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Downturn Remains Mild

by NORMAN N. BOWSHER

MASURES TAKEN TO COOL the overheated
economy appear to be bearing some results. Growth
of spending has moderated over the past year, reduc-
ing "demand-puir pressures for resources and on
prices. Reduction of excessive total demands and ac-
celerating inflation of necessity always involves costs
in the form of foregone production and continued
price increases for an extended time. The alternative
of continued accelerating inflation for prolonged pe-
riods is clearly unacceptable. An objective of current
stabilization policy has been to take actions which
will reduce inflation and restore stable economic
growth, while minimizing the costs of the transition.

The current inflation accelerated markedly from
1964 to 1969. Overall prices, which had been rising
less than 1% per cent a year in the early 1960's,
increased 2 per cent in 1965, 3.5 per cent a year in
1966 and 1967, 4 per cent in 1968, and 5 per cent in
1969. The accelerating inflation reflected a rise in
total demands for goods and services at an average
8 per cent annual rate from late 1964 to late 1969, or
roughly double the rise in productive capacity. The
excessive rise in total spending was fostered in large
part by expansive monetary and fiscal actions from
1964 through 1968.

In an attempt to restrain total spending and price
inflation, fiscal actions became less expansionary in
mid-1968 and monetary actions in early 1969. As a re-
sult, spending growth has slowed markedly since early
last fall to a rate approximating the rising trend of
productive capacity. The upward momentum of
prices has continued virtually unabated despite the
lessening of demand pressure and cutbacks have oc-
curred in production.

In this article recent economic developments are
compared with conditions after past peaks in eco-
nomic activity to gain some insight into the costs
incurred and progress made in combatting inflation.1

XThe last three peaks in economic activity selected by the
National Bureau of Economic Research are May 1960, July
1957, and July 1953. In addition we note two other slow-
downs in activity, beginning October 1966 and July 1962.

August 1969 is used as a tentative peak for the cur-
rent period, since it is the middle month of the
quarter when real output was greatest.2 The pause
in spending, production and employment has been
much more moderate than in the 1954, 1958, and
1960 recessions, and more nearly like the pauses of
1962 and 1966.

Spending

Growth in spending in recent quarters has been
much greater than after the three previous cyclical
peaks, and about the same as after the 1962 and
1966 hesitations in economic activity (Table 1). From
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the third quarter last year to the first quarter this
year total spending rose at a 3.6 per cent annual
rate. During the first two quarters of the three pre-
vious business recessions, total spending declined at
an average 2.8 per cent rate. In the first two quarters
of the 1962 and 1966 pauses in activity, total spend-
ing rose at an average 4 per cent rate.

2Any other month from last July to November might have
been selected.
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Table |

CHANGES IN
SELECTED QUARTERLY ECONOMIC MEASURES

(Annual Rates of Change)

Peak Quarter of Total Total

Economic Activity Spendingl Production*2 Prices**

Two Quarters After Peak

11171969 3.6 — 1.7 5.5
Recessions:

1171960 — 0.6 — 2.4 1.8

111/1957 -5.1 -7.6 2.7

111/1953 - 2.8 — 5.2 2.5
Average of 1960, 1957,

and 1953 peaks - 2.8 -5.1 2.3
Slowdowns™

1IV/1966 3.3 0.7 2.6

111/1962 4.7 2.9 1.7

‘Gross national product in current dollars.

2Gross national product in constant 1958 dollars.

3Gross national product implicit price deflator.

‘°Slowdowns designated by Federal Reserve Bank of St. Louis.

Prices

More of the growth in spending in late 1969 and
in 1970 was reflected in higher prices than after pre-
vious cyclical peaks. Overall prices (Table 1) rose
5 per cent in the year ending with the third quarter
last year, and have increased at a slightly faster rate
since that quarter (reportedly a 5.5 per cent annual
rate, retroactively including portions of Government
wage increases). In the year preceding the peaks of
the previous three recessions, prices rose at an aver-
age of 2 per cent, and in the following two quarters
at an average 2.3 per cent annual rate.

Overall Prices*

QUARTERS TO AND FROM PEAK
* Gross national product implicit price deflator.
Latest data plotted: 1st quarter
Source: U.S. Department of Commerce
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Upward momentum of prices has been strong and
persistent in the three recessions. Price increases not
only intensified somewhat for a period of six months
or more after the excessive demand was eliminated,
but inflation usually persisted for several additional
years, although at a moderating rate. Many prices
and wages do not adjust upward at the time of the
most intensive demand pressure. This may be due
to inertia, lack of knowledge of costs, public opinion,
regulations, or contracts. These lagging price adjust-
ments place “cost-push” forces on other prices when
they do occur. Consequently, success in the struggle
against inflation typically takes a long period.

Production

Real product, like total spending, has reacted much
less in this pause than in the three recessions. From
the assumed peak last August to the first quarter
this year, real production declined at a 1.7 per cent
annual rate, while in each of the first two quarters
after the three previous cyclical turns, production
contracted much more sharply, averaging a —5.1 per
cent rate (Table 1).

Industrial production, like total real product, has
changed much less than in the three recessions. The
decline in industrial production at a 3.3 per cent
rate from last August to April was much more modest
than during the first eight months of any of the three
previous recessions, when production fell at an aver-
age 14 per cent rate (Table I1).

Employment trends also have been stronger in late
1969 and early 1970 than following the upper turn-
ing points of the three earlier cycles (Table I1).
Since last August employment has increased at a 1
per cent rate, whereas in the first eight months of

Real Product*

* Gross national product in constant dollars.
Latest data plotted: 1st quarter

Source: U.S. Department of Commerce
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Industrial Production
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each of the three previous recessions, it had declined
at an average rate of 3.8 per cent.

A greater portion of the population is now working
than at a comparable stage in earlier economic
slowdowns. In April the number employed was equal
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Payroll Employment
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to 64.7 per cent of the population of working force
age (16 through 64), about the same as at the as-
sumed peak last August. From 1950 to late 1965 em-

ployment ranged between 60 and 63.4

Table i per cent of population of working
CHANGES IN SELECTED MONTHLY ECONOMIC MEASURES force age, as shown in the accompany-
(Annual Rates of Change) ing chart.
Peak Month Industrial Employment Personal Construction Other indicators Of economic activ-
of Economic Activity Production Payroll Income Expenditures i .
ity, both nominal and real, generally
Eight Months After Peak fi th id that th
August 1969 . 3.3 1.0 6.3* — 1.3 confirm the evidence tha € econ-
Recessions: omy’'s performance has been stronger
May 1960 — 8.5 -2.3 1.2 1.8 R
July 1957 _ 19.2 Iy 0.6 _ 20 in the recent past than at a compara-
July 1953 — 14.6 - 3.9 - 11 1.7 ble stage in previous economic pauses.
Average of 1960, 1967. i i -
and 1953 peaks 142 3.8 0.2 05 Personal income rose r_nore rapldly al_‘
Slowdowns:1 ter August 1969 than in the like peri-
October 1966 - 3.5 2.4 6.2 1.0 -
July 1962 37 14 .8 o2 ods following May 1960, July 1957, and

#Excludes retroactive portions of social security and Federal Government wage increases

in April.
1Slowdowns designated by Federal Reserve Bank of St. Louis.

July 1953 (Table Il). Construction ex-
penditures, adversely affected by fi-
nancial disintermediation and usury

Total Civil an Employment
Per Cent of Total Populat on of Working Force Age (16-64)

Per Cent seos  onally Adjusted PerCent
60
67 67
66 66
65 ~ ear 65
64 64
63 63
o2 AKX 62
61 w 61
60 60
59 59
. L ~L J ! _
S £ = r -~ r ~r ~r ~-r ~r 5% r - Yo
1952 1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970

Latest data plotted: April

Digitized for PageS&R
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

Sources: U.S. Department of Labor and U.S. Department of Commerce, Bureau of the Census



FEDERAL RESERVE BANK OF ST. LOUIS

laws in the past year, were weaker than after the
1953 and 1960 peaks but were stronger than in the
corresponding months after the 1957 peak. Unem-
ployment rates in 1970 have been lower than at cor-
responding periods in other recessions.

Retail sales have risen at roughly a 3 per cent an-
nual rate since last August, about the same rate of
expansion as in the previous year. In the correspond-
ing eight months after the three recessions, retail
sales declined at about a 3 per cent average rate.
Corporate profits after taxes declined at a 14 per cent
annual rate from the third quarter last year to the
first quarter this year, about half the average rate of

Stock Prices
Standard and Poor’s 500 Composite
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decline in the comparable two quarters of the three
recessions.

Both stock and bond prices declined (yields rose)
from last August to May, while they increased in the
corresponding period of other recessions. Stock prices,
as measured by the Standard and Poor’s 500 com-
posite, declined 19 per cent from last August to May.
In the first nine months of the three previous reces-
sions, stocks rose an average 5 per cent. Interest rates
on highest grade corporate bonds rose 16 per cent
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from August to May, compared with an average 9
per cent decline in the corresponding period of the
three previous recessions. The rise in yields during
the current slowdown probably reflects rising infla-
tionary expectations following from the five-year ac-
celeration of prices.3

Fiscal Conditions

Government fiscal actions have not been uniform
around cyclical peaks. Both before and after the 1960
peak, fiscal actions, as measured by the high-employ-
ment budget, were quite restrictive. Around the 1957
peak, fiscal actions were moderately restrictive. In

High-Employment Budget
Surplus (+); Deficit ()
giSIIions of Dollars  seasonally Adjusted  Billions of Dollars

3RD QTR.53
3RDQTR.57

- 2ND QTR.60-
3RDQTR.69

QUARTERS TO AND FROM PEAK
Latest data plotted: 1st quarter 1970; 2nd and 3rd quarter 1970
estimated by Federal Reserve Bank of St. Louis
Sources: U.S. Department of Commerce, Council of Economic
Advisers, and Federal Reserve Bank of St. Louis

contrast, fiscal actions in the year before the 1953
peak were stimulative, and became progressively less
expansionary during the following recovery.

Fiscal actions changed from a stimulative to a re-
strictive stance more than a year before August 1969,
with the imposition of the 10 per cent surtax in
mid-1968 and some slowing in the rate of Govern-
ment spending growth. The sharpest changes in
spending growth were in the defense sector, where
outlays contracted slightly after mid-1968 after rising
at a 17 per cent annual rate in the previous three
years. Nondefense Government spending has risen at

3See William P. Yohe and Denis S. Kamosky “Interest Rates
and Price Level Changes, 1952-69,” this Review (December
1969), pp. 18-38.
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a 10 per cent rate since mid-1968, following a 13
per cent rate of expansion from mid-1965 to mid-1968.

Since the first quarter of 1969, the high-employment
surplus, as estimated by this bank, has been in the
$7 to $11 billion range. Current expectations are that
this surplus will decline only moderately during the
summer and fall, although recent actions have caused
the anticipated surplus to be slightly less than ex-
pected in the January budget. The budget surplus
during 1969 and 1970 has been far less in relation
to total spending than in the 1961-64 period, when
the nation recovered from recession and experienced
balanced economic growth.

Monetary Developments

Monetary actions, as measured by the growth of
the money stock, were relatively restrictive prior to
each of the four peaks and the two slowdowns. On
average, the money stock was virtually unchanged
for about nine months before the three previous busi-
ness cycle peaks. In the seven months before August
1969, money rose at a 2.8 per cent rate. This was faster
than immediately before any of the three recessions,
but was considerably slower than the 7 per cent rate
of increase during 1967 and 1968.

The general trend of the money stock following the
peaks of economic activity has been little change for
a brief period and then rapid rise. According to one
view, these developments may have intensified reces-
sions for a period, and then contributed to an excessive
rise in total spending and a resurgence of infla-
tion. On average, money remained virtually un-
changed during the first six months following the
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May 1960, July 1957, and July 1953 peaks. In the
subsequent three months money rose at an average
1 per cent annual rate, and then began expanding
at a faster 3 per cent average rate (compared with a
1.8 per cent trend over the entire 1953 to 1964 period).

Since August 1969, money has followed a similar,
but more pronounced, pattern than in the correspond-
ing periods after the three previous business cycle
peaks. In the first six months, from August to Febru-
ary, money remained about unchanged, except for a
temporary bulge around year-end. From February to
May money rose at a very rapid 10 per cent annual
rate, or in the 98th percentile of all consecutive three-
month rates of change since early 1950. This was
much faster than during the earlier recessions, and
even greater than after the mini-recession in early
1967.

Conclusions

The current hesitation in economic activity has
been more moderate than in the corresponding peri-
ods of the three previous recessions we have dis-
cussed. Total spending and other nominal measures
of economic activity have been much stronger re-
cently than after other cyclical peaks. Comparisons
using such measures have lost some of their meaning
in view of the much more rapid recent rate of infla-
tion. Nevertheless, most real measures of output and
employment also indicate that the economy has re-
cently been stronger than in the corresponding peri-
ods after the three previous cyclical peaks.

Progress in reducing the rate of price increase has
been slow. Prices are still being affected by the lag-
ged impacts of previous excesses. Some prices have
been restrained by regulation (public utility rates),
by contracts (prices of some materials and labor serv-
ices), by public opinion, by inertia, or by a money
illusion. When these prices adjust upward, cost-push
pressures are placed on other prices. Previous experi-
ence indicates that because of the slow response of

JUNE, 1970

some prices, and cost-push pressures, the momentum
of inflation generally continues for several years after
excessive demands have been eliminated.

Since the inflation generated in the 1965 through
1968 period is much more severe than in any other
period since the early 1950's, and since the restraint
on total spending has been less than in other periods
of correction, it is likely to require a longer period
than usual to correct, particularly if the costs in terms
of lost production are to be at a moderate level.
Hence, even though the current economic slowdown
has been milder than previous recessions, it may last
longer, especially if substantial progress is to be made
in the struggle against inflation.

Questions arise as to whether some alternative pol-
icies or tools might better accomplish the desired re-
sults. Some feel that monetary and fiscal actions are
too slow or clumsy for pursuing the objective of rea-
sonable price stability. It has been suggested that the
fight against inflation might be facilitated by wage,
price and credit controls, either by law or by use of
moral suasion. Controls raise serious questions of ad-
ministration and enforcement, reduce freedom of de-
cision for the individual, and cause misallocation of
resources.4 Such controls are no substitute for proper
monetary and fiscal actions, and probably do not
hasten the adjustment to price stability even when
proper stabilization policies are followed. Many up-
ward price adjustments to restore normal price rela-
tions are made long after excessive demand pressures
are removed because some prices are inflexible in the
short-run. Controls add to the inflexibility, and reduce
further the efficiency of the economic system. Con-
trols also raise questions of equity and efficiency be-
tween those sectors where prices are freely flexible,
and have already adjusted, and those sectors where
rigidities have held back price adjustments.

4*Selective Credit —No Substitute for Monetary Restraint,”
this Review (December 1969), pp. 13-17.
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Federal Open Market Committee Decisions
in 1969 —Year of Monetary Restraint

by ALBERT E. BURGER and CHARLOTTE E. RUEBLING

MONETARY ACTIONS IN 1969 exerted a de-
cidedly more restrictive effect on the future course of
economic activity than in the previous two years. All
of the major economic variables generally used as in-
dicators of monetary ease or restraint evidenced the
restrictive influence. In 1969 the growth rates of the
money stock, defined as currency and demand de-
posits held by the nonbank public, and money more
broadly defined to include time deposits, decreased
markedly from the previous two years. Bank credit
likewise showed a slower rate of increase. Interest
rates rose rapidly during most of the year, reaching
levels well above their averages in previous years.

This article discusses the decisions of the Federal
Open Market Committee (FOMC) in 1969 and the
implementation of these policy decisions. It analyzes
the contribution of FOMC policy actions to the reduc-
tion in the expansionary effect of monetary influences
on the future growth of real economic activity and
prices.

The FOMC is composed of the seven members of
the Board of Governors of the Federal Reserve Sys-
tem and five of the twelve district Federal Reserve
Bank presidents. The other seven presidents attend

Money Stock

Ratio Scale Ratio Scale
Monthly Averages of Daily Figures

Billions of Dollars Billions of Dollars

meetings and participate in the deliberations but do
not vote. Except for the president of the New York
Federal Reserve Bank who is a permanent member,
membership rotates among the presidents each March.
At the first two meetings of 1969, the presidents on the
FOMC, in addition to Mr. Hayes (New York), were:
Mr. Kimbrel (Atlanta), Mr. Morris (Boston), Mr.
Hickman (Cleveland), and Mr. Galusha (Minneap-
olis). Beginning March 4, the rotating members were:
Mr. Scanlon (Chicago), Mr. Coldwell (Dallas), Mr.
Clay (Kansas City), and Mr. Bopp (Philadelphia).

The FOMC met fourteen times in 1969 to review
and evaluate developments in the economy and, in
light of these prevailing circumstances, to prescribe
what objectives open market operations should try to
achieve until the next meeting in order to further the
longer-run goals of monetary policy. The matters
discussed included: changes in spending, production,
and prices; international developments; Treasury
financing and the Federal budget; interest rates and
other measures of money market conditions; and
monetary aggregates. A summary of these discussions
including the text of the policy directive issued to
the Federal Reserve Bank of New York —the Bank
selected by the Committee to execute transactions for
the System Open Market Account —is released to the
public about 90 days after each meeting, and pub-
lished in the Federal Reserve Bulletin and each spring

zzz 222 in the Annual Report of the Board of Governors of
220 220 the Federal Reserve System. The records of the meet-
215 215 ings include the voting position of members and any
210 210 dissenting comments.
205 205
200 wonr——1 200 FOMC Directives
195 A 2 1% After the majority of the membership of the FOMC
190 7 ' 190 has decided upon the desired influence of monetary
185 185 policy on ultimate targets (objectives of policy) such
By 180 as employment and prices, the Committee issues a
175 175 policy directive to the New York Federal Reserve
170 170 Bank. The Trading Desk at the New York Bank carries
165 o o e 68 wess  bec 6o 165 out day-to-day open market transactions for the
160 Hili 111111 1110 111011111111111 160 System. Hereafter, for sake of brevity, this article will
1967 1968 1969 1970 refer to the directive as being issued to the “Desk.”
Percentages are annual rates of change for periods indicated.
Latest data plotted: May It might appear that writing the directive would
be a simple procedure. However, in actual operation
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this has not been the case. The influence of FOMC
policy actions on the ultimate targets of monetary
policy is modified by many other economic factors.
Therefore, the FOMC attempts to control one or
more economic variables intermediate in the linkage
between its purchase and sale of securities and real
income, employment, and prices. Such intermediate
variables may then be used to help indicate
whether the total influence of the financial sector
on future economic activity is becoming more or
less expansionary.

There has been a lack of general agreement among
the members of the FOMC as to which economic
variable or variables best summarize the total influ-
ence of the financial sector on real economic activity.
Some members believe that market interest rates are
the best indicator. Others consider bank credit of
major significance. A third viewpoint is that the
money stock is the best indicator. Probably the pre-
dominate view is that all of these indicators and many
other factors with changing weights should be con-
sidered.

During 1969 the directive to the Desk was worded
in terms of “money and short-term credit market
conditions.” The majority of the FOMC deemed that
these variables represented the best operational mech-
anism for implementing open market policy. For
example, referring to Exhibit I, the operating instruc-
tions to the Desk in 1969 were repeatedly:

System open market operations until the next meet-
ing of the Committee shall be conducted with a
view to maintaining the prevailing firm conditions
in money and short-term credit markets.

Since May 10, 1966 the directive has also contained
a “proviso clause” which instructs the Desk to alter
its operations if a significant deviation in the economic
variable stated in this clause is observed. In 1969 the
proviso clause was stated in terms of bank credit.1

xIn 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 available 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 avail-
able 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.

Movements in total member bank deposits and in com-
mercial bank credit can diverge for various reasons, includ-
ing 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.

JUNE, 1970

The Desk must consider not only the policy direc-
tive, but also all the discussion at the preceding
FOMC meeting, staff projections of financial and
other economic conditions, and day-to-day develop-
ments in the financial markets. Each morning, before
executing operations for the day, the Desk calls the
Board of Governors and one district bank president
who is a voting member of the FOMC. During this
“morning call,” if they believe the operations of the
Desk are not in line with the intent expressed by the
FOMC at the last meeting, the Board members or
bank president may suggest changes in open market
operations. However, the Desk’s responsibility is to
the whole Committee, not to any individual member;
hence it is not required to follow the advice given on
these “morning calls.”

The Desk, for the most part, has interpreted the
operating instructions contained in the directive in
terms of short-term money market conditions. This
has generally meant conducting open market opera-
tions between meetings of the FOMC to control the
Federal funds rate and the level of member bank
free reserves or net borrowed reserves,2 and short-
term interest rates such as the Treasury bill rate. A
rise in the Federal funds rate or a decrease in the level
of member bank free reserves indicates open market
operations have exerted a tighter influence or allowed
a “finning in money market conditions.” If, between
FOMC meetings, the Federal Funds rate and free
reserves average approximately the same as over the
period prior to the last meeting, this is taken as an
indication that the Desk has operated so as to “main-
tain existing money market conditions.”

FOMC Decisions in 1969

The major policy goal of the FOMC in 1969 was
to conduct open market operations in a manner that
would reduce the rate of expansion of total spending
and hence ultimately result in a slowing in the rate
of increase of prices. The stated policy goals in the
directive remained essentially the same at each
meeting:

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.

Inflation was the primary concern of the Committee,
but at the same time they wanted to avoid a degree

2Member bank free reserves are equal to excess reserves of
member banks less member bank borrowings from the Fed-
eral Reserve. If borrowings exceed excess reserves, as in 1969,
then this figure is negative, and is referred to as net bor-
rowed reserves.
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EXHIBIT |

FEDERAL OPEN MARKET COMMITTEE ECONOMIC POLICY DIRECTIVES

Policy Consensus

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 en-
couraging a more sustainable rate of economic
growth and attaining reasonable equilibrium in
the country's balance of payments.

Dissents:
Mr. Morris

No change
Dissents:
None

No change
Dissents:
None

No change
Dissents:
Mr. Coldwell
Mr. Maisel

No change
Dissents:
None

No change
Dissents:
None

Federal Reserve Bank of St. Louis

Operating Instructions

To implement this policy, System open market opera-
tions 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;

. . 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 maintain-
ing the prevailing firm conditions in money and short-term
credit markets;

. . System open market operations until the next meeting
of the Committee shall be conducted with a view to main-
taining on balance about the prevailing firm conditions in
money and short-term credit markets;

. . System open market operations until the next meeting
of the Committee shall be conducted with a view to main-
taining firm conditions in money and short-term credit
markets, taking account of the effects of other possible
monetary policy action;

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 maintaining the prevailing firm conditions in money
and short-term credit markets.

. . System open market operations until the next meeting
of the Committee shall be conducted with a view to main-
taining the prevailing pressure on money and short-term
credit markets;

Proviso Clause of Directive

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.

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.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly
from current projections.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly
from current projections.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly
from current projections.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly from
current projections.



June 24 No change
Dissents:

Mr. Maisel

July 15 No change
Dissents:
None

August 12 The wording of the policy consensus was

changed to read . with a view to encourag-
ing sustainable economic growth, instead of . ..
more sustainable economic growth. The word
“more"” was dropped to avoid the implication
that reduced rates of growth of real GNP might
not be sustainable over the long run.

Dissents:
Mr. Maisel
Mr. Mitchell

September 9 No change

Dissents:
Mr. Maisel
Mr. Mitchell

October 7 No change
Dissents:

Mr. Maisel

October 28 No change
Dissents:

None

November 25 No change
Dissents:

None

December 16 No change
Dissents:

None

SOURCE: Federad, Open Market Committee
Policy Record Entries, Current
g Economic Policy Directive

T
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. . System open market operations until the next meeting
of the Committee shall be conducted with a view to main-
taining the firm conditions currently prevailing in short-
term credit markets;

while taking account of the forthcoming Treasury
refunding, System open market operations shall be con-
ducted with a view to maintaining the currently prevailing
firm conditions in money and short-term credit markets;

. . 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;

. while taking account of the forthcoming Treasury re-
funding, 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;

. . 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;

. . 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;

. . 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;

. . 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 the money market;

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.

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.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly
from current projections or if pressures arise in connec-
tion with foreign exchange developments or with bank
regulatory changes.

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 projection or if pressures arise in connection
with foreign exchange developments or with bank
regulatory changes.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly from
current projections.

provided, however, that operations shall be modified
if bank credit appears to be deviating significantly
from current projections.

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 possible bank regulatory changes.

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.
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of restriction that would precipitate a serious down-
turn in economic activity.

The decision to “tighten” monetary policy had come
at the December 17, 1968 meeting of the FOMC. By
that time it was apparent that such a move was nec-
essary to reduce inflationary pressures. The available
evidence convinced many members of the FOMC
that the fiscal restraint embodied in the 10 per cent
surtax and planned expenditure cuts could not suffi-
ciently quell total demand in the face of the strong
demand pressures in the economy.

Therefore, the FOMC instructed the Desk that
“open market operations 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 action.” The “other monetary ac-
tion” referred to an increase in the Federal Reserve
discount rate from 5Vi to 5V per cent announced on
December 17 and effective the day following the
FOMC meeting. Previously, during the second half
of 1968, the instruction had been simply to “maintain
about the prevailing conditions” or to accommodate
somewhat less firm conditions.3

Monetary Base*

Ratio Scole
Billions of Dollars

Ratio Scale

Monthly Averages of Daily Figures o
Billions of Dollars

Seasonally Adjusted

90 90

85 85
+227, 80.6

80 +40% y — 80

75 " 75

70 70

65 65

Jan.'67 Dec. 68 June 69 Dec 69

60 Mor.oooo1et 60

1967 1968 1969 1970

*Uses of the monetary base are member bank reserves and currency held by the public
and nonmember banks. Adjustments are made for reserve requirement changes and
shifts in deposits among classes of banks. Data are computed by this bank.

Percentages are annual rates of change for periods indicated.

Latest data plotted: May

Although the operating instructions in terms of
money market conditions contained in the directive
remained almost unchanged throughout 1969, the
year may be divided into two periods using other
measures of the degree of restraint such as the
growth rate of the monetary base or bank reserves.

3See Terry L. Jordan and Charlotte E. Ruebling, “Federal Open
Market Committee Decisions in 1968 —A Year of Watchful
Waiting,” this Review (May 1969), pp. 6-15.
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These variables indicate a move to restraint in-the
period from January through June and increased
restraint from mid-year to the end of 1969.

January Through June - Move to Restraint

This period encompasses seven FOMC meetings.
Referring to Exhibit I, the wording of the primary
instructions in the second paragraph of the directive
remained almost unchanged. The policy directive is-
sued to the Desk was to:

. maintain the prevailing firm conditions in money
and short-term credit markets.

According to the proviso clause, open market opera-
tions were to be altered only if:

. . . bank credit appears to be deviating significantly
from current projections.

During the first half of 1969 the continuing con-
sensus of the FOMC appears to have been that
“persistence of upward pressures on prices and wide-
spread inflationary expectations” made it desirable
to maintain monetary restraint. At the January 14
meeting, economic activity was projected to show a
further slowing in the first half of 1969. Consumer
spending was expected to continue to grow at a
moderate rate, with higher social security taxes and
retroactive payments on 1968 income taxes exercising
a dampening influence. On the other hand, industrial
production and payroll employment were continuing
to rise rapidly in December 1968, and the unemploy-
ment rate was at a 3.3 per cent level in November
and December. Further rapid increases in prices were
expected.

At the February 4 and March 4 FOMC meetings
the analysis of economic conditions was basically the
same as at the mid-January meeting. Slower growth
in real output and some easing in inflationary pres-
sures were projected for the second half of 1969. The
members of the FOMC noted the continued down-
ward trend in outstanding large-denomination certifi-
cates of deposit and the moderation in the expansion
of demand deposits. At the same time some concern
was expressed over the growth of business loans and
the growing use of nondeposit sources of funds by
banks4 The upward pressures on prices remained
the primary concern of the Committee. The majority
decision was for no change in the existing degree of
monetary restraint.

4This concern was partly evidenced by the use of an adjusted

bank credit proxy —daily averages of member bank deposits,
adjusted to include changes in the daily average of U.S.
bank liabilities to foreign branches.
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Some members urged caution in applying monetary
restraint at the first three meetings of the year. At
the January meeting Mr. Morris dissented on the
grounds that the directive could be consistent with
an unduly restrictive monetary policy. Comments at
the following meetings on the proviso clause indicated
the delicate balance under which open market opera-
tions were to be conducted. The Committee agreed
that the proviso clause should be invoked in the di-
rection of firming only if bank credit appeared to be
growing at more than a moderate rate. They also cau-
tioned that the proviso clause should not be allowed
to give the impression that the basic stance of mone-
tary policy had been relaxed.

Projections of GNP for the April 1 FOMC meeting
were revised upward. Expansion of real GNP in the
first quarter appeared to have moderated less than
was projected earlier. The upward revision in the
projection of future economic activity was based to a
large extent on a Department of Commerce —SEC
survey taken in early February. This survey indicated
that business planned a 14 per cent increase in new
plant and equipment spending in 1969 compared to
1968. Also, retail sales data indicated that consumer
spending had not moderated to the extent projected
earlier. Nonfarm employment had continued to ex-
pand in February, unemployment remained at a 3.3
per cent level, and average hourly earnings of pro-
duction workers continued to rise.

The consensus of the FOMC at the April 1 meet-
ing was that “some further monetary policy action
was called for at this time in the light of the greater-
than-expected pace of the economic expansion and
the continuation of pervasive inflationary pressures
and expectations.” Prior to the meeting, the boards
of directors of eight Reserve Banks had approved in-
creases in the discount rate, and submitted these
increases to the Board of Governors for approval. At
this meeting discussion was also directed to the ques-
tion of the desirability of an increase in member bank
reserve requirements. Generally, the members of the
Committee agreed on the desirability of an increase
in the discount rate. However, there was some differ-
ence of opinion on the desirability of raising reserve
requirements.

There were two dissents from the majority view
at the early April meeting. Mr. Coldwell, president
of the Dallas Federal Reserve Bank, expressed the
view that greater monetary restraint was called for in
the light of current conditions. Governor Maisel dis-
sented from the majority opinion for the opposite

JUNE, 1970

reason. Governor Maisel's opinion was summarized
as follows:

. 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 un-
der 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 in-
consistent with the gradualist approach to the ulti-
mate objective of price stability that he favored.

Two days later the Board of Governors announced
an increase in the discount rate by district Reserve
Banks and raised the reserve requirements on mem-
ber bank demand deposits. By April 8, all Reserve
Banks had raised their discount rate from 5% per
cent to 6 per cent. Effective April 17, member bank
reserve requirements on net demand deposits were
raised by one-half of one percentage point.

At the FOMC meeting held in late April, the
members of the Committee were presented with pre-
liminary estimates which indicated real GNP had ex-
panded in the first quarter at only a slightly reduced
rate. Staff projections for the second quarter sug-
gested that GNP would grow at approximately the
same rate as in the first quarter. A further slowing
in real GNP in the second half of the year was pro-
jected based on the lagged effects of monetary re-
straint and a continued restrictive fiscal policy. How-
ever, projections for the second half of the year still
pointed to continued upward pressures on prices.

At this meeting, although some members questioned
whether greater monetary restraint should not be
exercised, the consensus was against a further move
to more restraint. The majority view was based on
the expected lagged effects of the previous mone-
tary restraint on economic activity later in the year
and the forthcoming Treasury financing. The FOMC
decided that open market operations should be di-
rected to “maintaining the firmer conditions in money
and short-term credit markets that had been
achieved.” The proviso clause directed the Desk to
alter operations, insofar as Treasury financing per-
mitted, if bank credit appeared to be deviating sig-
nificantly from current projections.

The analysis of economic conditions presented at
the May 27 meeting indicated a further slight moder-
ation in economic activity. However, little evidence
of any abatement in inflationary pressures was pre-
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sented; and prices were projected to continue rising
at a rapid pace. Financial markets were expected to
come under heavy pressures in June as a result of
the near record volume of corporate income tax
payments due at mid-June.

Despite these indications of some slowing in eco-
nomic activity and possible pressures in financial
markets in June, the FOMC decided that in view of
the persistence of strong inflationary pressures and
expectations, a relaxation of the existing degree of
monetary restraint would not be appropriate at this
time. Special note was made that in recent months
banks had increasingly drawn on nondeposit sources
of funds other than Eurodollars, and these sources of
funds were not reflected in the bank credit proxy as
currently calculated.5 Some members, taking this fac-
tor into account, argued that the change in the ad-
justed bank credit proxy be kept in the lower end of
its projected range of zero to 5 per cent from May to
June.

The Directive and Money Market Conditions —
Judging the influence of open market operations in
terms of money market indicators —the Federal funds
rate and free reserves —the net effect of open market
operations resulted in progressively tighter money
market conditions through the end of May. Although
the directive issued at each meeting expressed an
intent on the part of the Committee to “maintain
prevailing firm conditions in the money and short-
term credit markets,” the Federal funds rate and net
borrowed reserves increased between each meeting in
the first five months of 1969. During part
of this period the decision to permit tighter
money market conditions was influenced by

Table 1
moderately lower Treasury bill yields. For
example, at the May 27 meeting it was
. R . Date of
reported that since the previous meeting the FOMC
System had not fully offset reserve drains, in Meeting
light of the tendency for bill yields to move Jan. 14
below the lower end of their recent ranges. cen. 4
eb.
Table | presents averages of the Federal L";‘r' :
funds rate and net borrowed reserves be- Apr. 29
tween each FOMC meeting. The average  )2¥ 2%

level of the Federal funds rate rose from 6.21 July 15
per cent in the three weeks ending January ¢ o’
11, to an average of 6.80 per cent between Oct. 7

the March 4 and April 1 meeting, then in- ng, 2285
Dec. 16

6For example nondeposit funds were obtained by
sales of commercial paper by bank holding com-
panies and sales of loan participations to nonbank
customers under agreements to repurchase.
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creased steadily to an average of 8.31 per cent by
the May 27 FOMC meeting. Average net borrowed
reserves rose from $402 million at the beginning of
the year to $725 million prior to the April 1 meeting,
and then to an average of $1,116 million prior to the
May 27 FOMC meeting.

The rise in the level of net borrowed reserves from
the end of December 1968 to the end of May 1969
reflected primarily a sharp increase in the level of
member bank borrowings from the Federal Reserve
Banks. The average level of member bank borrowings
rose from $841 million in the four weeks ending
January 15, to $1,359 million in the four weeks end-
ing May 28, 1969. According to one view the rising
level of member bank borrowings reflected primarily
the response of the banks to the increasing spread
between the discount rate and yields on short-term
business loans.

The cost to member banks of borrowing from Fed-
eral Reserve Banks remained fixed at 5.5 per cent
until April 4. The average yield on short-term busi-
ness loans by commercial banks rose from 6.61 per
cent in November 1968 to 7.32 per cent in February
1969. In early April the discount rate was raised to
6 per cent. However, yields on short-term business
loans rose to 7.86 in May 1969, and beginning in late
May, Treasury bill yields began to rise to higher
levels. A further indication of the rising yields avail-
able to banks on short-term business loans was the
prime rate, which banks raised from 6% per cent in
December 1968 to IVz per cent on March 17 and then
to 8\2 per cent on June 9.

MONEY MARKET INDICATORS
Federal Net

Period Funds Period Borrowed
Week Ending Rate* Week Ending Reserves-
Dec. 28, 1968- 6.21% Dec. 25, 1968- $ 402
Jan. 11 Jan. 15
Jan. 18 - Feb. 1 6.36 Jan. 22 - Feb. 5 574
Feb. 8 - Mar. 1 6.61 Feb. 12 - Mar. 5 585
Mar. 8 - Mar. 29 6.80 Mar. 12 - Apr. 2 725
Apr. 5 - Apr. 26 7.20 Apr. 9 - Apr. 30 833
May 3 - May 24 8.31 May 7 - May 28 1116
May 31 -June 21 8.95 June 4 - June 25 1078
June 28 -July 12 8.80 July 2 -July 16 1049
July 19 - Aug. 9 8.84 July 23 - Aug. 13 983
Aug. 16 -Sept. 6 9.09 Aug. 20 - Sept. 10 835
Sept. 13 - Oct. 4 9.09 Sept. 17 - Oct. 8 933
Oct. 11 - Oct. 25 9.26 Oct. 15 - Oct. 29 1029
Nov. 1 - Nov. 22 8.89 Nov. 5 - Nov. 26 976
Nov. 29 - Dec. 13 8.66 Dec. 3 - Dec. 17 948

*Average of daily rates for selected weeks between FOMC meetings.
2Millions of dollars
Source: Federal Reserve Bulletin, March 1970.
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Table 1l
ADJUSTED BANK CREDIT PROXY1
JANUARY TO MAY, 1969
(Annual rates of change)
Adjusted Bank Credit Proxy
Date of FOMC
FOMC Projected Actual
Meeting Period Change Change
January 14 Dec. - Jan. 2 to 5% — 1.5%
February 4 Jan. - Feb. 0Oto 3 2.0
March 4 Feb. - Mar. —3to—6 — 6.5
April 1 Mar. - Apr. 2to 6 7.0
6.0r
April 29 Apr. - May —2to—5 — 2.0
May 27 May - June 0 to 5 — 3.0

rRevised, FOMC meeting, May 27, 1969

1Daily-average member bank deposits, adjusted to include changes
in the daily average of U.S. bank liabilities to foreign branches.

Source: Federal Reserve Bulletin.

Proviso Clause —An analysis of open-market opera-
tions must also include a consideration of the proviso
clause. Under the proviso clause, the Desk during the
first half of 1969 was to alter its operations if:

. . . bank credit appears to be deviating significantly
from current projections.

Table Il presents the range projected for the adjusted
bank credit proxy at each of the first six FOMC
meetings in 1969, and also the actual change in the
adjusted bank credit proxy for these periods. These
data are taken from the “Records of Policy Actions”
published in the Federal Reserve Bulletin and the
Annual Report. For example, at the March 4 meeting
the current projection was that the adjusted credit
proxy would decline at an annual rate of 3 to 6 per
cent from February to March. The actual decline of
the adjusted credit proxy from February to March
was later reported to be at a 6.5 per cent annual rate.

Examining Table Il, the actual rate of change of
the adjusted credit proxy was below the range pro-
jected for January, in the middle of the range pro-
jected for February, and below the range projected
for March. Deviations of the bank credit proxy during
most of this three-month period appear to have been
in the direction of a greater slowing in bank credit
than had been projected. During this period the Fed-
eral funds rate rose from 6.21 per cent to 6.80 per
cent, and net borrowed reserves rose from $402 million
to $725 million.

One explanation given in the Annual Report of
this increasing tightness in money market conditions
was that the Federal Reserve System was reluctant to
permit any indication of easing in monetary policy.

JUNE, 1970

According to the Desk Manager's Report on Opera-
tions of the Open Market Account:

. during March, the interpretation of the bank
credit proxy in light of proviso clause of the direc-
tive was unusually difficult.

On the surface, the levels projected might have
suggested implementation of the proviso clause on
the side of slightly less restraint. But several factors
argued against such implementation. First there was
considerable market belief that the System would
not persevere in its policy of restraint, so such a
move would have risked being interpreted as a
greater relaxation of monetary restraint than in-
tended —particularly in view of the decline in
Treasury bill rates after early March. Second, there
was growing evidence that banks might be expand-
ing credit in ways not measured by the proxy. And
finally, the estimates for April pointed to a probable
rise in the proxy, reversing the March decline. In
light of all these circumstances, the proviso clause
was not implemented.6

In April the credit proxy expanded at an estimated
7 per cent rate, above the upper end of the range

projected at the April 1 meeting. As reported in the
April 29 Policy Record, “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 projected at the previous
meeting.”

6Federal Reserve Board of Governors, Annual Report, 1969,
pp. 219-220.
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At the April 29 FOMC meeting, staff projections
suggested a marked reversal in May of the rate of
growth of bank credit, a rate of decline of 2 to 5 per
cent. Open market operations appear to have been
directed to maintaining money market conditions that
would ensure the reversal in the growth rate of the
credit proxy. The credit proxy declined at an annual
rate of 2 per cent, at the upper end of the projected
range, between the meetings at the end of April and
end of May. During the same period the average level
of the Federal funds rate rose to 8.31 per cent and net
borrowed reserves averaged $1,116 million.

According to the Report of the Desk Manager, open
market operations were partly conditioned by:

. . the tenacity of doubts concerning the resolution
of the System to hold fast to a policy of stem re-
straint. The net result of System operations in the
April-May interval was to make amply clear that
the Federal Reserve was serious about monetary
restraint.7

At the late May meeting the range projected for
the adjusted credit proxy in June was a 0 to 5 per
cent annual rate of increase. As discussed earlier, due
to the growing use by banks of nondeposit sources
of funds, some members of the FOMC urged that the
growth rate of the adjusted credit proxy be kept
closer to zero than 5 per cent. In June the result of
open, market operations was somewhat firmer money
market conditions. The adjusted credit proxy declined
at a 3 per cent annual rate in June, considerably
below the lower end of its projected range.

Summary —During the first half of 1969 the word-
ing of the published directive remained about the
same at each FOMC meeting. However, the actual
implementation of open market operations resulted
in progressively tighter money market conditions.
When the annual rate of change of the adjusted
credit proxy was in the lower end or below the pro-
jected range, the Desk did not appear to have altered
operations to ease money market conditions. When
the credit proxy increased at a more rapid rate than
projected, as in April, the Desk altered open market
operations toward considerably firmer money market
conditions as measured by the Federal funds rate
and net borrowed reserves. The maintenance of pre-
vailing money and short-term credit market condi-
tions from one FOMC meeting to the next would
have required considerably larger purchases of Gov-

7Federal Reserve Board of Governors, Annual Report, 1969,
p. 221.
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ernment securities to keep the Federal funds rate
and net borrowed reserves at a relatively constant
average level.

The open market actions of the Desk, which re-
sulted in progressively tighter money market condi-
tions and a growth rate of the adjusted credit proxy
in the lower end of its projected growth range, appear
to have been in line with the consensus of the mem-
bers of the FOMC. During this period there were only
two dissents by FOMC members commenting on the
progressive tightening of monetary policy as indicated
by money market conditions and monetary aggre-
gates. As discussed earlier, these were the dissent of
Mr. Morris at the January 14 meeting and Governor
Maisel’s statement at the April 1 meeting.

July to December — Increased
Monetary Restraint

The expansionary effects of monetary influences on
the future growth of economic activity were further
markedly reduced in the second half of 1969, as in-
dicated by monetary aggregates and market interest
rates. The money stock showed almost no increase
on average from June to December 1969, compared
to a 4.4 per cent rate of increase from December 1968
to June 1969. Likewise, bank credit on balance did
not increase in the last half of 1969, compared to a
4.6 per cent rate of increase over the first six months.
In the last half of the year market interest rates
continued to increase. The Treasury bill rate had re-
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mained about constant over the first half of the year.
Then, from an average of 6.01 per cent in the period
before the May 27 FOMC meeting the Treasury bill
rate rose to an average to 7.63 per cent prior to the
December 16 meeting.

At the FOMC meetings in late June and mid-July,
the members of the Committee were presented with
GNP forecasts that suggested further slowing in real
output growth in the second half of the year, reaching
a relatively low growth rate in the fourth quarter. Staff
projections indicated continued restraint in Federal
expenditures, a continued decline in residential con-
struction, a moderate rate of consumer spending,
and a marked deceleration in the growth of capital
spending by business after mid-year.

At these two meetings there was further discussion
about the increased use by banks of nondeposit
sources of funds and some consideration of possible
means of limiting banks’ access to this type of funds.
Discussion was also directed to Eurodollar borrow-
ings by banks and outflows of U.S. funds to the Euro-
dollar market along with their effects on the U.S. bal-
ance of payments. Consideration was also given to the
desirability of increasing discount rates and raising
Regulation Q ceiling rates on large-denomination
CD's.

The consensus of the members of the FOMC was
that, although there were some preliminary signs of
slowing in the rate of growth of real product, infla-
tionary pressures and expectations remained strong
and hence argued against any move to a lesser degree
of monetary restraint. At both of these meetings, some
members of the FOMC expressed a belief that, in
the light of the slow response of prices to current
policy, any doubts arising from the conduct of open
market actions should be resolved in the direction of
further firming of money market conditions. However,
the majority of the membership of the Committee
agreed that open market policy should remain un-
changed. At the June 24 meeting, some members
noted the strains evident in financial markets and the
possibility of unusual liquidity pressures. At the July
15 meeting the members agreed that the forthcoming
Treasury refunding militated against any appreciable
change in open market policy.

At the June 24 meeting Governor Maisel dissented
from the majority view. In his dissent, as summarized
in the Policy Record, Governor Maisel noted that, on
balance, conditions in money and short-term credit
markets were now considerably firmer than at the end
of April, while the monetary aggregates had been
declining:

JUNE, 1970

He was concerned that further tightening to an
undesirable 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*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. Ac-
cordingly, he preferred a directive calling for main-
tenance 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.

On July 24 the Board of Governors amended Regu-
lation D on member bank deposits subject to reserve
requirements. This action made certain bank deposit
liabilities arising out of Eurodollar transactions sub-
ject to reserve requirements. At the August 12 FOMC
meeting it was estimated that this action would raise
required reserves of member banks by $450 million in
the statement week ending August 20. This action and
the expectations by banks that the Federal Reserve
Board would soon implement other proposed amend-
ments to Regulation D were expected to reduce banks’
demand for nondeposit funds. Other matters consid-
ered by the Committee included the recent French
devaluation of the franc, and the expectation that the
Treasury would raise about $1.5 to $2 billion of new
cash later in August.

The consensus of the members of the Committee
was that, due to the continued inflationary pressures
in the economy, it was necessary to maintain the
existing degree of monetary restraint. However, the
majority agreed that any tendencies toward firmer
money market conditions resulting from recent regu-
latory actions by the Board of Governors or foreign
exchange developments should be resisted by open
market operations.

At this meeting Governor Mitchell joined Governor
Maisel in dissenting from the majority opinion. In
their opinion monetary policy had become more and
more restrictive. To guard against what they viewed
as an undesirable further tightening as reflected in a
further downward trend of the monetary aggregates,
they favored a directive calling for modification of
open market operations if such decline in monetary
aggregates did in fact occur.

Information on economic activity available at the
September and early October meetings provided
some further signs of easing in total demand for
output. Staff projections were for continued slowing
in growth of real output through the second quarter
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of 1970. The available data, however, continued to
indicated pervasive price increases. Also, at the
October 7 meeting it was noted that fiscal policy
was likely to become less restrictive in early 1970.

Based on their view that there were continued per-
sistent inflationary pressures and expectations in the
economy, and the possibility that fiscal policy would
become less restrictive in early 1970, the majority of
the FOMC voted at both meetings that open market
operations should be directed to maintaining the exist-
ing firm conditions in money and short-term credit
markets. At both meetings several members empha-
sized the desirability of avoiding any firming in policy.

Governors Mitchell and Maisel, at the September 9
meeting, again voiced their dissent from the majority
opinion. They expressed the belief 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 declin-
ing and longer-term interest rates had been rising
in recent weeks indicated that restraint had been
steadily increasing, even though money market con-
ditions had been relatively stable. They favored
maintaining the overall posture of restraint measured
in terms of such aggregates and interest rates, and
permitting more flexibility in money market condi-
tions in order to do so.

Governor Maisel also dissented from the majority
decision at the October 7 meeting, noting 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 Com-
mittee’s directives —like that favored by the majority
today —had called for maintenance of prevailing
firm conditions in money and short-term credit mar-
kets. He also noted that the behavior of key mone-
tary aggregates, including member bank reserves,
the money stock, and bank credit, had been consid-
erably weaker in the third quarter —either declin-
ing 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.

Repeating his views expressed at previous meetings,
Governor Maisel stated his belief that more flexibility
should be permitted in money market conditions, in
order to maintain but not intensify the present degree
of monetary restraint measured in terms of key aggre-
gates and interest rates.
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At the last three FOMC meetings in 1969, evidence
of the restrictive effects of monetary restraint on the
real sector increased. At the October 28 meeting, key
economic indicators still provided a mixed picture of
the direction of economic activity. Industrial produc-
tion declined in September for the second month in
a row, the unemployment rate rose to 4 per cent
from 3.5 per cent in August, retail sales adjusted for
price increases were below a year earlier, and there
was evidence of considerable slowing in the growth of
personal income. On the other hand, new orders of
manufacturers for durable goods showed a widespread
increase in September, and wholesale prices of indus-
trial commodities were increasing more rapidly than
in the second quarter.

By the December 16 FOMC meeting the signs of
slowing in economic activity were much more wide-
spread. Industrial production declined in November
for the fourth straight month. Most measures of labor
market conditions indicated some easing in the de-
mand for labor, and retail sales in real terms con-
tinued at a level below a year earlier. Staff projec-
tions were for a halt in the growth of real GNP in the
fourth quarter and little or no rise in the first half of
1970.

During October short-term and long-term interest
rates had declined sharply. This decline, however,
represented only a short-run reaction to announce-
ments of possible improvements in peace negotiations
on the Vietnam War and the publication of the 4 per
cent unemployment rate for September. Beginning
in late October the trend of market interest rates was
reversed. Through the remainder of the year both
long-term and short-term rates rose rapidly.

There was some discussion by the members of the
Committee at the last meetings in 1969 over the re-
newed rapid rises in interest rates. At the last three
meetings several members expressed the view that
any tendencies toward lower market interest rates
should not be offset by open market operations.

Concern was expressed at the November 25 meet-
ing about the possible impact on financial markets of
the October 29 announcement by the Board of Gov-
ernors that it was considering amendments to Regu-
lation D (reserve requirements) and Regulation Q
which would affect certain types of nondeposit funds
of commercial banks. This concern was expressed in
the proviso clause for the November 25 directive in-
structing the Desk to alter operations:

. if pressures arise in connection with possible bank
regulatory changes.
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The Committee also discussed the possible effects
of these interest rate developments on savings insti-
tutions, which were restricted in the level of interest
rates they could pay depositors. The members noted
there were large outflows from savings institutions
following the September dividend period, and the
possibility of a large amount of withdrawals following
the end of the year dividend period was taken into
consideration.

The FOMC'’s concern with possible liquidity pres-
sures in financial markets was expressed in the pro-
viso clause of the December 16 directive instructing
the Desk to alter operations:

if unusual liquidity pressures should develop.

Despite the mounting evidence of a developing
slowdown in economic activity, the majority of the
Committee decided at each of the last three meetings
in 1969 that it would not be appropriate to relax the
existing degree of monetary restraint. This decision
appears to have been based primarily on the lack of
any evidence of slowing in the increase of prices, and
the view that inflationary expectations still remained
firmly entrenched.

The Directive and Money Market Conditions —In
the last half of 1969, as over the first half, the direc-
tive repeatedly expressed a desire by the majority of
the FOMC to have open market operations conducted
to “maintain the prevailing firm conditions in money
and short-term credit markets.” Table | presents the

Table 1l
ADJUSTED BANK CREDIT PROXY1
JUNE TO DECEMBER, 1969
(Annual rates of change)
Adjusted Bank Credit Proxy
Date of FOMC
FOMC Projected Actual
Meeting Period Chonge Change
June 24 June - July — 2t -5% — 12.0%
July 15 June - July — 5 to -8 — 12.0
August 12 July Aug. — 9t -12 — 10.0
September 9 Aug. - Sept. 2 to 5n 2.0
October 7 Sept. - Oct. — 5t —8n — 7.5
October 28 Oct. Nov. 6 to 10 13.5
November 25- Oct. Nov. 12 to 15 13.5
Nov. - Dec. 1to 4 0.8

NNot adjusted, FOMC projections available for only the daily-
average member bank deposits.

‘The adjusted bank credit proxy is defined as daily-average member
bank deposits adjusted to include changes in the daily average
of U.S. bank liabilities to foreign branches. After the FOMC meet-
ing of September 9, 1969, the adjusted bank credit proxy is
broadened to include other nondeposit sources as sales of commer-
cial paper by bank affiliates and by sales of loans to nonbank
customers under repurchase agreements.

2At the November 25 FOMC meeting, the projection for the ad-
justed bank credit proxy for October to November was revised, and
a projection for November to December was made.

Source: Federal Reserve Bulletin.
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average level of net borrowed reserves and the Fed-
eral funds rate. Over the last half of 1969, using these
measures of money market conditions, the implemen-
tation of open market operations by the Desk resulted
in approximately the same prevailing money market
conditions. The Federal funds rate, on average, moved
in approximately an 8.6 to 9.2 per cent range, and
net borrowed reserves averaged in the range of $900
to $1,000 million.

Table 11l presents the projections for the bank
credit proxy and the actual rates of change of the
credit proxy. During most of this period the credit
proxy was held in the lower end of its projected range.

Other Measures of Restraint—In the second half
of 1969 open market operations resulted in approxi-
mately the same firmness in money market conditions
from one FOMC meeting to the next. However, other
measures of the degree of restraint being exerted on
the growth of the money stock and bank credit, such
as member bank reserves and the monetary base, in-
dicated considerably increased restraint.

From June to December total reserves declined at
a 4 per cent annual rate, compared to a 0.7 per cent
rate of increase from December 1968 to June 1969.
The monetary base grew at a 2 per cent rate over the
last six months of 1969, only one-half as rapidly as
during the first half of the year. From June to October
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growth of these key aggregates was sharply re-
stricted. During this period the monetary base grew
at only a 0.8 per cent rate and total reserves declined
at a 9.5 per cent annual rate.

Over the first half of 1969 progressively tighter
money market conditions, as measured by the Fed-
eral funds rate and net borrowed reserves, were coin-
cident with decreases in the growth rates of the
monetary base and reserves. In the second half of
the year, relatively constant money market condi-
tions were maintained, but the growth rates of the
monetary base and reserves showed further sharp
declines. The growth rates of money and bank credit
followed the movements of the monetary base and
reserves, declining further in the second half of 1969.

Summary and Conclusions

In 1969 the dominant concern of the FOMC re-
ported in the records of policy actions was with
inflationary pressures and inflationary expectations.
The major policy goal of the Committee was to con-
duct open market operations so that the effect of
monetary influences on the economy would be restric-
tive. During 1969 the net effect of monetary influ-
ences on the economy was substantially reduced. A
reading of the directives issued by the FOMC does
not give an adequate picture of the degree of re-
straint apparently desired by the members of the
FOMC. Throughout the year the wording of the ma-
jor clause of the directive was almost unaltered:

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.

However, this article has pointed out that through
the first half of 1969, money market conditions as
measured by the average levels of the Federal funds

JUNE. 1970

rate and net borrowed reserves became progressively
tighter. This progressive firming in money market
conditions appears to have been what the majority
of the voting membership of the FOMC desired.

In the second half of the year, although the meas-
ures of money market conditions used in this article
remained about constant, other measures of policy
such as the monetary base and member bank reserves
indicated that open market operations were exercis-
ing markedly greater restraint on the growth of money
and bank credit. This distinction was pointed out in
several dissents by Governors Maisel and Mitchell.

Published records suggest that the majority of the
members of the FOMC were unwilling to move to
an easier open market policy until they could see
visible evidence of a reduction in the rate of price
increases and until they were assured that expecta-
tions of rising prices had been broken. Such evidence
did not materialize in 1969. These conditions tend to
imply that, by voting to maintain existing money
market conditions, the majority of the membership of
the Committee desired monetary policy in the second
half of the year to exercise an even more restrictive
influence on future economic activity than in the first
half of the year.

Because of the lagged effect of changes in the
growth rate of the monetary aggregates on real eco-
nomic activity, the full impact of the sharp reduction
in the growth rates of money and bank credit on real
output and employment did not appear until the
first half of 1970. Whether the restrictive monetary
policy of 1969 will in fact reduce the rate of price
increases and reduce inflationary expectations depends
upon whether the rate of increase of money is held to
a moderate rate during 1970.

This article is available as Reprint No. 57.
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