A meeting of the Federal Open Market Committee was held in the

offices of the Board of Governors of the Federal Reserve System in

Washington on Tuesday, December 13, 1960, at 10:00 a.m,

PRESENT:
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Hayes, Vice Chairman
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Robertson
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Messis, Leach, Allen, Irons, and Mangels, Alternate
Members of the Federal Open Market Committee

Messrs, Erickson and Johns, Presidents of the
Federal Reserve Banks of Boston and 5t. Louls,
respectively

Mr, Young, Secretary

Mr, Sherman, Assistant Secretary

Mr, Kenyon, Assistant Secretary

Mr. Hackley, General Counsel

Mr. Thomas, Econonist

Messrs, Brandt, Hostetler, Noyes, Roosa, and
Tow, Assoclate Economists

Mr. Rouse, Manager, System Open Market Account

Mr. Molony, Assistant to the Board of Governors

Messrs, Garfield and Koch, Advisers, Division
of Research and Statistics, Board of
Governors

Messrs. Brill and Williams, Associate Advisers,
Division of Research and Statistics, Board
of Governors

Mr, Knipe, Consultant to the Chairman, Board
of Governors

Mr, Keir, Chief, Government Finance Section,
Division of Research and Statistics,
Board of Governors
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Messra, Ratchford, Mitchell, Jones, and
Coldwell, Vice Presidents of the Federal
Reserve Banks of Richmond, Chicago,
S5t. Louis, and Dallas, respectively

Mr, Holmes, Manager, Securiiies Depariment,
Federal Reserve Bank of New York

Mr, Parsons, Director of Research, Federal
Reserve Bank of Minneapolis

Messrs, Young, Noyes, Garfield, Koch, Williams, z2nd Brill
participated in a visual-auditory presentation to the Committee on the
subject of economic growth.;/ Copies of the text and accompanying charts
have been placed in the files of the Committee and have been sent to the
Committee members and other Reserve Bank Presidents,

Before this meeting there had been distributed to the members of
the Committee a report on open market operations covering the period
November 22 through December 7, 1960, which report alsc contained & review
of the 13-week period since Septerber 7, 1960. There had also been
distributed copies of a supplementary report covering the period December
8 through December 12, 1960, and of a memorandum from the Securities
Department of the New York Reserve Bank commenting on the views that
Mr. Robertson had expressed at the Committee meeting on November 22, 1960.
Copies of these reports have been placed in the files of the Committes,

In supplementation of the written reports, Mr. Rouse comnented as

follows:

1/ Messrs, Garfield, Williams, and Brill withdrew following the
presentation,
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In conducting open market operations since the last meeting
special attention was given to the impact of the changes in
Regulation D effective November 24 and December 1, As was to be
expected, the free reserve statistic increased sharply without
being immediately or completely reflected in the feel of the
money market, However, the fact that the money market subse-
quently remained generally easy, both in New York and elsewhere,
suggests that country banks have been making better use of thess
new reserves than in previous instances when they acquired new
reserves, On the other hand, it is discouraging to note that
nonborroved and required reserves have not been substantially
expanded as a result of the ready availability of reserves,
This is partly due to float but more significantly to the slow
rate of creation of new bank credit.

Actual operations during the period were quite limited and
were almed at mopping up a modest part of the surplus reserves
to forestall the development of sloppy money conditions, While
short-term rates have fluctuated, they have remained within a
reasonably satisfactory range. In one instance, on Friday,
December 2, there were clear signs that excessive ease was
forcing lower short-term rates and the System sold a moderate
amount of bills and other short-term issues, It is worth noting
that in this instance the market was quite ready to make bids
for certificates, notes, and bonds, as well as for bills, On
last Friday a somewhat similar situation developed, posing the
problem of having to sell short-term securities. However, as
it turned out the only thing necessary was the avoidance of
putting a foreign buy order in the market, and market rates
subsequently moved back up.

It is quite possible in my opinion for the System to sell
as well as to buy short issues other than bills in worthwhile
size under most conditions. We realize that we cannct always
move them in as large blocks as bills and there is no doubt
that the Treasury bill will remain the principal security for
System use. However, we have been told by a number of the
dealers that we should have no real problems in dealing both
ways in other short-term securities. Incidentally, over the
past week or so we have had a number of contacts with the Ford
Motor Company, and their money man volunteered that they find
no difficulty in trading issues up to two-year maturity in some
Sizeo

While the lowering of the British bank rate on Thursday,
Decenber 8, has generally been regarded as helpful to the U. S.
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balance~of-payments situation, the spread between the British
and U. S. bill rates, on a covered basis, has not yet narrowed
as much as might be hoped because the discount on forward
sterling has narrowed. Yesterday, the yield in favor of
British bills was about 1,15 per cent which, if anything, is
more than it has been,

lLast week the International Monetary Fund sold $300 million
gold to the U, S. Treasury and has given us instructions to
invest the dellar proceeds in U. 5. Government securities matur-
ing in up to one year, We expect that this can be accomplished
by the end of this year with the minimim adverse reserve effects
and perhaps it will afford an opportunity for the Account to
dispose of some certificates.

This sale of gold to the Treasury obscured for one week
the continued outflow of gold to a number of foreign accounts,
The outflow for the current week to date aggregates over $204
million to several accounts, including $150 million to the
British representing utilization of a portion of the proceeds
of the sale of sterling to the Ford Motor Company. The balance
was invested in U, 5. Government securities,

I should also like to report that in yesterday's auction
the Treasury awarded us only 57 per cent of our bid for §25
million six-month Treasury bills, As a result $10,750,000 of
System holdings of Decenber 15 bills are scheduled to mature
this coming Thursday.

Thereupon, upon motion duly made and
seconded, the open market operations dur-
ing the period November 22 through December
12, 1960, were approved, ratified, and
confirmed.

Mr. Hayes presented the following statement of his views on the
business outlook and eredit policy:

There is nothing in the recent business news to suggest
a near-term reversal of the slow downward drift, but at the
same time there is no evidence of a developing cumilative
decline., While inventory adjustments continue to exert a
negative influence, it is hopeful for the longer run that
some progress is being made in getting inventories under
control in relation to sales. Business spending on plant
and equipment is apparently now declining a little more
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rapidly than had been expected. Although a rumber of surveys
show considerable hope of an upturn by next summer, the current
level of profits and of excess capacity throws some doubt on
these expectations. Residential construction seems to be
making little progress. On the other hand, government and
export demand remain favorable, and in the key area of consumer
Spending the October-November record has been mildly enecouraging.
But undoubtedly the overriding fact in the current business
situation is the high and rising level of unemployment and
unused plant capacity. Although the current sag in business
has been milder than any other postwar contraction, there is a
possibility that the economyt!s upward "bounce" may also be less
now that so many war-created demands have been filled, and
with inflationary psychology sco greatly diminished,

As for bank credit, it may be of interest to note that
the trend of total bank loans in Novenber and since midyear
has been somewhat stronger than in 1957, Monthly changes in
bank holdings of securities were distorted by the October bill
financing, but since midyear both investments and total bank
credit have risen much more sharply than in 1957, with an
especially rapid rise at New York banks, The tendency this
fall for money pressures to be concentrated at New York banks
is not surprising, since loans and investments at these banks
hzve risen by about 5 per cent from midyear through October,
with deposits up only 2 per cent; whereas outside of New York
each of these items has risen about 3-1/2 per cent. The same
contrast is shown in the recent changes in bank liquidity
measures, Loan~deposit ratios have contimued their slow decline
outside of New York, but in New York there has been little net
change since midyear. The current performance of the money
supply has been disappointing, Moreover, the outlook in this
respect is only moderately hopeful in view of the likelihood
that Treasury balances will stay high until next year and that
there will be no Treasury cash financing until next spring.
Incidentally, however, it now looks as if there would ba no
cash surplus in the fiscal year, so that the April cash
finaneing might be substantially larger than had been expected
a few months ago.

In the last week we have seen 2 pronounced improvement in
the atmosphere of the bond market, with the successful completion
of several corporate offerings which had been initially "sticky."
It may be questioned, however, whether the long-term interest
rates, which have risen appreciably since the summer, are
consistent with the dubious state of the economy. In this
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connection, some concern has been expressed over the sluggish
behavior of mortgage rates, which have dropped a good deal
less than in earlier recession periods,

The international financial situation shows signs of
temporary betterment, with a possibility that the short-term
capital outflow may have passed its peak. However, the
situation remains exceedingly delicate, with a continuing threat
of loss of confidence abroad in this country's ability to
handle our affairs soundly and to avoid such highly undesirable
measures as cuntrols over capital exports, Among other things,
we must, I think, continue to pay very close attention to the
comparative levels of short-term interest rates in this country
and abroad, The latest reduction in the British bank rate from
5-1/2 per cent to 5 per cent indicates that abroad there is
increasing recognition of the close interdependence of the
various national money and capital markets,

It seems to me clear that the condition of business war-
rants our raintaining our poliey of ease, but perhaps with
probings toward greater ease than has prevailed, on the average,
in recent weeks. Our aim should be to encourage an active
search by the banks for loan and investment outlets, While I
would de-emphasize the reserve figures, as we have so often
agreed is desirable, I would not be alt 211 concerned if, as
a result of our actions, free reserves should fluctuate around
the 3750 million level. As in the past, I would hope that the
Manager would be guided mainly by the feel of the market and by
the action of short-term rates, especially the rate on three-
month Treasury bills, HNo major open market operation seems
likely to be needed in the next few weeks, and seasonal factors
should tend to exert pressure on short-term interest rates.
After the turn of the year, however, the prcblem may become
more difficult, despite the prospective absorption of reserves
by the System, in view of the tendency at that season for bill
rates to decline,

This is no time, in my Judgmenit, to consider a lower
discount rate, especially in view of the risk of nullifying the
favorable psychological effects of the recent rate reductions
by various European central banks, The directive seems
satisfactory in its present form.

In view cof possible actions, especially in the fiseal area,
to cope with the domestic business situation, I am wondering
if it is not incumbent on the Syster to demonstrate its willing-
ness to explore all reasonable possibilities at its disposal to
encourage domestic expansion without taking undue risks on the
international front. I have an uneasy feeling that long-term
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rates are somewhat higher than they should be to be as helpful

as possible in present economic circumstances, although I ean't
prove this or set any quantitative measure on it. 4Also, I have
some fear that with bank liquidity still rather low, the banks

may not be seeking expansion of their lending and investing as

actively as we would wish.

Faced with this kind of protlem, together with the ewven
more serious problem of avoiding substantially lower bill rates,
we may be approaching a time when a departure from our usual
policy of confining open market operations to short-term
securities may be justified. It might turn out to be desirable
to place reserves in the market by means of any maturity which
seemed Lo be currently in supply-—and even the possibility of
useful swaps of shorts against longs should not be overlooked,
Probably we need not face up to these problems today; I am not
sure that I would advocate operations in long-term securities
even during the early months of next year. But I hope the
merbers of the Committee will be considering these guestions
over the coming weeks with an open mind; for if ever there
was a time when we should demenstrate our flexibility, and
our willingness to explore all alternatives, that time is the
present.,

Mr. Johns said he continued to believe that the directive to the
Federal Reserve Bank of New York was correct in stating that it should be
the goal of the Committee to encourage monetary expansion for the purpose
of fostering sustainable growth in economic activity and employment while
taking into consideration current international developments. Although
he claimed no particular competence as a business forecaster, he had a
rather uncomfortable feeling that the current situation, whatever it might
be called, was something more than a mere inventory adjustment and that
+here might be more fundamental causes involved. The behavior of final
demand was far from encouraging, especially if sales of goods were
separated from sales of services, and it might be that the inventory

ad justment which had been going on, and probably was contimuing, was not
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the only cause of such behavior of final demand, He could only expresa
the hope that when the history of this period was written it would not
be the conclusion of the historians that the almost unprecedented
contraction of the money supply which oceurred from mid-1959 to mid-1960
had put to too severe a test the question of the relationship between
the money supply and economic activity. He shared with Mr. Hayes =
feeling of disappointment that the System had not obtained, at least in
the most recent period, the expansion of bank credit for which the
directive ealled. It seemed to be indicated from the weekly reporting
bank figures that commercial bank credit declined slightly in November,
that the banks sold securities on balance, and that loans increased
somewhat less than would be normal at this time of the year, It also
appeared that from the last half of October to the last half of November
the seasonally adjusted monay supply declined on a daily average basis.
It further appeared that the velocity of money had been declining.

In these circumstances, Mr, Johns said, he would recommend that it
be the aim of the Committee, in order to carry out the directive, tc keep
the member banks supplied with reserves. At some point, he felt that this
would begin to show up in an expansion of bank credit, To illustrate,
Mr. Johns related a recent conversation with a2 banker in the southernmost
part of the Eighth District who expounded the view, which he claimed
was shared by many other bankers, that the banks were uncomfortably

i1liquid. Their loan-deposit ratios were higher then they would likse,
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s0 much so that the banker expressed doubt whether his bsnk and others
similarly situated were in a position to expand their losns if they had
the applications, although they would take care of the credit needs of
their communities. The banker went on to say that it would not do any
good to furnish more reserves because the banks could not use them; they
did not have the loan demand and thelr loan-deposit ratios were already
too high, Effective Novenmber 24, the country banks in that area obtained
quite a lot of additional reserves through the release of vault cash, and
these reserves had not found their way inte the money markets, at least
with any degree of rapidity. The country banks requested some of the
cotton paper held by the bark with whose offizial Mr, Johns was conversing
and although this bank was reluctant to give them the cotton paper, it
did 30 in view of correspondent bank relaticnships. This tended to
relieve somewhat the bank's uncomfortable feeling of illiquidity, and the
banker indicated that if his institution should continue to be liberally
supplied with reserves it would make loans if it had acceptable
applications, If not, the bank would buy Government securities,

Mr. Johns comrmented that this conversation tended to point up the
course that he would like to see the System follow; that is, to keep the
commercial banks supplied with reserves until their feeling of illiquidity
had been repaired, If the System then continued to keep reserves in

supply, he thought that the expansion of bank credit which the directive

called for would oceur.
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Mr. Bryan stated that the Atlanta Reserve Bank had been reviewling
rather carefully the performance of Sixth Distriet statistics, which in
previous postwar recessions had generally shown less deeline than the
national figures and in periods of expansion had moved upward more, In
this recession, however, most of the figures showed a performance less
favorable than the national figures, Generally speaking, the District
figures had gone down more than the national average. The State of
Florida, which made the District figures look so good in most of the
postwar periods, was not doing so this time, and some industries such as
lumber and textiles that are important in the District were showing poor
figures. Moreover, it appeared that the District was being hurt rather
badly, and might be hurt more on a long-term basis, by disturbances.

Turning to the national situation, Mr, Bryan said that there
appeared to be a slow, mild deterioration. Because of the slowness of
the deterioration, it might be hoped that the recession would be shallow
and short-lived., However, that remained a hope and not something that
could be proved. Accordingly, as far as monetary pelicy was concerned,
he felt that the System had little choice except to continue the poliey,
expressed in the directive, of supplying reserves for the purpose of
attempting to bring about an expansion of the money supply. For a
considerable part of the year the System had pursued a policy that had

achieved a slow expansion in the reserve figures. Thus far this month,
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however, those figures were slightly less, on a dally average basis,
than in December 1959. In the current month the System was confronted
with important seasonal factors of about $350 million from November.
Therefore, to state a target in terms of total reserves, he hoped that
the System would fully take care of the seasonal factor of $350 million
and in addition supply some amount of reserves as a contracyclical
influence. Whether that should be $100 or §200 million, he did not know,
but he would think of something in that magnitude during the month of
Decenber. Accordingly, he beliaved that the System ought to add to
total reserves in Decenber, on a dally average basis, by something like
$450 to §550 million,

With reference to the comment of Mr. Hayes concerning the seasonal
factor in short-term rates after the turn of the year, Mr. Bryan said he
was rather fearful that if the Committee were to hold a preconcelved
notion of what the short-term rate ought to be, it could easily get into
trouble, He shared with a2 number of other mermbers of the Committee the
feeling that it would not be desirable to drive short-term rates to a
greater disparity with competitive short-term rates abroad., At the same
time, if it became necessary to make a choice, he believed the System mst
concern itself primarily with the domestic economic situation and not the
country!s international position. As he had noted many times at Committee

meetings, there are some things monetary policy cammot do, and he thought
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it must be recognized, with regard to the international situation, that
thlis is not a matter that fundamentally and basically responds to monetary
policy. Instead, it arises from causes separate and distinct from
wonetary policy and can only be cured by actions outside the jurisdiction
of the Federal Reserve. If what was involved was merely a short-term
flow of capital in response to interest-rate differentials, the United
States would be in no difficulty, However, more was involved in the
problem and the Federal Reserve should not be expected to cure a problem
that it did not create.

Mr. Bopp reported that business in the Third District contimeed to
deteriorate, as reflected in a nunber of statistics. New and contimued
unemployment claims were rising and were now as high as at the equivalent
point in 1958, The propertion of the labor force unemployed increased in
October and remained higher than the naticnal figure. Eleciric power
consumption declined from September to Cctober, and construction awards
declined in both September and October while rising nationally, For the
first ten months of 1960, construction awards in the District were down
11 per cent, while nationally the decrease was 3 per cent. In the
latest four weeks, department store sales were 7 per cent below a year
ago, Automobile registrations provided about the only bright spot,
rising in October to 4 per cent over last year. The banking situation
remained relatively unchanged; from time to time there were still some

evidences of pressure on reserves of the larger banks,
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¥Mr, Bopp said that hLe would not recommend a change in the discount
rate or the directive at this time, However, like others who had spoken,
he believed that somewhat greater ease would be appropriate in view of
the domestic situation, which he felt was becoming increasingly important
relative to the international situation.

Mr, Fulton said that except for good automobile sales, indicators
in the Fourth District were all down. The situation was not only
slugglsh but deteriorating., The steel mills were moving along at an even
slow pace, with no significant improvement anticipated unti) the latter
paxrt of next year. The mills were well supplied with iron ore, and one
company recently announced the complete cleosing of a high-cost mine in
upper Michigan., On the other hand, low-cost properties were belng
developed in Canada and locaticns abroad. In the aluminum industry there
was a gradual dowmard trend, The export market had been disappolinting,
and the industry was faced with a price problem in world markets, The
volume of operations in the paper industry was rumning only 1.5 per cent
above 1959, compared with an anmual increase of 4 to 5 per cent over a
number of recent years. The packaging part of the industry's operations
was off, with orders down due to the inventories of customers already in
packages, and no immediate uptrend was foreseen. A Reserve Bank director
representing a company with considerable distribution throughout the
United States indicated recently that orders from the south, southwest,

and west coast were picking up, but that eastern and midwestern orders
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were on a low level. While auto production was now high, expectations
for the first quarter of next year were that production would fall off,
with a consequent effect on the already low rate of steel production,
Department store sales had not held up well recently, although for the
year Lo date sales were rumning one per cent above a year ago.
Unemployment was now higher as a percentage of the labor force and in
actual numbers. Several cities had been added to the list of those
having a substantial labor surplus, principally in the steel and metal-
working areas,

¥r. Fulton said there seemed to be a widespread helief among
businessmen and bankers that there would be little change in the business
situation until after the middle of next year. Bankers reported that
there was beginning to be quite a bit of competition for mortgages now
that repayments were running in excess of new mortgages, particularly at
savings and loan associations, Due to substantial repayments, the
assoclations had been forced to search for new mortgages to keep up their
portfolios. This development suggested the likelihood of less stability
in the mortgage rate and the possibility that long-term rates generally
would begin to be less settled.

As to policy, Mr. Fulton expressed the view that the degree of
ease currently being maintained was quite appropriate and said he
concurred in the statements that had been made relative to the short-term

rate. He did not feel that the System should charge itself with
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maintaining a level of short-term rates; instead, he would prefer to
seek a level that weuld encoursge investment in longer-term securities,
If the funds now going abroad were actually short-term funds, they
would come back, and whatever temporary outflow occurred was not going
to embarrass this country over the longer run. For these reasons, he
would not concentrate on maintaining a level of short-term rates after
the turn of the year,

Mr, Fulton concluded by saying that he thought the discount rate
was appropriate and that no change in the directive was needed at this
time,

Mr, King recalled that several meetings ago a member of the staff
said, in discussing the economic situation and the business outlock, that
perhaps as never before the consumer held the key to the future trend of
the economy. The events of the past several weeks had borne ocut the
wisdom of that observation, Mr. King suggested., Continuing, Mr, King
said that he was almost persuaded by the statements that had been made
to the effect that the domestic, as contrasted with the international,
sityation was the most alarming factor at ithe present time. He was aware
that bankers had a feeling of insecurity, but the consumer also had
manifested this feeling in his decisions to moderate purchases, Mr, King
did not believe that undue monetary ease at the present time would cause
the consumer suddenly to rush out and buy goods, Instead, that decision

was likely to occur only when the population as a whole had reached the
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point where people believed they had improved themselves to some extent
in their personal finances. This might develop within a month or two or
it might take a somewhat longer time, but in any event he was inclined
to feel that this was the turning point that would occur some day, As he
had said, he was almost persuaded by the appeal with respect to the
domestic economic situation, but at the present time he hoped that the
bill rate could stay in the vicinity of 2 to 2.20 per cent. It must be
recognized that shortly after the turn of the year seasonal fartors would
exert a2 downward effect on the bill rate, and too precipitate a move at
this time might drive the bill rate to an unduly low level, He agreed
with the view that it would be desirable if long-term rates could level
off or drop, but he did not believe that undue ease would cause the
consumer to make the decisions that must be made before the economy again
would move ahead,

Mr. King said that he would not favor a change in the discount
rate at this time. He anticipated that open market operations would be
so conducted that free reserves would fluctuate rather widely, possibly
in the range from $600 million to $1 billion. However, he hoped that it
would be possible to maintain the bill rate in the area from 2 to 2.20
per cent,

Mr. Shepardson commented that there had been some slowing down of
business activity, along with some increase in unemployment, and that

both developments were matters of concern. On the other hand, it seemed
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to him that the country was going through some wholesome and salutary
adjustments, painful to be sure, but adjustments that were needed at
some time. The country appeared to be getting in a little better
position competitively, and that was needed. Some of the price movements
and some of the indications of a little more restraint in wage
negotiations were sound and constructive developments,

Mr, Shepardscn went on to say that he did not think the Federal
Reserve could take care of the international situation entirely; other
factors were of more significance, However, he did not believe that the
Federal Reserve would aid the situation by flooding the carburetor, The
System should maintain a position of ease, as it had, but he did not
feel that providing any large amount of additional reserves at this time
would have a wholesome effect, Mr, Jchns had related a conversation with
a banker who said that his bank did not have any large demand for loans,
and to him (Mr, Shepardson) it would not be constructive to provide a
flood of money when there was not the demand for credit. Accordingly,
he would favor holding to the position that the Committee had attempted to
maintain for the past two or three periods., He would keep an eye on the
short-term rate, but not in the sense that that would be the controlling
factor. He would provide needed reserves but not attempt to flood the
market, and he would not change the directive at thls time,

Mr. Robertson referred to the remarks he had made at the November

22 Committee meeting concerning the manner in which the Account was
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handled during the preceding three-week period and noted that, in
accordance with the procedure agreed upon, there had been distributed
prior to this meeting a memorandum from the Securities Department of the
New York Reserve Bank commenting on the views that he (Mr. Robertson) had
expressed., As he read the memorandum, he felt the faulty logic and
strained interpretations were apparent to anyone who wished to see them,
but he did not wish to labor the point, other than to assert that he
thought the comments he had made at the preceding meeting may have been
a contributing factor in leading to the better administration of the
Account since that meeting,

With respect to policy for the forthcoming period, Mr. Robertson
expressed himself as very much in agreement with the comments that had
been made today to the effect that the Committee ought to aim at an easier
position, In short, he would attempt to do more to get the economy
switched around toward an upward movement, for over the long pull this
was the Federal Reserve's real function and he had some doubt as to
whether the System had functioned in that respect as well as it could
have. To pinpoint a move toward greater ease such as he recommended, he
would say that in his opinion free reserves should be somewhere in the
neighborhood of $750 million., He would expect that this might permit the
bill rate to move downward toward 2 per cent and that it would keep the
Federal funds rate low, He would like to have the actions of the System

construed as meaning that the System really wanted ease,
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If he were a member of the board of directors of a Federal
Reserve Bank, Mr. Robertson said, he would push right now for a
reduction of the discount rate by one-quarter of a percentage point. In
his opinion, this would not indicate panic but rather a move designed to
encourage the commercial banks to perform their function of searching
for loans in order to expand the money supply to the extent possible and
try to get the economy woving upward, As he saw it, such a move would
not disturb confidence in the dollar; instead, it probably would have the
reverse effect. The directive seemed to him proper, and he thought the
Committee ought to move further in the direction indieated by it.

Mr, Mills stated that in his comments he proposed to discuss
problems having to do with the money supply and satellite considerations
regarding developments in the area of bank eredit that were disturbing to
him and caused him to doubt whether heavy injections of additionsl
reserves into the commercial banking system would, as they had in the
past, have the effect of jolting the economy &nd the bank credit
statistics off dead center. Mr. Mills then read the followlng statement:

A stagnant money supply in the face of energetic Federal
Reserve System actions to supply reserves and promote the
expansion of commercial bank credit demands a new look into the
roots of monetary policy formulation, Presently the System has
essayed the trick riding stunt of trying to have one foot on an
effort to foster business expansion through low interest rates
and ready availability of credit and the other foot on an
effort to maintain an interest rate structure high enough to

prevent the transfer of funds abroad for invesiment at higher
interest yields. The last time a somewhat similar Roman riding



12/13/60 -20-

trick was tried in the 1920's the horses pulled apart and an
effort to maintain an interest rate high enough to prevent
inflation, but not so high as to induce an inflow of gold from
Great Britain, failed and the forces of inflation took over.

Current financial conditions are not comparable to the
1920's, but the lesson of the earlier experience suggests that
the Federal Reserve System should no longer attempt &an
ambivalent monetary and credit policy. The policy called for
is one that will assure ready availability of bank credit at
interest rate levels high enough to retain volatile investment
funds in the United States and possibly attract a return flow
from abroad. The adoption of this poliey requires subordina-
tion of the attempt to promote the expansion of bank credit
by the forced feeding of new reserves into the commercial
banking system, which policy, in any event, is proving and has
been proven ineffective in achieving its intended purposes.

The reason that an aggressive Federal Reserve System
policy of active ease is not causing the desired expansion of
bank credit and the money supply can be laid to the fact of a
sluggish and waning demand for bank credit accountable to the
dominance of recessionary business influences., The money supply
not only represents the pool of previous extensions of bank
eredit, but is alsc a measure of the magnitude of total spend-
ing, Inasmuch as the demand for bank credit has fallen, the
spending that originates from bank lending and investing has
also fallen, and may fall further if total bank loans should
contract, Under these circumstances, and considering the
dampening effect of recessionary influences on consumer and
entrepreneur propensities to spend and invest, a Federal
Reserve System policy of supplying new reserves in sbundance
does not promote bank credit expansion, but merely forces the
level of short-term interest rates down to an undesirably amd
unrealistically low level,

Whereas the forced injection of reserves into the
commercial tanking system is not inducing an expansion of bank
loans, it might be expected to promote increased investments in
U, S. Government securities and thus to support an increase in
the money supply. It is true that commercial bank holdings of
short-term U. S. Government securities have risen substantially,
but this has been largely because of massive acquisitions of
U. S. Treasury tax anticipation bills through the medium of
their Tax and Loan Accounts, These purchases have served to
increase outstanding bank credit and to sustsin the money
supply, and illustrate the need of a forceful demand for credit
in order to spark an expansion in the money supply. Other
comnercial bank purchases of U, S, Government securities have
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not done so, inasmuch as they were financed through funds avail-
able from rising totals of time and savings deposits which, in
turn, are