
duce potential inequities, the Board established a minimum base equal
to 3 per cent of deposits subject to reserve requirements for any bank
with a foreign branch regardless of its previous use of Euro-dollars.

The amendments to Regulation M also established a 10 per cent
reserve requirement on branch loans to U.S. residents to the extent
that such loans exceeded either the amount outstanding on June 25
or 26, 1969, or the daily-average amounts outstanding in the 4 weeks
ending May 28, 1969. The choice of the base was at the option of the
member bank. This amendment included three exemptions, as follows:
It did not apply to any foreign branch with $5 million or less in credit
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outstanding to U.S. residents; to credit extended to enable a borrower
to comply with requirements of the Office of Foreign Direct Invest-
‘ments, Department of Commerce; and to credit extended under lending
commitments entered into before June 27, 1969.

The amendment to Regulation D established a 10 per cent reserve
requirement on borrowings by member banks from foreign banks, with
one exception: only a 3 per cent reserve was required against such
deposits that did not exceed 4 per cent of a member bank’s daily-
average deposits subject to reserve requirements. This latter provision
was designed to reduce inequities for banks without foreign branches
that would have no reserve-free base under the Regulation M amend-
ments.

The Board provided that the reserve-free base under the amendment
establishing a reserve requirement on borrowings of U.S. banks from
their foreign branches would be reduced when and to the extent that the
liabilities of any bank to its foreign branches dropped below the original
base during any period used to compute the reserve requirement.

Governors Mitchell and Daane dissented because they felt that the
flows were attributable to tight monetary policy in the United States
rather than to the Euro-dollar mechanism and that such flows would
occur despite the regulation. Furthermore, in the absence of any
evidence that the Euro-dollar flow was weakening over-all monetary
policy, they objected to regulating unnecessarily one of the non-
deposit sources of funds for banks.

AUGUST 15, 1969

AMENDMENT TO REGULATION J, COLLECTION OF
CHECKS AND OTHER ITEMS BY FEDERAL RESERVE
BANKS.

Effective October 1, 1969, Regulation J was amended in respect to
tenders of defense in litigation involving Federal Reserve Banks.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Maisel, Brimmer, and Sherrill. Votes
against this action: None.

Absent and not voting: Mr. Daane.

The purpose of the amendment was to provide a procedure under
which a Federal Reserve Bank that is sued in connection with a cash
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item collected by it may recover from the sending bank expenses of
such litigation and the amount of any adverse judgment by charging
the account of the sending bank if the Reserve Bank has tendered de-
fense of the suit to the sending bank and such tender has not been ac-
cepted.

OCTOBER 27, 1969

AMENDMENT TO REGULATION V, LOAN GUARANTEES
FOR DEFENSE PRODUCTION.

Effective October 27, 1969, the Supplement to Regulation V was
amended to provide that an agency guaranteeing a particular loan may
from time to time prescribe a rate higher than 72 per cent if it deter-
mines the loan to be necessary in financing an essential defense production
contract,

Votes for this action: Messrs. Martin, Robertson,
Daane, Maisel, Brimmer, and Sherrill. Votes against
this action: None.

Absent and not voting: Mr. Mitchell.

The regulation had prescribed that the interest rate charged a
borrower by a financing institution with respect to a guaranteed loan
may not exceed 7% per cent per annum. It had come to the Board’s
attention, however, that under existing conditions it might sometimes
be impossible to arrange V-loan financing even at the prescribed
maximum rate. The purpose of the amendment, therefore, was to per-
mit a Government agency guaranteeing a loan under the Defense
Production Act, as amended, to prescribe from time to time an interest
rate higher than 72 per cent if the guaranteeing agency determined
that the higher rate was necessary to obtain V-loan financing of an
essential defense production contract.

NOVEMBER 5, 1969

AMENDMENT TO REGULATION Q, INTEREST ON
DEPOSITS.

Effective November 5, 1969, Regulation Q was amended: (1) to ex-
pand the categories of organizations on whose time deposits member banks
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of the Federal Reserve System may pay rates of interest in excess of those
permitted generally, and (2) to provide an alternative method by which
any exempt organization may transfer a certificate of deposit to a non-
exempt holder.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None,

Previously a time deposit of a foreign government, a monetary or
financial authority of a foreign government when acting as such, or an
international financial institution of which the United States is a
member was exempt from the interest rate limitations. The amendment
exempted time deposits having a maturity of 2 years or less and repre-
senting funds deposited and owned by: (1) a foreign government, or
an agency or instrumentality thereof engaged principally in activities
that are ordinarily performed in the United States by governmental
entities, (2) an international entity of which the United States is a
member, or (3) any other foreign, international, or supranational
entity specifically designated by the Board as exempt. This broadening
of the categories of exempt organizations was consistent with the
purposes of the underlying statute, that is, to encourage the mainte-
nance of foreign governmental time deposits in American banks.

An alternative method of transferring to a nonexempt holder a
certificate of deposit issued to an exempt organization also was pro-
vided. The alternative method carried the same safeguards as the
method theretofore prescribed.

NOVEMBER §, 1969

REVISION OF FOREIGN CREDIT RESTRAINT PROGRAM
GUIDELINES.

Effective December 1, 1969, the guidelines covering foreign credits and
investments by U.S. banks and other financial institutions were revised.

Votes for this action: Messrs. Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None,
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The revised guidelines continued the program of voluntary restraint
that had been in effect since 1965. However, in keeping with the
Government’s efforts to help stimulate U.S. exports, the guidelines
were now changed to give greater and more explicit recognition to the
established priority for export financing.

Under the revised program each participating bank was to have a
ceiling, separate from its general ceiling, exclusively for loans of 1
year or longer that financed U.S. goods exported on or after Decem-
ber 1, 1969. The guidelines for nonbank financial institutions con-
tinued to provide for a single ceiling. However, such an institution
could exceed its ceiling moderately if the excess reflected new export
credits that could not be accommodated under the ceiling. In addition,
a nonbank institution that had had either a low ceiling or none at all
could now hold certain covered foreign assets up to a total of $500,000.

The current modifications of the program had two objectives. The
first was to direct greater attention to the existing priority for export
financing, particularly long-term export loans, within the limits of total
lending restraints. The second was to enhance the opportunities among
U.S. financial institutions to compete for foreign lending business.

Announcement of the revised guidelines was made on December 17,
1969, to permit coordination with other parts of the Government
interested in the U.S. balance of payments program.

NOVEMBER 6, 1969
AMENDMENT TO REGULATION Z, TRUTH IN LENDING.

Effective immediately, Regulation Z was amended to facilitate mean-
ingful disclosure of credit terms in certain types of agricultural credit
extensions.

Votes for this action: Messrs. Martin, Robertson,
Daane, Maisel, Brimmer, and Sherrill. Votes against
this action: None.

Absent and not voting: Mr. Mitchell.

The amendment provided that where the dates or amounts of pay-
ments or advances cannot be determined at the time of a credit trans-
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action because they are tied to the needs of the farmer—which change
during the year—the creditor may disclose the method of comput-
ing the amount of the finance charge rather than a total dollar figure.
At the same time the creditor may omit disclosure of the annual per-
centage rate, but he must disclose the number, amount, and due dates
of the payments and the total amount to be repaid to the extent known.

A problem had arisen because some agricultural loans are made
on terms governed by production and seasonal needs that cannot be
determined at the time a credit transaction is arranged. In such cases
the dates or amounts of advances or payments cannot be ascertained
and consequently the amount of the finance charge, the repayment
schedule, and sometimes the annual percentage rate must be estimated.
These estimates are at best crude and often misleading, and in some
cases physically impossible to make. The amendment was designed to
meet these problems, reduce the burden on agricultural lenders, and
insure the customer a clear and full description of his credit transaction.

NOVEMBER 10, 1969

AMENDMENT TO REGULATION R, RELATIONSHIPS WITH
DEALERS IN SECURITIES UNDER SECTION 32 OF THE
BANKING ACT OF 1933.

Effective January 1, 1970, Regulation R was amended to permit an
officer, director, or employee of a member bank of the Federal Reserve
System to be an officer, director, or employee of a securities company
that confined itself to underwriting and dealing in securities a member
bank itself may lawfully underwrite.

Votes for this action: Messrs, Martin, Robertson,
Mitchell, Daane, Maisel, Brimmer, and Sherrill.
Votes against this action: None,

Section 32 of the Banking Act of 1933, which prohibits interlock-
ing personnel relationships between member banks and securities
companies, authorizes the Board of Governors to provide exemptions
upon determining that such exemptions would not unduly influence the
investment policies of the banks or the investment advice given to bank
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customers, Regulation R had provided an exemption for relationships
between member banks and those securities companies that confined
their business to types of obligations listed in the regulation. The effect
of the amendment was to bring within the regulatory exemption gen-
eral obligations of a State or political subdivision, obligations of the
Government National Mortgage Association, and obligations issued
by a State or political subdivision (or their agencies) for housing,
university, or dormitory purposes. The first class of obligations had
long been eligible for underwriting and dealing in by member banks,
and the latter two classes became eligible upon the enactment of the
Housing and Urban Development Act of 1968.

DECEMBER 18, 1969

AMENDMENT TO REGULATION F, SECURITIES OF
MEMBER STATE BANKS.

Effective December 31, 1969, Regulation F was amended in a number
of respects relating to the form and content of bank financial statements
and proxy solicitation provisions.

Votes for this action: Messrs. Robertson, Daane,
Maisel, Brimmer, and Sherrill. Votes against this
action: None.

Absent and not voting: Messrs. Martin and
Mitchell.

The major purpose of the amendments was to implement the “net
income” concept in bank income reports. The revisions were intended
to make financial reports required by the regulation consistent with the
format and instructions for the preparation of other financial reports
that banks are required to publish.

Extensive revisions of the regulatory provisions relating to proxy
solicitations were also included in the amendments. These were in-
tended mainly to clarify the applicability of the various provisions of
the regulation and to incorporate administrative practices adopted in
the 5 years since Regulation F was first issued.
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DECEMBER 24, 1969

EMERGENCY CREDIT FACILITIES FOR NONMEMBER
DEPOSITARY INSTITUTIONS.

Effective immediately and until April 1, 1970, Federal Reserve Banks
were authorized to provide, in accordance with certain specified principles,
emergency credit facilities to nonmember depositary institutions.

Votes for this action: Messrs., Mitchell, Daane,
Maisel, Brimmer, and Sherrill. Votes against this
action: None.

Absent and not voting: Messrs. Martin and
Robertson.

The sharp further advance in market yields during the fourth
quarter, unusually large net savings withdrawals at depositary institu-
tions in the October quarterly reinvestment period, and preliminary
reports of rather poor savings experience in some areas thus far in
December had all created some concern about the possibility of sub-
stantially enlarged savings attrition at such institutions during late
December and January. In those circumstances the Board believed
that as a matter of general policy the Reserve Banks should be pre-
pared, as in the summer of 1966, to provide emergency credit facilities
to nonmember depositary institutions in difficulty as to the adequacy
of their liquidity reserves.

Because the Federal Home Loan Bank System is responsible for
providing a lender-of-last-resort accommodation to its members, the
Board believed that it was more efficient for the Federal home loan
banks to continue to exercise full responsibility for providing such
assistance as long as their resources permitted. Accordingly, pending
further exploration with the Federal Home Loan Bank Board, the
Board advised the Federal Reserve Banks that they need be prepared
to provide emergency credit assistance only to mutual savings banks,
other banks, and savings and loan associations that are members of
neither the Federal Reserve nor the Federal Home Loan Bank Sys-
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tems. Emergency credit to those types of institutions was to be pro-
vided in accordance with certain principles specified by the Board.

To provide for prompt implementation of such a program of
emergency credit facilities, the Board advised the Federal Reserve
Banks that, effective immediately and until April 1, 1970:

(a) member banks are permitted, pursuant to Sec-
tion 19(e) of the Federal Reserve Act and
Section 201.5 of Regulation A, to use as secu-
rity for advances from your Bank, whether
under Section 13 or Section 10(b) of the Act,
assets acquired from mutual savings banks,
other banks, and savings and loan associations
that are members of neither the Federal Re-
serve nor the Federal Home Loan Bank Sys-
tems, but only in accordance with, and subject
to, limitations specified by the Board; and

(b) your Bank is authorized, in accordance with the
third paragraph of Section 13 of the Federal
Reserve Act, in unusual and exigent circum-
stances to discount for the same types of non-
member institutions paper of the kinds de-
scribed in that paragraph, subject, however, to
the limitation therein contained and in accord-
ance with, and subject to, limitations specified
by the Board.
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Record of Policy Actions of the
Federal Open Market Committee

The record of policy actions of the Federal Open Market Committee
is presented in the ANNUAL REPORT of the Board of Governors pur-
suant to the requirements of Section 10 of the Federal Reserve Act.
That section provides that the Board shall keep a complete record of
the actions taken by the Board and by the Federal Open Market Com-
mittee on all questions of policy relating to open market operations,
that it shall record therein the votes taken in connection with the de-
termination of open market policies and the reasons underlying each
such action, and that it shall include in its ANNUAL REPORT to the Con-
gress a full account of such actions.

In the pages that follow, there are entries with respect to the policy
actions taken at the meetings of the Federal Open Market Committee
held during the calendar year 1969, including the votes on the policy
decisions made at those meetings as well as a résumé of the basis for
the decisions. The summary descriptions of economic and financial
conditions are based on the information that was available to the Com-
mittee at the time of the meetings, rather than on data as they may have
been revised later.

It will be noted from the record of policy actions that in some cases
the decisions were by unanimous vote and that in other cases dissents
were recorded. The fact that a decision in favor of a general policy was
by a large majority, or even that it was by unanimous vote, does not
necessarily mean that all members of the Committee were equally
agreed as to the reasons for the particular decision or as to the precise
operations in the open market that were called for to implement the
general policy.

Under the Committee’s rules relating to the availability of informa-
tion to the public, the policy record for each meeting is released approxi-
mately 90 days following the date of the meeting and is subsequently
published in the Federal Reserve Bulletin as well as in the Board’s
ANNUAL REPORT.

Policy directives of the Federal Open Market Committee are issued
to the Federal Reserve Bank of New York as the Bank selected by the
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Committee to execute transactions for the System Open Market Ac-
count. In the area of domestic open market activities the Federal Reserve
Bank of New York operates under two separate directives from the
Open Market Committee—a continuing authority directive and a cur-
rent economic policy directive. In the foreign currency area it operates
under an authorization for System foreign currency operations and a
foreign currency directive. These four instruments are shown below in
the form in which they were in effect at the beginning of 1969. No re-
visions were made in the foreign currency directive during the year;
changes in the other instruments are shown in the records for the
individual meetings.

CONTINUING AUTHORITY DIRECTIVE WITH RESPECT TO
DOMESTIC OPEN MARKET OPERATIONS
(in effect January 1, 1969)

1. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York, to the extent necessary to carry out
the most recent current economic policy directive adopted at a meeting of
the Committee:

(a) To buy or sell U.S. Government securities in the open market,
from or to Government securities dealers and foreign and international
accounts maintained at the Federal Reserve Bank of New York, on a
cash, regular, or deferred delivery basis, for the System Open Market
Account at market prices, and, for such Account, to exchange maturing
U.S. Government securities with the Treasury or allow them to mature
without replacement; provided that the aggregate amount of such securi-
ties held in such Account at the close of business on the day of a meeting
of the Committee at which action is taken with respect to a current
economic policy directive shall not be increased or decreased by more
than $2.0 billion during the period commencing with the opening of
business on the day following such meeting and ending with the close
of business on the day of the next such meeting;

(b) To buy or sell prime bankers’ acceptances of the kinds designated
in the Regulation of the Federal Open Market Committee in the open
market, from or to acceptance dealers and foreign accounts maintained
at the Federal Reserve Bank of New York, on a cash, regular, or deferred
delivery basis, for the account of the Federal Reserve Bank of New York
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at market discount rates; provided that the aggregate amount of bankers’
acceptances held at any one time shall not exceed (1) $125 million or
(2) 10 per cent of the total of bankers’ acceptances outstanding as shown
in the most recent acceptance survey conducted by the Federal Reserve
Bank of New York, whichever is the lower;

(¢) To buy U.S. Government securities, obligations that are direct
obligations of, or fully guaranteed as to principal and interest by, any
agency of the United States, and prime bankers’ acceptances with
maturities of 6 months or less at the time of purchase, from nonbank
dealers for the account of the Federal Reserve Bank of New York under
agreements for repurchase of such securities, obligations, or acceptances
in 15 calendar days or less, at rates not less than (1) the discount rate
of the Federal Reserve Bank of New York at the time such agreement
is entered into, or (2) the average issuing rate on the most recent issue
of 3-month Treasury bills, whichever is the lower; provided that in the
event Government securities or agency issues covered by any such agree-
ment are not repurchased by the dealer pursuant to the agreement or a
renewal thereof, they shall be sold in the market or transferred to the
System Open Market Account; and provided further that in the event
bankers’ acceptances covered by any such agreement are not repurchased
by the seller, they shall continue to be held by the Federal Reserve Bank
or shall be sold in the open market.

2. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York to purchase directly from the Treasury
for the account of the Federal Reserve Bank of New York (with discretion,
in cases where it seems desirable, to issue participations to one or more
Federal Reserve Banks) such amounts of special short-term certificates of
indebtedness as may be necessary from time to time for the temporary ac-
commodation of the Treasury; provided that the rate charged on such cer-
tificates shall be a rate ¥4 of 1 per cent below the discount rate of the
Federal Reserve Bank of New York at the time of such purchases, and
provided further that the total amount of such certificates held at any one
time by the Federal Reserve Banks shall not exceed $1 billion.

CURRENT ECONOMIC POLICY DIRECTIVE
(in effect January 1, 1969)

The information reviewed at this meeting suggests that over-all economic
activity is expanding rapidly and that upward pressures on prices and costs
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are persisting. Market interest rates have risen considerably further in
recent weeks. Bank credit growth has been sustained by continuing strong
expansion of time and savings deposits, while growth in the money supply
has accelerated and U.S. Government deposits have declined. The U.S.
foreign trade surplus remains very small and the over-all balance of pay-
ments apparently worsened in October and November. In this situation, it
is the policy of the Federal Open Market Committee to foster financial
conditions conducive to the reduction of inflationary pressures, with a view
to encouraging a more sustainable rate of economic growth and attaining
reasonable equilibrium in the country’s balance of payments.

To implement this policy, System open market operations until the next
meeting of the Committee shall be conducted with a view to attaining
firmer conditions in money and short-term credit markets, taking account
of the effects of other possible monetary policy action; provided, however,
that operations shall be modified if bank credit expansion appears to be
deviating significantly from current projections.

AUTHORIZATION FOR SYSTEM FOREIGN CURRENCY
OPERATIONS
(in effect January 1, 1969)

1. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York, for System Open Market Account, to
the extent necessary to carry out the Committee’s foreign currency direc-
tive:

A. To purchase and sell the following foreign currencies in the form
of cable transfers through spot or forward transactions on the open market
at home and abroad, including transactions with the U.S. Stabilization Fund
established by Section 10 of the Gold Reserve Act of 1934, with foreign
monetary authorities, and with the Bank for International Settlements:

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks
Italian lire
Japanese yen
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Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold foreign currencies listed in paragraph A above, up to the
following limits:

(1) Currencies held spot or purchased forward, up to the amounts
necessary to fulfill outstanding forward commitments;

(2) Additional currencies held spot or purchased forward, up to
the amount necessary for System operations to exert a market influence but
not exceeding $150 million equivalent; and

(3) Sterling purchased on a covered or guaranteed basis in terms
of the dollar, under agreement with the Bank of England, up to $300
million equivalent.

C. To have outstanding forward commitments undertaken under para-
graph A above to deliver foreign currencies, up to the following limits:

(1) Commitments to deliver foreign currencies to the Stabilization
Fund, up to $1 billion equivalent;

(2) Commitments to deliver Italian lire, under special arrangements
with the Bank of Italy, up to $500 million equivalent; and

(3) Other forward commitments to deliver foreign currencies, up to
$550 million equivalent.

D. To draw foreign currencies and to permit foreign banks to draw
dollars under the reciprocal currency arrangements listed in paragraph 2
below, provided that drawings by either party to any such arrangement shall
be fully liquidated within 12 months after any amount outstanding at that
time was first drawn, unless the Committee, because of exceptional circum-
stances, specifically authorizes a delay.

2. The Federal Open Market Committee directs the Federal Reserve
Bank of New York to maintain reciprocal currency arrangements (“swap”
arrangements) for System Open Market Account for periods up to a maxi-
mum of 12 months with the following foreign banks, which are among
those designated by the Board of Governors of the Federal Reserve System
under Section 214.5 of Regulation N, Relations with Foreign Banks and
Bankers, and with the approval of the Committee to renew such arrange-
ments on maturity:
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Amount of

arrangement
(millions of
Foreign bank dollars equivalent)
Austrian National Bank 100
National Bank of Belgium 225
Bank of Canada 1,000
National Bank of Denmark 100
Bank of England 2,000
Bank of France 1,000
German Federal Bank 1,000
Bank of Italy 1,000
Bank of Japan 1,000
Bank of Mexico 130
Netherlands Bank 400
Bank of Norway 100
Bank of Sweden 250
Swiss National Bank 600
Bank for International Settlements:
System drawings in Swiss francs 600
System drawings in authorized European
currencies other than Swiss francs 1,000

3. Unless otherwise expressly authorized by the Committee, all transac-
tions in foreign currencies undertaken under paragraph 1(A) above shall be
at prevailing market rates and no attempt shall be made to establish rates
that appear to be out of line with underlying market forces.

4. It shall be the practice to arrange with foreign central banks for the
coordination of foreign currency transactions. In making operating ar-
rangements with foreign central banks on System holdings of foreign cur-
rencies, the Federal Reserve Bank of New York shall not commit itself to
maintain any specific balance, unless authorized by the Federal Open Mar-
ket Committee. Any agreements or understandings concerning the admin-
istration of the accounts maintained by the Federal Reserve Bank of New
York with the foreign banks designated by the Board of Governors under
Section 214.5 of Regulation N shall be referred for review and approval
to the Committee.

5. Foreign currency holdings shall be invested insofar as practicable,
considering needs for minimum working balances. Such investments shall
be in accordance with Section 14(e) of the Federal Reserve Act.
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6. A Subcommittee consisting of the Chairman and the Vice Chairman
of the Committee and the Vice Chairman of the Board of Governors (or
in the absence of the Chairman or of the Vice Chairman of the Board of
Governors the members of the Board designated by the Chairman as alter-
nates, and in the absence of the Vice Chairman of the Committee his alter-
nate) is authorized to act on behalf of the Committee when it is necessary
to enable the Federal Reserve Bank of New York to engage in foreign cur-
rency operations before the Committee can be consulted. All actions taken
by the Subcommittee under this paragraph shall be reported promptly to
the Committee.

7. The Chairman (and in his absence the Vice Chairman of the Com-
mittee, and in the absence of both, the Vice Chairman of the Board of
Governors) is authorized:

A. With the approval of the Committee, to enter into any needed
agreement or understanding with the Secretary of the Treasury about the
division of responsibility for foreign currency operations between the Sys-
tem and the Secretary;

B. To keep the Secretary of the Treasury fully advised -concerning
System foreign currency operations, and to consult with the Secretary on
such policy matters as may relate to the Secretary’s responsibilities; and

C. From time to time, to transmit appropriate reports and information
to the National Advisory Council on International Monetary and Financial
Policies.

8. Staff officers of the Committee are authorized to transmit pertinent
information on System foreign currency operations to appropriate officials
of the Treasury Department.

9. All Federal Reserve Banks shall participate in the foreign currency
operations for System Account in accordance with paragraph 3 G(1) of
the Board of Governors’ Statement of Procedure with Respect to Foreign
Relationships of Federal Reserve Banks dated January 1, 1944.

10. The Special Manager of the System Open Market Account for for-
eign currency operations shall keep the Committee informed on conditions
in foreign exchange markets and on transactions he has made and shall
render such reports as the Committee may specify.

FOREIGN CURRENCY DIRECTIVE
(in effect January 1, 1969)

1. The basic purposes of System operations in foreign currencies are:
A. To help safeguard the value of the dollar in international exchange
markets;
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B. To aid in making the system of international payments more ef-
ficient;

C. To further monetary cooperation with central banks of other coun-
tries having convertible currencies, with the International Monetary Fund,
and with other international payments institutions;

D. To help insure that market movements in exchange rates, within
the limits stated in the International Monetary Fund Agreement or estab-
lished by central bank practices, reflect the interaction of underlying eco-
nomic forces and thus serve as efficient guides to current financial decisions,
private and public; and

E. To facilitate growth in international liquidity in accordance with
the needs of an expanding world economy.
2. Unless otherwise expressly authorized by the Federal Open Market
Committee, System operations in foreign currencies shall be undertaken
only when necessary:

A. To cushion or moderate fluctuations in the flows of international
payments, if such fluctuations (1) are deemed to reflect transitional market
unsettlement or other temporary forces and therefore are expected to be
reversed in the foreseeable future; and (2) are deemed to be disequilibrat-
ing or otherwise to have potentially destabilizing effects on U.S. or foreign
official reserves or on exchange markets, for example, by occasioning mar-
ket anxieties, undesirable speculative activity, or excessjve leads and lags in
international payments;

B. To temper and smooth out abrupt changes in spot exchange rates,
and to moderate forward premiums and discounts judged to be disequilibrat-
ing. Whenever supply or demand persists in influencing exchange rates in
one direction, System transactions should be modified or curtailed unless
upon review and reassessment of the situation the Committee directs other-
wise;

C. To aid in avoiding disorderly conditions in exchange markets.
Special factors that might make for exchange market instabilities include
(1) responses to short-run increases in international political tension, (2)
differences in phasing of international economic activity that give rise to
unusually large interest rate differentials between major markets, and (3)
market rumors of a character likely to stimulate speculative transactions.
Whenever exchange market instability threatens to produce disorderly con-
ditions, System transactions may be undertaken if the Special Manager
reaches a judgment that they may help to re-establish supply and demand
balance at a level more consistent with the prevailing flow of underlying
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payments. In such cases, the Special Manager shall consult as soon as
practicable with the Committee or, in an emergency, with the members of the
Subcommittee designated for that purpose in paragraph 6 of the Authoriza-
tion for System foreign currency operations; and

D. To adjust System balances within the limits established in the
Authorization for System foreign currency operations in light of probable
future needs for currencies.

3. System drawings under the swap arrangements are appropriate when
necessary to obtain foreign currencies for the purposes stated in paragraph
2 above.

4, Unless otherwise expressly authorized by the Committee, transactions
in forward exchange, either outright or in conjunction with spot transac-
tions, may be undertaken only (i) to prevent forward premiums or dis-
counts from giving rise to disequilibrating movements of short-term funds;
(ii) to minimize speculative disturbances; (iii) to supplement existing
market supplies of forward cover, directly or indirectly, as a means of
encouraging the retention or accumulation of dollar holdings by private
foreign holders; (iv) to allow greater flexibility in covering System or
Treasury commitments, including commitments under swap arrangements,
and to facilitate operations of the Stabilization Fund; (v) to facilitate the
use of one currency for the settlement of System or Treasury commitments
denominated in other currencies; and (vi) to provide cover for System hold-
ings of foreign currencies.
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MEETING HELD ON JANUARY 14, 1969

Authority to effect transactions in System Account.

According to the preliminary Commerce Department estimates, ex-
pansion in real gross national product moderated to an annual rate
of 3.8 per cent in the fourth quarter of 1968 from 5.0 per cent in
the third quarter and more than 6 per cent in the first half of the
year. However, the pace of advance in average prices—as measured
by the GNP deflator—increased in the fourth quarter. Staff projections
suggested that the rate of expansion in economic activity would slacken
further in the first half of 1969.

Growth in consumer spending slowed sharply in the fourth quarter
as the increase in disposable income remained moderate and the rate
of personal saving rose. Growth in Federal outlays on goods and serv-
ices continued to slacken. At the same time, the rate of business
inventory accumulation increased substantially, and both business
spending on plant and equipment and residential construction outlays
advanced considerably.

In December retail sales declined markedly—perhaps partly because
of an influenza epidemic—and reached their lowest level since the
spring of 1968. However, industrial production and nonfarm payroll
employment continued to rise rapidly, and the unemployment rate
remained at the low level of 3.3 per cent to which it had fallen in
November. With tight conditions persisting in labor markets, average
wage rates in all major industry groups advanced considerably further.

Average wholesale prices of industrial commodities rose during the
month ending in mid-December to a level 2.5 per cent above a year
earlier, and an unusually large number of increases in such prices
were announced subsequently. The consumer price index advanced
substantially further in November and was 4.8 per cent above its
year-earlier level—the largest increase in any 12-month period since
1951.

The staff projections for the first half of 1969 suggested that in-
creases in consumer spending would remain moderate—partly be-
cause of the effects on disposable income of higher social security
taxes and retroactive payments on 1968 income taxes-—and that the
rate of inventory accumulation would decline as businesses adjusted
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to the slower growth in final sales. It appeared likely that there would
be little further rise in Federal outlays, with a sizable surplus emerging
in the fiscal position of the Government, and that residential construc-
tion activity would be increasingly limited by the reduced availability of
mortgage funds. On the other hand, prospects were for continued rapid
growth in business capital outlays.

With respect to the U.S. balance of payments, in the last week of
December there was an exceptionally large volume both of foreign
official transactions that reduced U.S. liquid liabilities and of inflows
of private funds, including a sizable volume of funds drawn from the
Euro-dollar market by direct-investment affiliates of U.S. corporations.
These inflows were large enough to produce a substantial, although
probably temporary, surplus in the fourth quarter in the payments bal-
ance on the liquidity basis of calculation.! The surplus on the official
reserve transactions basis was lower in the fourth quarter than in the
third, in part because there was a year-end decline in Euro-dollar li-
abilities of US. banks to their foreign branches as a counterpart of the
private capital inflows. In early January liabilities to foreign branches
increased sharply and interest rates in the Euro-dollar market, which
had reached record levels in late 1968, rose further.

For the full year 1968, despite a sharp deterioration in the mer-
chandise trade balance, there was a small surplus in the over-all pay-
ments balance on the liquidity basis and a larger one on the official
settlements basis; on both bases, substantial deficits had been incurred
in 1967. While data were still preliminary and incomplete, it appeared
that the elements making for the shift to surplus in 1968 included a
heavy volume of foreign private long-term investment in the United
States, particularly in equity securities; a reduction in net use of U.S.
funds for direct investment abroad that was apparently larger than

* The balance on the “liquidity” basis is measured by changes in U.S. reserves
and in liquid U.S. liabilities to all foreigners. The balance on the “official reserve
transactions” basis (sometimes referred to as the “official settlements” basis) is
measured by changes in U.S. reserves and in liquid and certain nonliquid liabili-
ties to foreign official agencies, mainly monetary authorities. The latter balance
differs from the former by (1) treating changes in liquid U.S. liabilities to foreign-
ers other than official agencies as ordinary capital flows, and (2) treating
changes in certain nonliquid liabilities to foreign monetary authorities as financ-
ing items rather than ordinary capital flows.
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the $1 billion required by the Commerce Department guidelines; and
a larger net inflow of bank-reported claims than was required under
the Federal Reserve guidelines, in contrast to the outflow of 1967.
Also affecting the liquidity balance was a substantial volume of special
transactions with foreign governments; and affecting the official settle-
ments balance was a large net inflow of liquid funds through foreign
branches of U.S. banks and other foreign banks. With respect to U.S.
merchandise trade, the surplus for the first 11 months of 1968 totaled
only about $300 million, compared with about $3.5 billion for the
full year 1967.

On the day of this meeting the Treasury was auctioning $1.75
billion of tax-anticipation bills due in June for payment on January
20. The Treasury was expected to announce around the end of January
the terms on which it would refund notes and bonds maturing in mid-
February, of which about $5.4 billion were held by the public.

Open market operations since the December 17, 1968, meeting of
the Committee had been directed toward attaining firmer conditions
in money and short-term credit markets, while taking account of the
increase from 5%4 to 5% per cent in Federal Reserve Bank discount
rates announced on the day of that meeting. The System absorbed
reserves early in the interval and again near the close. But in the
intervening period it supplied reserves to cushion an unduly sharp
market reaction to the increase in restraint and to cope with sub-
stantial year-end strains. The effective rate on Federal funds fluctuated
widely—with some trading at rates as high as 7Y8 per cent, a new
record, at the end of December—but was mostly in a range of 6% to
638 per cent, considerably above the range of previous weeks. In the
single week ending January 1 member bank borrowings averaged $1.3
billion, a 16-year high; and in the 4 weeks ending January 8 they
averaged $815 million, compared with an average of $515 million
in the preceding 4 weeks. Average excess reserves also increased
substantially in the interval, however, so that the rise in net borrowed
reserves was relatively moderate.

Interest rates on both short- and long-term Treasury securities rose
to new highs in the week following the mid-December meeting of the
Committee, and although these yields subsequently declined some-
what, they remained well above earlier levels. The market rate on 3-
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month Treasury bills, for example, advanced from 5.94 per cent on
December 16 to a peak of 6.29 per cent on December 24 and then
declined irregularly to 6.13 per cent on the day before this meeting.
Yields on other short-term market instruments also rose considerably
on balance. In markets for corporate and municipal bonds, yields
fluctuated in a rather narrow range around the highs reached in mid-
December. New-issue volume in December was unusually small for
corporate bonds; for municipal bonds, it was below the monthly aver-
age for the year largely because of the withdrawal of several sched-
uled offerings.

Net inflows of deposits to nonbank financial intermediaries slackened
somewhat in November and apparently also in December. Yields on
home mortgages in the secondary market continued to advance and by
early January were close to the high that had been reached in the
preceding June.

Since late November most major banks had been offering the maxi-
mum permissible rates under Regulation Q for large-denomination
negotiable certificates of deposit (CD’s) of all maturities. But as short-
term market rates of interest continued to rise, CD’s became pro-
gressively less competitive, and during December and early January
there were declines in the volume outstanding—particularly at large
money market banks—of considerably greater than seasonal dimen-
sions. However, inflows of consumer-type time and savings deposits
remained substantial during much of December, and on the average
total time and savings deposits at banks increased at about the rela-
tively rapid rate of November. The money stock expanded in Decem-
ber at an estimated annual rate of about 6 per cent—roughly half the
November rate—although it bulged sharply around the turn of the
year,

The prime lending rate of commercial banks, which had been
raised to 6%2 per cent on December 2, was advanced to 634 per cent
on December 18—the day after the increase in discount rates was
announced—and then to a record 7 per cent on January 7. In De-
cember, according to preliminary estimates, growth in business loans
slowed considerably, as did bank acquisitions of municipal securities.
However, the sharp decline in bank holdings of Treasury securities
that had occurred in November was not repeated in December. Total
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bank credit, as measured by the bank credit proxy—daily-average
member bank deposits >—rose from November to December at an
annual rate of about 13 per cent, compared with 11 per cent in the
previous month and 13 per cent in the second half of 1968. After
adjustment for changes in the daily average of U.S. bank liabilities
to foreign branches—which increased slightly in November but fell
sharply in December—the proxy series expanded at an annual rate of
about 11.5 per cent in both months.

Staff projections suggested that if existing Regulation Q ceilings
and prevailing money market conditions were maintained there would
be further large declines in the volume of CD’s outstanding and a
marked slowing of inflows of consumer-type time and savings deposits.
The average level of the money stock was expected to be considerably
higher in January than in December because of the sharp but largely
temporary increase in late December and early January. With respect
to bank credit, the staff projections suggested that the proxy series
would expand in January at an annual rate in the range of zero to 3
per cent. After adjustment for the marked increase in U.S. bank liabili-
ties to foreign branches that had already occurred in early January,
growth in the credit proxy was projected in a range of 2 to 5 per cent.
For February, prospects were for continued run-offs of CD’s and no
significant increase in the rate of bank credit growth.

*1In recent years the Committee has been making use of daily-average statistics
on total member bank deposits as a “bank credit proxy”—that is, as the best avail-
able measure, although indirect, of developing movements in bank credit. Because
they can be compiled on a daily basis with a very short lag, the deposit figures are
more nearly current than available bank loan and investment data. Moreover,
average deposit figures for a calendar month are much less subject to the influence
of single-date fluctuations than are the available month-end data on total bank
credit, which represent estimates of loans and investments at all commercial banks
on one day—the last Wednesday—of each month. For statistics on daily-average
member bank deposits, see the table in the statistical section of the Federal Re-
serve BULLETIN (on page A-17 of the January 1969 issue). Some brief comments
on the relation between the member bank deposit series and the bank credit statis-
tics are given in the note on p. 1460 of the October 1966 BULLETIN.

As indicated in that note, movements in total member bank deposits and in
commercial bank credit can diverge for various reasons, including changes in
nondeposit liabilities of banks. Because changes in U.S. bank liabilities to foreign
branches recently have been an important source of divergence from time to
time, an “adjusted” proxy series, taking approximate account of such changes, is
now also being calculated for Committee use.
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In the Committee’s discussion it was noted that, despite the indica-
tions of slowing in the rate of economic expansion, upward pressures
on prices persisted and inflationary expectations remained widespread.
It also was noted that the recent improvement in the U.S. balance of
payments, while encouraging, did not imply that a sustainable equilib-
rium had been achieved, particularly in view of the marked deteriora-
tion in the U.S. trade surplus during 1968,

The Committee agreed that under these circumstances it would be
desirable at present to maintain the existing degree of monetary re-
straint, The fact that the Treasury would be announcing a refunding
around the end of January also was mentioned as militating in favor of
an unchanged policy. The sharp slowing of growth in bank credit pro-
jected for January and February was generally considered to be appro-
priate, especially in light of the high growth rates of recent months. The
view was expressed, however, that it would be undesirable to curtail
bank credit drastically for an extended period.

The Committee decided that open market operations should be di-
rected at maintaining the prevailing firm conditions in money and
short-term credit markets, with the proviso that operations should be
modified—to the extent permitted by the forthcoming Treasury re-
funding—if bank credit expansion appeared to be deviating signifi-
cantly in either direction from current projections. Comments were
made as to the desirability, on the one hand, of moderating any undue
liquidity pressures that might develop and, on the other hand, of also
moderating any tendency toward easing of money market conditions
that might be brought about by seasonal forces.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity has been moderating, with slower growth
in consumer outlays but higher rates of business inventory accumu-
lation and capital expenditures. Upward pressures on prices and
costs, however, are persisting. Since the mid-December firming of
monetary policy, most interest rates have risen further and, with the
outstanding volume of large-denomination CD’s declining sharply,
bank credit expansion has slowed. Growth in the money supply
moderated somewhat on average in December from its rapid Novem-
ber pace. The U.S. foreign trade surplus remains very small but near
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the end of the year unusual capital inflows had a markedly favor-
able effect on the over-all balance of payments. In this situation, it
is the policy of the Federal Open Market Committee to foster finan-
cial conditions conducive to the reduction of inflationary pressures,
with a view to encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in the country’s bal-
ance of payments.

To implement this policy, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining the prevailing firm conditions in money and short-term
credit markets; provided, however, that operations shall be modified,
to the extent permitted by the forthcoming Treasury refunding, if
bank credit expansion appears to be deviating significantly from
current projections.

Votes for this action: Messrs. Martin, Brimmer,
Daane, Galusha, Hickman, Kimbrel, Maisel,
Mitchell, Robertson, Sherrill, and Treiber. Vote
against this action: Mr. Morris.

Absent and not voting: Mr. Hayes. (Mr. Treiber
voted as his alternate.)

Mr. Morris dissented from this action because he thought the direc-
tive as adopted could be consistent with an unduly restrictive monetary
policy. In his judgment the current state of the economy called for a
substantial moderation of bank credit growth from the 13 per cent
rate that had prevailed over the second half of 1968, but not for so
sharp a change as was implied by the projections for January and Feb-
ruary.
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MEETING HELD ON FEBRUARY 4, 1969
Authority to effect transactions in System Account.

According to the information reviewed at this meeting, expansion in
real economic activity had been moderating but upward pressures on
prices and costs were persisting. Staff projections continued to suggest
that the rate of expansion in economic activity would slow further in
the first half of 1969.

Available weekly figures indicated that retail sales, which had de-
clined in December, rose in January to about the November level.
Tentative estimates implied that industrial production increased further
in January but at a slower rate than in late 1968. The labor market
continued tight, and the number of persons receiving unemployment
compensation remained small.

There were widespread increases in wholesale prices of industrial
commodities from mid-December to mid-January, and the average
of such prices rose considerably further. The rate of advance in the
consumer price index slowed somewhat in December, partly for
seasonal reasons, but the index for that month was 4.7 per cent above
its year-earlier level.

Growth in real GNP had moderated to an annual rate of 3.8 per
cent in the fourth quarter of 1968 from 5.0 per cent in the third
quarter. Expansion in consumer and Federal Government expendi-
tures on goods and services slowed, but there were substantial
increases in business capital outlays, residential construction activity,
and inventory accumulation. The staff projections for the first half
of 1969 suggested that consumer spending would expand only mod-
erately faster than in the fourth quarter, partly because growth in
disposable income would be limited by higher social security taxes
and retroactive income tax payments. In line with the recently released
Federal budget figures, Government purchases of goods and services
were projected to remain at the fourth-quarter level. The projections
also implied that residential construction activity would be increas-
ingly restricted by the reduced availability of mortgage funds; that
the current surge in business capital outlays would slow by the second

111

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



quarter; and that the rate of inventory accumulation would level off
in the first quarter and then decline.

Longer-range staff projections prepared for this meeting suggested
that in the second half of 1969 growth in real GNP would remain at
a reduced rate and inflationary pressures would diminish. These pro-
jections incorporated the budget estimates of Federal expenditures and
assumed that the income tax surcharge, which under existing legisla-
tion was scheduled to expire on June 30, 1969, would be continued
at least through the end of the year. They also assumed that a sub-
stantial degree of monetary restraint would be maintained. It was
noted that the budget estimates implied that fiscal policy would be-
come less restrictive after midyear even if the surtax were continued.

Preliminary data indicated that the U. S. balance of payments on the
liquidity basis had reverted to deficit in January, following the substan-
tial surplus recorded in the fourth quarter of 1968. Although little
detailed information was available, it appeared likely that the strike of
longshoremen, which had begun with the expiration of the Taft-Hartley
Act injunction on December 20, was one factor affecting the January
balance adversely. In December the balance on merchandise trade was
in deficit, and for 1968 as a whole there was a trade surplus of only
about $100 million, compared with about $3.5 billion in 1967. Exports
were 10 per cent higher in 1968 than in 1967, but imports increased
by nearly 25 per cent.

The over-all payments balance on the official settlements basis was
in substantial surplus in January as a result of a sharp increase in lia-
bilities of U.S. banks to their foreign branches, which more than offset
the marked decline that had occurred just before the year-end. To a
large extent this heavy inflow of liquid funds through the Euro-dollar
market reflected outflows from Germany that were encouraged by the
policies of the German Federal Bank and by the ebbing of speculation
on a revaluation of the mark.

On January 29 the Treasury announced that in exchange for
securities maturing in mid-February, of which about $5.4 billion were
held by the public, it would offer two new issues—a 15-month, 638
per cent note and a 7-year, 6%4 per cent note, priced to yield 6.42 and
6.29 per cent, respectively. The initial market reaction to the offering
was mixed and trading activity associated with the new issues was
relatively limited.
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System open market operations since the January 14 meeting of the
Committee had been directed toward maintaining the firmer conditions
achieved in money and short-term credit markets following the mid-
December increase in Federal Reserve discount rates. Federal funds
continued to trade mostly in a range of 6%4 to 638 per cent. Borrowings
by large banks in the major money centers were relatively light in the
3 weeks ending January 29, both because seasonal forces tended to shift
reserves toward these centers and because the sizable inflows of Euro-
dollars were concentrated at such banks. For all member banks borrow-
ings averaged about $790 million, not much changed from the $810
million average of the previous 4 weeks. Average excess reserves fell
sharply, however, and net borrowed reserves increased considerably.

Interest rates on various types of short-term securities, which had
declined somewhat from their late-December highs in the first half of
January, subsequently changed little on balance. The market rate on
3-month Treasury bills moved down from 6.13 per cent on the day
before the previous meeting to 6.01 per cent a week later and then
advanced to 6.19 per cent on the day before this meeting. Yields on
long-term securities fluctuated near their recent highs during most of
the period, although lately they had come under renewed upward pres-
sure as a result of limited investor interest in new corporate and munici-
pal bond offerings. The volume of new bond issues was relatively large
in January, but a smaller volume appeared to be in prospect for
February.

Yields on home mortgages in the secondary market rose further in
January and late in the month exceeded the high that had been recorded
in the preceding June. Average contract interest rates on conventional
mortgages had reached postwar record levels in December, the latest
month for which data were available. Effective January 24 the regula-
tory maximum contract rate on federally underwritten home mortgages
was increased from 63 to 7%2 per cent. Net inflows of deposits to
nonbank financial intermediaries had moderated further in December,
and withdrawals during the turn-of-the-year interest-crediting period
were somewhat larger than a year earlier.

The volume of large-denomination CD’s outstanding at banks con-
tinued to decline sharply in January as short-term market interest rates
remained at levels relative to the Regulation Q ceilings that placed
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banks at a competitive disadvantage in their efforts to replace maturing
CD’s. The CD attrition was heaviest at large money market banks. Net
inflows of other time and savings deposits weakened, partly because of
withdrawals after the year-end interest-crediting date, and total time
and savings deposits declined at an annual rate of about 10.5 per cent
from December to January. Expansion in private demand deposits and
the money stock moderated—the latter to an annual rate of about 4.5
per cent from 7.5 per cent in the previous month—as U.S. Government
deposits rose.

Business loans at banks increased markedly in January. However,
other loans declined slightly, net acquisitions of municipal securities
remained at a reduced rate, and holdings of Treasury securities declined
considerably. Total bank credit, as measured by the proxy series—
daily-average member bank deposits—was estimated to have declined
at an annual rate of 4.5 per cent from December to January, compared
with growth at about a 13 per cent rate in the previous month and also
over the second half of 1968 as a whole. After adjustment for changes
in the daily average of U.S. bank liabilities to foreign branches—which,
as noted earlier, increased substantially in January—the proxy series
declined at an annual rate of about 1.5 per cent.

Some slowing of the growth of business loans from the rapid January
pace was expected in February. Staff projections suggested that if exist-
ing Regulation Q ceilings and prevailing money market conditions were
maintained, the run-off of CD’s outstanding would continue at a rapid
rate—although not so rapid as in January, mainly because it appeared
that the volume of CD’s maturing would be smaller than in that month
-—and that inflows of other time and savings deposits would improve
only moderately from January. The projections for February implied
that U.S. Government deposits would rise substantially further and
that private demand deposits and the money stock would decline some-
what. The bank credit proxy was projected to decline from January to
February at an annual rate of 3 to 6 per cent. After adjustment for the
increase in U.S. bank liabilities to foreign branches that had occurred
over the course of January, the decline in the proxy series was projected
to fall in a range of zero to 3 per cent.

The Committee agreed that current and prospective economic condi-
tions did not call for a change in monetary policy at this time, and that
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in any case the Treasury refunding now under way militated against a
change in policy. Some members, noting the decline in the bank credit
proxy experienced in January and the small further decline projected
for February, expressed concern about the risk that the current stance
of policy might have unduly restrictive consequences and thus might
have to be reversed shortly. While others thought that current bank
credit developments were not unduly restrictive, particularly in light of
the rapid expansion in the latter part of 1968, there was general agree-
ment that a resumption of bank credit growth, although at a moderate
rate, would be desirable before long.

The Committee decided that open market operations should be di-
rected at maintaining the prevailing firm conditions in money and short-
term credit markets. The proviso was added that operations should be
modified, to the extent permitted by the Treasury refunding, if bank
credit appeared to be deviating significantly from current projections.
It was suggested that the allowable deviation in bank credit before the
proviso was to be implemented should be smaller if the deviation were
in a downward direction than in the opposite case. It also was suggested
that, if the proviso clause were implemented in the direction of less firm
money market conditions, care should be taken to avoid giving mis-
leading signals about the basic stance of monetary policy.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity has been moderating, but that upward
pressures on prices and costs are persisting. Prospects are for some
further slowing in economic expansion in the period ahead. Market
interest rates recently have fluctuated near the highs reached around
the turn of the year. Bank credit contracted slightly in January on
average, as the outstanding volume of large-denomination CD’s con-
tinued to decline sharply, inflows of other time and savings deposits
slowed, and growth in the money supply moderated. The U.S. balance
of payments on the liquidity basis appears to have reverted to deficit
in early 1969, but large inflows of Euro-dollars have had the effect
of keeping the official settlements balance in surplus. In this situation,
it is the policy of the Federal Open Market Committee to foster
financial conditions conducive to the reduction of inflationary pres-
sures, with a view to encouraging a more sustainable rate of economic
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growth and attaining reasonable equilibrium in the country’s balance
of payments.

To implement this policy, while taking account of the current
Treasury refunding, System open market operations until the next
meeting of the Committee shall be conducted with a view to main-
taining the prevailing firm conditions in money and short-term credit
markets; provided, however, that operations shall be modified, to the
extent permitted by the Treasury refunding, if bank credit appears
to be deviating significantly from current projections.

Votes for this action: Messrs. Martin, Hayes,
Brimmer, Daane, Galusha, Hickman, Kimbrel,
Maisel, Mitchell, Morris, Robertson, and Sherrill.
Votes against this action: None.
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MEETING HELD ON MARCH 4, 1969
1. Authority to effect transactions in System Account.

Growth in real GNP was now estimated by the Commerce Department
to have moderated somewhat more in the fourth quarter of 1968 than
indicated earlier, and staff projections suggested that it would moderate
further in the first half of 1969. However, upward pressures on prices
and costs were persisting, and it appeared that expectations of continu-
ing inflation were still an important factor underlying business spending
decisions.

In February, according to available weekly data, retail sales were
about unchanged from January—when, in turn, they had risen to a
level close to that of the preceding November. Tentative estimates indi-
cated that industrial production continued to increase at a slower rate
than in late 1968. In January nonfarm employment rose substantially
further, and the unemployment rate was unchanged at the low level of
3.3 per cent. The labor market remained tight, and average hourly
earnings of production workers continued upward at a rapid rate.

Average wholesale prices of industrial commodities increased con-
siderably further from mid-January to mid-February, but by less than
in the preceding month when, according to revised data, the largest
monthly increase in more than 13 years had been recorded. In January
average consumer prices continued to advance at a rapid pace, particu-
larly after allowance for the usual seasonal declines in prices of some
major commodities.

Revised Commerce Department estimates indicated that growth in
real GNP had moderated from an annual rate of 5.0 per cent in the
third quarter of 1968 to 3.4 per cent in the fourth quarter, rather than
to 3.8 per cent as had been shown in the preliminary report. The
slackening in the fourth quarter was attributable largely to a marked
slowing of the rise in consumer and Federal expenditures on goods and
services; business outlays on plant and equipment and on inventory
accumulation had increased considerably, as had residential construc-
tion activity.

The staff projections for the first half of 1969 suggested that growth
in disposable income would be held down by the increase in social
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security tax rates that became effective January | and by retroactive
payments on 1968 personal income tax liabilities. It was expected that
the rate of personal saving would decline from its high fourth-quarter
level and that consumer spending would rise at a pace moderately
faster than in the fourth quarter. Federal purchases were projected to
remaijn close to the fourth-quarter level. The projections also implied
that as the first half of the year progressed residential construction
activity would be increasingly limited by the reduced availability of
mortgage funds; that the rapid current expansion in business capital
outlays would slow; and that the rate of inventory accumulation would
be reduced.

Preliminary data indicated that there had been a substantial deficit
in the U.S. balance of payments on the liquidity basis in the first 2
months of 1969. But the extent to which both payments and receipts
had been affected by the longshoremen’s strike-——which began on De-
cember 20 and ended in mid-February in New York and later at cer-
tain other Atlantic and Gulf Coast ports—was not clear. On the official
settlements basis a large surplus was recorded in January, as liabilities
of U.S. banks to their foreign branches rose sharply to a new high. In
February, however, a deficit apparently developed on the official settle-
ments basis, as net inflows of Euro-dollars through foreign branches
were substantially smaller. Interest rates in the Euro-dollar market
advanced considerably further to new record levels in February.

On February 27 the Bank of England raised its discount rate by 1
percentage point to the 8 per cent level that had been maintained for
about 4 months after the devaluation of sterling in November 1967.
This action was taken to reinforce Britain’s policy of severe domestic
credit restraint and was officially described as consistent with the recent
marked increases in short-term interest rates in international financial
markets. Shortly thereafter, discount rates were raised by the Bank of
Sweden from 5 to 6 per cent, and by the Bank of Canada from 612
to 7 per cent.

The Treasury refunding of notes and bonds maturing in mid-Febru-
ary was accorded an unenthusiastic reception by the market. Of the
$5.4 billion of maturing issues held by the public, about $2 billion, or
36 per cent, were redeemed for cash; $2.6 billion were exchanged for
the new 15-month, 633 per cent note; and $885 million were exchanged
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for the new 7-year, 6%4 per cent note. Subsequently, on February 25,
the Treasury auctioned a $1 billion strip of bills consisting of five
issues maturing in 1 to 5 months. Banks, which were allowed to pay
for the new bills through credits to Treasury tax and loan accounts,
successfully bid for the bulk of the issue.

Most interest rates had risen on balance since the previous meeting
of the Committee. To a large extent the advances reflected growing
expectations—particularly after recent congressional testimony by
Federal Reserve and administration officials—that monetary restraint
would be maintained in an effort to contain inflationary pressures. The
higher rates also reflected anticipations of a possible near-term increase
in the prime lending rate of banks and perhaps also in the Federal
Reserve discount rate. Yields in capital markets moved up to or above
their earlier peaks, despite the somewhat smaller volumes of new cor-
porate and municipal issues offered in February and scheduled for
March. In the mortgage market interest rates rose further to new post-
war highs, as demands for mortgage loans remained strong and, accord-
ing to available data for early February, net inflows of funds to thrift
institutions continued to moderate.

Most short-term interest rates also rose in the period, but rates on
Treasury bills maturing within 6 months changed little on balance. For
example, the market rate on 3-month Treasury bills was 6.17 per cent
on the day before this meeting, compared with 6.19 per cent 4 weeks
earlier. During the interval the 3-month bill rate had declined to around
6.00 per cent—reflecting substantial liquidity demands for shorter-term
bills and relatively limited dealer inventories—but it subsequently rose
again, particularly after the increase in the discount rate of the Bank
of England.

System open market operations since the previous meeting of the
Committee had been directed at maintaining firm conditions in the
money and short-term credit markets. Conditions in the money market
tended to tighten during the period as a result of the cumulative reduc-
tion in bank liquidity and a seasonal shift in reserves away from the
major money market banks. This tendency was not fully offset by Sys-
tem action, however, because shorter-term bill rates were under down-
ward pressure for much of the period. Federal funds traded mainly in
a range around 63 per cent, up from a range centering closer to 612
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per cent in the previous period. Member bank borrowings averaged
$835 million in the 4 weeks ending February 26, compared with about
$790 million in the previous 3 weeks. Average excess reserves were
little changed, so net borrowed reserves also increased.

With short-term market interest rates remaining high relative to
maximum rates payable by banks on large-denomination CD’s, the
volume of such CD’s outstanding declined considerably further in Feb-
ruary—although by less than in January when the amount maturing
was larger. During the first 2 months of the year the rate of expansion
in consumer-type time and savings deposits was well below that in
comparable periods of other recent years, and in both months total
time and savings deposits contracted at an annual rate in the neigh-
borhood of 10 per cent. Growth in private demand deposits and in
the money stock moderated further in February; for January and
February together the money stock rose at an annual rate of less than
3 per cent, about half the rate of the second half of 1968. U.S. Govern-
ment deposits increased sharply further in February to their highest
average level in several months.

Although moderating in February, growth in business loans remained
rapid. Other loans, which had declined slightly in January, increased
substantially. In accommodating the large loan demand, banks stepped
up the rate at which they had been liquidating holdings of Treasury
securities, and for the first time since April 1968, they failed to increase
their holdings of municipal securities. In February total bank credit,
as measured by the adjusted proxy series—daily-average member bank
deposits, adjusted to include changes in the daily average of U.S. bank
liabilities to foreign branches—rose 2 per cent from January, at an
annual rate, and was about unchanged from December.

Staff projections suggested that if prevailing money market condi-
tions and existing Regulation Q ceilings were maintained the volume
of large-denomination CD’s outstanding was likely to decline at about
the same pace in March as in February. It was expected that total
time and savings deposits would contract further from February to
March, but at a slower rate than in the previous month, Growth in
the money stock was projected to accelerate temporarily on the average
in March, when it was anticipated that U.S. Government deposits would
be drawn down sharply,
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With respect to bank credit, the projections suggested that the ad-
justed proxy series would decline at an annual rate of 3 to 6 per cent
from February to March, if U.S. bank liabilities to foreign branches
were unchanged on the average in March from the level to which they
had risen by the end of February. It appeared likely that loan demands
would remain strong, and banks were expected to continue to liquidate
holdings of U.S. Government securities and to limit their participation
in the market for municipal securities.

The Committee agreed that, in light of the persistence of inflationary
pressures and expectations, the existing degree of monetary restraint
should be continued at present. The members decided that open market
operations should be directed at maintaining on balance about the
prevailing firm conditions in money and short-term credit markets, sub-
ject to the proviso that operations should be modified if bank credit
appeared to be deviating significantly from current projections.

Some concern was expressed about the projection that the bank
credit proxy would decline in March after 2 months of no net growth,
and about the risks that undue liquidity pressures might develop. The
Committee agreed that the proviso clause should be implemented in
the direction of firmer money market conditions only if bank credit
appeared to be growing at more than a moderate rate. It also agreed
that the clause should be implemented in the direction of less firm con-
ditions if bank credit appeared to be contracting any more rapidly
than projected, so long as such action did not tend to create the im-
pression that the basic stance of monetary policy had been relaxed.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity has been moderating, but that upward pres-
sures on prices and costs are persisting. Prospects are for some further
slowing in economic expansion in the period ahead. Most market
interest rates have edged up on balance in recent weeks. In the first
2 months of the year bank credit changed little on average, as invest-
ments contracted while loan demands, especially from businesses, re-
mained strong. The outstanding volume of large-denomination CD’s
continued to decline sharply and inflows of other time and savings
deposits slowed. Growth in the money supply moderated as U.S.
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Government deposits rose considerably. It appears that a sizable
deficit re-emerged in the U.S. balance of payments on the liquidity
basis in January and February and, with Euro-dollar inflows moderat-
ing, a deficit also reappeared in the balance on the official settlements
basis in February. In this situation, it is the policy of the Federal
Open Market Committee to foster financial conditions conducive to
the reduction of inflationary pressures, with a view to encouraging
a more sustainable rate of economic growth and attaining reasonable
equilibrium in the country’s balance of payments.

To implement this policy, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining on balance about the prevailing firm conditions in money
and short-term credit markets; provided, however, that operations shall
be modified if bank credit appears to be deviating significantly from
current projections.

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against this action: None.

2. Amendments to authorization for System foreign currency
operations.
The Committee amended paragraphs 1 and 2 of the authorization for
System foreign currency operations in a number of respects at this
meeting. On recommendation of the Special Manager, the limit on
outright holdings by the System of authorized foreign currencies speci-
fied in the paragraph previously numbered as 1B(2)—but, after other
amendments made at this meeting, renumbered as 1B(3)—was in-
creased from $150 million to—$250 million equivalent. In addition,
clarifying amendments were made in the introductory text to paragraph
1, in paragraphs 1B and 1C(1), and in paragraph 2. Except for the
changes resulting from these amendments, the Committee renewed the
authorization in the form outstanding at the beginning of the year 1969.
As amended, paragraphs 1 and 2 of the authorization read as
follows:

1. The Federal Open Market Committee authorizes and directs
the Federal Reserve Bank of New York, for System Open Market
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Account, to the extent necessary to carry out the Committee’s foreign
currency directive and express authorizations by the Committee pur-
suant thereto:

A. To purchase and sell the following foreign currencies in the
form of cable transfers through spot or forward transactions on the
open market at home and abroad, including transactions with the
U.S. Stabilization Fund established by Section 10 of the Gold Reserve
Act of 1934, with foreign monetary authorities, and with the Bank
for International Settlements:

Austrian schillings
Belgian francs
Canadian dollars
Danish kroner
Pounds sterling
French francs
German marks
Italian lire
Japanese yen
Mexican pesos
Netherlands guilders
Norwegian kroner
Swedish kronor
Swiss francs

B. To hold foreign currencies listed in paragraph A above, up to
the following limits:

(1) Currencies purchased spot, including currencies purchased
from the Stabilization Fund, and sold forward to the Stabilization
Fund, up to $1 billion equivalent;

(2) Currencies purchased spot or forward, up to the amounts
necessary to fulfill other forward commitments;

(3) Additional currencies purchased spot or forward, up to the
amount necessary for System operations to exert a market influence
but not exceeding $250 million equivalent; and

(4) Sterling purchased on a covered or guaranteed basis in terms
of the dollar, under agreement with the Bank of England, up to $300
million equivalent.

C. To have outstanding forward commitments undertaken under
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paragraph A above to deliver foreign currencies, up to the following
limits:

(1) Commitments to deliver foreign currencies to the Stabiliza-
tion Fund, up to the limit specified in paragraph 1B(1) above;

(2) Commitments to deliver Italian lire, under special arrange-
ments with the Bank of Italy, up to $500 million" equivalent; and

(3) Other forward commitments to deliver foreign currencies, up
to $550 million equivalent.

D. To draw foreign currencies and to permit foreign banks to draw
dollars under the reciprocal currency arrangements listed in paragraph
2 below, provided that drawings by either party to any such arrange-
ment shall be fully liquidated within 12 months after any amount
outstanding at that time was first drawn, unless the Committee, be-
cause of exceptional circumstances, specifically authorizes a delay.

2. The Federal Open Market Committee directs the Federal Re-
serve Bank of New York to maintain reciprocal currency arrange-
ments (“swap” arrangements) for System Open Market Account for
periods up to a maximum of 12 months with the following foreign
banks, which are among those designatcd by the Board of Governors
of the Federal Reserve System under Section 214.5 of Regulation N,
Relations with Foreign Banks and Bankers, and with the approval of
the Committee to renew such arrangements on maturity:

Amount of
Foreign bank i::;ﬁig: ::ZT
dollars equivalent)
Austrian National Bank .. ........... .. .. .. ... 100
National Bank of Belgium ... . ... ... ...... .. 225
Bank of Canada . ........ .. ... .. ... . ........ 1,000
National Bank of Denmark . ... .. ... .. .. .. .. 100
Bank of England . . . ... ... ... ... ... ... ... 2,000
Bank of France .. ... ... ... ... ... .. ....... 1,000
German Federal Bank ... .. ... .. . ... .. ... 1,000
Bankof Italy .. ... ... ... ... .. ... ........ 1,000
Bank of Japan ... . ... ... ... ... ... 1,000
Bank of Mexico .. ... . ... .. ... ... ... ... 130
Netherlands Bank . . ... ... ... . ... ... ........ 400
Bank of Norway . .. ... ... .................. 100
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Amount of

Foreign bank arrangement
(millions of
dollars equivalent)
Bank of Sweden .. ... ... . ... . .. ... .. ... .. 250
Swiss National Bank . ....... ... ... ... ........ 600
Bank for International Settlements:
Dollars against Swiss francs ... ............ .. 600
Dollars against authorized European currencies
other than Swiss francs . ... ............... 1,000

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against this action: None.

With respect to the increase in the limit on outright holdings of
foreign currencies, the System’s current holdings were close to the pre-
vious limit of $150 million. That limit had been established in 1963,
at a time when the foreign exchange operations of the Federal Reserve
had not yet assumed the scale of more recent years. The Committee
concurred in the judgment of the Special Manager that more leeway
was now desirable to permit acquisitions from time to time of foreign
currencies that were likely to prove useful in future operations.

The amendment to the introductory text of paragraph 1 consisted
of the addition, after the words “to the extent necessary to carry out
the Committee’s foreign currency directive,” of the phrase “and express
authorizations by the Committee pursuant thereto.” This amendment
was for the purpose of making clear that the language of the authoriza-
tion extended not only to operations undertaken under the specific
language of the foreign currency directive but also to those undertaken
under express authorities given by the Committee, for which provision
was made at a number of points in the directive,

The main amendment to paragraph 1B involved a clarification of
the form of authorization for foreign currency transactions undertaken
in connection with System ‘“‘warehousing” operations for the Stabiliza-
tion Fund. While the forward commitments associated with such ware-
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housing operations were separately authorized in paragraph 1C(1), the
spot holdings had been subsumed under general language in 1B author-
izing holdings “up to the amounts necessary to fulfill outstanding for-
ward commitments.” As amended, the authorization contained a new
paragraph 1B(1) separately covering the spot holdings in question.
Concurrently, a number of other conforming and clarifying changes
were made in 1B and in 1C(1).

The amendment to paragraph 2, which affected the table contained
in that paragraph listing authorized swap arrangements, involved the
incorporation of more precise descriptions of the System’s two swap
arrangements with the Bank for International Settlements,

3. Review of continuing authorizations.

This being the first meeting of the Federal Open Market Committee
following the election of new members from the Federal Reserve Banks
to serve for the year beginning March 1, 1969, and their assumption
of duties, the Committee followed its customary practice of reviewing
all of its continuing authorizations and directives. The action taken
with respect to the authorization for System foreign currency operations
has been described in the preceding portion of the record for this date.

The Committee reaffirmed its continuing authority directive for
domestic open market operations and its foreign currency directive in
the forms in which both were outstanding at the beginning of the year

1969.
Votes for these actions: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against these actions: None.
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MEETING HELD ON APRIL 1, 1969
Authority to effect transactions in System Account.

According to the information reviewed at this meeting, expansion in
real GNP had moderated somewhat further in the first quarter from
the 3.4 per cent annual rate of increase recorded in the fourth quarter
of 1968. It appeared, however, that the expansion had slowed less than
had been anticipated in earlier projections, and that the slowing was
attributable to a decline in the rate of business inventory accumulation;
the pace of advance in final sales was estimated to have increased.
Moreover, it now appeared that activity in coming months also would
be stronger than expected earlier. Substantial upward pressures on
prices and costs persisted, and inflationary expectations remained
widespread.

Previous projections of economic activity had been revised upward
largely because a Commerce—SEC survey, taken in February, indi-
cated that businesses planned a large increase in their outlays on new
plant and equipment in 1969—to a total about 14 per cent above
1968. In addition, retail sales data for February and revised figures
for earlier months suggested that growth in consumer expenditures had
stepped up more from the low fourth-quarter rate than anticipated.
The most recent data, in which new seasonal adjustment factors had
been incorporated, indicated that retail sales had reached a new record
level in January and that they had continued at about that level in
February.

Nonfarm employment again expanded sharply in February, and
unemployment remained at the low rate of 3.3 per cent which it had
reached in December. Average hourly earnings of production workers
continued to increase at a rapid pace. The consumer price index rose
considerably further in February, to a level about 4.7 per cent above
a year earlier. From mid-February to mid-March average wholesale
prices of industrial commodities increased substantially; since mid-
December such prices had advanced at an annual rate of more than
6 per cent.

Projections for the second quarter suggested that growth in real
GNP would remain at about the first-quarter pace. Another decline in
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the rate of business inventory accumulation—such as had held down
over-all growth in the first quarter—was not expected, but it appeared
likely that the expansion in various major categories of final sales would
slow. According to the Commerce—SEC survey, a sizable part of the
anticipated 1969 increase in plant and equipment outlays would be
concentrated in the first quarter. Moreover, it seemed likely that con-
sumer spending would rise less rapidly in the second quarter than in
the first, when a sharp decline in the rate of personal saving apparently
had occurred. Federal purchases of goods and services were projected
to remain relatively stable in the second quarter, and residential con-
struction activity was expected to turn down as a result of reduced
availability of mortgage credit.

Data available through mid-March suggested that a very large
deficit had been incurred in the first quarter in the U.S. balance of
payments on the liquidity basis. One major contributing factor was a
substantial deficit in the merchandise trade balance for February, as
imports began to recover more rapidly than export shipments after
the dock strike ended in New York in mid-February. Also, it seemed
likely that outflows of corporate capital funds, data for which were
not yet available, were substantial. On the other hand, in the first 2
months of the year foreign net purchases of U.S. equity securities were
sizable, and bank-reported claims on foreigners were reduced more
than seasonally.

In contrast to the deficit on the liquidity basis, it appeared that a
large surplus would be recorded for the first quarter on the official
settlements basis, as a result of substantial inflows of liquid funds
through banks abroad. Liabilities of U.S. banks to their foreign
branches again expanded rapidly in the first half of March, after
increasing only slightly in February. Interest rates in the Euro-dollar
market advanced to a new high in early March but subsequently
changed little.

Most major foreign currencies were under some selling pressure
during March. Financial markets in most industrial countries had
tightened in recent months, in part because of domestic demand pres-
sures but also in some instances in reaction to capital outflows resulting
from the restrictive stance of U.S. monetary policy and high Euro-
dollar interest rates.
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On March 25 the Treasury auctioned a $1.8 billion strip of bills
consisting of additions to outstanding issues maturing in about 6 to 12
weeks. Commercial banks, which were allowed to make payment for
the new bills through credits to Treasury tax and loan accounts, bid
aggressively in the auction and were awarded the bulk of the offering.
The financing was expected to cover the Treasury’s cash requirements
from market sources for the balance of the fiscal year.

Long-term interest rates had risen further since the previous meeting
of the Committee in an atmosphere of continuing concern about infla-
tionary pressures in the economy. Yield increases were especially
pronounced in the corporate and the municipal bond markets where
new issues were accorded generally unenthusiastic receptions and a
number of offerings were either postponed or reduced in size. In late
March a somewhat improved tone emerged in the capital markets,
reflecting in part rumors of progress in the Vietnam peace talks.

Movements in short-term interest rates had been mixed since early
March. Rates on most Treasury bills had declined to the lowest levels
since mid-December, as continuing strong liquidity demands, aug-
mented by sizable seasonal demands, impinged on limited dealer in-
ventories. The market rate on 3-month Treasury bills had fallen to
slightly below 6 per cent after mid-March and at the time of this
meeting was 5.99 per cent, compared with 6.17 per cent 4 weeks
earlier. Market rates on other short-term securities had declined less
or had risen in recent weeks. On March 17 most large commercial
banks raised their prime lending rate from 7 per cent to a new record
high of 7V%2 per cent.

System open market operations since the previous meeting of the
Committee had been directed at maintaining firm conditions in the
money and short-term credit markets. With Treasury bill rates under
downward pressure, the System met reserve needs mainly through
short-term repurchase agreements and purchases of Treasury coupon-
bearing securities rather than by buying bills in the market. The effec-
tive rate on Federal funds continued to fluctuate in a range centering
around 6% per cent. Member bank borrowings averaged $835 million
in the 4 weeks ending March 26, the same as in the previous 4 weeks.
Excess reserves declined somewhat and net borrowed reserves in-
creased correspondingly.
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In March total bank credit, as measured by the adjusted proxy series
—daily-average member bank deposits, adjusted to include changes in
the daily average of U.S. bank liabilities to foreign branches—was
estimated to have declined from February at an annual rate of 6.5
per cent, after changing little over the first 2 months of the year. Banks
continued to liquidate holdings of U.S. Government securities during
March but added somewhat on balance to holdings of other securities.
Total bank loans declined during the month—reflecting large reduc-
tions in security loans and in loans to nonbank financial institutions
and a substantial slowing in the growth of business loans after mid-
month. Also, some part of the March decline in loans may have re-
flected sales of loans by U.S. banks to foreign branches. In the first
quarter as a whole banks financed a net growth in loans, which was
particularly sizable for business loans, mainly by liquidating holdings
of Government securities.

The volume of large-denomination CD’s outstanding declined con-
siderably further in March, as yields on competing short-term debt
market instruments remained above the maximum interest rates pay-
able on such CD’s under Regulation Q. Consumer-type time and
savings deposits expanded moderately, however, and total time and
savings deposits—which had declined at a rapid rate in January and
February—were about unchanged in March. Private demand deposits
also changed little, and the money stock expanded at a 2 per cent
annual rate—about the same as in the first 2 months of 1969 and well
below the growth rate over the second half of 1968. U.S. Government
deposits declined substantially, following sizable increases earlier in
the year.

Loan demands at banks were expected to rebound in April, partly
in connection with needs to finance income tax payments. Staff pro-
jections suggested that the adjusted bank credit proxy would grow
from March to April at an annual rate of 2 to 6 per cent if prevailing
money market conditions and existing Regulation Q ceilings were
maintained. This projection assumed that there would be some further
increase in Euro-dollar liabilities of U.S. banks to their foreign
branches.

Total time and savings deposits at banks were expected to change
little again from March to April. It appeared probable that the pace
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of the run-off of large-denomination CD’s outstanding would moderate
after mid-April when Treasury bill rates were likely to decline season-
ally. However, growth in consumer-type time and savings deposits
was projected to slow as a result of withdrawals following the quarterly
interest-crediting period and in connection with income tax payments.
It was expected that U.S. Government deposits would rise considerably
from March to April, that private demand deposits would remain about
unchanged, and that the money stock would expand only slightly faster
than in the first quarter.

Prior to this meeting the boards of directors of eight Reserve Banks
had acted, subject to the approval of the Board of Governors, to
increase discount rates from the present level of 52 per cent. It was
reported to the Committee that the Board of Governors planned to
take action on discount rates within a few days, and concurrently to
consider the desirability of an increase in member bank reserve require-
ments, to be effective shortly after mid-April. The staff had prepared
alternative projections of the adjusted proxy series that took account
of other possible monetary policy action. These projections suggested
that bank credit would be weaker than otherwise in April if open
market operations were directed at maintaining the firmer money
market conditions expected to ensue from such action and if existing
Regulation Q ceilings were continued.

It was the consensus of the Committee that some further monetary
policy action was called for at this time in light of the greater-than-
expected pace of the economic expansion and the continuation of
pervasive inflationary pressures and expectations. An increase in dis-
count rates was generally considered to be appropriate, but differing
views were expressed regarding the desirability of an increase in
reserve requirements at present. In one view both actions, along with
supportive open market operations, were needed to make clear the
System’s determination to resist inflationary pressures. An alternative
view was that, while an increase in reserve rquirements might prove
desirable at a later time, it was not required at present.

With respect to open market operations, a majority of the Com-
mittee agreed that such operations should be directed at maintaining
firm conditions in money and short-term credit markets, and at con-
firming the effects on those markets of any other monetary policy
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actions that might be taken. The proviso was added that operations
should be modified if bank credit appeared to be deviating significantly
from current projections. The following current economic policy direc-
tive was issued to the Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that, while
expansion in real economic activity has moderated somewhat further,
current and prospective activity now appears stronger than earlier
projections had indicated. Substantial upward pressures on prices and
costs are persisting. Most long-term interest rates have risen further
on balance in recent weeks, but movements in short-term rates have
been mixed. In the first quarter of the year bank credit changed little
on average, as investments contracted while loans expanded further.
In March the outstanding volume of large-denomination CD’s con-
tinued to decline sharply; inflows of other time and savings deposits
were moderate; and growth in the money supply remained at a
sharply reduced rate. It appears that a sizable deficit re-emerged in the
U.S. balance of payments on the liquidity basis in the first quarter
but that the balance on the official settlements basis remained in sur-
plus as a result of further large inflows of Euro-dollars. In this situa-
tion, it is the policy of the Federal Open Market Committee to foster
financial conditions conducive to the reduction of inflationary pres-
sures, with a view to encouraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in the country’s balance
of payments.

To implement this policy, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining firm conditions in money and short-term credit markets,
taking account of the effects of other possible monetary policy action;
provided, however, that operations shall be modified if bank credit
appears to be deviating significantly from current projections.

Votes for this action: Messrs. Martin, Bopp,
Brimmer, Clay, Daane, Mitchell, Robertson, Scanlon,
Sherrill, and Treiber. Votes against this action:
Messrs. Coldwell and Maisel.

Absent and not voting: Mr. Hayes. (Mr. Treiber
voted as his alternate.)
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Messrs. Coldwell and Maisel dissented from this action for different
reasons. Mr. Coldwell noted that the directive favored by the majority
could be interpreted as calling for no monetary firming unless the
Board acted in the coming period with respect to discount rates or
reserve requirements. Since he believed that greater monetary restraint
was imperative under current circumstances, he favored adopting a
directive that called unconditionally for the attainment of firmer con-
ditions in money and short-term credit markets.

Mr. Maisel believed that, insofar as the Committee’s action reflected
a desire to affect the prevailing inflationary psychology directly, it
represented a shift from the Committee’s proper concern with flows
of credit and money to an improper target not readily susceptible to
such influence. He particularly objected to the directive as adopted
because he thought that operations under it were likely to depress
flows of the monetary aggregates to rates below those that seemed to
him to be desirable and maintainable for a considerable period, and
that such operations would thus be inconsistent with the gradualist
approach to the ultimate objective of price stability that he favored.
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MEETING HELD ON APRIL 29, 1969
Authority to effect transactions in System Account.

Preliminary estimates of the Commerce Department indicated that in
the first quarter real GNP expanded at an annual rate of 2.9 per cent
—only slightly slower than the 3.4 per cent growth rate of the fourth
quarter of 1968—and that average prices, as measured by the GNP
deflator, increased a little faster than in late 1968. Staff projections
suggested that real GNP would expand about as rapidly in the second
quarter as in the first and that upward pressures on prices would con-
tinue strong.

In March retail sales rose further, according to the advance report.
Industrial production also reached a new high as output of many final
products and materials increased. The labor market remained tight,
although nonfarm employment expanded less rapidly than it had earlier
in 1969 and the unemployment rate edged up to 3.4 per cent from the
3.3 per cent level of preceding months.

Average wholesale prices of industrial commodities, which had ad-
vanced substantially in the first quarter, rose only slightly further from
mid-March to mid-April. To a considerable extent the slowing of the
rise reflected declines in prices of lumber and plywood following ex-
tremely large advances earlier; among other industrial commodities
price increases continued widespread. The consumer price index rose
more in March than in any other month since February 1951, partly
because of a sharp advance in homeownership costs, including mort-
gage interest charges, property taxes, insurance, and repairs.

According to the preliminary GNP figures for the first quarter, there
were large increases in final sales—particularly in business outlays on
plant and equipment and in consumer expenditures—and a substantial
decline in the rate of business inventory accumulation. The advance in
consumer spending was associated with a sizable reduction in the rate
of personal saving, as growth in disposable income slowed. Residential
construction outlays also expanded appreciably further, although hous-
ing starts declined substantially in February and March from the very
high January rate. Federal purchases of goods and services increased
only slightly in the quarter.
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While the staff projections for the second quarter suggested that
GNP would continue to expand at about the pace of the first quarter,
they contemplated a different pattern of change among the major com-
ponents. Specifically, it was expected that inventory accumulation
would remain at about the first-quarter rate, instead of slowing sub-
stantially as in the first quarter, and that net exports of goods and
services would rise significantly as a result of a faster recovery in ex-
ports than in imports following the end of the longshoremen’s strike.
At the same time, it was anticipated that growth in business fixed in-
vestment and in consumer spending would slow, that residential con-
struction outlays would turn down, and that Federal expenditures
would rise only slightly further.

For the second half of 1969, staff projections suggested that expan-
sion in real GNP would slow further but that upward pressures on
prices were likely to persist. Both the lagged effects of monetary re-
straint and a restrictive stance of fiscal policy were expected to con-
tribute to the slowing of expansion in real activity. The administration
recently had announced that it planned to reduce Federal outlays in the
fiscal year 1970 from the January budget estimates. In addition, it had
proposed that the surtax on incomes be continued at 10 per cent
through the end of the calendar year 1969, and then be reduced to 5
per cent; and that the 7 per cent investment tax credit be repealed
effective April 21. The repeal of the investment tax credit, if enacted,
was not expected to have much effect on capital spending until late in
1969, and the influence of the surtax on spending seemed likely to
moderate as the end of the year approached. Nevertheless, it now ap-
peared that the Federal fiscal position would be more restrictive in the
second half of the year than had been anticipated earlier.

The latest data on the U.S. balance of payments in the first quarter
confirmed earlier estimates of a very large deficit on the liquidity basis
and a large surplus on the official settlements basis. Both imports and
exports declined from the fourth quarter of 1968 as a result of the
longshoremen’s strike, but exports fell more and the trade balance was
in substantial deficit. In addition, there was a large outflow of cor-
porate capital funds, reversing in part the net inflow of the fourth
quarter. On the other hand, foreign purchases of U.S. equity securities
remained sizable in the quarter—although the rate apparently dimin-
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ished in March—and bank-reported claims on foreigners declined
more than seasonally.

The first-quarter surplus on the official settlements basis was pri-
marily the result of a huge expansion of liabilities of U.S. banks to
their foreign branches. While such liabilities declined substantially in
late March, they subsequently increased to a new high in April. In-
terest rates in the Euro-dollar market changed little after late March at
levels close to earlier peaks.

In foreign exchange markets demands for German marks increased
sharply in the latter part of April as a result of revived expectations of
a revaluation, and the British pound came under some brief selling
pressure. The French franc was under pressure throughout April, in
part because of uncertainties associated with the national referendum
scheduled for April 27. However, the initial reaction in the market to
the negative vote in the referendum and to the resignation of President
de Gaulle was relatively mild.

A number of industrial countries had taken restrictive public policy
measures in recent months, for domestic or balance of payments rea-
sons. The latest of these measures included increases in central bank
discount rates in Germany and the Netherlands, to help dampen re-
emerging inflationary pressures, and in Belgium and Denmark, mainly
to limit capital outflows resulting from high interest rates abroad.
Also, in mid-April the British Government announced a restrictive
budget for the fiscal year beginning April 1, in light of the absence
of sufficient improvement in the payments balance of the United
Kingdom.

The U.S. Treasury was expected to announce on the day after this
meeting the terms on which it would refund notes maturing in mid-
May, of which about $3.8 billion were held by the public. It was
generally anticipated that bonds maturing in mid-June, of which
about $2.1 billion were publicly held, would be included in the
refunding.

The Treasury’s cash balances at both commercial banks and Federal
Reserve Banks had been drawn down to very low levels prior to the
mid-April tax date, and in the period April 8-16 the Treasury financed
part of its cash needs temporarily through sales to the Federal Reserve
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of special certificates of indebtedness.! The Treasury redeemed all out-
standing special certificates on April 17 and subsequently rebuilt its
cash balances to relatively high levels.

Commercial bank credit and the money stock, both of which had
changed relatively little over the first quarter, rose substantially in the
first half of April. For the month as a whole the adjusted bank credit
proxy—daily-average member bank deposits, adjusted to include
changes in the daily average of U.S. bank liabilities to foreign branches
—was tentatively estimated to have increased at an annual rate of
about 7 per cent from March, following a decline of similar magnitude
in the previous month., There was a sharp, although temporary, in-
crease in bank holdings of Treasury bills during the statement week
ending April 2, as banks were awarded nearly all of the $1.8 billion
strip of bills auctioned by the Treasury in late March. In addition, a
marked upsurge in bank loans—especially to businesses, nonbank
financial institutions, and securities dealers—occurred around the mid-
month tax date.

The early-April bulge in private demand deposits and the money
stock apparently was associated in part with temporary technical fac-
tors relating to Euro-dollar flows and the 4-day Easter holiday in
Europe. Private demand deposits subsequently declined and by late
April were estimated to be close to their end-of-March level. How-
ever, the money stock was tentatively estimated to have increased at
an annual rate of nearly 15 per cent from March to April, as a result
of the higher average level of such deposits in recent weeks. U.S.
Government deposits also were estimated to have expanded by a sizable
amount on the average in April.

The volume of large-denomination CD’s outstanding was reduced
further in the first half of April-—reflecting in part the use by corpora-
tions of proceeds of maturing CD’s to help finance large tax payments.
Available data suggested that there were sizable net outflows of con-
sumer-type time and savings deposits at banks—and also at other thrift
institutions—following the interest-crediting period and around the

* The volume of such certificates held by the Federal Reserve totaled $151
million on April 8, $519 million on April 9, $490 million on April 10, $976
million on April 11 through 13, $514 million on April 14, $502 million on
April 15, and $627 million on April 16.
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midmonth tax date. In April as a whole, total time and savings de-
posits at banks were estimated to have declined slightly from their
March average.

On April 3 the Board of Governors announced an increase in Fed-
eral Reserve Bank discount rates from 52 to 6 per cent, effective
April 4, and an increase of 2 of a percentage point in member
bank reserve requirements against demand deposits, effective
April 17. System open market operations subsequently were directed
at maintaining the firmer conditions in money and short-term credit
markets that were consistent with those actions. Pressures in the money
market were intensified around the middle of April by massive shifts
of reserves away from money center banks—shifts that stemmed in
part from the randown in the Treasury’s cash balances. Moreover, open
market operations were modified in the direction of greater firmness as
the period progressed, when it became increasingly clear that bank
credit was expanding at a pace significantly in excess of the range pro-
jected at the time of the previous meeting. The effective rate on Federal
funds, which had fluctuated around 634 per cent in March, rose to the
7% to 778 per cent area in mid-April and again late in the month.
Member bank borrowings averaged slightly more than $1 billion in the
4 weeks ending April 23, compared with an average of about $835
million in the previous 4 weeks. Net borrowed reserves increased some-
what more than borrowings, as excess reserves declined further on the
average.

Most short-term interest rates had risen following the announcement
on April 3 of the increases in discount rates and member bank reserve
requirements. Market rates on Treasury bills maturing within 6 months
continued under upward pressure through the midmonth tax date—
reflecting sizable sales by banks and higher dealer financing costs—
but they receded from their peaks after mid-April under the influence
of strong seasonal demands. The market rate on 3-month Treasury
bills, for example, reached a high of 6.22 per cent on April 16, but
by the day before this meeting it had declined to 6.00 per cent, about
the same as 4 weeks earlier. Rates on most other short-term instru-
ments advanced during the month, in many instances to new highs.

Long-term interest rates had moved down in recent weeks, as rumors
of progress in the Vietnam peace negotiations and indications of in-
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creasingly restrictive fiscal and monetary policies fostered growing
expectations that inflationary pressures would be contained. A large
volume of new corporate and municipal bonds was marketed during
April, including a number of issues that had been postponed earlier.
Bond yields leveled out late in the month, partly as a consequence of
these offerings and of expectations that a new intermediate-term issue
would be included in the Treasury’s forthcoming refunding.

Business loan demands at banks, which had been enlarged in April
by needs to finance tax payments, were expected to moderate in May.
Staff projections suggested that the adjusted bank credit proxy would
decline at an annual rate of 2 to 5 per cent from April to May if
prevailing conditions were maintained in money and short-term credit
markets. It appeared likely that the run-off of outstanding CD’s would
continue and that consumer-type time and savings deposits would ex-
pand at a low rate. Private demand deposits and the money stock were
projected to decline slightly on the average from April to May, and a
reduction also was anticipated in U.S. Government deposits.

In the Committee’s discussion a number of members expressed the
view that it would be desirable at present to maintain at least the exist-
ing degree of monetary restraint in light of the persistence of strong
inflationary pressures, and some question was raised as to whether
restraint was being pursued with sufficient vigor. At the same time,
recognition was given to the likelihood that the combined restrictive
effects of current fiscal and monetary policies would become visible in
economic developments later in the year, and the view was advanced
that such a prospect argued against a further intensification of monetary
restraint now.

The Committee agreed that in any event the forthcoming Treasury
refunding militated against a change in monetary policy at this time. It
decided that open market operations should be directed at maintaining
the firmer conditions in money and short-term credit markets that had
been achieved, with the proviso that operations should be modified,
insofar as the Treasury financing permitted, if bank credit appeared to
be deviating significantly from current projections. Some members sug-
gested that any doubts arising in the conduct of operations should be
resolved on the side of restraint. In addition, concern was voiced about
the unexpectedly large increases now estimated for April in both bank
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credit and the money stock. While it was the consensus of the members
that those increases probably reflected temporary factors to an important
extent, the view was expressed that the proviso clause should be im-
plemented quite promptly if bank credit developments in May sug-
gested the contrary.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity has moderated only slightly since the fourth
quarter of 1968. At the same time, substantial upward pressures on
prices and costs are persisting. Long-term interest rates have gen-
erally declined in recent weeks, but most short-term rates have risen
somewhat. In the first quarter of the year bank credit changed little
on average and the money supply grew at a sharply reduced rate. In
early April both measures increased substantially, influenced in part
by large tax-date borrowing and deposit bulges around Easter. The
outstanding volume of large-denomination CD’s has continued to de-
cline and there was a net outflow of consumer-type time and savings
deposits from banks and other thrift institutions in the first half of
April. A sizable deficit re-emerged in the U.S. balance of payments
on the liquidity basis in the first quarter but the balance on the offi-
cial settlements basis remained in surplus as a result of large inflows
of Euro-dollars. In this situation, it is the policy of the Federal Open
Market Committee to foster financial conditions conducive to the
reduction of inflationary pressures, with a view to encouraging a
more sustainable rate of economic growth and attaining reasonable
equilibrium in the country’s balance of payments.

To implement this policy, while taking account of the forthcoming
Treasury refunding, System open market operations until the next
meeting of the Committee shall be conducted with a view to main-
taining the prevailing firm conditions in money and short-term credit
markets; provided, however, that operations shall be modified, to the
extent permitted by the Treasury refunding, if bank credit appears to
be deviating significantly from current projections.

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, and Scanlon. Votes against this
action: None.

Absent and not voting: Mr. Sherrill.
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MEETING HELD ON MAY 27, 1969
1. Authority to effect transactions in System Account.

According to the information reviewed at this meeting, the pace of ex-
pansion in economic activity was moderating slightly further but sub-
stantial upward pressures on prices and costs were persisting. New staff
projections for the second quarter suggested that the increase in real
GNP would be a little less than the 2.8 per cent annual rate now esti-
mated by the Commerce Department for the first quarter. Prices, how-
ever, were expected to continue rising rapidly.

Available data for April showed some signs of a less rapid pace of
economic advance. Growth in personal income, industrial production,
and nonfarm employment slowed, and the unemployment rate edged
up by 0.1 per cent for the second successive month, to 3.5 per cent.
Housing starts declined for the third successive month. Retail sales in-
creased considerably, but from a March figure that had been revised
downward; in April retail sales were only moderately above the level
of September 1968, even though prices had risen substantially in that
period. On the other hand, new orders for durable goods rebounded
in April after declining in March. Much of the April surge of orders
may have been in anticipation of the administration’s recommendation,
made on April 21, for repeal of the 7 per cent investment tax credit
as of that date.

Advances in wholesale prices of industrial commodities remained
widespread in April, but the average of such prices rose relatively little
because of an abrupt reversal of the earlier rapid run-up for lumber
and plywood. The consumer price index increased sharply further,
with much of the rise accounted for by higher food prices and home-
ownership costs. Over the past year consumer prices had increased by
5.4 per cent. Unit labor costs in the private nonfarm sector as a whole
were reported to have risen markedly in the first quarter.

The staff projections for the second quarter suggested that business
inventory accumulation would remain at about the first-quarter rate
but that expansion in total final sales would slow. It was anticipated
that consumer spending would rise less than in the first quarter, that
Federal expenditures on goods and services would increase relatively
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little, and that residential construction outlays would decline. Only a
small increase appeared in prospect for business spending on plant and
equipment after the sharp expansion of the first quarter. Net exports
were still expected to turn up as a result of the ending of the longshore-
men’s strike, but by considerably less than had been thought likely
earlier.

Projections for the second half of 1969 suggested that expansion in
real GNP would slow further but that upward pressures on costs and
prices would still be strong. The GNP projections assumed that Fed-
eral expenditures would remain under substantial restraint and that,
as recommended by the administration, the surtax would be continued
at 10 per cent through the end of the year and the investment tax credit
would be repealed. Although growth in disposable income was expected
to be stimulated temporarily in the third quarter by the ending of retro-
active tax payments and by the scheduled Federal pay increase, it
seemed probable that generally moderate rates of expansion in employ-
ment and income in the second half of the year would limit increases
in consumer spending. Prospects appeared to be for a continuing down-
drift in residential construction outlays and for only small further in-
creases in business capital expenditures.

In April both exports and imports of the United States were above
normal as movements of merchandise recovered from the earlier long-
shoremen’s strike. With respect to the over-all international payments
of the United States, another large deficit was incurred on the liquidity
basis in April while payments on the official settlements basis—which
had been in substantial surplus in the first quarter—were about in bal-
ance. Extremely large deficits were incurred on both bases in the first
half of May, when expectations of a revaluation of the German mark
led to a massive flow of capital into Germany.

Beginning in late April, funds moved into marks out of dollars, ster-
ling, French francs, and many other currencies, causing relatively severe
reserve losses for a number of countries. Movements out of dollars,
from both the United States and the Euro-dollar market, were excep-
tionally heavy, and earlier flows of Euro-dollars to the United States
through foreign branches of U.S. banks were temporarily reversed. In-
terest rates in the Euro-dollar market, already high in April in con-
sequence of U.S. bank demands and of reduced supplies from banks
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in some Buropean countries, rose sharply further in the first half of
May. Subsequently, despite interest costs in the neighborhood of 9%2
per cent, U.S. banks again increased their liabilities to foreign branches.

In its May refunding the Treasury offered two new notes—a 15-
month, 638 per cent note priced to yield 6.42 per cent and a 7-year,
6v2 per cent note priced at par—in exchange for securities maturing
in mid-May and mid-June. Of the $5.9 billion of maturing issues held
by the public, about $2.1 billion were exchanged for the shorter-term
note, and $2.2 billion—considerably more than had been anticipated
in the market—for the 7-year note. The rate of attrition, slightly more
than one-fourth of public holdings, was high by historical standards
but lower than had been generally expected.

System open market operations since the previous meeting of the
Committee had been directed at maintaining firm conditions in the
money and short-term credit markets. Money market conditions were
quite taut during the interval. The effective rate on Federal funds
fluctuated mostly in a range of 8 to 9 per cent, compared with rates
in the 7% to 778 per cent area in the latter part of April. Member
bank borrowings rose to an average of about $1.3 billion in the 4
weeks ending May 21 from about $1.0 billion in the previous 4 weeks,
and net borrowed reserves increased by a corresponding amount.

The tautness in the money market in part reflected aggressive bidding
for funds by large banks as they adjusted to the cumulative effects of
monetary restraint, the reduced availability of funds from the Euro-
dollar market, and a shift of reserves away from the money centers over
the course of the period. Although the System supplied a substantial
volume of reserves on balance, it did not fully offset reserve drains
stemming from market factors in light of the tendency during much of
the interval for short-term Treasury bill rates to move to or below the
lower end of recent ranges. For example, the market rate on 3-month
Treasury bills, which had been in a range of 6.00 to 6.20 per cent
during most of April, declined to a low for the year—5.87 per cent—
at the end of that month and subsequently fluctuated mostly in a range
below 6.10 per cent. Relatively strong investor demands for bills in the
period were augmented by heavy foreign official purchases resulting
from the speculative flows into the German mark.

Interest rates on other short-term debt instruments and on long-term
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securities had risen in recent weeks under the influence of taut money
market conditions, expectations of a possible increase in the prime
lending rate of banks, and dampened hopes for a settlement of the
Vietnamese war in the near future. Also contributing to upward pres-
sures was the sizable calendar of corporate bond offerings in May and
June. The advance in municipal yields was particularly sharp, reflect-
ing limited bank interest in new issues and efforts by dealers to dispose
of bonds for which they had made commitments in April in the expecta-
tion of declining yields. Postponements of municipal offerings increased
in May, and the calendar for that month—as well as for June—was
considerably smaller than the unusually large volume marketed in April.

Business loan demands at banks, which were augmented in April by
needs to finance tax payments, apparently continued strong in early
May. Bank holdings of municipal securities declined slightly in April
but holdings of U.S. Government securities increased a little, in part
because of bank participation in the Treasury’s late-March bill financ-
ing.

Bank credit and the money stock had risen sharply in the first week
of April, and although both had declined later in the month, their
average levels for April as a whole were considerably above those for
March. According to revised estimates, the adjusted bank credit proxy
-—daily-average member bank deposits, adjusted to include changes in
the daily average of U.S. bank liabilities to foreign branches—expanded
at an annual rate of 6 per cent from March to April, and the money
stock grew at a rate of more than 10 per cent. However, total time and
savings deposits of banks declined slightly. Tentative estimates for May
indicated that the average level. of both the adjusted proxy series and
the money stock would be about the same as in April, and that time
and savings deposits would again decline slightly. The volume of large-
denomination CD’s outstanding was being reduced further in May, and
other time and savings deposits apparently were recovering sluggishly
from the sizable net outflows that marked much of April. The data
available for savings flows at nonbank thrift institutions in early May
also suggested only modest improvement over the weak April perform-
ance.

It appeared likely that the banking system-—and financial markets
generally—would be under heavy pressure in June. A near-record
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volume of corporate income tax payments due at midmonth was ex-
pected to contribute both to substantial demands for business loans
and to continuing run-offs of outstanding large-denomination CD’s.
Staff projections suggested that bank credit would grow relatively little
from May to June if prevailing conditions were maintained in money
and short-term credit markets. Specifically, the proxy series adjusted
for changes in Euro-dollar liabilities was projected to increase at an
annual rate in a range from zero to 5 per cent. Some further recovery
was anticipated in consumer-type time and savings deposits, at least
until the midyear interest-crediting period. U.S. Government deposits
were projected to decline on the average in June as a result of net debt
repayments by the Treasury in the latter half of the month. Partly for
this reason, and partly in consequence of the expected heavy demands
for business loans, sharp increases appeared in prospect for private
demand deposits and the money stock; the latter was projected to rise
at an annual rate of 7 to 10 per cent.

It was noted at the meeting that in recent months banks had begun
to draw increasingly on nondeposit sources of funds other than Euro-
dollars—such .as funds obtained through sales of commercial paper by
bank holding companies and sales of loan participations to nonbank
customers under agreements to repurchase—and that credit based on
funds from these sources was not reflected in the proxy series as cur-
rently calculated. While data for firm estimates of the amounts involved
were lacking, it was suggested that funds raised from such nondeposit
sources might have grown at a rate equivalent to 1 or 2 percentage
points in the adjusted proxy series in May and might possibly grow
more in June.

In its discussion of policy the Committee took note of the signs of
some slowing in the economic expansion and of the indications of
stringency in financial markets. In view of the persistence of strong
inflationary pressures and expectations, however, the members agreed
that a relaxation of the existing degree of monetary restraint would
not be appropriate at this time. There was some comment about the
possible need for a slight further firming of policy, but it was noted
that the strains anticipated in financial markets in connection with cor-
porate tax payments in June militated against such a course. A num-
ber of members expressed the view that—while disorderly market con-
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ditions should be avoided—concern among market participants over
the possibility of a “credit crunch” would not in itself warrant an eas-
ing of monetary policy.

The Committee decided that open market operations should be
directed at maintaining the prevailing pressure on money and short-
term credit markets, with the proviso that operations should be modi-
fied if bank credit appeared to be deviating significantly from current
projections. Although not all members were of the same view on the
matter, a number suggested that it would be desirable for the change
in the adjusted bank credit proxy in June to be kept to the lower end
of the projected range, particularly since the measure currently under-
stated the resources actually available to the banking system. And a
number of members expressed the hope that growth in the money
stock in June could be held below the rate projected.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity is continuing to moderate slightly, but that
substantial upward pressures on prices and costs are persisting. Interest
rates have risen in recent weeks. Bank credit and the money supply
appear to be changing little on average in May after bulging in April.
The outstanding volume of large-denomination CD’s has continued to
decline, and the available evidence suggests only modest recovery in
other time and savings deposits at banks and in savings balances at
nonbank thrift institutions following the outflows of the first half of
April. The U.S. balance of payments on the liquidity basis was in
sizable deficit in the first 4 months of 1969 but the balance on the
official settlements basis remained in surplus as a result of large in-
flows of Euro-dollars. However, there were substantial outflows of
funds from the United States in the first half of May, during the period
of intense speculation on a revaluation of the German mark, and the
payments balance was in very large deficit on both bases. In light of
the foregoing developments, it is the policy of the Federal Open Mar-
ket Committee to foster financial conditions conducive to the reduc-
tion of inflationary pressures, with a view to encouraging a more sus-
tainable rate of economic growth and attaining reasonable equilibrium
in the country’s balance of payments.

To implement this policy, System open market operations until the
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next meeting of the Committee shall be conducted with a view to
maintaining the prevailing pressure on money and short-term credit
markets; provided, however, that operations shall be modified if bank
credit appears to be deviating significantly from current projections.

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against this action: None.

2. Amendment to authorization for System foreign currency
operations.

The Committee ratified an action taken by members on May 14, 1969,
effective on that date, equalizing the System’s swap arrangements with
the National Bank of Belgium and the Netherlands Bank at $300 mil-
lion, and making the corresponding amendment to paragraph 2 of the
authorization for System foreign currency operations. Previously, the
arrangement with the National Bank of Belgium had been in the
amount of $225 million and that with the Netherlands Bank in the
amount of $400 million. As a result of this action, paragraph 2 of the
authorization read as follows:

The Federal Open Market Committee directs the Federal Reserve
Bank of New York to maintain reciprocal currency arrangements
(“swap” arrangements) for System Open Market Account for periods
up to a maximum of 12 months with the following foreign banks,
which are among those designated by the Board of Governors of the
Federal Reserve System under Section 214.5 of Regulation N, Rela-
tions with Foreign Banks and Bankers, and with the approval of the
Committee to renew such arrangements on maturity:

Amount of

arrangement

(millions of
dollars equivalent)

Foreign bank

Austrian National Bank .. . ... ... ... ... ... . . ... .. .. 100
National Bank of Belgium . ...... ... ... .. .. .. .. .. . . 300
Bank of Canada ... ... . ... ... . ... ... ... . .. ... 1,000
National Bank of Denmark .. . . ..... .. . ... ... ... ... . 100
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Amount of

arrangement

(millions of
dollars equivalent)

Foreign bank

Bank of England ... ... ... .. ... . ... ... ... . 2,000
Bank of France ... .. .... ... ... .. .. .. ... .. ... ...... 1,000
German Federal Bank . ... ... .. .. .. ... .. .. ... ... .. .. 1,000
Bank of Italy .. ... . ... .. ... .. . ... .. .. .. .. ... .. .. 1,000
Bank of Japan .. ... ... ... ... 1,000
Bank of Mexico .. ... ... ... ... .. ... ... ... ... ... 130
Netherlands Bank .. ... .. ... ... ... . ... .. ... ... .. 300
Bank of Norway . . ... ... .. ... .. . ... .. ... .. .. ... ... 100
Bank of Sweden . ... ... .. ... . ... . ... ... . ... ... 250
Swiss National Bank . .. ... ... .. .. .. ... .. ... ... ..... 600
Bank for International Settlements:
Dollars against Swiss francs .. ............ . ... ... .. 600
Dollars against authorized European
currencies other than Swiss francs .. ... . .. ... .... 1,000

Votes for ratification of this action: Messrs.
Martin, Hayes, Bopp, Brimmer, Clay, Coldwell,
Daane, Maisel, Mitchell, Robertson, Scanlon, and
Sherrill. Votes against ratification of this action:
None.

The System’s swap arrangements with the two central banks in
question had been of equal size for several years before the gold crisis
of March 1968, when the arrangement with the Netherlands Bank had
been increased by $175 million. Members of the Committee had voted
in mid-May to approve the restoration of equality in the size of the
two swap arrangements at $300 million upon recommendation of the
Special Manager, who advised that the action was agreeable to the
central banks of Belgium and the Netherlands.
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MEETING HELD ON JUNE 24, 1969
Authority to effect transactions in System Account.

The information reviewed at this meeting suggested that expansion in
real economic activity was continuing to moderate slightly in the second
quarter but that prices and costs were remaining under substantial up-
ward pressure, Staff projections for the second half of the year implied
further slowing of the rise in real GNP but only a moderate diminution
of the rate of price advance.

Data for May offered a rather mixed picture of economic develop-
ments. Retail sales, according to the advance report, were virtually the
same as in April; after allowing for price increases, reported sales were
no higher in May than a year earlier. Housing starts declined for the
fourth consecutive month to a level about one-fifth below the very high
January rate. New orders for durable goods, which had surged in April
prior to the administration’s recommendation for repeal of the 7 per
cent investment tax credit, declined in May to nearly the level in March.
Nonfarm employment again expanded at a slower pace than in late 1968
and early 1969. Nevertheless, the labor market continued tight and
unemployment remained at the April rate of 3.5 per cent. In addition,
industrial production rose considerably from an April level that had
been revised upward. In both April and May the advance was concen-
trated in industries producing business equipment and industrial
materials.

Average wholesale prices increased sharply from mid-April to mid-
May-—mainly because of an exceptionally large rise in prices of farm
products and foods, particularly livestock. Average prices of industrial
commodities advanced only slightly; as in April, marked declines for
lumber and plywood nearly offset increases for other commodities.

Staff estimates of GNP in the second quarter continued to suggest a
slowing of growth in consumer expenditures, little change in defense
outlays, and a decline in residential construction. However, on the basis
of the latest Commerce—-SEC survey of capital investment plans of busi-
nesses, the estimate of growth in outlays on new plant and equipment in
the quarter had been revised upward. The survey results suggested that
such outlays had expanded rather steadily in the first half of the year,
contrary to earlier indications of a sharp increase in the first quarter and

149

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



a slight decline in the second. The survey also implied that growth in
capital outlays would decelerate markedly after midyear, and that for
the year as a whole the rise from 1968 would be less than previously
indicated—about 12.5 per cent rather than nearly 14 per cent.

Growth in GNP was expected to slow further in the second half of
1969 in part because of expectations of a downdrift in residential con-
struction outlays and slackened expansion in business capital spending.
In the latter connection, the staff projections assumed that the invest-
ment tax credit would be repealed. They also assumed that Federal
expenditures would remain under substantial restraint and that the in-
come tax surcharge would be continued at 10 per cent through the end
of the year. Except for the third quarter, when the flow of disposable
income was expected to be augmented temporarily by the Federal pay
raise and the termination of payments on 1968 income tax liabilities, it
appeared likely that growth in consumer spending would be held down
by smaller employment and income gains. While the rate of price ad-
vance was expected to slow somewhat because of reduced demand pres-
sures, it was anticipated that continuing substantial increases in costs
would keep prices under considerable upward pressure throughout the
year.

Developments in international financial markets had been dominated
in recent weeks by extremely large borrowings of Euro-dollars by U.S.
banks through their foreign branches. In the 3 weeks ending June 18
such borrowings rose by more than $3 billion. Together with seasonal
pressures in foreign financial markets, the strong bidding for funds by
U.S. banks led to sharp further increases in Euro-dollar interest rates
until June 10, when the 3-month rate briefly reached 13 per cent. Al-
though Euro-dollar rates subsequently declined, they remained above
their levels in late May.

The pull of high Euro-dollar rates apparently added to the outflow
of funds from Germany that had begun after the German Government
announced on May 9 that the existing parity of the mark would be main-
tained. It also led to some selling pressure on a number of Western
European currencies, although the market for sterling remained rela-
tively firm and the Swiss franc was strong. Central bank discount rates
were increased in a number of countries, including Belgium in late May
and Canada, France, and Germany in June.
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As a result of the Euro-dollar inflows, the U.S. balance of payments
on the official settlements basis reverted to substantial surplus after mid-
May. Heavy deficits had been recorded in late April and early May when
expectations of a revaluation of the German mark had led to a massive
flow of capital to Germany, but the subsequent inflows of funds bor-
rowed by U.S, banks appeared large enough to produce a small official
settlements surplus for the second quarter as a whole. On the liquidity
basis, however, the U.S. balance of payments was in heavy deficit in the
first half of June and a substantial deficit seemed to be in prospect for
the second quarter. Outflows of private nonbank funds from the United
States to the Euro-dollar market apparently had contributed to the large
liquidity deficit of recent weeks.

System open market operations since the May 27 meeting of the
Committee had been directed at maintaining the prevailing pressure on
money and short-term credit markets. Money market conditions were
particularly taut in the first half of June as banks aggressively sought
funds to meet substantial loan demands, including expected heavy de-
mands from businesses to finance tax payments due at midmonth. Also
contributing to the pressures were large shifts of deposits away from
money center banks as the Treasury drew down its tax-and-loan account
balances. During the period as a whole the effective rate on Federal funds
fluctuated mostly in a range of 82 to 9%2 per cent, compared with a
range of about 8 to 9 per cent in the previous interval. In the 4 weeks
ending June 18 member bank borrowings averaged about $1,350 mil-
lion, little changed from the preceding 4 weeks, and the average for net
borrowed reserves also was close to its earlier level.

With credit demands remaining strong and the banking system con-
tinuing under considerable restraint, most market interest rates had risen
appreciably further on balance in recent weeks. Particularly sharp rate
advances occurred after major banks increased their prime lending rate
by 1 percentage point—to a record high of 82 per cent—on June 9.
Upward pressures on Treasury bill rates were augmented by sales from
foreign official accounts—most of which were associated with move-
ments of funds from Germany into the Euro-dollar market—and the
3-month bill rate rose from around 6.10 per cent in late May to a new
high of 6.81 per cent on June 12. Subsequently, when foreign official
sales diminished and demands developed from investors who were re-
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deeming maturing Treasury securities for cash, the 3-month rate declined
to a range around 6.50 per cent.

Yields on new corporate and municipal bonds advanced for most of
the period since the preceding meeting, but yields on Treasury bonds
turned down shortly after the increase in the prime rate and at the time
of this meeting were slightly below their levels in late May. The volume
of corporate bonds coming to market in June—and in prospect for July
——was large, but most of the recent issues had been well received by
investors at the higher yields offered. In contrast, the volume of municipal
issues had declined substantially—in part because of cancellations and
postponements of previously scheduled issues—but distribution of re-
cent issues was proceeding slowly as a result of limited bank demand.
Prices of common stocks turned down after mid-May and fell steadily
in subsequent weeks.

Average yields on new-home mortgages were unchanged from April
to May, but secondary-market yields on federally underwritten mort-
gages rose sharply to a new high in June, following the increase in the
prime rate. Savings inflows at nonbank thrift institutions increased in
May from the low April pace but for the 2 months together inflows were
at a rate well below that for the first quarter. In May mortgage commit-
ments outstanding at such institutions declined for the first time in 1969.
Thrift institutions reportedly were continuing to follow cautious commit-
ment policies in June, in anticipation of possibly heavy savings outflows
following midyear interest and dividend crediting.

In May, according to revised estimates, declines at a 2 per cent annual
rate were recorded for both the money stock and the adjusted bank credit
proxy—daily-average member bank deposits, adjusted to include
changes in the daily average of U.S. bank liabilities to foreign branches.
Large-denomination CD’s continued to run off at a rapid pace, and net
inflows of consumer-type time and savings deposits were unusually
small. In the face of strong business loan demands and net deposit out-
flows, banks substantially reduced their holdings of securities, particu-
larly U.S. Government securities. In addition to enlarging their Euro-
dollar liabilities to foreign branches, banks apparently made increased
use of funds from other nondeposit sources, including sales of loan par-
ticipations to nonbank customers under repurchase agreements and sales
of commercial paper by bank holding companies.
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In the first 5 months of 1969 as a whole, growth in the money stock
slowed to an annual rate of less than 3 per cent from about 6 per cent
in the second half of 1968. The adjusted bank credit proxy declined at
about a 1 per cent annual rate after increasing at a 13 per cent pace in
the preceding half year. Since the beginning of 1969 business loans of
banks had expanded at a 17 per cent annual rate, holdings of U.S. Gov-
ernment securities had declined at a rate of more than 21 per cent, and
holdings of other securities had changed little on balance.

Business loan demands remained strong in early June, although bor-
rowings around the midmonth tax date were smaller than many observers
had expected. Staff projections suggested that the adjusted bank credit
proxy would decline in both June and July—at annual rates in the
ranges of 2 to 4 and 3 to 5 per cent, respectively—if prevailing condi-
tions were maintained in money and short-term credit markets. The pro-
jections allowed for the large rise in Euro-dollar borrowings through
foreign branches that had already occurred in June and for some antici-
pated further increases in coming weeks. While the projections did not
incorporate allowances for funds raised by banks from other nondeposit
sources, it was observed at the meeting that the use of such funds might
increase on the average in June by an amount about equivalent to the
projected decline in the adjusted proxy series.

With respect to various categories of deposits, the staff projections
suggested that in both June and July large-denomination CD’s would
continue to run off at a substantial rate and that there would be net out-
flows of other time and savings deposits, particularly around the midyear
interest-crediting period. On the other hand, expansion in private de-
mand deposits and the money stock was projected to resume in June
and to accelerate in July. In the 2 months together, U.S. Government
deposits were expected to decline on the average by an amount roughly
twice the projected increase in private demand deposits.

In the Committee’s discussion it was noted that, while there had been
some moderation in the rate of growth of real economic activity, infla-
tionary pressures and expectations remained strong. A few members
commented that the continuing inflationary environment might offer
grounds for a slight further firming of money market conditions, or at
least the resolution of any doubts arising in the conduct of open market
operations in that direction. But the consensus of the Committee was
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that open market policy should remain unchanged at present. In this
connection, some members noted the extent to which growth of money
and bank credit had already been curtailed, the strains evident in finan-
cial markets, and the possibility of unusual liquidity pressures in the
weeks ahead.

Comments also were made in the discussion about the desirability of
System policy actions in areas other than open market operations—
including increases in discount rates, increases in Regulation Q ceiling
rates on large-denomination CD’s, and actions to limit bank access to
various nondeposit sources of funds. While there were some differences
of view on these matters, the majority of those commenting thought that
increases in discount rates or Regulation Q ceiling rates would not be
appropriate at this time but that it would be desirable for the Board to
consider some actions with respect to nondeposit sources of funds.

With respect to open market policy, the Committee agreed that opera-
tions should be directed at maintaining the firm conditions currently
prevailing in the money and short-term credit markets. The proviso was
added that operations should be modified if bank credit appeared to be
deviating significantly from current projections or if unusual liquidity
pressures should develop. The following current economic policy direc-
tive was issued to the Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that expansion
in real economic activity is continuing to moderate slightly, but that
substantial upward pressures on prices and costs are persisting. Most
market interest rates have risen considerably on balance in recent
weeks, as credit demands continued strong against the background of
considerable restraint on the banking system. Growth in bank credit
and the money supply thus far in 1969 has been limited, and both
declined somewhat on average in May. Large-denomination CD’s
have continued to run off at a rapid pace recently, and net inflows of
consumer-type time and savings deposits have remained small. At
nonbank thrift institutions, savings inflows slowed somewhat on aver-
age in April and May. Very heavy Euro-dollar borrowing by U.S.
banks through their foreign branches produced a large surplus in the
balance of payments on the official settlements basis after mid-May.
On the other hand, high Euro-dollar interest rates apparently also
stimulated outflows of funds from the United States that contributed
to a large deficit on the liquidity basis thus far in June. In light of the
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foregoing developments, it is the policy of the Federal Open Market
Committee to foster financial conditions conducive to the reduction of
inflationary pressures, with a view to encouraging a more sustainable
rate of economic growth and attaining reasonable equilibrium in the
country’s balance of payments.

To implement this policy, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining the firm conditions currently prevailing in money and
short-term credit markets; provided, however, that operations shall be
modified if bank credit appears to be deviating significantly from
current projections or if unusual liquidity pressures should develop.

Votes for this action: Messrs. Martin, Bopp,
Brimmer, Clay, Coldwell, Daane, Mitchell, Robert-
son, Scanlon, Sherrill, and Treiber. Vote against this
action: Mr. Maisel.

Absent and not voting: Mr. Hayes. (Mr. Treiber
voted as his alternate.)

In dissenting from this action, Mr. Maisel observed that on balance
conditions in money and short-term credit markets were now consider-
ably firmer than at the end of April while the monetary aggregates had
been declining. He was concerned that further tightening to an unde-
sirable degree might occur under the directive favored by the majority
today, since the language of the second paragraph was similar to that
of the directives the Committee had issued on April 29 and May 27. In
addition, he noted that the staff projections suggested that the bank credit
proxy, before adjustment for Euro-dollar borrowings, and total reserves
of member banks might fall at an annual rate of 10 to 12 per cent in June
and July together even if conditions in money and short-term credit
markets were unchanged. In his judgment, moderate positive rates of
growth in bank credit were appropriate under current circumstances,
and he thought it would be desirable for the Committee to act now to
bring about a transition to maintainable financial conditions. Accord-
ingly, he preferred a directive calling for maintenance of the money and
short-term credit market conditions that had prevailed on the average in
the second quarter rather than the tighter conditions currently prevailing.
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MEETING HELD ON JULY 15, 1969
Authority to effect transactions in System Account.

According to information reviewed at this meeting, real GNP ap-
parently had continued to rise in the second quarter at an annual rate
close to that of the first quarter and slightly below the rate of the final
quarter of 1968. Average prices, as measured by the GNP deflator,
were estimated to have continued upward at the rapid first-quarter
pace. There were indications—including further large declines in prices
of common stocks—that some attitudes regarding the outlook were
beginning to change, but it appeared that inflationary expectations on
the whole were still strong.

The latest economic information continued to exhibit the cross-
currents that had been evident in preceding months. Retail sales, ac-
cording to the advance report, declined in June, and revised estimates
for May indicated that they had declined in that month also. On the
other hand, industrial production was estimated to have risen con-
siderably further in June, and nonfarm employment expanded more
rapidly than in the two preceding months. The labor market remained
tight, and the unemployment rate edged down to 3.4 per cent from 3.5
per cent in May.

Average wholesale prices rose sharply further from mid-May to
mid-June as prices of farm and food products again advanced sub-
stantially. However, average prices of industrial commodities were un-
changed for the first time since mid-1968, as further increases for a
variety of commodities, particularly metals and products, were offset
by continued marked declines in prices of lumber and plywood. The
consumer price index rose much less in May than in March and April
—partly because of a smaller advance in service costs, including mort-
gage interest charges and property taxes—but it appeared likely that
the index for June would show a substantial increase. Average hourly
earnings continued to advance rapidly in the first half of 1969, al-
though not so rapidly as in late 1968. In the limited number of wage
contracts on which negotiations had recently been completed, there had
been provision for large increases in wage rates.

Staff projections for the second half of 1969 suggested that expan-
sion of real GNP would slow further—reaching a relatively low rate
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in the fourth quarter——but that the advance in prices would diminish
only moderately from the rapid pace of the first half. Although pros-
pects for congressional action on the administration’s tax recommenda-
tions were uncertain, the projections assumed that the income tax sur-
charge would be continued at 10 per cent through the end of 1969 and
at 5 per cent in the first half of 1970, and that the investment tax
credit would be repealed.

One of the major forces expected to retard economic growth in
the second half was a sharp deceleration in the expansion of fixed
capital outlays by businesses, as had been suggested by the recent
Commerce-SEC survey. In addition, it appeared likely that outlays on
residential construction would decline as a result of limited availability
of mortgage funds. Growth in consumer spending was expected to be
stimulated temporarily in the third quarter by the Federal pay raise
and the ending of retroactive payments on 1968 income tax liabilities,
but to slow later on in line with smaller increases in employment and
income. Apart from the pay raise, Federal expenditures were expected
to remain under substantial restraint.

With respect to the U.S. balance of payments, tentative estimates
for the second quarter indicated that the deficit on the liquidity basis
had increased substantially further from the high first-quarter rate and
that there had been another sizable surplus on the official settlements
basis. The liquidity deficit was swollen by very large capital outflows.
These included movements of funds into Germany during the period
of intense speculation on a revaluation of the German mark in late
April and early May and flows of funds to the Euro-dollar market—
especially in June—in response to record high interest rates there.
There was a sharp decline in foreign purchases of U.S. corporate secu-
rities, a shift from inflow to outflow in bank-reported claims on for-
eigners, and apparently some increase in the outflow of direct invest-
ment capital. Merchandise exports and imports both increased follow-
ing the termination of the longshoremen’s strike, and in April and May
combined there was a very small trade surplus, in contrast to the small
deficit of the first quarter.

The second-quarter surplus in the payments balance on the official
settlements basis reflected the movements of foreign funds out of other
currencies into Euro-dollars that accompanied a huge increase in bor-
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rowings by U.S. banks from their foreign branches. These develop-
ments were concentrated mainly in June; in the 4 weeks ending June
25, Euro-dollar borrowings of U.S. banks rose by $3.6 billion to a
new high of $13.6 billion. Some further net increase occurred in early
July.

In recent weeks interest rates in the Euro-dollar market had fluc-
tuated below the peaks reached on June 10 but had remained high.
On June 26 the Board of Governors announced certain proposals de-
signed to moderate the flow of Euro-dollars between U.S. banks and
their foreign branches, including a proposal for a 10 per cent reserve
requirement on borrowings by U.S. banks from their branches—to
the extent that these borrowings exceeded the daily-average amounts
outstanding in the 4 weeks ending May 28, 1969.

On July 9 and 11 the Treasury auctioned tax-anticipation bills
due in December 1969 and March 1970, respectively. Each issue
amounted to $1.75 billion, and payment on each was scheduled for
July 18. Commercial banks, which were permitted to pay for the bills
in full through credits to Treasury tax and loan accounts, successfully
bid for the bulk of the issues. The Treasury was expected to announce
at the end of July the terms on which it would refund $3.4 billion of
notes maturing in mid-August, of which $3.2 billion were held by the
public. Current estimates suggested that the Treasury also would need
to raise some additional new cash during August.

With the banking system remaining under considerable restraint,
short-term interest rates recently had risen further on balance. Treasury
bill rates fluctuated over an unusually wide range as shifting demand
and supply pressures impinged on a market in which dealers were at-
tempting to hold inventories to minimal levels. The market rate on
3-month bills, for example, declined from around 6.50 per cent at
the time of the previous meeting of the Committee to about 6.10 per
cent in late June in response to strong seasonal demands; the rate then
advanced to a range around 7 per cent in reaction to the Treasury’s
offering of tax-anticipation bills and a large prospective volume of
Federal agency financing.

In capital markets, yields on municipal bonds had declined in re-
cent weeks as a result of a sharply reduced volume of current and
prospective offerings and light dealer inventories. Yields on long-term
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Treasury and corporate bonds—particularly the latter—also declined
for a time in the latter part of June but they turned up near the end
of the month, partly because of sizable additions to an already large
calendar of corporate offerings. Also contributing to the weakening
in the market atmosphere were the delays in congressional action on
extension of the income tax surcharge and the announcement by the
Federal Reserve of two proposed regulatory actions. These were the
proposal on June 26 regarding reserve requirements on Euro-dollar
borrowings by U.S. banks and a proposal on June 27 to bring certain
Federal funds transactions within the coverage of Regulations D and
Q. However, the Government bond market rallied sharply on the Fri-
day before this meeting, following the announcement by a major auto-
mobile manufacturer that it had cut back on its capital investment pro-
gram. On balance, Treasury and corporate bond yields at the time of
this meeting were little changed from their levels of 3 weeks earlier.

Secondary market yields on federally underwritten new-home mort-
gages reached a new high in early July, and the available evidence
suggested that mortgage lenders were following highly selective lending
policies. Net savings inflows to nonbank thrift institutions slackened
considerably in June and for the second quarter as a whole were
well below earlier quarters. According to preliminary indications,
thrift institutions experienced substantial net outflows of savings in
early July, following quarterly interest and dividend crediting.

System open market operations since the previous meeting of the
Committee had been directed at maintaining the firm conditions pre-
vailing in the money and short-term credit markets. Day-to-day varia-
tions in the Federal funds rate were more pronounced than earlier,
but the average effective rate—approximately 9 per cent—was about
the same as in the preceding interval. Member bank borrowings aver-
aged $1,325 million in the 3 weeks ending July 9, little changed from
the previous 4 weeks, and average net borrowed reserves also re-
mained close to their earlier level.

Commercial bank holdings of securities declined slightly in June.
Business loans outstanding were unchanged over the month after ris-
ing rapidly earlier in the year, and total loans declined slightly. The
volume of loans reported as outstanding at the end of June was re-
duced significantly by sizable sales of loans during the month to bank
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affiliates, but there apparently had also been some diversion of bor-
rowers’ demands to the commercial paper market following the increase
in the prime lending rate of banks on June 9.

Total bank credit, as measured by the adjusted proxy series—daily-
average member bank deposits, adjusted to include changes in the
daily average of U.S. bank liabilities to foreign branches—was esti-
mated to have declined at an annual rate of about 3 per cent from
May to June. The decline in the adjusted proxy series reflected a large
reduction in member bank deposits and a partly compensating expan-
sion in the Euro-dollar liabilities of domestic banks to their foreign
branches. Rough estimates suggested that, if a further adjustment were
made for assets sold to affiliates and to customers with bank guar-
antees, the proxy series would be about unchanged in June.

The money stock was estimated to have increased at an annual rate
of about 1 per cent from May to June after declining at a 3 per cent
rate in the previous month. The resumption of growth in money re-
flected an expansion in currency; private demand deposits® declined
slightly. U.S. Government deposits were reduced considerably on the
average in June. The run-off of large-denomination CD’s continued
without abatement; since mid-December the outstanding volume of
such CD’s at weekly reporting banks had contracted by about $9 bil-
lion, or nearly 40 per cent. Other time and savings deposits of banks
changed little on the average in June and-—as at nonbank thrift in-
stitutions—there apparently were substantial net outflows from con-
sumer-type accounts in early July.

Revised staff projections suggested that the adjusted bank credit
proxy would decline at an annual rate of 5 te 8 per cent from June
to July if prevailing conditions were maintained in money and short-
term credit markets. The projections allowed for some further growth
in Euro-dollar borrowings of U.S. banks from the high level of early

* It was reported at the meeting that, under present accounting procedures for
cash items generated by Euro-dollar transactions of U.S. banks, the recent growth
in such cash items appeared to be producing some downward bias in measures
of private demand deposits—and hence in measures of the money stock and, to
a relatively smaller extent, the bank credit proxy. The staff was studying methods
for correcting the bias in question. The information on recent and projected
changes in these variables presented at the meeting and included in this policy
record does not include such corrections.
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July, but they did not include any allowance for possible changes in
the extent to which banks were utilizing funds from other nondeposit
sources. It was noted, however, that banks were likely to continue to
increase their reliance on funds from such sources.

With respect to the various categories of deposits, it was expected
that private demand deposits—and the money stock—would expand
moderately from June to July and that U.S. Government deposits
would decline sharply. Also anticipated were a continuing rapid run-
off in large-denomination CD’s and a reduction in the average level
of consumer-type time and savings deposits.

Projections for August suggested only a slight further decline in
the average level of member bank deposits. Credit demands in - that
month were expected to be influenced by dealer and bank support of
Treasury financing operations. In addition, with maturities of CD’s
in August less than in earlier months, it appeared likely that the run-
off would moderate; and prospects seemed to favor some net inflow
of consumer-type time and savings deposits.

In the Committee’s discussion a number of members commented
that the response of the economy to existing monetary and fiscal re-
straints was as yet inadequate. Considerable concern was expressed
about the persistence of inflationary pressures and expectations and
about the uncertain prospects for congressional action on extension
of the income tax surcharge.

The members agreed that the forthcoming Treasury refunding mili-
tated against any appreciable change in open market policy at this
time. Some, however, expressed the opinion that a slight shift toward
greater restraint might be warranted. A contrary view was also ad-
vanced, favoring a shading toward slightly less restraint in light of the
projections for slackened growth in real GNP, recent and prospective
changes in bank credit, and the risk that maintenance of current tight
money market conditions for an extended period might lead to de-
velopments that would necessitate an undesirably large adjustment to-
ward ease later on.

Other members took the intermediate position that further firming
would not be appropriate in view of the high degree of restraint al-
ready in effect but that, at the same time, the inflationary environment
and the uncertain status of tax legislation militated against even a
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slight move toward easing. In the latter connection, it was noted that
any indications that monetary restraint was being relaxed might rein-
force inflationary expectations just at a time when signs were begin-
ning to appear that some attitudes about the outlook were changing.

At the conclusion of the discussion the Committee agreed that open
market operations should be directed at maintaining the currently
prevailing firm conditions in money and short-term credit markets,
with the proviso that operations should be modified, to the extent per-
mitted by the Treasury refunding, if bank credit appeared to be deviat-
ing significantly from current projections. The following current eco-
nomic policy directive was issued to the Federal Reserve Bank of New
York:

The information reviewed at this meeting suggests that expansion
in real economic activity, after moderating slightly in the first quar-
ter, has continued at about the same pace since then. Substantial
upward pressures on prices and costs are persisting. Market interest
rates have fluctuated widely recently, partly because of varying ex-
pectations, although credit demands remain relatively strong. Short-
term rates on balance have continued under upward pressure,
against the background of considerable restraint on the banking sys-
tem. In June bank credit showed little change, after allowance for
assets sold to affiliates and to customers with bank guarantees.
Growth in the money supply resumed at a slow pace, and the run-
off of large-denomination CD’s which began in mid-December con-
tinued without abatement. There apparently were substantial net
outflows from consumer-type time and savings accounts at banks
and nonbank thrift institutions around midyear, following a period
of slackened growth. The over-all balance of payments deficit on
the liquidity basis rose sharply in the second quarter; there were
large outflows into German marks and into Euro-dollar deposits,
and there was no significant improvement in net exports. In con-
trast, there was another large surplus on the official settlements basis
as U.S. banks borrowed heavily in the Euro-dollar market. In light
of the foregoing developments, it is the policy of the Federal Open
Market Committee to foster financial conditions conducive to the
reduction of inflationary pressures, with a view to encouraging a
more sustainable rate of economic growth and attaining reasonable
equilibrium in the country’s balance of payments.
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To implement this policy, while taking account of the forthcom-
ing Treasury refunding, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining the currently prevailing firm conditions in money and
short-term credit markets; provided, however, that operations shall
be modified, to the extent permitted by the Treasury refunding, if
bank credit appears to be deviating significantly from current pro-
jections.

Votes for this action: Messrs. Martin, Bopp,
Brimmer, Clay, Coldwell, Daane, Maisel, Robert-
son, Scanlon, Sherrill, and Treiber. Votes against
this action: None.

Absent and not voting: Messrs. Hayes and
Mitchell. (Mr. Treiber voted as Mr. Hayes’ alter-
nate.)
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MEETING HELD ON AUGUST 12, 1969
Authority to effect transactions in System Account.

According to preliminary Commerce Department estimates, real GNP
had expanded in the second quarter at an annual rate of 2.4 per cent,
close to the 2.5 per cent rate of the first quarter and somewhat slower
than the 3.5 per cent rate of the second half of 1968. However, sub-
stantial upward pressures on prices and costs were persisting; average
prices, as measured by the GNP deflator, had increased at an an-
nual rate of nearly 5 per cent in both the first and second quarters.
Staff projections suggested some further slowing of growth in real
GNP in the second half of 1969 but only a moderate reduction in
the rate of price advance.

Recent economic developments continued to present a mixed pic-
ture. Industrial production was tentatively estimated to have risen
sharply further in July. On the other hand, weekly figures suggested
that retail sales were about unchanged from June and no higher than
they had been in February. Nonfarm employment expanded less than
it had on the average in earlier months of the year, and the unem-
ployment rate rose to 3.6 from 3.4 per cent in June.

Average wholesale prices increased only slightly further from mid-
June to mid-July. Average prices of farm products and foods, which
had accounted for most of the rise in the wholesale price index in
recent months, were unchanged. Price advances continued wide-
spread among industrial commodities, but the average for such com-
modities rose only moderately because of further declines in prices
of lumber and plywood. The consumer price index increased sharply
in June with foods, particularly meats, accounting for much of the
advance.

In the second quarter, according to the preliminary Commerce De-
partment figures, expansion in real GNP had been sustained by a
rise in inventory investment. Declines were recorded in residential
construction expenditures and Federal outlays on goods and services,
and the rate of increase was slower than in the first quarter for con-
sumer spending and business capital outlays.

One uncertainty in the outlook for the second half of 1969 had
been removed by the enactment in early August of legislation to ex-
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tend the income tax surcharge at 10 per cent through the end of the
year. The mid-1969 Government pay raise was expected to lead to
an increase in Federal outlays in the third quarter and to provide
some temporary stimulus to growth in disposable income and con-
sumer spending, but it seemed likely that the decline in Federal out-
lays would resume in the fourth quarter and that growth in con-
sumer income and spending would again be moderating. Prospects
were that residential construction activity would continue to decline
in the third and fourth quarters. Further slowing in the expansion
of business capital outlays was anticipated in both quarters, as sug-
gested by the June Commerce-SEC survey of business plans and also
by a special Federal Reserve survey of capital spending authoriza-
tions of about 200 large corporations conducted in late July.

With respect to the balance of payments, it appeared that outflows
of U.S. capital remained sizable in July and that the very large deficits
that had been recorded on the liquidity basis earlier in the year were
continuing. The official settlements balance was still in surplus in the
first half of July, a period in which the outstanding Euro-dollar bor-
rowings of U.S. banks increased considerably further. After mid-July,
however, there was relatively little net change in such borrowings and
the official settlements balance shifted toward deficit. Interest rates in
the Euro-dollar market declined from early July to early August but
remained at relatively high levels.

On the Friday before this meeting the French Government an-
nounced an 11.1 per cent devaluation of the franc. This action was
taken against the background of recent substantial losses of interna-
tional reserves by France and in the interests of avoiding a deflation-
ary policy “that would impose unbearable sacrifices and massive un-
employment on the country.” Although certain Western European
currencies had come under some selling pressure following the an-
nouncement, the initial reaction in foreign exchange markets ap-
peared on the whole to be orderly. Earlier—around mid-July—the
Bank of Canada had increased its discount rate and the German Fed-
eral Bank had announced an increase in reserve requirements against
deposit liabilities of domestic banks; and around the end of the month
discount rates had been increased by the central banks of Belgium
and the Netherlands.
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In its August refunding the Treasury offered a new 18-month, 7%
per cent note priced to yield about 7.82 per cent in exchange for $3.4
billion of securities maturing on August 15. The new issue was well
received and was quoted at a premium in the market. Of the $3.2
billion of maturing issues held by the public, about 14 per cent were
redeemed for cash. The Treasury was expected to raise about $1.5
billion to $2 billion of new cash later in the month through an
offering of short-term securities.

The atmosphere in securities markets had improved recently—
partly because of the enactment of legislation extending the income
tax surcharge, of further indications that the rate of real economic
expansion was gradually slowing, and of signs that credit demands
from some sectors might be moderating. Yields on new long-term
corporate bonds and municipal securities, which had been rising
in the latter part of July, declined somewhat in early August. Munic-
ipal bond markets had been under particularly severe pressures
partly as a result of congressional discussion of possible changes in
the tax treatment of earnings on such bonds, and these pressures
moderated after the House Ways and Means Committee modified
certain earlier proposals in this area. Various short-term interest rates
also had declined recently. For example, the market rate on 3-month
Treasury bills, at about 7 per cent on the day before this meeting,
was down from a peak of 7.13 per cent in late July, although it was
little changed from its level 4 weeks earlier.

Commercial bank holdings of U.S. Government securities rose
during July as a result of bank underwriting of the tax-anticipation
bills sold by the Treasury at midmonth, but holdings of other se-
curities decreased considerably. Business loans outstanding were
about unchanged for the second successive month after expanding
rapidly earlier in the year. To some extent the lack of growth in busi-
ness loans since May reflected outright sales of loans to bank affiliates.
Even with the inclusion of such loans, however, the increase in the
last 2 months would have been at a rate only about one-third of that
earlier in the year.

Total bank credit, as measured by the adjusted proxy series, was
estimated to have declined at an annual rate of about 12 per cent
from June to July, as a large reduction in daily-average member
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bank deposits was only partly offset by a rise in the average level
of Euro-dollar liabilities of U.S. banks to their foreign branches.
Banks increased their reliance on funds from other nondeposit
sources, including funds obtained by selling assets to affiliates and to
customers with bank guarantees. Rough estimates suggested that with
a further adjustment for such funds the proxy series would have
declined at an annual rate of 7 to 8 per cent from June to July.

Private demand deposits' and the money stock rose on the aver-
age in July—the latter at an annual rate of 6 per cent—partly as a
consequence of a large further contraction of U.S. Government
deposits. The run-off of large-denomination CD’s continued without
abatement; since mid-December the outstanding volume of such
CD’s at weekly reporting banks had been reduced by more than
$10.5 billion, or about 45 per cent. There also were sizable out-
flows of other time and savings deposits following midyear interest
crediting. Nonbank thrift institutions similarly experienced heavy out-
flows early in July.

In general, System open market operations since the previous
meeting of the Committee had been directed at maintaining firm con-
ditions in the money and short-term credit markets. Money market
pressures had tended to ease for a time after mid-July as a result
of a shift of reserves toward the money center banks. This tendency
was not fully offset through System operations because bank credit
appeared to be significantly below earlier projections. However, the
extent to which operations were influenced by bank credit develop-
ments was affected by “even keel” considerations related to the

" Estimates of private demand deposits—and hence of the money stock and
the bank credit proxy—had recently been corrected for a downward bias pro-
duced, under previously employed accounting procedures, by the recent growth
in cash items generated by Euro-dollar transactions of U.S. banks. For the
money stock the correction raised the estimated annual rate of increase for July
by about 2%2 percentage points—from 3.7 to 6.1 per cent; and for the first 6
months of the year by about 1Y2 percentage points—from 2.2 to 3.6 per cent.
The effects of the correction on the adjusted proxy series were smaller. For
July, the estimated annual rate of decline was reduced by about 1!2 points,
from 13.5 to 11.8 per cent; and for the first half of the year an estimated
decline at an annual rate of about 1 per cent was revised to an estimate of no
change.
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Treasury refunding. Subsequently, a redistribution of reserves away
from major banks had contributed to tighter money market condi-
tions despite sizable reserve-supplying operations by the System.
In the two statement weeks following the July 15 meeting, the
effective rate on Federal funds had averaged about 8% per cent—
compared with a rate centering around 9 per cent in earlier weeks
—and since then had risen to a range around 934 per cent. In the 4
weeks ending August 6, member bank borrowings had averaged
$1,250 million, down somewhat from the previous period. A corre-
sponding decline in excess reserves had left net borrowed reserves
about unchanged on the average.

Prospective changes in the bank credit proxy and related variables
were affected by the expected consequences of certain regulatory
actions taken by the Board of Governors on July 24, 1969. These
were (1) an amendment to Regulation D, effective July 31, requiring
member banks to include in deposits used to compute reserve re-
quirements all so-called “London checks” and “bills payable checks”
used in settling transactions involving foreign branches; and (2)
amendments to Regulations D and Q defining deposit liabilities sub-
ject to those regulations to include, beginning August 28, every
bank liability on a repurchase agreement (RP) entered into on or
after July 25 with a person other than a bank and involving any
assets other than direct and fully guaranteed obligations of the United
States or its agencies.

The first of these actions was expected to increase required
reserves of member banks by about $450 million in the statement
week ending August 20. The second action was not expected to
have much effect on required reserves, since it appeared unlikely
that a significant volume of newly written RP’s of the types affected
would be outstanding after late August. It was noted, however, that
outstanding RP’s were expected to decline as current agreements
matured and that this decline would tend to reduce bank credit by
an equivalent amount, other things equal. Moreover, it was con-
sidered likely that bank attitudes toward alternative sources of funds
and toward their own lending and investing policies were already
being affected by this action, and by the expectation that the Board
would soon implement two other regulatory actions it had proposed
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near the end of June. The latter were proposals to amend Regulations
D and M, among other things to place a 10 per cent reserve require-
ment on borrowings by U.S. banks from their foreign branches, to
the extent that these borrowings exceeded the daily-average amounts
outstanding in the 4 weeks ending May 28, 1969; and a proposal to
amend Regulations D and Q to bring a member bank’s liability on
certain Federal funds transactions within the coverage of those reg-
ulations.

The staff projections suggested that the adjusted bank credit proxy
would decline at an annual rate of 9 to 12 per cent from July to
August if prevailing conditions were maintained in money and short-
term credit markets. The projections allowed for only a small further
rise in the average level of Euro-dollar borrowings of U.S. banks.
While no specific allowance was made in the projections for possible
changes in the extent to which banks were utilizing funds from other
nondeposit sources, it was noted that the outstanding volume of funds
obtained from such sources probably would grow less rapidly than
in July.

Among deposit categories, private demand deposits—and the
money stock—were projected to decline moderately from July to
August, and a further reduction in the average level of U.S. Govern-
ment deposits was anticipated. Given prevailing levels of market
interest rates, it was expected that large-denomination CD’s would
continue to run off, although less rapidly than earlier because the
volume of maturing CD’s was smaller. And it appeared unlikely that
consumer-type time and savings deposits would show a marked ex-
pansion after the large net outflows of July.

In the Committee’s discussion account was taken of the indica-
tions that the rate of expansion of over-all economic activity was
moderating somewhat, of the recent legislation extending the 10
per cent income tax surcharge through the end of the year, and of
the substantial degree of monetary restraint already in effect. The
Committee agreed that no further increase in monetary restraint
would be warranted at present. In particular, it agreed that any
tendencies toward firmer money market conditions that might
result from recent regulatory actions by the Board of Govemors or
from other causes should be resisted through open market operations.
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At the same time, a majority of the members thought that action
to ease money market conditions would not be warranted now, in
view of the persistence of inflationary pressures and the risk that
such action would encourage a new surge of inflationary expectations.
Some members of the majority expressed the view that System opera-
tions should not necessarily be undertaken to offset fully any
easing tendencies that might be produced by market forces. On the
other hand, it was suggested that the implementation of policy should
not be unduly influenced by temporary swings in market psychology.

The Committee concluded that open market operations should be
directed at maintaining the prevailing firm conditions in money and
short-term credit markets. The proviso was added that operations
should be modified if bank credit appeared to be deviating sig-
nificantly from current projections. It was also agreed that operations
should be modified if pressures arose in the aftermath of the devalua-
tion of the French franc or in connection with the regulatory actions
taken by the Board of Governors.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting indicates that expansion
in real economic activity slowed somewhat in the first half of
1969 and some further moderation is projected. Substantial up-
ward pressures on prices and costs are persisting. Most market in-
terest rates recently have receded slightly from their earlier highs.
In July the money supply expanded as U.S. Government deposits
decreased further; bank credit declined on average, after adjusting
for an increase in assets sold to affiliates and to customers with bank
guarantees. The run-off of large-denomination CD’s which began in
mid-December continued without abatement in July, and there
apparently were net outflows from consumer-type time and savings
accounts at banks and nonbank thrift institutions combined. The
over-all balance of payments deficit on the liquidity basis remained
very large in July; the balance on the official settlements basis was
still in surplus in the first half of the month but subsequently shifted
toward deficit as U.S. banks’ borrowings of Euro-dollars leveled off.
Foreign exchange markets appear initially to be adjusting in an or-
derly fashion to the announced devaluation of the French franc. In
light of the foregoing developmeants, it is the policy of the Federal

170

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



Open Market Committee to foster financial conditions conducive to
the reduction of inflationary pressures, with a view to encouraging
sustainable economic growth and attaining reasonable equilibrium
in the country’s balance of payments.

To implement this policy, System open market operations until
the next meeting of the Committee shall be conducted with a view
to maintaining the prevailing firm conditions in money and short-
term credit markets; provided, however, that operations shall be
modified if bank credit appears to be deviating significantly from
current projections or if pressures arise in connection with foreign
exchange developments or with bank regulatory changes.

Votes for this action: Messrs, Martin, Hayes,
Bopp, Brimmer, Coldwell, Daane, Robertson, Scan-
lon, Sherrill, and Swan. Votes against this action:
Messrs. Maisel and Mitchell.

Absent and not voting: Mr. Clay. (Mr. Swan
voted as his alternate.)

In dissenting from this action Messrs. Maisel and Mitchell indi-
cated that they did not advocate lessening monetary and credit
restraint. However, they did not want monetary policy to become
more and more restrictive. It appeared to them that trends in mone-
tary aggregates and the availability of credit were indicative of in-
creased tightening that would be heightened if money market con-
ditions were maintained at the levels called for in the directive
favored by the majority. In order to guard against an undesired
further tightening, they favored a directive calling for operations to
moderate such contractive tendencies, if prospective declines in
monetary aggregates should in fact occur, while maintaining the
position of over-all monetary and credit restraint.
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MEETING HELD ON SEPTEMBER 9, 1969
1. Authority to effect transactions in System Account.

Revised estimates by the Commerce Department indicated that real
GNP had expanded at an annual rate of 2.0 per cent in the second
quarter, after rising at rates of 2.5 per cent in the first quarter and 3.5
per cent in the second half of 1968. Average prices, as measured by
the GNP deflator, advanced at an annual rate of 5.1 per cent in the
second quarter, a little faster than in the first. Staff projections con-
tinued to suggest that growth in real GNP would slow further during
the second half of 1969, particularly in the fourth quarter, but that
upward pressures on prices would diminish only moderately.

Recent economic information offered additional evidence that the
expansion in final demands was slowing somewhat. Contrary to earlier
indications, both retail sales and nonfarm employment were now esti-
mated to have declined in July, and it was expected that the preliminary
estimate of the industrial production index for that month—which had
shown a sharp increase—would be revised downward. In August,
according to weekly figures, retail sales rose but, after adjustment for
price increases, remained below the level of a year earlier. Nonfarm
employment advanced at a considerably slower pace in August than
earlier in the year, and tentative indications were that the industrial
production index would at most rise only slightly. On the other hand,
the unemployment rate edged down to 3.5 from 3.6 per cent in July.

Increases in prices of industrial commodities continued widespread
from micl-July to mid-August, and the average rose appreciably. How-
ever, the total wholesale price index declined slightly as a result of a
reduction in prices of farm and food products. The consumer price
index again rose sharply in July, largely because of increases in prices
of foods and services.

The staff projection suggested that real GNP would expand in the
third quarter at about the second-quarter rate but would rise less
in the final 3 months of the year. Growth in private final sales was
expected to slow further in the second half, but it appeared likely that
the expansion in GNP would be sustained in the third quarter by some
increase in business inventory accumulation and by a rise in Federal

172

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



expenditures resulting from the July pay increase. The projections for
the fourth quarter suggested little further change in inventory invest-
ment and a renewal of earlier declines in Federal outlays on goods and
services.

With respect to other categories of private expenditures, consumer
spending was now projected to rise at a slower rate in both the third
and fourth quarters than it had in the second, despite an anticipated
increase in the growth rate of disposable income in the third quarter.
Declines in residential construction outlays were expected to continue.
The latest Commerce—-SEC survey of business plans, taken in August,
suggested that spending on new plant and equipment would rise more
in the third quarter than the May survey had indicated but that such
spending would remain about unchanged in the fourth quarter. For
1969 as a whole, the survey implied a level of capital outlays 10.6 per
cent above that of 1968, compared with the increases of 12.6 and 14
per cent, respectively, that had been indicated by the surveys taken
in May and February.

The deficit in the U.S. balance of payments on the liquidity basis
remained very large in both July and August. The official settlements
balance was in surplus for July as a whole, mainly because of a large
increase in outstanding Euro-dollar borrowings of U.S. banks in the
first half of the month. In August, however, when there was a much
smaller increase in such borrowings, the payments balance shifted into
deficit on the official. settlements basis also. Both exports and imports
declined in July, but imports fell more and a slight surplus was recorded
in merchandise trade that month.

Following the announcement of the devaluation of the French franc
on August 8, interest rates in the Euro-dollar market reversed the de-
cline that had been under way since early July, and conditions in for-
eign exchange markets became unsettled; sterling, the lira, and the
Belgian franc were under selling pressure, and the guilder and mark
were in strong demand. Although activity in the exchange markets was
greatly reduced after mid-August, uncertainties persisted—partly be-
cause of possibilities of a revaluation of the mark following the German
elections scheduled for September 28. In mid-August the Bank of Italy
increased its basic discount rate from 3%% to 4 per cent.

On August 20 the Treasury auctioned a $2.1 billion strip of bills
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consisting of additions to outstanding issues maturing from mid-Sep-
tember to late October. Commercial banks, which were allowed to
make payment for the new bills through credits to Treasury tax and
loan accounts, bid successfully for the bulk of the offering. The Treas-
ury was expected to announce around mid-September the terms on
which it would refund notes and bonds maturing on October 1, of
which the public held about $5.6 billion.

In the early part of September the Treasury’s cash balances at both
commercial banks and Federal Reserve Banks had been drawn down
to quite low levels. The Treasury temporarily financed part of its cash
needs by selling $322 million of special short-term certificates of in-
debtedness to the Federal Reserve on September 5. It appeared likely
that the Treasury would experience further cash drains prior to the
mid-September tax date and would need to borrow a substantial amount
of additional funds directly from the System in the period through mid-
month.

After declining somewhat in earlier weeks, long-term interest rates
turned up around mid-August and subsequently reached new highs in
an atmosphere of renewed concern over the persistence of inflationary
pressures and expectations of continuing monetary restraint. The ad-
vances in yields also reflected a sizable volume of new issues by vari-
ous Federal agencies, a growing calendar of new corporate bonds, and
the possible offering of an intermediate-term issue in the Treasury’s
forthcoming refunding. The volume of State and local government
securities coming to market had remained relatively light, as many
potential issuers had been unable to offer bonds because market in-
terest rates exceeded statutory ceilings. However, uncertainties arising
out of legislative proposals affecting the tax-exempt status of municipal
obligations and further reductions in bank holdings had contributed to
sizable increases in yields on such obligations.

Most short-term interest rates, while fluctuating over a fairly wide
range, had changed little on balance since the previous meeting of the
Committee. The market rate on 3-month Treasury bills, which ranged
from about 6.75 to 7.15 per cent over the interval, was at 7.09 per
cent on the day before this meeting—up slightly from its level 4 weeks
earlier.

System open market operations since the previous meeting had been
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directed at maintaining firm conditions in the money and short-term
credit markets. Operations were complicated over much of the period
by the alternating tendencies towards tautness and ease in the money
market and in early September by the sizable declines in the Treasury’s
cash balances at Reserve Banks. The Federal funds rate fluctuated
widely, but the average effective rate—about 9 per cent—was approxi-
mately the same as in the previous interval. Member bank borrowings
averaged $1,250 million in the 4 weeks ending September 3, unchanged
from the preceding 4 weeks, and average net borrowed reserves also
were little changed from their earlier level.

Preliminary estimates suggested that commercial banks had in-
creased their holdings of U.S. Government securities in August in con-
nection with bank underwriting of the tax-anticipation bills sold by the
Treasury late in the month, However, bank holdings of municipal and
Federal agency securities decreased substantially for the second con-
secutive month. Business loans outstanding, which had changed little
in June and July, rose considerably during August but other loans
declined by a nearly equal amount.

Total bank credit, as measured by the adjusted proxy series—daily-
average member bank deposits, adjusted to include changes in the
daily average of liabilities of U.S. banks to foreign branches—declined
at an annual rate of about 10 per cent from July to August. It was
estimated that with a further adjustment for funds raised from non-
deposit sources other than Euro-dollars, the proxy series would have
declined at an annual rate of about 8 per cent. The volume of funds raised
through sales of commercial paper by bank affiliates increased some-
what further on the average in August, but outstanding loans sold to
nonbank customers under repurchase agreements declined. As a result
of an action taken by the Board of Governors in late July, any such
repurchase agreements entered into on or after July 25 became subject
to Regulations D and Q on August 28.

Private demand deposits and the money stock were estimated to
have decreased from July to August—the latter at an annual rate of
about 5v2 per cent—as U.S. Government deposits rose somewhat on
the average following 2 months of substantial decline. There was a
further sizable reduction in the outstanding volume of large-denomina-
tion CD’s, notably at banks outside of New York and Chicago. Net
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outflows of other time and savings deposits continued, although they
were considerably smaller than those in July, following midyear in-
terest crediting. At nonbank thrift institutions, which also had experi-
enced sizable net outflows of savings funds in early July, flows ap-
peared to have remained relatively weak in the first half of August.

Staff projections suggested that the average level of member bank
deposits would increase at an annual rate of 2 to 5 per cent from
August to September if prevailing conditions were maintained in money
and short-term credit markets. It was thought likely that there would
be little net change in the combined total outstanding of Euro-dollar
liabilities of banks, funds raised by sales of loans under RP’s, and
funds raised through sales of commercial paper by bank affiliates. Ex-
pectations with regard to Euro-dollar borrowings by U.S. banks were
affected by the fact that on August 13 the Board of Governors had
established a 10 per cent marginal reserve requirement on such borrow-
ings by member banks. The reserve requirement was to be met begin-
ning with the week of October 16, based on an initial 4-week com-
putation period beginning September 4.

All of the increase in the average level of member bank deposits
anticipated in September reflected an expected sharp rise in U.S. Gov-
ernment deposits; both private demand deposits—as well as the money
stock—and time and savings deposits were projected to contract fur-
ther. It appeared likely, however, that the rate of reduction in time
and savings deposits would moderate from that experienced earlier in
the summer, because a smaller volume of large-denomination CD’s
would bs maturing and because prospects were for somewhat less
weakness in other time and savings deposits.

The Committee decided that no change in monetary policy should
be made at this time, both on general economic grounds and in light
of the forthcoming Treasury refunding. Note was taken of the indica-
tions that the rate of real economic growth was slowing, but it was
agreed that the persistence of strong inflationary pressures and expecta-
tions militated against a relaxation of monetary restraint at present. At
the same time, a number of members emphasized the desirability of
avoiding any firming in the stance of policy.

The Committee concluded that open market operations should be
directed at maintaining the prevailing firm conditions in money and
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short-term credit markets, subject to the proviso that operations should
be modified, to the extent permitted by the Treasury refunding, if bank
credit appeared to be deviating significantly from current projections.
It was also agreed to renew the additional provisos that had been in-
cluded in the previous directive; these called for modification of opera-
tions if pressures arose in connection with foreign exchange develop-
ments or in connection with regulatory actions taken by the Board of
Governors.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting indicates that expansion
in real economic activity slowed somewhat in the first half of 1969
and some further moderation during the second half is projected.
Substantial upward pressures on prices and costs are persisting. Long-
term interest rates recently have risen to new peaks, while short-term
rates have changed little on balance. In August the money supply
decreased while U.S. Government deposits rose somewhat; bank
credit declined further on average; the run-off of large-denomination
CD’s continued without abatement; and there were further net out-
flows from consumer-type time and savings accounts at banks. The
U.S. foreign trade surplus was very small in July. The over-all bal-
ance of payments deficit on the liquidity basis remained very large
in both July and August, while the balance on the official settle-
ments basis shifted into deficit in August as U.S. banks’ borrowings
of Euro-dollars leveled off. In light of the foregoing developments,
it is the policy of the Federal Open Market Committee to foster
financial conditions conducive to the reduction of inflationary pres-
sures, with a view to encouraging sustainable economic growth and
attaining reasonable equilibrium in the country’s balance of payments.

To implement this policy, while taking account of the forthcoming
Treasury refunding, System open market operations until the next
meeting of the Committee shall be conducted with a view to main-
taining the prevailing firm conditions in money and short-term credit
markets; provided, however, that operations shall be modified, to the
extent permitted by the Treasury refunding, if bank credit appears
to be deviating significantly from current projections or if pressures
arise in connection with foreign exchange developments or with bank
regulatory changes.
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Votes for this action: Messrs, Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Scanlon, and Sher-
rill. Votes against this action: Messrs. Maisel and
Mitchell.

Absent and not voting: Messrs. Daane and
Robertson.

Messrs. Maisel and Mitchell dissented from this action for reasons
similar to those underlying their dissent from the directive adopted at
the previous meeting. They believed that in measuring the degree of
monetary firmness or restraint the Committee should give more weight
to movements in key monetary aggregates—such as the money stock,
private demand deposits, total and nonborrowed reserves, and bank
credit—and in longer-term interest rates. In their judgment, the fact
that the monetary aggregates had been declining and longer-term in-
terest rates had been rising in recent weeks indicated that restraint had
been steadily increasing, even though money market conditions had
been relatively stable. They favored maintaining the over-all posture of
restraint measured in terms of such aggregates and interest rates, and
permitting more flexibility in money market conditions in order to do so.

2. Amendment to continuing authority directive.

The Committee amended paragraph 2 of the continuing authority direc-
tive to the Federal Reserve Bank of New York regarding domestic
open market operations, to increase the dollar limit on Federal Reserve
Bank holdings of short-term certificates of indebtedness purchased
directly from the Treasury from $1 billion to $2 billion. With this
change, paragraph 2 read as follows:

2. The Federal Open Market Committee authorizes and directs
the Federal Reserve Bank of New York to purchase directly from
the Treasury for the account of the Federal Reserve Bank of New
York (with discretion, in cases where it seems desirable, to issue par-
ticipations to one or more Federal Reserve Banks) such amounts of
special short-term certificates of indebtedness as may be necessary
from time to time for the temporary accommodation of the Treasury;
provided that the rate charged on such certificates shall be a rate %4
of 1 per cent below the discount rate of the Federal Reserve Bank of
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New York at the time of such purchases, and provided further that
the total amount of such certificates held at any one time by the
Federal Reserve Banks shall not exceed $2 billion.

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Maisel, Mitchell,
Scanlon, and Sherrill. Votes against this action:
None.

Absent and not voting: Messrs. Daane and
Robertson.

This action was taken on recommendation of the System Account
Manager, who advised that the Treasury’s needs for temporary accom-
modation might well exceed the existing $1 billion limit in the period
before the mid-September tax-payment date. It was agreed that the
limit in question would revert to $1 billion at the close of business on
October 7, 1969, the day on which the next meeting of the Committee
was scheduled, unless otherwise decided by the Committee on or
before that date.

3. Ratification of amendment to authorization for System
foreign currency operations.

The Committee ratified an action taken by members on August 27,
1969, effective September 2, 1969, to increase the System’s swap
arrangement with the National Bank of Belgium from $300 million
to $500 million equivalent, and to make the corresponding amendment
to paragraph 2 of the authorization for System foreign currency opera-
tions. As a result of this action, paragraph 2 of the authorization read
as follows:

2. The Federal Open Market Committee directs the Federal Re-
serve Bank of New York to maintain reciprocal currency arrange-
ments (“swap” arrangements) for System Open Market Account for
periods up to a maximum of 12 months with the following foreign
banks, which are among those designated by the Board of Governors
of the Federal Reserve System under Section 214.5 of Regulation N,
Relations with Foreign Banks and Bankers, and with the approval
of the Committee to renew such arrangements on maturity:
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Amount of
arrangement
(millions of
dollars equivalent)

Foreign bank

Austrian National Bank ... ... ... ... ... ..... 100
National Bank of Belgium ....... . ... ..... ... 500
Bank of Canada . . ......... .. ... . ... ... ... . 1,000
National Bank of Denmark ....... .. .. .... .. . 100
Bank of England .. ... ... .. . ... .. .. ... ... 2,000
Bank of France . ........ ... ... . ... .. ... . .. 1,000
German Federal Bank ... ... ... . ...... . .. . 1,000
Bank of Italy . ... ..... .. .. .. .. .. . . . . ... .. 1,000
Bankof Japan .. ... ... .. ... . ... ... ... ... 1,000
Bank of Mexico . ............. ... ... ... . ... 130
Netherlands Bank .. ... ... ... ... .. .. ... .. . . 300
Bank of Norway ............ ... ... ... ...... 100
Bank of Sweden . ... ... ... .. ... ... . .. .. .. 250
Swiss National Bank . ......... ... . ... . . .. . 600

Bank for International Settlements:
Dollars against Swiss francs .. ... ... .. ... .. 600
Dollars against authorized European

currencies other than Swiss francs .

Votes for ratification of this action: Messrs. Mar-
tin, Hayes, Bopp, Brimmer, Clay, Coldwell, Maisel,
Mitchell, Scanlon, and Sherrill. Votes against ratifi-
cation of this action: None.

Absent and not voting: Messrs. Daane and
Robertson.

The action in question had been taken by members on recommenda-
tion of the Special Manager of the System Open Market Account. The
latter had advised that the increase in the swap line would be helpful
in permitting the National Bank of Belgium to cope with short-run
speculative pressures on the Belgian franc arising out of the recent
devaluation of the French franc and would thus contribute to stability
in foreign exchange markets.
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MEETING HELD ON OCTOBER 7, 1969

1. Authority to effect transactions in System Account.

According to staff estimates, expansion in real GNP continued in the
third quarter at about the 2 per cent annual rate of the second quarter,
as an increase in inventory investment approximately offset further
slackening in growth of private final sales. Average prices, as measured
by the GNP deflator, were estimated to have advanced substantially.
Staff projections suggested that real GNP would grow more slowly in
the fourth quarter and that it might change little in the first half of
1970. With pressures on resources expected to ease over that period,
some moderation in the rate of price advance was projected.

A number of monthly measures of economic activity had weakened
recently. Nonfarm employment was about unchanged in September
and the unemployment rate rose sharply to 4.0 from 3.5 per cent in
August. Industrial production edged down in August, and tentative
estimates suggested that it changed little or declined slightly in Sep-
tember. It appeared from weekly data for most of September that retail
sales in that month were about the same as in August and that, after
adjustment for price increases, such sales remained below the level of
a year earlier. New orders at manufacturers of durable goods declined
appreciably in August, and housing starts fell for the seventh consecu-
tive month.

Prices of a large number of industrial commodities increased from
mid-August to mid-September and the average advanced substantially
further. The over-all wholesale price index rose only slightly, how-
ever, as a result of another decline in prices of farm products and
foods. In August the consumer price index again increased consider-
ably.

The staff projections of GNP for the current and the next two
quarters were based on the assumptions that the income tax surcharge
would be continued at 5 per cent through the first half of 1970, that
the investment tax credit would be repealed, and that social security
benefits would be increased by 10 per cent on April 1. The projections
suggested that expansion in aggregate final demands would continue to
moderate through the second quarter of 1970 and that the rate of in-
ventory accumulation would be declining after the turn of the year.
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U.S. merchandise exports rose more than imports in August, so the
trade surplus increased a little. With respect to the over-all balance of
payments, available data indicated that in August and September the
deficit on the liquidity basis had been very large, although not so large
as in preceding months, and that the balance on the official settlements
basis had shifted into deficit. The official settlements balance had been
in surplus for more than a year prior to August mainly as a result of
increases in outstanding Euro-dollar borrowings of U.S. banks through
their foreign branches, but there apparently had been little net change
in those borrowings after July. Speculative flows of funds into Ger-
many during September contributed to the shift in the official settle-
ments balance.

Recent developments in foreign exchange markets had been domi-
nated by events connected with the German mark. Demands for marks
increased in early September in anticipation of a possible revaluation
of that currency after the German elections scheduled for September
28, and by Wednesday, September 24, the German Federal Bank had
acquired a substantial volume of dollars in active but orderly trading.
The German authorities closed their exchange miarkets the next 2
days and, after a brief resumption of trading, again on Monday, Sep-
tember 29. The Government then announced that the mark would be
allowed to float temporarily, and the exchange rate immediately broke
through its previous upper limit. Subsequently the mark strengthened
further, reaching a premium above par of about 6%% per cent at the
time of this meeting. During the period, the German Federal Bank
frequently sold dollars to moderate fluctuations in the rate. The rise in
the exchange rate and the expectation that the mark would be revalued
once a new German Government was formed led to some reduction
in the earlier tensions in foreign exchange markets, although the
French franc and the Italian lira remained under selling pressure.

Earlier in September discount rates had been increased by the cen-
tral banks of Germany, Belgium, Switzerland, Austria, and Norway.
Despite the tightening of conditions in domestic European money
markets, interest rates in the Euro-dollar market—which had risen
steadily during August—declined moderately after early September,
partly because of the easing in demands by U.S. banks for Euro-
dollars.
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On September 17 the Treasury announced that in exchange for
securities maturing on October 1 and December 15, 1969, it would
offer three new notes having, respectively, maturities of about 20
months, 3 years and 8 months, and 6 years and 10 months, and yields
of 8, 7.75, and 7.59 per cent. The new issues were initially well re-
ceived and rose to a premium in the market. Of the $7.6 billion of
maturing securities held by the public, about $5.8 billion were ex-
changed for the new issues, including somewhat more than $1 billion
for each of the two longer-term notes. Following this financing, the
Treasury announced that on October 8 it would auction $2 billion
of tax-anticipation bills due in April 1970. The Treasury was expected
to raise additional funds during the fourth quarter to meet further cash
needs.

Treasury cash balances at both commercial banks and Federal Re-
serve Banks had been reduced to very low levels prior to the mid-
September tax date, and in the period September 5-16 the Treasury
had temporarily financed some of its cash needs through sales of
special short-term certificates of indebtedness to the Federal Reserve.
The volume of such certificates reached a 16-year high of $1.1 billion
on September 10, but the Treasury was able to redeem all outstanding
certificates by September 17 and subsequently to rebuild its cash bal-
ances to a substantial level.

System open market operations since the previous meeting of the
Committee had been directed at maintaining firm conditions in the
money and short-term credit markets. Sizable operations were re-
quired to offset the impact on bank reserves and money market con-
ditions of substantial changes in Treasury cash balances and large
shifts of funds among banks stemming from the Treasury refunding
and from foreign central bank transactions. Federal funds traded
mainly in a range of 842 to 92 per cent; the average effective rate
of about 9%& per cent was slightly higher than in the preceding inter-
val. Member bank borrowings averaged $1,075 million in the 4 weeks

1 The volume of special certificates held by the Federal Reserve totaled $322
million on September 5 through 7, $653 million on September 8, $830 million on
September 9, $1,102 million on September 10, $862 million on September 11,
$759 million on September 12 through 14, $513 million on September 15, and
$972 million on September 16.
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ending October 1, down from an average of $1,250 million in the
previous 4 weeks. Excess reserves were little changed on the average,
and so net borrowed reserves also declined.

Against the background of continuing credit restraint and limited
availability of funds, most market interest rates had risen to new highs in
the period since the previous meeting of the Committee. Yield increases
were relatively pronounced in the capital markets which absorbed large
amounts of new corporate, Federal agency, and intermediate-term
Treasury issues. Most recently, however, yields on Treasury and new
corporate bonds had stabilized following the good reception accorded
a sizable new Federal agency offering, some purchases of Treasury
notes and bonds by official accounts, and the publication of the 4 per
cent unemployment figure for September. Yields on State and local
government bonds had moved counter to the general trend in Septem-
ber; they had declined somewhat as a result of a continuing light vol-
ume of new issues and of developments in the Congress relating to
proposed legislation affecting the tax-exempt status of such obligations.

Most short-term interest rates also had risen since the previous
meeting. Rates on Treasury bills were an exception; they were rela-
tively stable for most of the period—mainly because of reinvestment
demands generated by the Treasury refunding and by foreign central
bank purchases—and had declined in recent days. The market rate on
3-month Treasury bills, at 6.94 per cent on the day before this meet-
ing, was 15 basis points below its level 4 weeks earlier.

Conditions in markets for residential mortgages continued to tighten
in September. It appeared that savings flows at nenbank thrift institu-
tions had remained weak during that month, and limited data avail-
able for the first few days of October suggested that net outflows fol-
lowing quarterly interest crediting would be larger than usual.

At commercial banks, business loans outstanding increased mod-
erately in September but holdings of U.S. Government securities de-
clined sharply as banks sold Treasury bills acquired in the late-August
bill-strip financing. The bank credit proxy—daily-average member
bank deposits—increased at an annual rate of 2.5 per cent from
August to September. On balance, there was a small reduction in the
average outstanding volume of funds obtained by banks from ‘“non-
deposit” sources—including Euro-dollar borrowings, funds obtained
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by sales of loans to nonbank customers under repurchase agreements,
and funds obtained through sales of commercial paper by bank affili-
ates. After adjustment for this development, the proxy series was esti-
mated to have risen at an annual rate of about 2 per cent on the
average in September. In the third quarter as a whole the proxy series
so adjusted was estimated to have declined at an annual rate of 4.2
per cent. :

The increase in the average level of member bank deposits in Sep-
tember was attributable almost entirely to a sharp rise in U.S. Govern-
ment deposits after the midmonth tax date. Private demand deposits
and the money stock * changed little. Total time and savings deposits
declined at a much slower rate than earlier in the year, partly because
of a marked reduction in net outflows of consumer-type deposits. In
addition, there was a substantial increase in late September in foreign
official time deposits. Further run-offs of large-denomination CD’s
occurred during the month, particularly at banks outside of New York.

Staff projections suggested that the average level of member bank
deposits would decline from September to October at an annual rate
of 5 to 8 per cent if prevailing conditions were maintained in money
and short-term credit markets, It appeared likely that the combined
total outstanding of funds obtained from nondeposit sources would
increase a little on the average—perhaps by an amount equivalent to
1 percentage point or less in the credit proxy. Among deposit cate-
gories, reductions were anticipated in the average level of both Gov-
ernment and private demand deposits, and the money stock was pro-
jected to decline at an annual rate of 2 to 5 per cent. Continued
reductions were expected in both large-denomination CD’s and other
time and savings deposits. The run-off of CD’s appeared likely to
moderate appreciably, however, partly because the volume of foreign
official deposits was expected to increase further.

The Committee decided that a relaxation of monetary restraint

* The regular annual benchmark corrections and revisions of seasonal adjustment
factors for the money stock series had been made since the previous meeting of the
Committee. The effect of the adjustment on the statistics for 1969 was to raise the
estimated annual rate of growth during the first quarter from 2.9 to 4.1 per cent,
and to lower the estimated second-quarter growth rate from 4.7 to 4.5 per cent.
During the third quarter the annual rate of increase in the money stock series (on
the new basis) was estimated at a fraction of 1 per cent.
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would not be appropriate at this time in light of the persistence of
inflationary pressures and expectations. It was also noted in this con-
nection that fiscal policy was likely to become less restrictive in early
1970 even if, as recommended by the administration, the income tax
surcharge was continued at 5 per cent through the first half of the
year. At the same time, the Committee agreed that an intensification
of monetary restraint would not be desirable at present in view of the
considerable degree of restraint already in effect and of the indications
that the rate of economic expansion was moderating.

The Committee concluded that open market operations should be
directed at maintaining the prevailing firm conditions in money and
short-term credit markets, subject to the proviso that operations should
be modified if bank credit appeared to be deviating significantly from
current projections.

The following current economic policy directive was issued to the
Federal Reserve Bank of New York:

The information reviewed at this meeting suggests that the pace of
expansion in real economic activity was sustained in the third quarter
by an acceleration of inventory investment, which about offset a
further slackening in growth of private final sales. Some monthly
econcmic measures have weakened recently, and slower over-all
growth is projected for the fourth quarter. Substantial upward pres-
sures on prices and costs are persisting. Most market interest rates
recently have risen to new highs as demands for funds have pressed
against limited supplies. In September, on average, the money supply
changed little as U.S. Government deposits rose considerably further,
and bank credit increased slightly after 2 months of substantial de-
cline. The outstanding volume of large-denomination CD’s decreased
further in September, and flows of consumer-type time and savings
funds at banks and nonbank thrift institutions appear to have re-
mained relatively weak. The U.S. foreign trade surplus increased a
little in August. In August and September the deficit in the over-all
balance of payments on the liquidity basis was very large, although
not as large as in preceding months; and the official settlements bal-
ance, which had been in surplus for more than a year, shifted into
deficit, reflecting slackened Euro-dollar borrowing by U.S. banks and
new speculative flows into Germany. Exchange market tensions were
reduced somewhat when the German Government decided to cease
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temporarily official sales of marks, after which the exchange rate for
that currency rose above the official parity. In light of the foregoing
developments, it is the policy of the Federal Open Market Committee
to foster financial conditions conducive to the reduction of infla-
tionary pressures, with a view to encouraging sustainable economic
growth and attaining reasonable equilibrium in the country’s balance
of payments.

To implement this policy, System open market operations until the
next meeting of the Committee shall be conducted with a view to
maintaining the prevailing firm conditions in money and short-term
credit markets; provided, however, that operations shall be modified
if bank credit appears to be deviating significantly from current pro-
jections.

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Mitchell,
Robertson, Scanlon, and Sherrill. Vote against this
action: Mr. Maisel.

In dissenting from this action Mr. Maisel noted that interest rates
on all types of market securities had risen substantially on balance in
the period since late April, and that during this period the Commit-
tee’s directives—like that favored by the majority today—had called
for maintenance of prevailing firm conditions in money and short-term
credit markets. He also noted that the behavior of key monetary aggre-
gates, including member bank reserves, the money stock, and bank
credit, had been considerably weaker in the third quarter—either de-
clining more rapidly or rising more slowly—than in the first half of
the year; and that sharp declines in the aggregates were projected for
October if prevailing money market conditions were maintained. As
at the two previous meetings, Mr. Maisel expressed the view that such
evidence indicated a steady increase in monetary restrictiveness. He
favored permitting more flexibility in money market conditions in order
to maintain but not intensify the present degree of monetary restraint
measured in terms of key aggregates and interest rates.

2. Amendments to continuing authority directive.

On recommendation of the Manager of the System Open Market Ac-
count, the Committee made two amendments to the continuing author-
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ity directive issued to the Federal Reserve Bank of New York regard-
ing domestic open market operations. In addition, the dollar limit
specified in paragraph 2 of the directive on Federal Reserve Bank
holdings of special short-term certificates of indebtedness purchased
directly from the Treasury, which had been temporarily increased from
$1 billion to $2 billion at the previous meeting, reverted to $1 billion
under the terms of the action the Committee had taken then.

One of the amendments made today also affected paragraph 2; it
involved the addition of language authorizing Reserve Banks other
than the New York Bank to purchase special short-term certificates
from the Treasury for their own account at times when the New York
Reserve Bank was closed. With this amendment, paragraph 2 read as
follows:

2. The Federal Open Market Committee authorizes and directs the
Federal Reserve Bank of New York to purchase directly from the
Treasury for the account of the Federal Reserve Bank of New York,
or, if the New York Reserve Bank is closed, any other Reserve Bank
for its own account (with discretion, in cases where it seems desirable,
to issue participations to one or more Federal Reserve Banks) such
amounts of special short-term certificates of indebtedness as may be
necessary from time to time for the temporary accommodation of the
Treasury; provided that the rate charged on such certificates shall be
a rate ¥4 of 1 per cent below the discount rate of the Federal Reserve
Bank of New York at the time of such purchases, and provided further
that the total amount of such certificates held at any one time by the
Federal Reserve Banks shall not exceed $1 billion.

The second amendment to the directive consisted of the addition
of a new paragraph 3, authorizing the Reserve Banks to engage under
certain conditions in lending of U.S. Government securities held in the
System Open Market Account. The new paragraph read as follows:

3. In order to insure the effective conduct of open market opera-
tions, the Federal Open Market Committee authorizes and directs the
Federal Reserve Banks to lend U.S. Government securities held in the
Systern Open Market Account to Government securities dealers and to
banks participating in Government securities clearing arrangements
conducted through a Federal Reserve Bank, under such instructions
as the Committee may specify from time to time.
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Votes for these actions: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against these actions: None.

The amendment to paragraph 2 was made in view of the possibility
that the Treasury might need temporary accommodation at times, such
as the forthcoming Columbus Day holiday, when the New York Re-
serve Bank was closed and some other Reserve Banks remained open.

The action to add the new paragraph 3 was taken after the Manager
had advised that the problem of delivery failures in the Government
securities market had worsened significantly over the past year, partly
because private facilities for lending such securities had become in-
adequate; that delivery failures were markedly impairing the perform-
ance of the market; and that the functioning of the market would be
improved if securities held in the System Open Market Account could
be lent, for the express purpose of avoiding delivery failures, to Gov-
ernment securities dealers doing business with the Federal Reserve
Bank of New York and to banks participating in securities clearing
arrangements conducted through a Reserve Bank. The Committee
concurred in the Manager’s judgment that under existing circum-
stances such lending of securities from the System Open Market Ac-
count was reasonably necessary to the effective conduct of open
market operations and to the effectuation of open market policies. It
was agreed that the authorization would be reviewed periodically to
determine whether the contemplated lending activity remained neces-
sary.

The initial instructions specified by the Committee in conjunction
with this authorization included a $75 million limit on the par value
of securities involved in outstanding loans to any individual dealer at
any time and a limit of three business days on the duration of loans
to dealers, with those loans eligible for renewal under certain circum-
stances. The instructions also specified that both the dealers and the
banks that borrowed securities were to deposit and pledge collateral
consisting of U.S. Government securities of greater current market
value than the securities borrowed. In addition, the lending fee to be
charged on such securities loans was set at a rate higher than the pre-
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vailing fee charged by private lenders, in order to encourage continued
maximun use of available private facilities for lending of Government
securities.

3. Amendment to authorization for System foreign currency
operations.

The Committee approved increases from $100 million to $200 million
equivalent in the System swap arrangements with the Austrian Na-
tional Bank, the National Bank of Denmark, and the Bank of Norway,
and the corresponding amendments to paragraph 2 of the authorization
for System foreign currency operations, effective immediately. As a
result of this action, paragraph 2 read as follows:

2. The Federal Open Market Committee directs the Federal Re-
serve Bank of New York to maintain reciprocal currency arrange-
ments (“swap” arrangements) for System Open Market Account for
periods up to a maximum of 12 months with the following foreign
banks, which are among those designated by the Board of Governors
of the Federal Reserve System under Section 214.5 of Regulation N,
Relations with Foreign Banks and Bankers, and with the approval of
the Committee to renew such arrangements on maturity:

Amount of

arrangement

(millions of
dolars equivalent)

Foreign bank

Austrian National Bank 200
National Bank of Belgium 500
Bank of Canada 1,000
National Bank of Denmark 200
Bank of England 2,000
Bank of France 1,000
German Federal Bank 1,000
Bank of Italy 1,000
Bank of Japan 1,000
Bank of Mexico 130
Netherlands Bank 300
Bank of Norway 200
Bank of Sweden 250
Swiss National Bank 600
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Amount of
arrangement
(millions of
dollars equivalent)

Foreign bank

Bank for International Settlements:

Dollars against Swiss francs 600
Dollars against authorized European
currencies other than Swiss francs 1,000

Votes for this action: Messrs. Martin, Hayes,
Bopp, Brimmer, Clay, Coldwell, Daane, Maisel,
Mitchell, Robertson, Scanlon, and Sherrill. Votes
against this action: None.

While Austria, Denmark, and Norway each had a strong current
account in its international payments balance, all three countries had
experienced reserve losses recently, for the most part as a result of
the pull of high Euro-dollar interest rates and of speculation on a
revaluation of the German mark. The indicated action was taken on
recommendation of the Special Manager, who advised that it should
prove helpful in providing against the contingency of destabilizing
short-run speculative pressures on the currencies of the countries
involved.
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MEETING HELD ON OCTOBER 28, 1969

Authority to effect transactions in System Account.

Preliminary estimates of the Commerce Department indicated that
expansion in private final sales had slackened further in the third quarter,
but that growth in real GNP was sustained at a 2 per cent annual rate
by an acceleration of inventory investment, Prices and costs continued
to rise rapidly.

Some crosscurrents were evident in the recent behavior of monthly
economic measures. On the one hand, industrial production declined in
September for the second successive month; nonfarm employment did
not increase, and the unemployment rate rose to 4.0 from 3.5 per cent
in August; and growth in personal income slowed considerably. Retail
sales advanced moderately, but after adjustment for price increases,
sales remained below the year-earlier level.

On the other hand, new orders at manufacturers of durable goods rose
sharply in September. The advance was widespread among industries,
but was exceptionally large for the machinery and equipment industries.
In addition, housing starts increased markedly from an August level
that had been revised upward.

Average prices of industrial commodities and the over-all index of
wholesale prices rose slightly more from mid-August to mid-September
than earlier estimates had indicated. During the third quarter as a whole
prices of industrial commodities increased more rapidly than in the
preceding quarter. However, the rise in the over-all wholesale price index
slowed substantially, as pric