A weeing of the Pederal Qpen Market Committee was held in the
offices af tht Board of Gowernors of ‘he Feieral Reserve System in
Washingtar ox Tuesday, July 9, 1963,. at: 9:30 a.m.

PRESEL: Mr. Martin, Chairmamn
Mr. Hayesg, Vice Chairman
Mr. Balderston
Mr, Bopp
Br. Glay
Mr., Iruns
Mr. HKing
Mr, Mills
Mr, Mitchell
Mr. Robertson
Mr. Scanlon
Mr. Shepardson

Megsrs, Hickman, Wayne, ard Shuford, Alfermate
Memwbers of the Federal Open Market Committee

Mesgrs., Ellis, Bryar, and Deming, YPresidents of
the Federal Resc¢rve L .aks of Boston, Atlanta,
and Minneapolis, respectively

Mr. Sherman, Assistant Secretary

Mr. Eenyon, Assiztant Secretary

Mr. Hexter, Assistant Jeneral Counsel

NMr. Noyes, Econoagist

Messrs, Baughman, Easthurn, Furth, Garvy,
Green, Hollaid, Koch, and Tow, Associate
Economdists

Mr, Stone, Manag:r, System Open Market
Account

Mr. Coombs, Spec.al Maiager, System Open
Market Account

Mr. Molony, Assistant to the Board of Governory

Mr. Williams, Adviser, Division of Research and
Statistics, RBcard of Governors

My. Yager, Chief, Government Finance Section,
Division of Research and Statistics, Board
of Governors



7/9/63 .

Mr. Hemmrings, First V.ce President, Federal
Resurve Bank of Sin Franciseo

Mesgrs. Mann, Biack, Rawlings, Parsons, and

Grove, Vice Presidents of the Federal

Reserve Banks of Cleveland, Richmond,

Atlanta, Miimeapolis, and San Francisco,

respectively

Willis, Ecomomic Adviser, Federal Reserve

Bank of Boston

Stermlight, Manager, Securities Department,

Federal Reserve Bank of New York

Bowsher, Assgistan: Vice President, Federal

Beserve Bank of S:. Louis

¥

K

5

Before this meeting there had been distributed to the Committee
a report from the Special Manager of the System Open Market Account on
foreign exchauge market conmditions and on Open Market Account and
Treasury operat:ions in foreign curremcies for the period June 18 through
July 3, 1963, together with a supplementary report covering the period
July 5 through July 8, 1963. Copies cf these reports have been pla:zed
in the files of the Committee,

In conments supplementing the written reports, Mr. Coombs
discussed current and prospective developmerts with respect to the U. 8[.
gold stocex amd the situation in the London gold market, As to the
exchanges, he noted that there was currentdly a brief breathing spell
following the termination of wmidyear window-dressing operatifons by
foreign banks, Howewer, the dollar was generally weak across the board.

Hr. €oomba then described System operations in support of the
dollar against the Cerman mark, for the purpose of which the System had

now drawn to the £nIl extent af §150 milljon under its swap arrangement
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with the Germun Federal Bank. He alsc noted prospective Treasury
operaticons in this area. Turning to vhe gullder, Mr. Coombs noted a
pending develapment that might provide more scope for purchases of
guilders on the market by the Federal Reserve, possibly enabling some
progress in ropaying System drawings under the swap arrangement with
the Netherlands Bank.

Mr, Coombs reported that the centra’. bankers in-cattendance at
the latest mcnthly meeting of the Bank for fnternational Settlements
seemed encouraged by the recent. moderste rise in U, §. short-term rates.
In all cases, they seemed to feel that a further rise would have
beneficial efrects from the standpoint of tle exchange markets. Nearly
all of the central bavks represented st the meeting were strongly
tempted to employ credit restraint to deal vwith inflatiomary trends at
home, but were holding back out of deference to the U. §. balance o~
payments position., The exception was France, where tight money
corditians seened to be pulling in a great deal of short-term money,
mainly thcough the Euro-dollar market,

liore ginerally speaking, Mr. Coowmbs said, central bank
resistance to financing of the U. S, balance of payments deficit seemed
to be stiffentng, and im this respect he reviewed the situation in
several countriss. If firm central bank resistance should materialize,
U. §. gold Tosses no doubt would rise rapidly in the second half of
this year. In conchtuding his comments, Mr. Coomhe expressed the view

that the dollar had hecome seriously vulnerable,
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Thereupon, upon motion duly made
and seconded, and by unanmimous vote,
the System Open Market Acccunt trans-
actions in foreign currencies during
the period June 18 thzough July 8, 1963,
were approved, ratified, ani confirmed,

Mr. Coombs noted that the §530 million swap arrangement with
Austrian Naticnal Bank would mature July 24, 1963, while the swap
arrangenents with the Bank of France and the German Federal Bank, in
the amounts of $100 million and 5150 nillica, respectively, would mature
August %, 1963, He recommended renewsl in 2ach instance for a furtaer

period of three months.

Renewal of the three swap arrange-
ments, as recoemmended by Mr, Coombs, was
approved unanimously.
Mr, Ccombs also noted that a $25 million equivalent drawing of
marks under the swap arrangement with the German Federal Bank would
mature Acgust 6, 1963, and he recommended renewal for a period of three

months uvaless the System was able to effect repayment in the meanwhile.

Renewal of the drawing, if necessary,
was noted without abjection,

This concluded the consideration of System foreign corrency
operations.

Before this meeting there had been distributed to the members of
the Committee a report covering operr market operations in U. S.
Government securities and bankers' acceptances for the period June 18

through July 3, 1963, and a supplementary report covering the period
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July 5 through July 8, 1963, Copies af these reports have been plzced

in the files of the Committee.

In supplementation of the writtem reports, Mr. Stone commented

as follows:

The past three weeks have heen particularly active.ones.
At the outset of the period it was clear that very substantial
amounts of reserves would have t> be provided ium order to
ofiset Leavy seasonal drains of funds from the banking systen.
Our prolklem, as we then saw it, was how to put perhaps a
billion dollars inte the market without exerting significant
dcunward pressure on short-term cates, Through June 28, 3
week ago Friday, we had supplied about $750 million of reserves
with very little impact ow prices and rates. Treasury bill
rates were virtually unchanged, while a few intermediate issues
were up two or three thirty-seconds, Interest rate expecta-
tions were also little changed from those that emerged around
mid-June, after the System's policy move of May had been
digested by the market; that is, the warket was anticipating
that rate levels would tend gradaally upward over the months
ghead wi:h an expected further inprovement in business activity.
The poss:bility of an increase in the discount rate was
discussed and evaluated, but that possibility was regarded as
rather ramote, and there was mo significant body of opinion
thzt such a move might come soon.

Or Monday, July 1, however, both of the market letters
that came out that day asserted with some emphasis that an
early increase in the rate, to 3-1/2 per cent, was by no means
a 1emote possibility, and indeed ome of the letters ventured
the view that the rate would be raised before the end of this
month. This was followed the next day by a press article ta
the same effect by the same authcr, The round of rate
discussiun set off by these articles gathered force against the
background of the $65 million gold loss of the preceding week
and particularly against the background of the statements omn
monetary matters made by the President on his European trip---
statements that were apparently counstrued by many as hints that
the Administration was plamning to taks more forveful measures
to deal with the balance of payments,

Rates began to adjust, and by the close last Friday three-
month bi!l rates had moved up to the neighborhood of 3.10 per
cent, After the close that day, the market ieaxrned that
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the free reserve figure for last week had fallen to below
$100 mill.ion--although it was generally umderstood that the
lov level was associated with the large downward revision
of the previous week's free reserves. Yesterday morning

the market once again read market. letters that, particulariy
in one case, pointed to an early increase in the discount
rate. And throughout the day yesterdas the market read
ticker reports of Secretary Dillomn's tastimony before the
Joint Economic Committee, in which he spoke of the possibil-
ity of a rise in short-term rates.

It was in this expectational settiing that the market
approached yesterday's bill auctionm. While there was not a
great deal of selling by iovestors, there was very little
buving interest gince it was almost universally felt.that
more attractive rates would soon be available. Rates thus
moved upward to close to 3.20 per cent inm the auction itself,
and¢ immediately following the auction cutstanding bills
moved vp to the neighborhood of 3.20 per cent also, In
conversations with the market late yesterday, T was informed
that dealers will very likely apgrroach today's auction of
one-year bills with a view to bidding a rate that will give
them an cquivalent bond yield of at least 3.50 per cent or
higher, thus protecting themselves agsinst what many consider
the likelihood of a 3-1/2 per cernt discount rate in the near
future,

While bill rates were moving up, yields im the inter-
mediate snd longer sectors were rising alsc. In the
intermediate market, the increases amounted to 10-15 basis
points for most issues, while in the lcnger end the increases
genzrally amounted to 4 or 5 basis poirts. Thus far, I
should add, yields on corporate aand wunlcipal obligations
have been little affected by the rise in yields on Treasury
iss 28,

Turving briefly te future Trzasury financing, about the
only thing that is certain is the forthcoming refunding of
the August 15 maturities, the terms of which are scheduled to
be announzed on July 24 or 25. The Treasury had tentatively
planned to do some cash financing in late July, as well as to
raise additional cash in today's one-year bill auction; but
its cash position is unexpectedly large, and 1t may decide to
defer any new cash financing until August, either as a part
of the refinancing or in a separate operation later that.
month,

I should like to return briefly to the free reserve
statistics published last week, Last Friday morming our
calculations showed that the free reserva figure for the week
ended Wednesday was 5177 million. Shortly after 11 o'clock
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on Friday we discovered that $85 million of that figare had
Been cut away by a revision in country bank required
reserves dating hack to the week ended June 26. I should
Like to uote that {f we had available daily reserve data
from country banks-——or from a significant sample of such
bpka--~wz could quickly catch the kind of bad estimate that
Ied to so large a revision in the fipures last week, T
would hope that the study now going forward on this matter
could be asccelerated,

I suggest that the leeway for changes in the Account be
comtimied at- §1.5 hillion for amnther -hree weeks to allow
for the reversal of the seasomal factors that gave rise ta

the recent heavy purchases--which, as you know, exceeded $1
billion,

Thereupon, upon wvwotion duly made and
seconded, and by unanimous vote, the open
market transactions in Government.securi-
ties and bankers' acceptances during the
period June. 18 through July 8, 1963, were
approved, ratified, ard confirmed.

Chairnamr Martin then called for the usual staff economic and
financial repcrts beginning with Mr., Koch, -tho presented the following
statement on economic developments:

The economic informatiom that has become available since
the last meeting of the Committee seems to me to support the
genzral view expressed then, namely, that economic expansion
has slackened somewhat., whether it be cue to the usual summer
dold ruma, the cutback in steel inventory buying, or some
ether ressons, Business continues good, but does not appear
to 're moving up very rapidly; and sentiment, which still is
quite cheerful, is a little less buoyant than it was in the
spring.,

I reach this conclusion regarding the current economic
situation even though new data on a murber.of key areas are
encourdaging. Construction activity, for example, increased
further in June, sparked by another record high in residential
building., Apparently the President's arti-segregation actions
in the housing area have not yet dampened home construction.
The rate of unemployment was down slightly in June. Tt
cantinues, howasver, within the narrow, high range where it has
bheen fluctuating now for a year and a half. Our industrial



7/9/63 -8—

praduction index for June is likely to be up a little, or
at least unchanged, with the effects of 2 decline in steel
output on the index being about offset by those of a
temporary rise in auto assemblies.

Over-all accumulation of business inventories slackened
in April and May degpite the acczalerated stockpiling of
steel. With new orders for steel having receded sharply for
well over a month now, however, appreciable reduction in the
rate of steel inventory accumulation .s in prospeet, if it
bas mot already begun.. It is still uncertain how much steel
inventory will be liquidated, how long the adjustment will
last, and how it will affect the general economy. On balance,
however, the liquidation is not likely to be a major disrupt-
ing force in the economy. Users have apparently not built up
ag largs inventories as last year, and the consumption of
steel has risem markedly. As a result, even with the recent
bauild-up in stocks, inventory/sales ratios in steel fabricat-
ing; industries gre still rather low by historical standards,
although in evaluating the adequacy of the current level of
these inventory/sales ratios one mmast. allow for their longer-
rurn general downdrift.

Incidentally, the fact that the rzcent steel settlement
involved smaller relative cost iaicreases for the companies
thun setrlements in earlier years increases the possibility of
avciding price pressures from the cost gide in this, and
poesibly 1n other durable goods i1ndustiries. The steel wage
settleme 1z removed one uncertainty in Lhe labor area, but
ancther ‘mportant one remmins with the continuing lack of
progress 1o the important rail negotiarions.

In contrast to those of steel producers, new orders of
other durable goods manufacturers rose a little further in
May. New orders as g whole continued well gbove gsales, and
as o result, unfilled order backlogs increased forther. At
the end of May, the durable order backlog was almost 10 per
cent above the recent low reached last December.

New domestic auto sales also slackened a little in June
and were at a seasonally adjusted annual rate of 6,9 million
cars as compared with the 7.3 million rate that had been
characteristic of the earlier months of the current model year
that began last October, Total retail sales were disappointing
again in June, and have changed little now for. four months.

The latest consumer attitude surveys, those taken by the
Survey Researclh Center at the University of Michigan in May,
and by the Sindlinger Service more recently, are reasonably
consistent wich the lagging retail sales figures. 7They show
some slackening in buying plans for durabie goods from earlier
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advanced levels, as well as reduced consumer confidence abaut
economic prospects, The surveys suggest that comsumer buying
of durable goods may nmot soon 1esume its earlier brisk advance
ualess income expands more rapidly. Other evidence supporting
this conclusion includes the recent above-average relationship
between consumer spending and disposable income and the
fncreased share of personal income needed in recent months to
repay instalment debt.

Armmouncements of price rises, which had been fairly
numercus in April and May, have been relatively few recently,
The weekly index for industrial commodity prices was little
changed in June, but its coverage of fabricated materials amnc
finished goods is small.

As to the relevance of recent economic developments taken
a3 a whole to the likely future course of the economy, most
abgervers still expect further zcononic expansion later this
year awd on into 1964, but spme of the bloom may be off the
forecasts. In the first place, progress on the tax cut has
been slow, Although some cut 15 still widely anticipated, its
effective date is not expected before the beginning of 1964,
and its magnitude is likely to be less rather than more than
that proposed by the Administracion.

Second, the recent slackened rice in consumer and Goverm-
ment spending means the greater likely dependence of further
economic expansion on business expenditures for plant and
ecuipment, an area of spending particularly difficult to
predict. Business capital spending actually declined in the
first quarter, but most observers still.look for increases
throughout the rest of this year and Into 1964, in part as a
result of the lagped effects of the new depreciation guidelines
and the investment tax credit. New capital appropriations of
Lzrge msnufacturing companies ir. the first quarter of the year,
th latest data of this kind avzilable, were down sharply from
the fourth quarter of last year, but that quarter was unuswvally
high, Appropriations generally precede spending by from six
to nine months. Thus, evidence to date, taken as a whole,
suggests that the further rise in business capital expenditures
s likely to be moderate and gradual,

Mr. Holland presented the following statement on financial develop-
ments:
It is cobvious that market events of recent days have

created a special problem for the Committee in its delibera-
tions today. A sizable proportion of financial market
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participants are probably now operating under the assumption
that Federal Reserve policy is ir the process of becoming
more restrictive, A variety of reason:s have contributed to
this construction, as Mr. Stone has outlined in some detail.
This was vundoubtedly one of those times when the whole was
greater than the sum of its parts; that is, the seemingly
carruborutive mature of several separate occurrences

preduced s combined impact o market altitudes a good deal
sharper than they would have generated in isolation., Events
culminmated yesterday inm the sharpest rise in 3-month bill
yiclde in three years. The frequency of daily rate changes of
thig size in the years before 1961, however, is a reminder of
the money market's innate ability to generate such fluctua-
ticus-—-aad to weather them. Long-ierm rates, meanwhile, have
moved up relatively little. The resul: has been to create a
quite artificial current vield cuvrve--eme so flat as to be of
dovbtful wviability, in the absence of strong official action
to prop up this gshort rate level, and perhaps also to hold
down Iong rates.

The consequences of these recent cevelopments are already
spreading beyond the money market proper. As midyear
approachad, we began to hear of apparerntly sizable bank sales
of Government securities--including bills--to raise cash to
meet reserve requirements. In New Yor: and Chicago city
banks alone, such sales totaled $316 million in the week
ending July 3. 1In the face of the shavsp bill market drops on
Friday ard Monday, however, we have sirce heard that some of
these selling programs may have bzen temporarily shelved.

To o sense, some bank divestment cf Govermments should
be regarded as appropriate at this stage, although the
abruptness of the latest developments in this respect can
givez one pause. Up until the last few days, the banking sys-
tem had snown remarkably little responte to the modest
leasening of ease introduced by tane System after mid-May.
Indeed, total bank credit, seasonally adjusted, jumped $4.6
Biliion in June, up from its more moderate pace of expansion
earfier in the spring. Little of this pick-up occurred in
the types of lecans most directly associated with production
and consunption; the combined total of business loans, real
esgtate lcansg, farm loans, and consumer loans continued to
grow more or less at the same rate as before. The June bulge
rather reilected a big addition to Govermment securities
holdings, partly associated with subscriptions to the 4 per
cent bonds of 1970, and substantial acquisitions of municipals.
Along with these operations in the market came a sizable but
presumably parcly temporary demand for securities loans,
which banks also accommodated. RBanks sustained this asset
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increase and accompanying deposit expansion for a time by
paring their excess reserves and by borrowing somewhat
more froun the Reserve Banks. The publie, for its part,
alsao held bank deposits high, partly by acting to
replenish demand balances drawn ipon to make net payments
to the Treasury. Consequently, 3s our staff memorandum
shows, required reserves against private deposits held
close to the guideline throughout the past month., On
awvzrage during June, both money supply and time deposits
rase moderately further, capping a second quarter advance
that amounted to annual rates of growth of 2.4 per cent and
18.6 per cent, respectively.

The: big bank deposit. accruals during June, of course,
centerec in Treasury accounts., They were fed chiefly by a
ecobination of smaller than expected budgetary expenditures
and bigger than expected proceeds fron the sales of the 4
pes cenv bonds. The $11 billion cash balance with which
the: Treasury finished 1963 is se large, and its advance
re:unding of late 1963 maturities has already proceeded so
far, that the debt managers face one of the lightest dollar
totals of July-December financinz needs in recent years.
Two implications for monmetary policy should be pointed out.
The Tressury will be putting less upwv.rd pressure on interest
raves aml providing less expansive impztus to the banking
syatem in the months ahead--consideratly less than was
thought .ikely even a few short weeks ago. As a corollary,
the Treasury will also be inm a positior to adapt its
policies to provide somewhat more room for monetary policy
maneuver than we are ordinarily accustomed te in the second
half of the year. As a concrete example, after the ome-
year bill roll-aver today the Treasury has no need, from a
caeh point of view, for approach:ng the market until its
erd-of-July arrangements for the usuwal August refinmancing.
If in fact the Treasury sells another o5ill strip in the
interim, it will be for its interest rate effect; and such
a sale can more egsily be adjusted to wmake room for a
Federal Reserve policy change.

Whatever course of action the Treasury chooses, it is
Likely to run down its cash balance considerably more than
seagsonally during July. This should have the effect of
Bolgtering private deposits. Such a result may well turn
out to be a fortunate one, because it can provide some offset
to the contractive effect on private deposits and liquidity
that may well result from recent and prospective bank sales
of assets for adjustment purposes.
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A part of this indicated bank asset: disposition is in
reaction to the higher lewvel of borrowings that materialized
in the past six weeks. Reports indic:te the higher average
level of Federal Beserve advances has involved a sub-
stantially larger number of banks, and some for larger
amounts than before, There are thus far mo more than the
beginnings of signs of repetitive borrowing by banks, of the
type that might in time csll for a rire in the discount rate
ta reinforce the discipline of admini: trative standards.

The key question that arises out_of all these domestic
financizl develaopments is whether or not policy should
permit a# market move back to something like the status quo
ante, or whether it should now be made an additional notch
less easy, taking advantage of current developments in order
to rend:r more permanent the greater tension that has
imadvertently come into the monev market and the bapking
system In recent days. This latrer ta-tic, you will recall,
was used with congiderable success in the policy change last
December., On that occasion, however, the tightening
in{luence grew essentially out oif a natural market tendency
tovard accelerated credit expans-.on. The present situation,
in contrast, has developed in important part from market
expectations of a marked change in poiicy. With rate
relationuhips in the debt markets more vulnerable, and che
barking system appearing already to be in the throes of some
adjustment of its asset alignment, the immediate concern
would setm to be to guard against a cunwlative reaction
developing in either area.

Ever: if the situation in the bank:.ng system itself were
not calling for lessened monetary ease. ome might find
developments in the nonbank finarcial structure of a type
that could coustructively be off:zet by greater pressure on
the banking system proper. But the la.est round of
statistical reports on other fimsuncial secters do not sug-
gest this, The latest adjustments of c(redit conditions in
these sectors seem to be taking more the form of lower money
casts, or more widespread customer acccmmodation at con-
ventional ceiling maturities and other terms, rather than
much further liberalization. of maturity and loan-to-value
ceilings.

There is a still wider horizon of considerations, of
course, Lthat m.st affect the ultimate choice of a current
monetary palicy. But L think it is fazir to say that the
situatiorn within the domestic financial sphere would benefit
from 2 steady <entral bank hand on the tillex at this juncture.
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Mr. Furth presented the following statement with respect ta the
balance of paymeuts:

On the basis of the fragmentzary weekly data, the payments
deficit for June is tentatively estimated at less than $200
million. This would be about 40 per cent lower than the Aprii-
May averagey; but the declime was partly seasonal, and it stili
leaves the second quarter total im the neighborhood of an
amnual rate of $3-1/2 billion, about: the same as the seasomally
adjusted first quarter rate and as the total for 1962, Net
gold sales gtill remained unusually swall; evea if Friday's
gold saie teo France were put into the second quarter figure
{where it belongs for purposes of ecornomic analysis)}, taotal
szles fir that quarter would bar:ly exceed $200 million. But
in assegsing this figure it should be remembered that the net
short foreigm-exchange position under System swaps was enlarged
in that guarter by $100 million, and taiat the Treasury borrowed
ancather $100 million in foreign currencies; in the absence of
these System and Treasury operations, z significant portion of
thase amounts would presumably have bez2n financed by larger
gold sales.

On a seasonally unadiusted basis, the payments deficit
apparent)y rose about $100 million between the first and the
second quarters. QOur trade surplus (for which only figures
through }May are available) increased by perhaps $500 million,
and¢ the nutflow on long-term security Lramnsactions was reduced
by $130 million; thus, there must have been a deterioration on
all cther asccounts of about $750 million. WNet government
expenditires abroad, which were relatively modest in the first
quarter, probably rose somewhat, but this rise at most accountad
for a sms1l fraction of the difference., There is no reason ta
a<s me a significant reduction ir our surplus on service
transactions or a significant rise in our outfiow on direct
invastments; the bulk of the difference must, therefore, be
found in bank lending to foreigners, other outflows of short-
term capital, and 'errors and omissions."

Aectually, bank-reported elaims on foreigners rose in April
and May by a quarterly rate in excess of $500 million, in
contrast to a reduction ¢of nearly $100 million-in the first
quarter. This would leave a balance of $100-$200 millien
attributable to other short-term flows, including umreported
movements reflected in the "errors and omissions" item of the
balance of payments.

Part of the change from the first quarter reflected the
cessation of inflows rather than am increase in outflows. The
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U. 8. payments pusition no longer profited from the reversal
of year-end window-dressing, the repaywent of a large
Japanese bank loan, the interruption of flows to Canada
becaude of political instability, and the inflow from Britain
due: to uncertainties created. by the faillure of the Common
Market negotiations. HNevertheless, in the second quarter
short-term capital movements seem to have accounted for a
larger part of the deficit than in the earlier period.

At first glance, this development seems reassuring.
First, since our deficit basically represents an exchange of
Tiquid reserves for illiguid foreign assets, and since short-
term claims on foreigners are less illiquid than other fareigo
agsets, the U.. §.. net liquidity position deterierated
qualitatively less grievously than if the deficit had been
cauged bty a reduction in our current surplus or by am increase
in government expenditures or in private direct investments
abroad, Second, and more importint, since short-term capital
movements are probably more directly influenced than anmy
ather payments item by changes ir monetary policies, it would
seem that it should be easier for the System to minimize
these outflows than either to raise the current account sur-
plus or to reduce private long-term imestments.

Unfortunately, the problem .s not quite as simple as we
might wish. For the increase in the oviflow of short-term
fundis occurred in a period in which mosietary ease was
slightly lessened and U. S.. short-term rates were slightly
raised, both absolutely and in relatior to rates in important
forzign financial centers.

In order to explain this paradox, we mast try, in spite
of the paicity of data available gt this time, to present a
tentative assessment of the composition of the short-term
capital oitflow (including bank term lcans). This outflow
was probanly concentrated in five grours:

{1) A rise in medium-term bank locans to foreigners;

(2) A rise in bankers' acceostances for foreign account;

(3} The flow of U. §. corporate funds into the Euro-

dollar market;

(4) An increase in money-market investments denominated

in foreign currencies; and

(5) An increase in “leads and lags" in commercial pay-

meats.

(I) Most of the medium-term bank loans to foreigners
appear to have gome to countries such as Japan and Germany
where interest rares are very ruch higher than in the United
States; the difference is nearly 3 per cent for Japan and
probably 1 to 2 per cent for Germany. Nothing short of a
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substantial rise in U. S, rates oxr a sabstamtial lessening
of monetary ease could be expectad to make such loans
significantly less attractive to both lenders and borrowers.

(2) "The increzsze im acteptance credits in part probably
reflected the rise inm U. §. foreignm trade; in addition, there
was a more than proportionate increase in acceptances for
account of Japanese banks, which may be explained not only by
the rate differentials hetween Japanm end the United States
but also by the restrictions on chird-country financing in
other ceaters, especially in Lomdon.

(3) The flows to the Euro—dollar market presumably
respond to rate differentials im Eurv-dollar and domestic
dollar narkets. But while the exact ra2lationship between
thegse markets is uncertain, there is some reason to believe
that Eusro-dollar rates tend, in *he longer run, to move
parallel with U, §. rates so that: the differential need not
significantly vary im response to small changes in U..S.
rates,

(4) The flows to foreign money markets respond primarily
to covered rather than uncovered rate differentials. But
while urcovered differentials significantly narrowed between
the U, S. dollar and the Canadian dollar and changed little
between the dollar and the pound steriing, covered differ-
entials moved against the U. §. cdollar In both instances as
the Canacian dollar rose from a forwari discount to a forward
premium and the forward discount on the pound sterling was
cut in half.

{5) TFinally, the mavement of leacs and lags probably
reflected continuing if not increasing uncertainty about the
future value of dollar, which induces ioreign exporters to
hedge against a possible further weakering of the dollar rate,
quite apart from any outright speculat-on om dollar devalua-
tiou,

In cases (4) and (5), the movements of funds might well
prose to be more easily influenced by a change in the
psychological climate than by the strictly financial
consequences of small variations in U. S. interest rates.
Thus, the possible confidence effect rather than the
arithmetic of rates and rate differentials might have to be
given primary consideration in assessing the impact of U. S.
monetary policies om short-term capital flows,

Chairman Martin noted gt this point that Messrs, Robertson and

Ellis had recently returned from European trips during which each attended
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the annmual meeting of the Bamk for Imternational Settlements and also
visited a number of the European central banks.

At the invitation of the Chairman, Mr. Robertson presented
substantially the following comments:

First, let me gay It was @ most stimulatimg and enjoy-
able trip. We (Mr. Bolland and I) were graciously received
everywhere. 1In general, I was pleasantly surprised by the
moderateness of the views expressed on the U. S. position,
and the constructive nature of the cowments received.

We visited London, Amsterdam, Copenhagen, and Stockholm,
then th: BIS annmual meeting at Basle, and afterwards Vienna,
Paris, and Franmkfurt. We talked mostly to central bankers,
but als> to various officials of the Ministries of Finance,
acuademic economists, officers of foreign commercial banks,
and officers of American bank branches abroad.

Literally everyone we talked with emphasized the long-
range strength of the U, S, economy-—its competitive ability,
its comparatively fine record of cost and price stability.
This meant to them that our balaance of payments problem was
a relatively short-run, transitional ching that could be
deelt wilh accordingly. Some pul: less emphasis on our
unemployrient problem than others, but it also was recognized.

Almost everyone recognized that the best policy approach
to both our domestic and balance of pavments problems was the
stimelation of demand at home, with the aim of producing
rising business agctivity and higher infterest rates as a
natural consequence., A good deal of optimism was expressed
abcut the U. §. situation because of our good performance on
the cost front, signs of improvirg business activity, and
indicaticns that a tax cut stimulus is coming closer to
reality,

When it came to policy prescriptions, views differed as
to (a) vhether amything more needed to be done on the policy
front to fill in during the transition perioed, and (b) if so,
what should be done. The majority seened satisfied that the
best course was to push for improving business actiwity by
maintaining monetary ease and making efforts to get the
supplemental stimulus of @ tax cut as soon as practicable.
These included chiefly the British and Scandinaviam officials,
but also all of the scademic economists we talked to in the
various countries. Most of these alsc said rointedly that
some observers, including perhaps the U,. 8. itself, put.too
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mach weight o the halance of payments deficit and, especi-
ally, the ahility of monetary policy to curtail it. They
ezpregsed the view that there was a fundamental distinction
betwean z deficit om current account and a deficit om
capital account—the former being bad, the latter being
mare in the nature of an investment in the future. Several,
for example, volunteered the comment trat they would rather
be in the U. §. position than the Swiss position.

Some puointed out that monetsry tishtening in the U. S.
would have several disadvantages., Not only might it skow
down U. 9. domestic activity, but any interest rate
incresses might also compel others to raise their rates.
Several spokesmen maintained that if tte U. 8., U. K., and
Carada together held their short rates in line--or even
redaced them--the capacity of the Continent to receive
furds was not large enough relative to the resources of
these three countries to be a serious threat in the short
marr. To be sure, such movements could be of sufficient
aize compared to the size of the receiving country te partly
offset any tightening of rates for domestic reasons to curb
infiationary development. In this sense, higher interest
mates in the U, 5. could make it 2asier for France, Germany,
and the detherlands to raise rates to :cal with their
damagtic »roblems; but it would make it harder for us tao
deal with our domestic slack, and would have little or no
over-all benefit in reducing the capital outflow,

A second group felt that, even thoagh the prospect over
the Tonger run was favorable, something more needed to be
done now to reduce the defieit in the n2ar future. But this
group fell into two camps., The restrictionists felt moder-
ately higher interest rates might not d» a great deal ta
slow us domestically, but neither would they reduce the
capi.al outflow. They would not mind higher rates, but for
real effectiveness they favored direct controls--usually at
least on mew capital issues in the U. 3. market, but
sometimes alse on foreign lending by U. S. banks, Actually,
they seemed to be bothered mostly by di-ect investments by
U. §. corparations abroad (a number of striking examples
werse cited to us); still, no one (with one possible
exveption) seemed prepared to recommend any direct controls
ever direct investments at this time. 1Im so far as controls
over Ioans and capital issues are concerned, hese peaple
sugpested they were feasible in the environment of Europe
and would be accepted there, not as a sign of weakness but as
a gign of determination on our part.
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But these restrictionists were in the distinct winority.
Each had at least one colleague who felt differently--favor-
ing some action to dampenr flows, but ty general actionm
rather tnan direct controls because of the inequities,
lenkages, and general inappropriateness of such controls for
a key currency. Two who were outspoken on this point felt
their own experiences with direcv controls had demonstrated
the unworkability of such controls over the long run. When
we pressed them conpcerning the dampening domestic effects of
tightening U. S. money policy prior to the achievement of
better business, I was impressed with their inclination to
choose to walt out the improvement iz J. 8. business, with
whatever policy mix we thought we could manage, rather than
jumping to direct controls in the interim.

The often-expressed view was that all that was needed
was the start of a declining trend in our balance of payments
delicit; with that, a change in narket attitudes could be
exfected that would accelerate the reflow of dollars. Some
even said that before many years we wijght be faced again with
a dollar gap.

Clearly there exists some rastiveness over increasing
holdings of dollars at this junciure. Discussions tended to
indicate a desire for more multilateral understandings; for
exzuplie, on U. S. Treasury issueg denoninated in foreign
currencies, on the desirability for tha2 U. S. to make an IMF
drzwing, and on the need to harmenize yold reserve ratiods,
The “push" behind these ideas stems paitly, I think, from
the feel“ng that we (the U. S.) c¢an manage to borrow more
bilaterally than we can multilaterally (and I think that is
right).

There also seems to be an increasing worry about the
Continent and its inflation. But this worry has resulted in
div.rting some attention from the prev ous preoccupation with
the ¥. S. bhalance of payments deficit. The concern with
Eurospean inflation, however, did not extend to fear that it
was getting out of hand., Internatiomal competition and the
application of govermmental policies were gemerally expected
to hold future price trends within not too unreasonable
bounds. "Wage drift' and "creeping inflation'" were the typical
phrases applied to the current and prospective situation.

Every country other than France and Holland spoke out
strongly on the need to move ashead with more economic
coordination, for a whole variety of reasoms., Most recognize
that this means a tendency toward more uniform monetary
policies in Europe, and some need to open up capital markets,
at least to undertake mnet capital exports more freely. Mast
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alzo recognize that this would eventually leave fiscal
policy as the only govermmental policy which could still be
used very differently in different countries to deal with
differing national situations. There’'ore, most speak of
th2 peed to develop more flexible and responsible fiscal
palicy machinery. In this conmection, Sweden has made real
progress with its investment resarve program. In the
interim, however, most European countiyies are now having to
orient monetary policy more toward their own internal
problems, and this seems to be making for a somewhat more
sympathetic view of our own situation as well.

In conclusion, I cam say that I found not one single
bit of evidence among the officials with whom I spoke of lack
of confidence in the basic soundness ¢f the dollar, despite
my efforts to draw them out in tnis respect, Some even
suggested that much of the talk about the underlying stremgth
or weakness of the dollar emanated from within the U. S.
ityelf. While some countries may be holding more dollars
than they would like to hold, no one expressed fears with
reapect thereto., One or two of the more candid of the dollar
holders said they had no worry asout aollar devaluatiomn, for
if we skould ever devalue they would have to devalue, tco,
thereby avoiding any loss on their do’lar holdings, but more
importantly, thereby also negatiag any gain to the U. S.
balance of payments position. Bzcause they think the
responsible officials in both the U. S. and elsewhere are
wise enough to foresee these futile coansequences of a U. S.
devaluation, they feel sure it will not happen.

Qf course, everyone recognites that the U, 5. cannot go
on forever with a continuing deficit in our balance of
pasments, but there seems to exist. an anderlying confidence
in the strength and competitive ability of the American
ecc uomy which im the long run will carry us back to a
suitable balance of payments pos tiom.

There followed a general discussion based on the impressians
reported by Mr. Robertson, in the course of which Mr, Hayes--referring
back to Mr. Robertsn's statement that interest rate increases in the
U. S. might compel zther countries to raise their rates--said that in

the case of ase major countxy that Mr. Robertson presumably had in mind,
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Mr. Hayes had received a distinect impression from a high offfcial that
that country's rates would not necessarily follow ours upward.

Chairnman Martin then turned to Mr. 1Kllis, who said that he
concurred in wmany respects with Mr. Robertson's summarization as just
presented, alchough there were naturally some differences in emphasis
in their views. As an illustration, he wou.d start with the observa-
tion that in the ten countries he had wisited the primary concern
quite logicaily was not with the U. §. balance of payments problem
but with their domestic situationms. The people with whom he had
visited were concerned principally abcut the relationship of their
respective ccuntries to the United States insofar as the latter's
problems affected their own economies adversely. The Scandanavians,
for example, were anxious to continue to re:eive dollars to offset
their current account deficits; they would regard seriously any
interference with access to the U. §. capitel market. On the other
hand, ths Freoch and the Germans disliked the pressure on their
internal markets cccasioned by the inflow of capital and felt that the
U. §. should take action to stem the cutflow of capital.

Of the impressions that had remained with him lengest,
Mr. Ellis said, the attitudes toward gold were dominamt. The French
were concerned that their gold ratioc was not as high as the ratio in
some other countries. The possibility was suggesied of a kind of

gentlemen's agreemeat among central banks to the cffect that they would
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not hold gold above a2 certain percemtage of total reserves. In
Holland, on the other hand, it was said that the holding of gold was
8 centr#l bank duty and that there should be an agreement for a
minimum holding of gold by each central bank, The Danes and others
in Scandanavii had Iow gold ratics buf: liked them becauwse they could
invest dcllars and earn on their reserves,

The concern expressed on an intelle:tual level throughout
Europe, Mr, Lllis continmued, was that the U. S. seemed to be warding
off what was referred to by some as the discipline of the gold
standard. There were some suggestiont about the possibility of the
U. S. gcing to the International Monetary Fund.

Mr. Ellis said that the princ:pal difference he might have
with Mr. Robertsen's summary had to dc with the matter of timing. It
was true that the Europeans urged expansion in the U. §. that would
help to resolve the halance of payments protlem, but the technique
they suggested seemed to envisage higher interest rates created by
strengthcaing demands. They differed on how soon they would expect
interest rates to rise In the U. §.,, but sonme seemed to expect that
a rise should occur rather quickly.

Mr. Ellis indicated that he had detected a general lack of
confidence that higher interest rates alone were going to resolve the
balance of paywents problem. Nevertheless, it was suggested that they

would have some effect on short-term outflows. They would also have a
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psychologicai effect, by showing a willingness on the part of the . S.
to use monetsry policy for balance of paymants purposes., Likewise, it
was suggested that a discount rate increase would strengthen the
positicn of the U, S. Treasury when it attrmpted to negotiate further
on financing the balance of payments deficit.

After expressing appreciatior to Messrs. Robertson and Ellis
for their presentations, Chairman Martin seid that at thiis point--
prior io the usual go-around of views on mrnetgry peolicy--he would
like to make certain comments, not with a view to influencing anyone's
position but with the thought of providing everyone as much information
as possible. By way of introduction, he ncted that some time ago, at
a meeting of the Open Market Committee, thire wag a suggestion to the
effect that it would be desirable to work toward a package deal, in
which the Federal Reserve would participate, for coping with the
balance of payments situation, At that timz, the Chairman recallec,
he had pointed out hazards that he felt migat be involved from the
standpoint of the position of the Federal Rsserve System. Yef if naust
be recognized that there are two sides to every issue.

Since then, Chairman Martin continuzd, he had participated at
the cabinet la2vel in discussions of the balance of payments., One such
meeting, held in lace April, included participants from the Treasury,
Defense, and State Departments, the Couari! of Economic Advisers, and

the Bureau of the Budget, While there were mo specific decisions, he
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thought everyome came away from the meeting with a comviection that the
problem should not be azllowed to Iinmger indefinirely, that it wonld
have a damaging effect on the buginess picture if it lingered
indefinitely, and that it would have to be attacked om a broad front,
He was carefvl at that time, the Chairman said, as in all disecussions,
to express ouly a personsl point of view and to make it clear that he
was expressing only his own personal views. He also made it clear that
the Federal 3eserve System retained tnes right of willingmess or
unwillingness to participate in any gameral program that might be
evolved,

On June 10 there was ancther meeting with the President, toward
the end of which he (Chairman Martin) mentroned that there were two
schools of thought within the Federal Reserve System on the use of
monetary policy in relation to the ba'lance of payments problem.
Personally, ha told the group, he was conviiced that monetary policy
alone wculd nut solve the problem. He also painted ocut--and he continuec
to belicve--that there was some similarity jretween the current situation
and the days prior to the Treasury-Fecderal Reserve accord when arguments
were heard that flexible interest rates wou’d gccomplish littie or
nothing, and that their use would he disastrous to the economy, and that
even modest rate changes would have a dramatic impact. In his opinion
the extreme positions, in either direction, were mot sound. Today it

was heard frequently that intereat rates would be of little avail in
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dealing with the outflow of funds, yet in the past few years the
treasurers of large corporations had become intermatiomml operators.
They were no Iomger going to sit by in the same way as 10 or 15 years
ago, and the development of the Euro-dollar market to its present
wagnitude had been a reflection of these activities, He had told the
meeting on June 10 that he questioned very much whether one could

any longer be an isolationist with respect to interest rates any more
than politically. TIn his opinion this was ome of the factors in the
over-all situation. Everything possible ought to be done on the
military front, in the foreignm aid field, and in other directions hefore
any move was made toward direct controls or before sustaining a
subgtantial loss of gold, and he would hop» that monetary policy would
make some contribution, at least to demonsirate whether it could hove
any significant influence,

As a result of the June 10 mezting, Chairman Martin continved,
it was agreed to set up z working parcy to make anm evaluation at the
staff lavel without committing any of the principals, and with full
understanding of the Federal Reserve': status. He had requested
Mr. Noyes ta represent him on this staff working party, which also
included representatives of the Treasury, the Council of Economic
Advisers, and the Budget Bureau. Copies of a paper prepared by that
group under date of July 3, 1963, had been digtributed to the members
of the Open Marke# Committee on a confidential basis at the beginning

of this meeting. This paper pregsemted staff estimates of the effects
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on the halance of payments, on the domestic economy, and oa the budget
of a2 prugram that would include a risz in the Federal Reserve diascount
rate to 3-1/2 per cent; a target Treasury bill rate of 3-1/4 to 3-3/8
per cent; a Faderal Resarve policy that would supply normal seasomsal
needs for regserves, plus normal reserve greowth, through pnrchases cf
intermeliiate and longer term securikies to the maximum extent possible;
a debt management policy that would to the greatest feasible extent
rely upun bi’l financing rather than Yssuance of intermediate~ and
long-term securities for meeting the Treasury's cash and refunding
needs (the lLa:-ter two points were designed ©o minimize adverse domestic
impacts of the program); a rise in interest rate ceilings on time
depogits sufficient to permit banks to continue to compete for such
deposits in tte face of riging bill rates; intervention, if necessary,
in the foreign exchanpge markets to maintain as far as possihle existing
spregdd between spot. and forward rates; attempts to obtain the
cacperation af ather countries in pursoing interest rate policies that
would he consistent with the objectives of this program and, to the
extent prgsible, in persmading their banks to reduce their borrowing in
the Euro-dollar market; and announcement of the program in a way that
wowld make clear its limited objectives and avoid damaging effects on
the interest rote expectations of asset holders.

Chairman Martin pointed out that he had not subscribed ta the

paper as yet. Tt was a staff paper, and it might not be appraved by
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the principals. However, it represented an effort to bring together
divergent points of view.

The Chairmam then turned toc Mr. Noyes, who commented that the
working party had endeavored to loock inte the basis for varying
estimates of the possible impzacer cn the domestic economy and on the
balance of payments af a change in the discount rate from 3 to 3-1/2
per cent. I: waa apparent that at least in part this difference was
due to differing zssumptions as to the amc’llary conditions, After
these assumptiong were clarified, the working party deveoted itself to
a refinement and more formal restatement of them, and to an appraical
of the impaci: of a discount rate change under these special conditions,
Basically, the group's paper concluded tha., if successfuolly maneuvered,
an increase of 1/Z per cent in the discount rate, asd of about 3/8 per
cent in the bkill rate, without a reducztion of credit availability end
any increase tn long-term rates would produce some not inconsideralle
benefits for che balance of payvments with only very moderaste restrictive
implicarions for the domestic economy.

In further diseussion, Chairman Martin referred to testimony
given yesterday by Secretary of the Treasury before the Joint Economic
Committee in comnection with a special stucdy of the balance of payments,
adding that copies af the Secretary's statement would be available after
this meeting for any of the members of the Committee who might want ta

have them. The Clhairman pointed out that the Seeretary had consistently
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made it clear that any fimal dectsion an a matter such as a diseount
rate change was withio the province of the Federal Reserve System.

The Secretary, of course, could not conscientiously refrain from
expressing his own best judgment. It was impussible to live in a
vacuum, the Chairmam said, but he thought !t could not be alleged that
pressure had been brought to bear on the Federal Reserve.

The Chairmam noted that he had alsc caused to be distributed
to the Comm:ittee copies of a memorandum marked "administratively
confidential” from the Chairman of the Council of Economic Advisers
to the ¥resident and Cabinet dated July 3, 1963, on the economy in
1963. Ue {Chairman Martin) emphasized that the distribution of this
memorandum and of the staff working psrty naper was not intended in
any way to urge anyone to change his position. They were distributed
simply 2o supply as much information ss possible.

As he saw it, the Chairman added, the problem was one of msin-
taining for the Federal Reserve System a proper degree of independence,
while at the same time allowing it to have a role in the general pclicy-
making process. He also commented that it sas understood that the
President might make a speech on the balanc: of payments later this
month, in which reference presumably would he made to all of the various
measures that would have been undertaken tc deal with the problem. The
President, he added, was without doubt as sincerely concerned about the

balance of paymentc as anyome around the table at this meeting.
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Chairman Martin then called far the go-around of comments and
views on economic conditions and mometary policy begimming with
Mr. Hay=s, who presented the fullowing statement:

The fundamental conditicns an which monetary policy must
be based do not seem ta have chaaged riaterially since our
last meeting., The domeatic economy has continued to move up
and further expansion is likely, although there are some
uncertainties in the outlock and the pace of the advance may
slacken in the next few mounths. On the other hand, further
heavy balance of payments defici:s contimue to undermine the
international strength of the dollar, and the need for
concerted and effective action to defend the dallar becomes
€vVer more apparent.

On the domestic side there mmay have been some slight
deterioration of business sentiment, partly reflecting
uncertainty over the effects and timing of inventory
readjustments in the wake of the steel settlement--also
reilecting the usual summer lecdown, some doubt about the
stirength of consumer demand, and concern lest the ciwvil riphts
struggle have both direct advers= eff:cts on business activity
and indiiect adverse effects by delaviig a tax cut. While
retail buying has been relativelv sluggish on a high plateau,
too much hgs been made, in my judgment, of the slippage of
corsumer sentiment indicated by the Uni.versity of Michigan
survey, since this and other surveys gunerally show buying
intentions at a high level. Morecover, in contrast to the
doubts about the consumer picture, the outlook for plant and
equipment spending appears to be on firmer ground, For the
fixst time, plans to increase outlays om plant and equipment
are begirning te show up inm the monthl s series of new orders
and contract awards. The housing picture continues to show
greater strength.

Bank credit apparently expanded vigorously in June, and
for the f{irst half of the year as a whole credit growth has
proceedec at the same brisk rate as in 1962, The money supply
advanced in Jume, in spite of the excestionally large build-up
of Treasury deposits. There is some slight indication that
New York brnks' eagerness to seek new loans is being affected
by concern over the extent to which they can hold on to
certificates of deposit if the rates thereon, as limited by
Regulation Q, begin to fall behind the rates on competing market
instruments. Indeed, the cutstanding volume of certificates of
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deposit of New York City and Chicago banks has already de-
clined from the peak reached at the end of May.

Although very preliminary balanci: of payments statistics
irdicate some decline in the deficit. from May to June, the
second quarter report will probszbly be at least as unsatis-
factory as that for the first quarter. TFrom a longer
perspective the fact stands out that, contrary to the
experierce during earlier cyclical upswings when offsetting
changes occurred inm the trade ard capital accounts, in the
current business expansion our balance of payments has been
exposed simultaneously to larger imports and increasing
cepital outflows.

While there is no way of knowing just when the situation
will become critical, the dollar has clearly reached a
vulunerable stage. The forthcoming go:d lasses caused by
French purchases will tend to unsettle the exchange markets,
and there are increasingly omincus signs of apprehension and
impatience among central bankers inm Evrope. It behooves us
to demonstrate that progress is being made on the balance
of payments front before this apprehersion reaches crisis
proportions. My associates and I have made a number of
careful appraisals of recent short-teym capital outflows
and of the probability that a mederat: increase in the das-
count rate and short-term market rates might materially
affect these flows. I am impressed by the fact that the
April-May aggregate of capital outflows in only three
specific categories--acceptance financing of foreign bor-
rowers, placement of time deposits in Canadian banks, and
term loans by American banks to foreign borrowers--came to
about $550 million. For years there has been a heavy short-
term drain, taking many forms, and it. seems wholly reasonable
to believe that an appreciable firming of short-term rates
iz this country would check the flow snd might even bring
a reversal. In additiomn, it could have very important
psychological effects by signaling to our friends abroad,
as well as teo our own citizens, the determination of the
System to maintain a strong dollar.

Aecordingly, T would hope that the System would be pre-
pared to take positive action as soon as pessible in the form
of a2 1/2 per cent increase in the discount rate. I have no
doubt thut our directors will be prepared to do their part,
as they have felt for some time that we should be giving
greater emphasis to our internmational responsibilities. My
present intention is to recommend actiom to our directors
this Thursdav.
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Against the background of the dexand~supply situation
existing in financial markets, and in view of the widespread
expectation in these markets that a d-.scount rate rise is a
clear prospect, it is my belief that u prompt discount rate
increase would have minimum undesirable domestic effects.

The rise in market rates ovar the past few days is such
that a 1/2 per cent increase in our rzte has been largely
discounted, as indicated particularly by the market!s
expectation that the one-year bill today may be auctioned at
a rate in the neighborhood of 3-1/2 per cent. This raises
the question whether the customary even-keel considerations
apply in these circumstances. Many, perhaps most, market
participants anticipate that the change will be made this
week, both because one-year bill auctions have come to be
regarded as largely routine and because, as I just noted,
teday's auction has sa substantially discounted a 3-1/2 per
cent discount rate.

Indeed, if the rate should not be raised this week,
thare is some danger that investors would be enticed into
compitting funds being held off the merket, with a consequent
rate dezline that in turn would he abruptly reversed if the
rate should be raised on the 18th of July. It seems needless
te subject the market te this kind of whipsaw and to the
dewworalizing effects of an additional week of great
uncertaiaty.

Morezover, the rate increase of recent days has generated
monentur that it would be unfortunate to lose. The positive
imract zbroad of the recent rise in our market rates would
be strengthened and confirmed by early discount rate actiom.
A week of delay could cause us to lose that momentum and
could crzate gbroad an impression of indecision. Finally,

I should unote that the testimony yesterday by the Secretary
of the Treasury has helped set the st:i:ge for action this
week,

As for open market policy, T should think any change in
policy should be deferred until the discount rate is
increased. It is hard at this juncture to gauge the degree
of pressure required to make the discount rate move reason-
ably effective in its influence on the level of short-term
market rates, In order to get a desirable degree of benefit
in this respect from the discount rate rise, it would probably
be well to try to achieve and then mairtain a three-wonth
bill rate of eround 3-3/8 per cent te 3-1/2 per ceat, and
this might c¢all Zor free reserves averaging less than they
have and perhaps ranging from $100 million down to zero. On
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the other hand, it is comceivable that the rate objective
could be achieved with hardly any further reduction in
free reserves--and certainly the Comm-.ttee's aim should be
to keep them as high as proves to be vonsistent with this
rate objective,

Thrs apen market policy might well be used, following
the discount rate increase, to offer reassurance to those
who might fear a general tightening o+ credit all along the
line. Expectational effects on long-cerm rates might be
minimized by this means, as well azs by use of swaps to
whatever extent they may be practicable, Furthermore, it
might be well to accompany the rate action with a statement
that it is being taken solely for balznce of payments
reasons.

The directive might: well. be modiiied to indicate the
Committee's willingness to lend open narket support to the
extent required to any discount rate action, if and when it
may be taken by the System.

I should like to urge again that the Board of Governors
consider increasing the interest rate ceilings on 3-month
aml é-month time deposits under Regulation @ to 3-1/2 per
cent ano 3-3/4 per cent, respectively. leaving some sub-
stantial leeway above current market ,ates, and that this
be done 'vithout reference to possible discount rate action--
alithough, if such actiom is takei, a nmove with respect to
Repgulation Q would lend appropriate suoport to the major
palicy move.

Qf zourse, monetary policy cannot be expected to solve
the balance of payments problem alone; and T have strong
hones that the Administration will contribute other
importanic elements in the near fitture to a concerted program,
besides ‘lending moral support to the System with respect to
the discount rate action itself, From the important stand-
point of maintaining the maxiwum practicable degree of
incependunce of the System within the Government, I think it
would be greatly preferable for the System to act in advance
of, rather than after, any Administration amnouncement of a
systematic attack on the balance of payments problem, Let
me add that it is oot necessary that we see clearly at this
time the means of eliminating the deficit entirely. The
dollar®s position will be immeasurably strengthened if the
country can demonstrate, abroad and at home, that it is
embarking on a program that promises substantizl progress
along thig path.
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Mr., Shuford said that after studying the varioos elements of
the situation last week in preparation for this meeting, he had
concluded that he would prefer uno chaage in mometary pollcy at this
time, with no change in the discount rate. This conclusion reflected
mainly two factors. In the first place, he had some feeling that
there had not heen time fully to evaluate the effects of the recent
policy shift toward z lesser degree of ease. Second, it seemed thzt
there were considerable elements of uacertainty in the economy,
including the steel situation and the railroad labor dispute.

In the past, Mr. Shuford continued, he had expressed the view
that mounetary policy had a role to play in conpection with the balsnce
of payments problem, that it had, in fact, played an appropriate role,
and that it could contimie to have some, although perhaps a short run,
effect, On occasions he had questioned sugzestions for changes toward
lesser monetary ease, mainly because ¢f the domestic economy but also
because he had felt that any benefit “rom the balance of payments
standpofiuat might be more or less temporary. Also, he had believed that
there were other areas in relation to the balance of payments that were
more fundamental and more important, and therefore deserved forceful
attention. There was alac the question of timing in considering changes
in monetary policy in relatiomship to steps being taken in other areas.
It now appeared, however, that those other areas were receiving active

attention and that more forceful steps were being planned and would be
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taken. Accordingly, even though he was still concerned about the
domestic economy, with its umutilized resources, and while he still
felt that actfion in areas other than momet:ry policy was fundamental
to correctior of the balance of payments pioblem, he would subscrihe
to the gemeral outlines of a policy such a3 set forth by Mr. Hayes.
As he vndersiocod it, this would envisage ar increase of 1/2 per cent
in the discount rate and no substantial change in the thrust of open
market operations until after the discount rate move had been made
and the results could be appraised,

Mr. Fryan reported that the latest available statistics for
the Sixth District were rather mixed. Empioyment was up, but
manufacturing payrolls were down. Unemplceyment was up slightly,
while ratail sales continued sluggish at a high level, Personal
income was up, along with bank loans and irvestments. In agriculture
there had been some relief from drought. 1In general, it was his
jmpression that the District figures did not show up as well as the
nationa, figures, but he was not certain that the difference was too
gignificant., Similar variations between the District and national
figures had been seen before, and they had ironed themselves out in
due course.

From the national standpoimt, it seemed to Mr., Bryan that the
current figures exbibited strength, even though there was certainly

no evidence of bocu conditions. The imventory situation seemed to
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contaic an element of strenpgth; while inventories had been tending to
increase, the ratioc of inventories to final domestic takings had gone
down. Meantime, the narrowly defined money supply was up about 3 per
cent on a year-to-year basis. The total money supply, including time
and savings deposits, was up 7.7 per cent, and liquid assets were up
7.8 pex cent. Looking at the total picture, he had considerable
optimism regarding the domestic buginesgs situatiomn.

As Tar as monetary policy was concarned, Mr. Bryan expressed
the view that the System was in a difficuls: situwation.. It was a
matter of trving to reconcile elements thar seemed almost irreconcilable.
As to the bslance of payments, he concurred in the view that the
problem was indeed serious, perhaps almost of crisis proportions. The
System was being called upon to consider altempting to remedy this
problem in some degree through monet:ry policy, but he thought it was
easily demonstrable that the problem had not been caused by the rate
of monetary expansion in this country vis-a-vis the worid, As to the
domesti. sitvation, the unemployment problem was properly a matter of
concern. However, there secemed to have bern a complete divorcemen: of
value theory from employment theory, and unskilled manpower had been
priced out of the market. Also, there seemed to be a tendency to
bemoan the growth rate and overlook the fact that ecomomic growth was
being inhibited by factors such as lounger vacations, shorter work hours,
and the pouring of savings into a lot of thinmgs that would not stand

the test of the market.
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Mr. Bryan went on to say that he had found appealing the
reference at a recent meeting to "meutrazl" mometary policy. If
monetary policy could assume a posture of reutrality in the present:
struggle of varying elements, that would hsve an attraction to him,
but unfortunately he did not kmow that a defimition of neutrality had
quite been reached. Perhaps it would be signified by free reserve
flgures around the zero point, with some excursions into the free re-
gserve category and at other times g dip into net horrowed reserves.

As to the discount rate, Mr. Bryan found himself uncertain as
to the proper posture af the System at this time., A discount rate
move probably would have considerable anmouncement effect and lead to
charges that the System was preoccupied wich the balance of payments
problem in the formulation of monetary pol 'cy. Also, such an
announcement might cause the market to anticipate further monetary
actions. If a discount rate imcrease to 3-1/2 per cent had already
been discount=d by the latest gpectacilar developments in the shori-
term marxet, the System might be vwnder some compulsion to make the
new discount rate the effective market rate, and he was not sure hcw
mich in the way of open market operations would be required toward that
end. On balance, Mr. Bryan said, his preference would be to let the
System's operations in the supplying of resexrves speak for themselves
and then to follow with actionm om the discount rate.

Mr. Bopp <aid that there was little new to report from the

Third District. The economy comtinued sluggigh, and the difficulties
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that had been reported on previous occasioms persisted. Over a long
period the District had shown less growth than the national economy.
It suffered wore in periods of recession ard gained less in periods
of expansion.

Mr. Ropp went om to say that since the previous Committee
meeting he had studied further the memorandum from Mr. Coomba on the
position of the dollar and also had read tle statement on liquidity
and moretary policy pregsented by Mr. Young at the meeting of Working
Party 3 of the Organization for Econowic Cooperation apd Development
held in Paris on June 19, 1963, Because of their cogency, he would
like to quote certain excerpts from Mr. Young's paper, ome of which
was as follows:

If bank credit had been less available and interest rates

hizher, capital spending would doubtless have been even less

expansicanary than it was. Counsilering the delicate and

uncertaii balance of expansionayvy forces and U, 5. margins

of unusel capacity and manpower, the result might well have

been a full-scale and defiationary recession in the U, S.

rather than a slow expansion.
This was still possible, Mr. Bopp sugzested, although Mr. Young's com-
ments related to the sitwmation in the past couple of years. Referring
further to Mr. Young's paper, Mr. Bopp quotzd as follows:

Onless demands are vigorous, rates can be raised only by

reducing the supply of bank credit—possibly to the point

of deflationary contraction in the volume of cash balances

+es. Firam action to reduce the internal supply of loanable

funds in order to make foreigm lending less attfractive in

the past yvear or two could have had an adverse effect on
domestic speuding, and if undertaken through a crash program
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would have had serious repercussions on the domestic economy
ami i turn oun the international economy. Surely a better
way to reduce foreign lending is to foster domestic

expansicn sa that the attraction of U. 8. funds for external
placemert would be significantly reduced.... Recently, ecomomic
developments in the [I. §, have been ercouraging. If re-
surgence of expansive tendencies really carries through,
impelled im part by tax reduction, grrdual reduction in U, S.
credit availability would be possible. 1In their duty te
regigt possible future speculative tendencies and keep U. S.
industry competitive internatiomally, the U. S. monetary
authorities may be expected to pirsue policies less conducive
to credit ease than in the last year. Some adaptation in
pelicy toward less ease occurred near the close of last year,
and further adaptation has taken place recently., Whether and
wher still further steps will be taken is at this point in
tive uncertain. Given our balance of payments problem, there
wanld be no hesitancy in taking additional steps, if domestic
aci:ivity was showing strong upward momentum, but we are too
wary of economic forecasting to predict such strength now....
In my perscnal judgment, the monztary policy rein in the U. S.
is probably more taut now than at the comparable stage of any
earlier postwar cyclical expansion. 7Jhere has recently been
amother >ull on these reins by tie Federal Reserve, reflected
in a further decline in free res:rves and some further
reduction in money market ease, The Faderal Reserve feeling
is that it is operating Im close contact with the market and
that it need go through no special effort to make the market
responsive to any change in its policy.

Mr. Bopp commented that he wished tae recent shift toward lesser
ease haa mot occurred, and he would oot favor going further in that
direction at this time. He would recommend a somewhat greater avail-
ability of reserves, with no change in the oolicy directive, recognizing
that recently the market had heen tighter than intended by the directive
fgsued at the June 18 meeting, Neither would he recommend a chanmge in
the discount rate at this time,

Mr. Hickmsrn commented that the flow of demestic business news

contimied to support the view that the economy was in an expansianary
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phase. New davelopments had been both: on the favorable and unfavor-
ahle gides, hut with the favorable definitely predominant, Reduction
in steel gotivity was proceeding about ss expected, with no reason to
chauge the vizw, which he had previvusly erpressed, that the ecanenmy
wag in 2 position to absorb the impact without serious disturhance,

By far the most significant development on the domestic scene
gince the previous Committee meeting, Mr. Bickman suggesred, was tha
aecumilation of strongly favorable news abeat construction activiey
aud prospects. Both the housing starts series and Dodge comstruction
contracts were at new highs, Starts in May were up 5 per cent from
April and 9 rer cent from a year ago, while construction contracts
were up 21 per cent from a year ago. Recernt gains had been impressive
enough Lo dominate the large random element in these series. The
conatiruc tion sector of the ecomomy, which had previously been regarded
as giving lit:le support to general business aectivity, now gave clear
gipgns of beconing a strong plus factor. Thz manufacturing componert
af the construction contract series was particularly impressive,
confirming the widely-held view that plant and equipment spending was
in an upward phase.

Cousuner spending remained strong, Mr. Hickman contimred.
Departwent store sales increased substantially in June. Auta sales
declined, but remzived ar a very high level., The decline in June auto
Sales may have rellected some stiffening in dealer terms in anticipation

of inventory tightness during the impending wmodel changeover.
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The performance of the Fourth District economy in June was
satisfactory. The drop-off in ateel cutput had been orderly and
moderate thus far. Auto sales had eased sormewhat, but other indica:ors
showed substartial improvement. Department store sales had continued
to incre¢ase, and the unemployment sitvation to improve, even in the
steel centers. Ino late June, the rate of inssred unemployment was at
its lowest level im nearly four years, and remained well below that of
the nation. Electric power production in the District had continued to
expand at a more rapid rate tham naticmally,

Loan volume and other assets cf Fourth District reporting banks
expanded sharply in June, with the gain in bank credit the largest in
recent years. The bulk of the June gain occurred in bank leamns, with
all categories contributing. Deterioration in bank liquidity contioued.
The character and contimuity of borrowing from the Cleveland Reserv:

Bank were causing some concern, and were beginning to create difficulties
in the policirg of the discomnt window at piesent rate levels,

As had already been reported, the most recent infermatiom o1 the
balance of payments indicated that the second quarter record was at least
as unfavorable as that of the first quarter. In addition to being
disturbed by the aver-all payments situation, Mr. Hickman was uneasy over
reports of large cutflows of long-term capital in excess of last year,
and of increasing cutflows of short-term cepital. In his opinion, long-

and short-term capital outflows were highly sensitive to interest rate
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differentiazls and exvesasive Tigquidity in the U. 5. economy, The dellar
had not been strong vis—a-vis foreign currencies, and official
intervention in the foreign exchanpe markets was increasing. He was
concernad over the pogsibility that temporizing devices of the Federal
Reserve and Treasury had misled the Open Market Committee by obscuring
the seriousness of the deterioration in the country's international
positioa, The seriousness of this gi-uation stemmed primarily from
large capital cutflows, which were responsive tv the policy of the
Committee, ard sbout which the Committee has done very little.

Ingofar as policy over the next three weeks was concerned,
Mr. BHickman velieved that a shift was not ouly appropriate but loumg
overdue, The domestic economy continued € move ahead and the balunce
of inte'national payments to deteriorate., He would recommend movirg
immediately toward & higher term strunture of interest rates. Further,
he would favor an increase in the discount rate from 3 per ceat to
3~-1/2 per cent, effective as scoon as teasible, and he was prepared ta
make such a recommendation at the July 11 meeting of the Beard of
Directors cof che Cleveland Bank.

Mr. Mitchell expressed the view that this was a juncture when
a major mistake could be made in the formulation of monetary policy.
He would pot in any sense impugn the tenor of the earlier remarks by
Chairman Martin, which he thought had been properly stated. Hewever,

in view of public statements that had been made recently, it appeared
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that the Federal Reserve was plaved in an awkward positian., More than
that, he was concerned about the System making a policy move and then
finding itself charged with having plunged the country into recession.
This would he damaging to the prestige and the independence of the
System,

Mr. Mitchell said he continued of the view that:the domestic
econamy was not ag robust as its recent performance might indicate,
There was ahrad a period of two oxr thtee months in which the econony
would have to absorb a shock from the change in inventory accumulation
palicy, particularly in steel, Also, consumer spending had failed to
regpond saticfactorily to rising levels of Jisposable income. For
corroboration of his assessment of th2 ecoiomy, he referred to the staff
economic. memorandum distributed prior to this meeting, and to some of
the matters discussed therein. For example, he interpreted the data
on mamufacturers' capital appropriations as diseouraging, and the level
of retail sales had remained substantially unchanged for several mcnths.
In summary, the domestic situation seemed to present a problem of timing
from the standpeint of monetary policy. ITf a move were made at the
moment, it might be found that such action had been taken right at the
peak of activity. If so, it would be charped that the System's action
was the straw that broke the back of the economic expansion. The only

silver Lining would be 1f it accelerated a tax reductian.
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Turning to the balance of payments situvation, Mr: Mitchekl.
noted that monetary palicy adwittedly had some part:to:play in relation
to this problem. As he gaw it, the. proper role- for monetary policy was
in the area of trying to hold the line. I might stop-seme short-run
outflow of fuuds, or encourage sovme: short=run inflow.. He-did not:
suppose that many would subscribe toc the use of wonetary policy in a
manner that would plunge the scomomy into racession in order to push
down the prive level, Mainly, it seemed to be.a.matter of buying time,
while fundamental changes that had to be made-to.redress:the balance of
payments situation were accomplished. One of. the things needed was a
change in relative price levels, and the best hope here was inflatian
abroad, not conmtraction ip the United Statcs. A second thing needed
was the conta mment of foreign aid amd military spending ovefseas, and
wmonetary pali:zy could have no impact :m those areas. A third thing
needed was a change in the differentiasls in long-term rates, Here, the
best hope wag that the System would not hgve to move into this area.
Actions such as suggested in the distributed staff working party paper
would worsen the sitmation as far as Tong-term rates were.concerned,
While that paper might talk of a package deal, it._appeared to him that
the only organization making & real. contribution to the package would
be the Federal Reserve, and that actions suggested therein would involve
only a postponement af the day of reckoning.. Iitseemed.to him that in-a

sense the issue waz one between European sociallsm and free financial _
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markets in the United States. TIir Eurape, betweerr cartelization and
socialism, there were controlled market rates,, and something of that.
sort apparently was being urged im the United States. Fbrrhis part;
he would like to insure the greatest possible latitude forrthe
operation of free enterprise. Foar months efforts had been made to
maintain the short-term rate and now the working party paper memorandum
suggested pegging the long-term rate in a iery complicated way.. In his
opinion such an operation was not realistic.. He was willing to try to
cooperate in any reasomable way,. However, cooperation did_not mean
that the Federal Reserve ought to surrender its imtegrity and
independence to furtherx some proposition that. seemed of doubtful
workability.

Mr, King sajid he interpreted that vhat the System.ha§ been
trying to do for some time was to help hold the line until more
fundamental taings could be done im r2spect to the balance of payments.
Some steps hadl been taken, but the balance of payments was still in a
bad position, In his view, monetary pocliey probably had made about
as much of a contributiom toward holding the linme as it_could withcut-
at the same time nipping whatever vigox had been shown in the domestic
economy, which in his opinion was not robust. Mention had-been made of
subscriping to further monetary policy actfons: out of deference to the
balance of payments problem, in.view of what: others were going to da..

But in the distriruted staff paper he could find ewidence of nothing
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other than action im the area of debt: management:through limitfng
Treasury faancing substantially to bills.. If-summary, he _felt thst .
the Fedaral Haserve had done quite a good job with the toels at its
dispesal, and comsidering its position-within the Govermment. He
doubted whether the System could do mmch mere..

Mr. Eing indicated that as of today he would not be inclined to
favor an increase in the discount rate,, for he did.not feel prepsred to
back uwp such a move with all of the measures that.might then be
requnired, He did not think that there had bYeen nearly as much
accomplished by other parts of the Goverument to deal with the balance
of paywmencs problem as could be done. For zxample, he was inclined to
believe that fiscal policy might have more teo do with causing funds to
move abroad than any rate differentiat. Certainly rates had sometbing
te de with day-to-day movements, but he doubted whether higher interest
rates st this point would provide any significant and lasting
contribt tion ta the over-all problem. While he would favor-a tax cut,.
he comsiuered it mecessary that such action be accompanied by some
reducticn in govermmental expendituresn.,

Mzr. Shepardson agreed with the view that there were many factors
other tham monetary policy imvolved in the totsl problem, which included
both the balance of payments and the demestic economy. So far.as the
domestic ecoromy was concerned, however; it seemed to him that while .

expansion might not be proceeding as fast as some would like, activity
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was at rather high levels in mearly every' sector.. As: tolunemployment,
the problem was a serious one but it was guing to take. a. different
approach to dezl with it adequately and the necessary measures:lay
outside the purview of monetary policy.. From the standpoint of the
domestic economy, he was mot conmcerned asbout the effect-of:.some further
lessening of monetary ease, for he did not believe that this was.going
to plunge the economy into a downturn im light of the existing liquidity.

As to. the balance of payments, Mr.. Shepardson said he was not
sure how much could be done through monetary policy but-he thought it.
could make scme contribution at this time.. Market. developments_recently
had beea such that the System should take advantage of the situation and
validate those developments through an int-ease in the discount race.
Be was inclinad to agree with the view that an operation such as
outlined in the distributed staff paper lacked merit and he would expect
some increase in interest rates across the maturity spectrum., ¥He would
be surp:cised if anything could be done to forestall some rate rise in
the long-term sector and he was not sure, in view of the signs of
deteriovation in quality of credit in some areas, it-would be.
advantageous if this could be domne,

Accordingly, Mr. Shepardson cancluded,, he would support:the
proposicion of an increase in the discount rate and validation of that.
increase in terms cf the bill rate, leaving other imterest rates:-to fall

where they would.
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Mr. Robertson presented the following. statement::

I returnmed from Europe reafiirmed in the:basic.con=-
wvictions that I have held concerninmg U, S. monetary policy..

First, there is not any quection: but that: we have a:
trcublesome balance of payments problem, in the short-run;.
at least--not a problem of crisis proportions,.but.still one
that needs ta be dealt with through th2> application of:
appropriate remedies rather than gimmitks designed to-
encourage people to farget it exists.. We are. incurring
deficits at a rate that cannot gc on Lndeflnltely., Something
should be done to reverse the trend.

Second, what is needed is a thoughtful but-resolute-
adiustment of governmental and private policies, at a.level’
(and in areas) which will permit effecvive dealing with ghe.
causes of the deficits. We must have an "agonizing
reappraisal," if you will, of our foreign aid and military:
objectives, and the extent to which they have to involve.
what are essentially unrequited dollar transfers: abroad.. We
smmst strive even harder to knock down. the barriers to our:
exports that exist in so many countries, denying us the. full
fruits of the real competitive strength that:we have already
achieved. Export promotion efforts at home can help, too,
in this respect. But even more importantly, we must try to.
increase business incentive, enriching profit opportunities,
employing idle resources, accelerating our rate of. growth---
all changes that will enhance the basic attractiveness of the
U. §. as a place to invest. These call, above all, for an
early tax cut and generally stimulative monetary conditions.

The third set of convictions that T have had reinforced
by furopean conversations involves the futility--even the
danger--of attacking these problems with temporary palliatives.
I d. mot mean to deny a place for arrangements among central
ban<s to counter the kind of private-interest-motivated surges
between roney and exchange markets that can arise from time.to
time. We have done rather well,. T thirk, on this score.. But.
‘let us never be confused into thinking that the kind of
symbols and shibboleths that have a passing influence on
private gttitudes can deal with our lavger problem.. Lét.me
be explicit. Marking up the discount rate, but at the same"
time trying to keep reserve availability so ample as to offset
any dampening effect domestically, will not. fool many foreign
central banker=s, If there ever was a. time when they were so
gullible, that time has now passed. Similarly,. utilizing the.

. kind of approsch. outlined in the Coombs memorandum of. several
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wecks ago, in hopes of triggering a reversal of commercial.
"leads and lags' relationshipa, becomes very scon a self--
defeating device. It strikes me as having about the same
proportion of sense and nonsense as t.ylng to cure our
unemployment problem by encouraging all businesses to produce
for inventory accumulation.

I am persuaded that these kinds of short-sighted devices,
oriented to market attitudes, arx the despair of our wisest
official friends abroad. When we resert to them, we fall
into the trap of appearing to care more about "papering over"
the market manifestations of our preblem than challenging its
basic causes. '

But it is even worge than taat. Unnatural efforts at
twisting short rates up, or at stampecing "lead-lag! movements,
can create domestic drags that dzlay iundamental market adjust-
ments, Jdivert the focus of official attention from the basic
problem, and create a later backwash of reactions that can
worsen our balance of payments statistics in future months.
How foolish it is to make today's figures better at the
expense of making tomorrow's figures worse; the effect is to
conceal for as long as possible any beginning of the basic
trend ol improvement, which is all that our friends abroad
ask for. T suspect, unhappily, that e have accomplished
sowethinz of this wvery result already by a number of our
official actions, including our inch-st-a-time movements to
tipghten 1onetary policy over this past year and a half.’

If bold action is to be called for, let us be bold where
it counts: with a formal statement throwing the weight of
Federal Reserve prestige behind a promst tax cut, and behind
the kind of private wage and price decisions that will help
us reap the full fruits of that izax reduction in expanded
real output, without inflationarv diversions, Here, I submit,
is Jhere we ought to stand., And that is why T shall vote
today in favor of a monetary pcl:cy at least as stimmlative
as that which prevailed before the unfortunate tightening of
the last two weeks, with the hope that the Committee will see
its way clear to move gradually back to a still more
stim:lative atmosphere,

Mr. Mills said he had great sympathy with the background reason-
ing of Messrs. Ropp, Mitchell, and Robertson. He wished that.their
reasoning could be tramslated into policy actiomsg,, but unfortunately he.

did not feel that this could be done. Therefire,, he would take.his text:
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today from the farewell address of President Washington,. whocad]dired
his countrymen to avoid foreign entanglemeuts.. His policy recommenda--
tions, Mr. Mills said, were colared by fadlure to take:President:
Washington's advice more seriously.. Mr.. Mi1ls then presented.the:
following stafement:

Significant developments since the last meeting of this:
Committee are inexorably driving Federal Reserve. System
monetary policy toward inducing a higher level. of: interest:
rates:

(a) Loose talk im the press and in financial circles,.
predicting that the balance of paymenis problem will be
combatted through the vehicle of higher interest. rates, in.
noi having been officially denied has encouraged belief in.
its accuracy. In result, prices of U. S.. Government:
securities have fallen sharply.

(b) Secretary of the Treasury Dillon in his. testimony.
yesterdzy before the Joint Economic Ccmmittee stated
unequivcocally that the Treasury Depar‘ment would not consider
the imposition of controls over foreign borrowing in the
United States markets, which continuer to be a major cause
of the outward movement of gold and dollars from this country, .

In view of the Treasury's attitudz and irrespective of
the undesirable economic consequences that can be. anticipated, .
it is clear that the Federal Reserve System is obliged to take
the brunt of the attack on the balance of payments. problem by
way of whatever defense can be put up against the outflow of
dollars through higher interest rates. Moreover, as the
firuncia: markets have already auticipated a more. restrictive.
mor:etary and credit poliecy, it would b2 impractical to
reverse rthe present market momentum torsard higherr interest:
rates without causing utter confusion in financial circles.

_As matters have shaped up, the Federal Reserve System has

been committed to fostering a higher level of interest rates

by circumstances that have not been within its complete control.
Whether a moderate increase in interest rates will suffice to.
check the outflow of funds from the United States will remain
to be seen, as will also whether foreign countries,.if.
confronted with a reverse flow of funds back into. the United.
States, will be content to allow the level of their domestic:
rates of intercst to be helow those ruling ia the United
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States, The dramatic actions that were taken by Great
Britain and Canmada in raising inrerest rates op the occasioms
of international rums on their currencies cammot be taken
as examples which the United States stould now follow, in
that the deficit in our balance of payments is not due to
lack of confidence in the dellar but to capital movements
arising out of commercial transa:ztions which are not
susceptible to correction through the vehicle of higher
interest rates, but which should be p.ugged mechanistically
at thei:r source. It is unlikely that a modest rise in
interest rates can cure the deep-seated malady of our

balance of payments deficit and it is more.probable that
this attempted cure can do more aarm than good,

Mr, Wayne reported that the slightly upward course of Fifth
District business had continued almost without change. Statistics mow
supported evidence of improvement provided by the Reserve Bank's
surveys a morth or so ago. Seasonally adj.sted nonfarm employment and
factory man-hbours had advanced rathexr generally, insured unemployment
rates had continued to decline, contract awards had risem at a
distinctly better than seasonal elip, and departmemt store sales hed
gained slowly but steadily. The current survey indicated a greatex
diversity of >jusiness expectations but no significant change im the
general nutlook, which remained moderately optimistic. Textile producers
again reported increases in new orders, backlogs, and shipments, but
other manufacturers on balance presented a somewhat more neutral picture
this time, Farmers' cash receipts during the first four months were
5 per cent higher than in 1962, and agricultural prospects had comtinued
to improve. DBusiness loans at District weekly reporting banks had shown

better than seasonal strength during the past thre=e weeks.
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Perhaps the most significant ractor in the national outlook,

Mr, Wayne thought, was the increasing feeling that the steel slowdowm
might not take as heavy a toll as originally sppeared likely., With
construction ~utlagys rising, gutomobile sales holding at a high level,
and businegs plant and equipment expenditures apparently headed upward,
it was peginning to lock more and more as if the tug of war between
steel and the factors of atrength would be reselved on the upside. He
still doubted, however, that the gort of ex»ansion was under way that
was going to cut appreciably into the relat:ively high rate of unemploy-
ment any time adoon,

As tc policy, Mr. Wayne sald he had come to this meetipng preparec
to endorse, with gome reluctance, a modest probing toward lesgs easc in
view of the persigtent outflow of gize¢able quantities of cap%tal. put in
the closing hours of yesterday-—for whatever reason--the market seemned tc
have already moved further (in three hours) than he had been prepared to
accept over a periocd of three weeks.

there were many questioms, Mr. Wayne continued, that disturbed
him greatly at such a juncture as thi:s.. To the extent that any
significant improvement in this country's short-term capital position
was achieved, through monetary policy, might this opot._at.the same _time
contribute to a Canadian or British crisis toward which the Federal
Reserve could not remain indifferemt? Even if.no crisiscshould arise, .

to what extent could ome really expect. that. the basic problem could be
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alterad with: short-term money?” Finally, was:-it _not possible that a:
pattern of rates that would produce the.desnired effects upon foreiyn
long-tecm portfelio investment:mipht: dampep the domestic rbusiness
osutlock enough to produce offsetting effects.on interpatiomal direct .
Envegtmane?

Nevertheless, any effort: to. reverse the market movements of
recent days was likely, in Mr., Wayne's opirion, to be misunderstood -
gnd prove coafusing.. His preference would.be.to validate .these.
developuents through open market actions first, with an-increase in the
discount: rate to follow. However, he was prepared tc accept-aun increase
in the digcuount rate now if it seemed appropriate.

Mir. Clay commented that there appesred to have been no basic
change since vhe last meeting im the ecconomic problems faced‘by the
Committee, although interest rate developments had created a problem
of policy implementation., The policy issues continued to revolve
around the duanl problems of the pace of dompstic ecomomic activity and
the advesse intermational balance of payments, and the probable impact
anx domestic activity af a policy action marked enough to have a.
aignificant effect o the iutermational flow of funds,. On balance,
it appeared tn him that- a. marked. advance.in interest rates would involve
& gericus risk to domestic ecomomic activity.. Am adverse effect om
economic activity would be unfortunate not only in terms of the domestic

aituation but with reference to:the internatiomal situation as well.
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The unfavorable balance aof payments did oot involve_a domestic economy
operating under forved draft that could benefit by restrictive actlon
both domestically and internationally.. Rather, it:was an economy

that meeded to expand its output for both domestic and intermational
markets.

The availability of credit and its terms of "availability, both
short-term and long-term, were of crucial’ importance in ecoanomic
expansion, Mr. Clay noted. In a period of business expansion, for
instance, the rise in consumer and business capital outlays typically
outpacel the gain in total economic activity, and these were sectors
of the econony whose expansion was greatly dependent upon the use of
credit.

In the past two years,. consumer am! business investment
expenditures had expanded and thus had provided a push for the economy,
Even sa, their proportiom to total economic activity remained relatively
low. This wag true in terms of both the ratio of consumer durable
goods and housing to disposakle personal ircome and the ratio of
business capital outlays to gross national product, The fact that the
growth in these sectors had not been in line with what one would expect
in a period ¢f rapid economic growth was- an important factor .in the lag
in aggregate demand for goods and in the employment of national
resourceg, Iua the attaimment of these levels of_consumer-and business
investment, even though their ratios to total oviput remained low, there

had been a very substantial reliamce upon borrowed funds. . Any significant
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Jasgewring, of: credit availability and -he stiffening of its.terms would
appear o be. 3 matter-of considerable importance, .

Kacordingly,. it appeared appropriate ta Mr. Clay to continue
the mometary policy decided upon at the previocus meeting of the
Committre.,. That would not.infer a continustion of the situation that
existed durimg the latter part of the period since the last meeting,
lhowever, as developments-had moved bevond wnat the Committee's
directive calied for.. Developments stemming from comments on policy
frr the press and the bond letters had complicated the implementaticn
af monetary policy in accordance with the Committee's directive. The
slzeable miss in the country bank required veserves estimate added to
the difriculties, and this situation was ccapounded when the data
became public,

Pursuit of the monetary policy Mr. (lay suggested would call
for no change in the Réserve Bank discount rate. Admittedly, money
and capital market developments had complicsted the pursuit of this
policy, but it could be carried ocut. Just as market expectations
became a powetr ful. factor. on the upside, they could become a powerfu’
factor on the other side if it became apparent that the System had not
changed its monetary policy..

Mz, Scanlon said that prospects for moderate further expansion
in Jeventh District business activity continued to be favorable. This

view wag given added- support recently by the semiammual roundup of
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opinions of top Midwest busimess executives conducted by omec:of ‘the
large Chicago banks. Employwment contimeed to edge.up-and unemployment .
had declined further in some District arens. IfMay only twocof 23
major Labor market areas were considered tc have a-sobstantial .labor
surples, and io Jume Detroit was removed from the substantial labor:.
surplus group for the first time simee Jily 1957,. THtal _retail sales
in the District seemed to have changed little iﬁ June from the plateau
of eagrlier mnonths. TIn April and May, debits to demand deposits at
Chicago banks, seasooally adjusted, averaged 2 per cent below the
average for the first quarter. Howewver; in 51 District areas, excluding
Chicaga, debits were up l per cent in this comparisen.

Vew car sales in mid-June were off slightly bot still excellent,
especially when congideration was given to the fact that :sales of
popular Generil Motors models were noc bednz aided by speciai promctions,
Industry sources advised that changeovers would run smoothly, with only
minor fscelifting made to most models.. Luxiry and bigness were ta be
stressed in 1964, gnd more compacts would be stretched into the
previously intermediate-size range. Only one maker-plapned significant .
restyling, in an effort to increase its. dimunishing share of .the market.
There wauld be model shortages in the close-out period, but .dealers
were expected to be relatively well supplied with the 1964 models when
introduction begaw, which would be slightly earlier than last vear.

Steel production had declined since the-last week in May, as

expected. Howewer, steel people indicated.that business confidence was
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considerably strouger tham & year age,, and there wasca-general:
expectation that prices would remain firm "n the second half of 71953,
in contrast to the concessiong obtained by purchasers in the second
half of 1962,

Construction coutracts im May were very strong in the Distvict.
For the five-month pericd, total contracts were uﬁ 8 per-cent-in the
Midwest. By far the most vigorous sategory in the District had been
manmufacturing. The rize io construction contracts for manufacturing
plants might be the forerunner of & further improvement. Trade sourcas
reported that "adwance plamming"” on industrial plants in the first half
of 1963 was rore than double the year-ago total, 'The higher level of
prospective plant constructiom coincided w th reports of further
increases in irders for capital equipment.

With respect to policy, Mr. Scanlomr said he came out at _abeut
the same place as at the meeting three weeks previously. The curreat
evidence on prospective construction activity and business capital
outlays. togerher with the relatively low level of corporate liquidity,
tended to indicate a fairly firm demand for credit.. The risk to the
domestic economy of a gsomewhat less ezsy monetary policy probably had
diminished somewhat. However, if the Congress should fail_to act on
taxes, this could have sowe negative effect; particularly on private

capital outlays.



7/9/63 =5

He concluded, Mr.. Scanlon said, tha: no.change ip policy should -
be made at thits time, by which he meant no change from the pesition
adopted by th: Committee three weeks earliecr.. Insofar as_a-change in
the discount rate was concerred, he would prefer to wait,. At the same
time, he was certain that the directocs of the Chicago Reserve Bank
were ready to increase the rate immediately, and he would find it
difficult to recommend against such action esven though he had serious
doubt as to vhat this would accomplish, by itself, in the current
climate. His feelings on: the discouni. rate were.similar tacthose
expressed by Mr, Wayne..

Mr,. Peming said that on balance the Ninth District economy
generally paralleled the national economy. If there was adequate rain-
fail, the Disirict economy would move ahead vigorously, while in the .
event of drought it might £fall behind. In June, both bank credit and
bank deposits expanded far wore than seasonally, thereby changing a
normal second quarter performance intr a much stronger than seasonal .
one, §c¢ far thig year loans and investments had both risen more than
usual and depogits were up very strongly, both absolutely and seasoially,
However, June, second quarter, and first half performance had been much
stronger at cnuunkry banks than at city banks,. Even with.high loan- -
deposit ratfos evident in the former and well below peak ratios evident
at the latter, the recent lessening in reservecavailability seemed .to

have hit harder at city banks than at. country barks.. With Federal funds



7/9/63 57—

somewhat restricted recently, there hud heen some significant_city bank
borrowing through the discount window for the first:time in-a:léung
period. Country bank borrowing had remazined nomimal, This-suggested
that, at least in the Ninth Distriect, current bank liguidity figures
might overstate the actual easiness of the banks,. and consequently the
sensitivity of the banks to z moderation of easy monetary policy. This
was not to argue against such moderationm mic merely to note what:seemed
to be a fact,

Mr. Deming went on te Szy thati he had watched.with interest the.
developrents in the money markets during the past.week, and particularly
those of yesterday. There seemed to Lhe lit:le question but that ths
markets expected discount rate action and =z further lessening of ease.
Whether those expectations should be confirried by discount rate action
or not seemed to him to rest on three points: (1) whether. developmants
had gone so far as to make a lack of confirmation dangerous in the sense
that market nervousness would bhe intensifiec by failure to confirm;

(2) the ..ezed for or desirability of direct vate action for balance of
payments reasons; and (3) the question of availability.

His own conclusion, Mr. Deming said, was that it would be unwise
to take direct rate action at this time (although that_ conclusion was.a.
far from certain omne; if ather Banmks moved onr the discount.rate now, he
would recommend such action te the Board of Directors of.the Minneapolis

Bank). It seemed ¢s him that some agvailable evidence pointed to moving
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via lessemed availability rather: tham via retes: This; of course,; was .
a2 matter of enphasis ag well as a-matter of judgment; for-the.
avaflabilicy end rate Blades of the credit:golicy scissers._both cut amd
ane ecould nmot cut very well without. the otherz. Thus, .while he believed
that some short-term capital flows were interest_rate sensitive, he
thought the evidence indicated that. some of them‘, especially the bank
credit flows, might be mere liquidity or aveilability sensitive.
Therefare, he would prefer to lessen the. degree of availability by
reducing the lewel af free reserves.and. letting rates fall where they
would rather than to attempt to seek a rate level and let .the
availability follow from the need to maintain a. given rate level. He
thought this would fit better a situation such as the current situation,
where there mizht be g more than adequate credit supply, which might
have produced more gpeculative and foreign lending than desirable, znd
where it was necessary to be concerned about flows from and to Canada
and Great. Britain as well as the Continent.

Tuerefure, Mr, Deming continued, he would prefer not toc move on
the discount rate at this time but: to pave the. way for.a-future move by
Iessening the level of free reserves. The amount of rate response to
this move would reflect the liquidity sensitivity of foreign lending.
If ft was quite sensitive, there might be little rate respomse and
relatively little awailability response. inspfar: as the domestic econcmy

was concerned. He wys not much worried. about.the former, but he was
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concerned about the Tattex, IE rate: respomse was obtained :without
lessenad domestic avallability,. he thought rhat would be .just what was
wanted, O@n the other hand, it seemed to him that.emphasis.on rates as:
the primary objective would run the danger of too.much lessening of
domestic availability, which might unduly contain- the.expansion.
Cousequantly, he would lean toward a. lower level of. free reserves-- -
trending toward zera-—, somewhat more. borrmring,iand no discount rate
action now.

My. Femmings reported that imformation that had become available
since the preceding Committee meeting indicated a general rise in
busfneses in the Twelfth District. However, certain sectors lacked
vigor and soma general indicators offered » mixed picture. The unemploy-
ment rate in the Pacific Coast States droppnd slightly from 6.1 per cent
in April to 5.9 per cent in May.. Nevertheless, there was some cause for
local concern gsince employment in defense-related industries _declined
for the fourth consecutive month. Apparently there had been a _rather
gharp dr p in defense contracts in the secend quarter. Censtruction
activity was strong in May. Steel output. fell more in the .District in
June than nationally, and the decline inr orders--along with the usual
summer lull~--forecast a further decline in production in July.,. Zinc,
Iead, and lumber prices had strengthened, while:farm income rose more
thaw seasonally in April. Department store sales.in Jupe remained at .
appraximately the May Tevel; the increase over the previous year was

lesg than for the 1est of the country. New car:registrations in
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Californiaz ir June continued at the hvgh May rate,. The:ccumulative.
rate of galn of new car registrations excezded the:rate.for the nation
as & whole.

There had been an. increase im bank ~credit,.attributsable ta an
imcrease in loans, and the position of resevve city banks:continued
rather tight, Although District banks continned to be net-sellers of
Federal funds, there wamsg a decline in averaze net sales by the ten
kargest banky. Borrowing activity from the Reserve Bamk was substantial,
Rate chznges had been announced by savings and loan associations in the
Bistrict in both directioms, with the result that_the situation was
confused; three different rates were currently in effect.in the Los
Angeles and San Francisco areas,

Mr. Iroog said that in most lines ot economic activity in the
Eleventh District the indicators showed moderate. improvement. Whila
resources were not being used fully, the indices showed further
improvement in [ndugtrial production, construection, agriculture, and
employme..t. The agricultural situaticn lool.ed more promising at
present thanm s month or so ago. New car registrations continued ta
rise. Bank assets were up, along with both demand and time deposits,
and District banks did not exhibit too much need for_ fuonds.. Borrowings
from the Reserve Bark were averaging arcund $10 million. Federal funds
purchases increased inm June, but this was accounted for.by a few of _the

largest banks. In zeneral, the District seemed to.be doing quite well,
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statistically spesking, and sttitudes were generally favorable.. There
was no expectation of a strumg upward surge of. economic. activity, but.
neither did it appear to be felt that the economie. advance would _not .
hold.

Mr. Irons said he detected in casua! conversations with
businessmen, bankers, and athers a growing concern about_the balance of.
payments sftuatian, with a feeling that little. was being done about the
problem. The question was how Yong the situation could continue. This
was not a genaral feeling, perhaps, and he would not_want to over=-
emphasize the remarks he had heard, but more and more comments had been
made te him along such lines in the past couple of months..

ferning to policy considerations, M:'. Irons said that a few days
ago he had aboit come to the conclusion that over the next few weeks it
might be desirable to probe in the direection of a little more firmmess.
He had been th-oking in terms of free reserves around $100 million, a
bill rate around 3.10 - 3,15 per cent, and ocher parts of the structure
in compar’ son. Since then, however, the mar<et itself had taken things
in hand, and the Committee way now faced with a different sitwaticon. In
view of the developments that had taken place in the market and in view
of other factoxrs that had entered into today's discussion, it _would seem-
to him urrealistic to try to roll back the changes that_had_taken place.
On the other hand, oot much further probinmg would.be.necessary to get ta.

the point vhere markzt rates werz z clear signal for a change in the
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discount rate. The whole matter seemed to come down to a question of
timing. He would have preferred it if conditions had.prevailed such

as to permit the System ta probe in the market toward. further firmmn2ss,
yet perhaps not reach a pasition where a dincount rate change would
seemt to be inevitable. Market events, however, seemed to have brought.
this step closer than he had anticipated in the middle. of last week.

Mr. Irons went on to say that he war not too much concerned
about tbe porsible effect of more firmnness on the domestic situation.
Admittealy, there was a risk, but: some risk must be accepted within
reasonable 1imits. Perhaps more funds could be made available through
the discount window and less through open market operations. That
might mean, fur the time being, somewbat less rigid administration of
the window, for the System would want funds to be available in sufficient
quantities to meet basic requirements.

Mr. Irons repeated that he would not attempt to rell back what
had already happened inm the past few days. As to the possibility of
probing i+ the direction of further fi-mness, the situation apparently
already vas close teo the point where dlscount rate action was gererally
anticipated. 1f discount rate action was to be taken by Reserve Banks,
it seemed of sume importance that there be some clustering.. Therefore,
he would be inclined to recommend a rate change at the meeting of the
Dallas Board of Directors on Thursday, although other-things being equal
he would have preferred to wait and try to see more clearly what was

ahead.
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Mr. E'lis commented that. econcmic espansion was continuing in
Bew England, tut im a slower amd more limit:d way than nattonally.

The expsnsion was not even in rate,. It was spotty in coverage, and it
was not resolving the unemployment problem. Manufacturing output was
up in May after two months of decline, but it-was only up-1.3 per:cent
for the year. Manufacturing employment declined slightly in May, and
on a year-to-year basis a decline was recorved o:E about two per cent.
However., manlours and weekly earnings in manufacturing in Massachusctts
rose fin May. In banking, commercial and incustrial loans had risen
more thaa seasonally gince March and since the first of the year. With
demand deposits holding and time deposits still rising, weekly reporting
barks had been expanding their municiral investments and had resumed
their buving of short—term Govermments, They remained net sellers of
Federal funds.

As a preface to his comments ox poliecy, Mr. Ellis referred ta
remarks tizde to him by a foreign central ban<er during his recent
European trip vith respeet to the. rate of increase of dollar holdings
since the firs: of this year. Question was raised as to-how long this
could contimne and what was planned to be doae about it. Using this as
background, Mr. Ellis observed that. System policy had _apprapriately
been stimulative all through this recovery period. It had not been
expected, of course, that manetary pelicy would selve the unemplayment

problem. At present, with greater domestic. strength, he felt that
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Higher interest rates should be permitted, especially in the short-
term market., Further, given the present level of short-term rates,
thtec discount rate was now in effect a Irag on those rates. He was
impressed that what was needed essentially was something to last
through another two, perhaps three, years during which inflation in
Burope might work as a longer run solution to the balance of payments
problem while this country continued to hold its prices in check. 1In
retrospect, Mr, Ellis felt that the System probably had overshot on
liquidity, which spilled over and stimulated demand in European
countries,

The faet that monetary policy action might be blamed if there
sitould be a dcwnturn of the domestic economy was a risk that deserved
cmsideration. Also deserving a consideration, however, was Ehe risk
aof” being ecritjcized for contributing to the current imbalance in
international payments, Such a charge might not be too well reasoned.
As long as higher interest rates were not tried, however, the System
would hav. to bLear the responsibility for failing to use this method
asc a basic part of any program to resolve the balance of payments
difficulty. If this method was not going to have any significant effect
on capital outflows, perhaps the best thing was to try to find out, so
ae- to avcid postponing further action in other areas of responsibility.

Mr. Ellis said that the Board of Directors of the Boston Reserve

Bank had met yesterday and was prepared to take acrtion on the discount
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rate. It kad not dome so, but & meating: of the: executive: committee

had been scheduled for tomorrow;. with: authoiity to considér-whatever:
recommepdaticor. he (Mr. EIlis)) might' makKe., Wis_present-inclination was:
to recommend an incresse im the discount: rate. to. 3-172] perrcent, which
would be fm Line with the policy prescription outlined-initially by

Mr. Hayes. This would call foxr comsideraticn of ‘confirming open market .
action later, after the Open Market- Conmittee. had appraised.the
availability of reserves. While it had not:been in his.thinking
earlier, at the moment he thought he saw a significant:advantage, under
present conditions, im amr ammouncement of discount rate action.. He felt
it would be inadvisable to try to roll back the:rate changes that had
occurred in the market in anticipatior of d.scount rate action,

Kr. Balderston referred, as a matter of interest, ta a.letter
written 7y the Acting Chalrman of the QJpen Market. Ihvestment -Committee
under daze of April 17, 1928, which prasented the following summary of
principal credit and business developmants: gradual advance in wmoney
rates; ccatinuad cutflow of gold; moderate recovery im industrial
activity,; umzaual activity in stock- prices alvancing tocnew high levels;
increase in brokers" loams ta higher levels than ever.befdre; substantial
increase in the demand for Reserve Eank credit;.and substantial increase
in commercial Toans of reporting hanks. The letter. observed that the .
index of prices of 228 stocks was 33 per ceutthigher tham a year earlier,

when prices were higher relative to either earnmings or:dividends than in
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a mumber of yuwars. Apparemtly the advance fad been based on the feeling
that there was an immense amount of funds in the country not needed for
business purpcses. In 1927, bank credit hac expanded at the rate of

8 per cent; ard there was comment to the effect that the rate of increase
had been more rapid than could be continued without leading to
abnormalities of wvalue.

Movingz forward in time a third of a century to the current staff
report cn eccnomic and financial developments, Mr, Balderston moted that
over the first half of this year the annual rate of growth of total
loans and investments at all commercial banks, seasonally adjusted, was
9 per ceut. This was about the same as for 1962 as a whole,

‘Purnirg to current policy considera’ions, Mr. Balderston spoke
favorably of the idea of a package of goverrmental actioms, such as he
understond the President might ammounce later this month, ta deal with
the balance of payments problem. When such an idea was advanced within
the Open Markec Committee some time agn, it 1ad impressed him as having
merit. Monetacy policy obviously counld not do the job alone. On the
other hand, monetary policy should plav its sart. Therefore, despite
whatever risk might be involved in participation from the stamdpoint of
the System's independence of action, he would welcome the announcement
of a package of concrete steps to stem the accumulation of dollars by
other countries. The Govermment's spending and lending abroad should be

curbed sharply in present circumstances, recognizing that substantial
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reductiois in the outflaw of dollars would take some time. The
spending and lending programs, added to the outflow of private cagpital,
lopg as well as short, had created a sitvation contrary to basic
equilibrium,

Mr. Balderston said he favored attenpting to try to see what a
general flexible policy could da to stop the loss of dollars and gold,
in lieu of resorting to selective comtrols.. In this, he agreed with
what the Chairman had said at the meeting three weeks previousgly., Tf
the Governmmen: was evolving comcrete steps t> stop the loss of gold and
dollars, he felt that the System should play whatever role it could as part
of an integrated effort. He would assiume that a rise of interest rates
would have to be accompanied by some reduction of liguidity and that an
operation such as discussed in the statf worsing party memorandum was
probably not feasible,

Mr. Ba'derston went om to say lthat he would aim at a range of
free reserves Lhat would support the b:ll ra:e at. current levels, and he
would mee-. any temporary needs through the discount window. As interest
rates rose, he supposed the volume of negotisble certificates of deposit
outstanding would shrinmk. If the total outstanding was in the order of
$6 or $8 billion at preseut, the loss of deposits could be embarrassing
to many banks. He felt sure there would be pressure on the Board again
to amend Regulatiom ), but he would not faver such action ezcept in

respect to Y0-day to one-year time deposits.
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Chairmnan Martin commented thai: he. found himself encouraged by
the discusston at this meeting.. Most of the points;faised:involVed
problems that he had gone over in his mind im the:course. of the past-
ten days. They were problems to which he elther felt:that-he.had found
.answer's or c.cm'cluded ;hat. they were impossible of:'selittiéon, This was -
a time, he agreed, when the System could. make a .maj,Or:'nﬂ.sl:ake, ‘but-a
mistake coula be made in either direct:ion,. It was hardly possible to
be neutcal aud avoid coming to grips with tae situation.. The question
was whether the System wanted to. contimueto pursue: an easy money policy -
in the face of what he sensed ta be growing opinion- in the banking and
busineses community that a firmer policy should at least be.tried.. If it:
were not, and ff the Government came forth with a program and 1t was not
successful, meny people were going to say that the Federal.Reserve lad
not carried i:s welght--or that if the Federal. Reserve had.done:
something drastfc action might have been avoided.. His views, the.
Chairman noted, reflected his assumption thst the. problems of:the balance
of payme.ts ard the domestic economy were inseparable., Some would not-
agree, bat he happened to think: that they cculd not.be. separated.. Thia.
pertained alsc to the unemployment problem, which was part.of the whole
picture.

In matters of this kind, the Chairman continued,. there were
alvays arguments gs& to who was carrying the greatest burden. Pérsonally;

ke waa convinced that there lad always. been a- terdency, through many
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years, for mouetary policy to be asked to bear more than its proper
share of the Iocad. He felt that monetary policy had contributed
significantly to the current domestic recovery; perhaps it had over
contributed--g0 much so that the process. of money creation, even if

it had pot had the end result of inflatiom, had contributed to
speculation and deterioration in the quality of credit. Even if
monetary polizy was asked to bear a larger chare of the load than was
proper, however, the System ought not approach any national problems on
the basis of doing anything less than it could, in however small a way,
to aid ia solwving them..

It might have been preferable if the whole thing had developed
differently, Chairman Martin added, PBoweve:, this was a big Govermment,
with many forces at play, and the Federal Reserve was only a part of it.
These forces kad all converged in one way or another, and the Feder:l
Reserve must now face up to making a d2cision. The decision might, of
course, e the wrong one.. There was always this risk., But if the
System t: led to roll back what had happened in the market, it might get
into an mposaible situation; the reality of the current market must be
recognized.

On the other hand, Chairman Martin questioned whether the System
ought to change policy, so far as the availability of reserves was
concerned, at this meeting., He would think that that matter could well

take its course. Accordingly, he would be inclined teo favor no change
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in policy, as reflected im reserves, at_ the moment with no pressing

one way or the cother. Im his opinion, the S$ystem did not have ta crass
the bridge of determining whether or not to press dowm on reserve levels
at this particular juncture.

He wowld be prepared to support am increase in the discount rats,
the Chairman said, if such an increase was submitted for review and
determination by Federal Reserve Banmks, but he felt that the timing of
an annocncement ought to be related to the fdministration's package This
would not be a particularly easy thing to work out, but it was necessary
to face up to realities and reccognize what was involved. 1I€ seemed
important, if digcount rate action was to be taken, to have as much
support as possible because this would put ‘he action in perspective and
make it more effective. It would be recognized around the world that
this was a part of a concerted attack on the balance of payments prcblem.

Chairmam Martin also pointed ot that if a discount rate increase
was decided agzinst, that step would simply be left out of the total
package. The System was at liberty to decide its own position. He did
not thinl:, howzver, that inm such event the System could escape
respousibility if drastic steps on the part of the Government later
became necessary. While he did not believe for a moment that discount
rate action would solve the balance of payments problem, it might do
more than one would imagine. At least it was semething that he felt

ought to be tried, and the time for decision was at hand. Personally,
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be thought somewhat higher interest rates would stimmlate the domestic
economy and not injure it,. This was something he could not prave, of
course; it was in the area of: psychology. 1t was in the area of
psychology, however, that markets were frequently made, not in the area
af logic.

The Chairman pointed out that obviously it was not for the Open
Market Committee to apprave or disapprove a move on the discount rate.
That wao something the Board of Governors must decide 1f, as, and when
a rate change was submitted by a Reserve Bark. The timing of any
action by the Board of Govermors must be left to the discretion of the
Board, as it always had been. On the other hand, the Open Market
Committee was faced today with a question o! open market policy. He
would propose that a vote be taken on no chenge in current policy,

Wr. Heyes observed that even though the Open Market Committee,
of course, had no power to take action on the discount rate, expecta-
tions reparding the discount rate were playing a major part in the
market. Tt seemed to him that if the Commiftee could include some
phrase in the zurrent pelicy directive indicating that its present
policy was to =zncourage short-term rates in a range consistent with the
discounmt rate, this would accomplish a consisteney of policy if there
should be a change in the discount rate, and it would not alter present
policy in advance of such action.

Chalrman Marcinm observed that no reference of that sort had

Beretofare been included by the Committee in its policy directives,
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In his opinioa it would be diffjecult tn do this effectively. This

tied in with the question whether there could be a change in the
digcount rate without a change in availability. He had come ta believe
that there could be under certain conditions, but it was a difficult
thing to think through and he was not quite sure. Ir any event,
however, market expectations definitely had played a role relative Lo
present System policy. The Account Manager had not tried to develop

a policy different from the Committee's instruction, Uader preseat
conditions he (Chairman Martin) was iueclined to believe that it was not
unreagorable to feel that, given a chenge in the discount rate, interest
rates wmight ke g little higher without any -eduction in the availability
of reserves.

In further discusgion of this point, Mr. Deming noted that the
past few days had suggested that kind of sijluvation. Mr. Balderston
expressed the view that it would be hetter (o take one step at a time,
the first of which would be to approve a coutinuation of present op:zn
market pulicy.

A vote was suggested on that tasis, but question was raised as
to whether "no change of policy™ should be understood to mean a
coutinuation of market conditioms as of today or no change in the policy
contemplated at the June 18 meeting of the Committee.

Mr. Hayes spoke in favor of a continuation of the present degree

of firmnesg in the money market:, which he thounght would be quite clear,
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and Mr. Balderston stateod that & different interpretation would force
him to wote agninst a directive calling for no change i{n policy.
Zhelrman Martin noted that this question had come vp in various
ways from time to time within the Committeec. The question was
essentially whether inadvertent changes that occurred between Committec
meetlngs should be construed as having established a current policy.
There followed references by members of the Committee to the
phrasing of both the first and the seennd paragraphs of the outstancing
policy directive. It was observed that one interpretation of the
phrase "continuing the degree of money market firmness that has pre-
vailed ruecent!y" would force the Account Manager to roll back the
short~-term rate closer Lo the level of thre. weeks ago. On this poiut,
Mr. Ston¢ brought out that the term "money market firmness" comprehends
both rate and availability. The present degree of money market firwness
reflectec a state of availability of credit -hat by and large had
obtained for s:x or eight weeks, but present y at a higher level of
rates. T.is differed from what the Cormitte-: had intended three weexs
ago. The current rate situation had been precipitated within the past
week, by factors such as he had mentioned in his earlier oral comments
on apen market operatiomns.. The basis lay in expectations. The tone
of the meney market vesterday was in fact easy while rates were undergoing

their sharp rise,
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As the discussion proceeded, severa!. possible variations of
wording of the second paragraph of the dire-tive were suggested with
a view to clarifying the intent of the imstruction that was desired
to be issued o the Management af the Account.. During this discussion,
Chairman Martin commented that he would not envisage aiming at a rell-
back of rates unless that came about from market processes; the present
situation might: represent a temporary aberration that could reverse
itself, Mr. Mitchell inquired whether therc was something to be said
for usirg the free reserve lewels that the sccount Manager had been
working with before and seeing how the market reacted, Mr. Stone
commented in this connection that, given free reserve levels in the
neighborhood of $150 to $220 miliion, which had prevailed from mid-May
until recently, it was his view that market expectations would keep
short-term raies at least temporarily at aor around the levels they ad
reached. If there was a discount rate change, he would expect short-
term rates to rise somewhat further, He would not expect the bill rate
to rise .wuch nmore than another 15 basis points, however, If the
Committea's irstruction was in terms of contimuing the present degree
of firmmess, he would regard this as contemplating short-term rates in
the present range, with reserve availability sbout as it had been. Asked
whether ne felt thait negative free reserves might not result, Mr. Stone
replied that he thought bill rates could be maintained in the area of

3.25 to 2.40 per cent with free reserves little changed.
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Hr. Hickman suggested that if no discount rate action was
forthecoming, market expectations probably would change In due course.
To maintain the present level of billlrates, it might then be necessary
to move towarc zero on free reserves. II thkere was a change in the
discount rate, expectatiomal factors would cend to keep the bill rate
up.

Chairman Martin proposed that the next Committee meeting would
be a more gppropriate time for the Committee to make deterwminations
concerning the level of reserves. It was not known at present whether
anything was soing to be done on the discount rate in the next three
weeks,

Mr. Mills asked whether the questica did not come down
esgentially to the tone and feel of the marlet. To maintain the present
degree of market firmness might require enough withdrawal of reserves
to reduce the level of free resexrves, but this would not be known until
market developrents could be appraised., In a further comment, Mr. Mills
moted that if the discount rate were to be raised to 3-1/2 per cent, it
would not necessarily require an immediate contraction of reserves to
make the rate effective. However, he thounght that would follow shortly.
Uponr being apprised of a discount rate change, the market would expect
the mew rate to be made effective promptly,

Mr. Hayes ccmmented that he had been thinking of the problem

the Account Manage+r would face if he should have a 3-1/2 per cent
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discount rate to contend with, and he continued to have in mind the
question whether some appropriate instruction related to this possible
rate change should not be inecluded in the policy directive.

Chairwran Martin repeated that this had not been done heretofore.
It seemed tao him that it would he necessary to write the directive on
the basis of what the Account Manager should do if there was a discoumnt
rate change aud what he should do if taere was not a discount rate
change. Mr. Balderston suggested that the System should not seem to
the public te be backing and f£illing at this point. He recalled that
during the go-arocund today a rumber of Committee members had advanced
the view that there should be as much consistency as possible in
System policy. Mr. Mitchell again inquired whether the Committee might
not instiuct tile Manager to maintain the sane level of free reserves
and see vhat the market did. Mr..Hayes comm2nted, however, that the
level of free reserves had never beem . very good target. It had not
been used as a single specific target. At times of fleat bulge, for
example, .t was a poor guide. Mr. Robortson noted that he sensed that
the discussion revolved largely around the question of the bill rate
contimiing in the general area im which it stood at present. If seo,
he felt that a sufficient instruction could be conveyed by words that
had been suggested for the directive somewhst earlier in the discussion,

namely, that cpen market operations should be conducted with a view to
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contiquiaog the present degree of firmmess in the money market: Mr.
Bayes icdicated that he would be satisfied with sach wording.

It was then sugpested that a vote be taken on a. directive _the
second paragraph of which would be phrased ‘mr such manner: The first.
paragraph would incorporate a technical change from the existing
directive sa a4 to refer tc the high level. cf domestic business _activity
rather than an improved domestic business outlook.

Thereupon, upom motion duly made
and seconded, the Federal Reserve Bank
eaf New York was authorized and directed,
entil otherwise directad by the Com-
mittee, to execute transactions in the
System Account im accordance with the
following current. econdmic policy
directive:

It i1z the Committee's current policy to accommodate
moderate growth im bank credit, while putting increased
emphasis oo money market conditions that would contribute to
an improvement in the capital account of the U. §. balance
of paymenis. This policy takes into coaisideration the
continuing advergse balance of payrents position and its
cumilative effects and the high level of domestic business
activity, as well as the increases in b.ank credit, money
supply, aund the reserve base in recent months., At the same
time, however, it recognizes the contimiing underutilization
ef resgurces.

To implement this policy, System open market.operations
shall be conducted with a view to continuing the present.
degree of firmmess in the money market..

Votes for this action: Messrs. Martin,
Haves, Balderston, Bopp, Clay, Irons, King,
Miils, Scanlon, and Shepardson. Votes
againgt this action: Messrs, Mitechell_and.
Robertson.
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It was agreed unanimously that no change should be made at this-
meeting in the conmtimrimg authority directive, which, in-the. form
approved at the meeting on Jume I8, 1963, allowed a latitade of $1.5
billien on chznges in the Open Market Account in the period.between
meetings of the Open Market Commirttee.,

It waz agreed that the next meeting of the Federal Oper Market .
Committee would be held oo Tuesday, July 30, 1963..

The weeting then adjourned..
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