MEMORANDUM OF DISCUSSION

A meeting of the Federal Open Market Committee was held in
the offices of the Board of Governors of the Federal Reserve System
in Washington, D.C., on Tuesday, June 8, 1971, at 9:30 a.m.

PRESENT: Mr. Burns, Chairman
Mr. Brimmer
Mr. Clay
Mxr. Daane
Mr. Kimbrel
Mr, Maisel
Mz, Mayo
Mr, Mitchell
Mr, Morris
Mr. Robertson
Mr. Sherrill
Mr. Treiber, Alternate for Mr. Hayes

Messrs. Coldwell, Eastburn, and Swan, Alternate
Members of the Federal Open Maxket Cormitoee

Messrs. Heflin and Francis, Presidents of the
Federal Reserve Banks of Richmond and
St. Louis, respectively

Mr, Holland, Secretary

Mr. Broida, Deputy Secretary

Messrs. Bernard and Molony, Assistant
Secretaries

Mr. Hexter, Assistant General Counsel

Mr., Partee, Econcmist

Messrs. Axilrod, Eisenmenger, Hersey, Scheld,
Solomon, Taylor, and Tow, Assoclate
Bconomists

Mr. Holmes, Manager, System Open Market Account

Mr. Coombs, Special Manager, System Open Market
Account

Mr. Leonard, Assistant Secretary, Office of
the Seccretary, Board of Governors

Mr, Coyne, Special Assistant to the Board of
Governors
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Mr. Wernick, Adviser, Division of
Research and Statistics, Board of
Governors

Mr. Keir, Associate Adviser, Division of,
Research and Statistics, Board of Governors

Mr. Bryant, Associate Adviser, Division of
International Finance, Board of Governors

Mr. Wendel, Chief, Government Finance Section,
Divisicn of Research and Statistics, Board
of Governors ’

Miss Eaton, Open Market Secretariat Assistant,
Office of the Secretary, Board of Governors

Miss Orr, Secretary, Office of the Secretary,
Board of Governors

Messrs. MacDonald and Strothman, First Vice
Presidents, Federal Reserve Banks of
Cleveland and Minneapolis, respectively

Messrs. Link, Parthemos, and Craven, Senior
Vice Presidents, Federal Reserve Banks of
Rew York, Richmond, and San Francisco,
respectively

Messrs. Willcs, Hecter, Andersen, and Green,
Vice Presidents, Fedexal Reserve Banks of
Philadelphia, Cleveland, St. Louis, and
Dallas, respectively

Mr, Meek, Assistant Vice President, Federal
Reserve Bank of New York

Mr., Duprey, Senior Economist, Federal Reserve
Bank of Minncapolis

By unanimous vote, the minutes
of actions taken at the meeting of
the Federal Open Market Committee
held on May 11, 1971, were approved.

The memorandum of-discussion
for the meeting of the Federal Open
Market Committee held on May 11,
1971, was accepted,
Chairman Burns noted that it was planned to update certain

sequences in the System film "Money on the Move," including the

simulated scenes of the Open Market -Committee in operation, and a
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question had been raised as to whether the members would be willing
to devote some time to that purpose on the day of the next Committee
meeting, téntatively scheduled for June 29.

After discussion, it was agreed that a decision on the matter
should be left to the Chairman,

Before this meeting there had been distributed to the members
of the Committee a report from the Special Manager of the System Open
Market Account on foreign exchange market conditions and on Open
Market Account and Treasury operations in foreign currencies for the
period May 11 through June 2, 1971, and a supplemental report cover-
ing the period June 3 through 7, 1971. Copies of these reports have
been placed in the files of the Committeé.

| In comments supplementing the written reports, Mr. Coombs
said the foreign exchange markets remained in a despondent, appre-
hensive mood, witb;many complaints being voiced by exporters and
importers affected by exchange rate uncertainties. ﬁorldwide fears’
that the dollar would weaken further against the major European cur-
rencies, as weli as the Japanese yen, might be having éome very real
effects on the U.S. trade bélance by encouraging-imports before
foreign prices increased still further while delaying foreign pur-
chases of U.S5. exports which might become cheaper later on. The
effect on the U.8. long-term capital balance also was clearly
adverse. The Euro-bond market, for example, which had helped to

finance U.S. direct investment abroad, had pretty well dried up
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during the past few months, while net liquidation of foreign invest-
ment in the U.S8. stock market'had reappeared; More generally, the
German decision to float the mark was widely interpreted as a direct
challenge to the role of the dollar and to the Bretton Woods system,
While most European governments took .strong exception to the exchange
market tactics employed by thg German Government, they were joining
in a chorus of calls for basic reforms in the system, mainly ‘directed
against the reserve role of the dollar.

Mr. Coombs observed that a torrent of confusing official
statements abﬁut the German mark had kept the market on edge. The
initial reaction of the market when the mark was allowed to‘float was
to expech a ?epetition of the 1969 experience, when the German Federal
Bank ratcheted the rate up by selling dolliars until it reached the
desired point of revaluétion. Accordingly, the mark was bid strongly
and by May 21 it had moved up to & per cent above the previous ceil-
ing. Following official statements in late May reaffirming the
intention to maintain the existing parity, the mark began to fall
back, and the sharp rise of Euro-dollar rates exerted further down-
ward pressure, LI that weakening of the mafk had been allowed to
continué and, more particularly, if the German a?thorities had taken
action to restrain German indﬁstrial borrowing abroad, there might
have been a fair chance that the mark rate would have returped to
the previous ceiling and brought about a general settling down of

other markets as well. Under pressure from the German Government,
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however, the German Federal Bank intervened to sell dollars on

June 2 when the rate reached a level 1,6 per cent above the previous
éeiling. The mark rate then recovered strongly and subsequently
held around a premium of 3 per'cent over the previcus ceiling. Since
announcing its intention to sell dollars, the Federal Bank had man-
aged to put out roughly $400 million, but so far that was less than
the $537 million that would be coming in during June from maturi-
-ties of forward contracts entered into earlier this year. Where the
mafk would go from here was by no means clear, but meanwhile the
dollar had been on the receiving end of the maximum of bad publicity,
with only minimal benefit to the U.S. trade balance through an
appreciation.of the mark,

Mr. Coombs said the reaction of other Ruropesn goveruments
to the floating of the mark had been uniformly hostile., The Dutch
guilder was dragged in the wake of the mark onto a similarly float-
ing basis and for a certain period of time it had moved upward on
almost equal terms with the mark. O8ince then the guilder had fallen
back--perhaps because the market had become better aware of its
relatively weak current account positjon~-and it was now tradihg at
a premium of less than 1 per cent above the previous ceiling. Mean-
while, none of the heavy speculative inflow of funds to Amsterdam
had been reversed and the Netherlands Bank had been pressing the
¥.S. Treasury for settlement, one way or another, of its uncovered

dollar position of nearly $500‘mi1110n. As the Committee would
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recall, the System had had a debt of $250 million-outstanding under
the swap line at the time, just ﬁefore the move to a floating rate,
that the Netherlands Bank had executed the standing order provided
ir the revaluation clause. Since then, $150 million had been settled
by a U.S. Treasury sale of Special Drawing Rights to the Netherlands
Bank, and the Treasury was moving to settle the remaining $100
million by drawing guilders from the International Monetary Fund
within the next week or so. There remained another $230 million of
uncovered dollars taken in by the Netherlands Bank on the day the
mark was allowed to float and that too awaited settlement in one
-furm or ancther--perhaps, as an interim measufe, by a new drawing
on the swap line if the guilder were to return to the ceiling
undey its previous parity.

In the case of the Belgian framc, Mr. Coombs continued, the
System still owed $490 million under the swap line while the Treasury
owed another $100 million under a special swap drawing it had exe-
cuted. Initially, the Belgian officials had hoped that $250 million
of the System's debt might be settled by a U.S. Treasury issue of a
Belgian franc bond but that possibility had been frustrated by sub-
sequent Belgian insistence that the usual revaluation clause be
deleted or modified in a way unacceptable to the Treasury. Accord-
" ingly, the Treasury might have to take the alternative route of draw-
ing Belgian francs froﬁ the IMF along with its prospective draving

of guilders.
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In the case of the Swiss franc, Mr. Coombs said, nearly all
of the heavy speculative inflow on the day the mark was allowed to
float had now been reversed through special operations conducted by
the Desk and the Swiss National Bank, A Federal Reserve drawing of
$250 million on the swap line provided forward cover for a shift of
$250 million into U.S. bank CD's, thereby bypassing the Euro-dollar
market, Since then the Swiss National Bank had managed to push out
another $400 million by informally guaranteeing the upper limit on’
the Swiss franc, thereby encouraging outflows of funds on an uncov-
ered basis to the Euro-dollar market. In the absence of those
special operations, the forward market would have been ﬁnable to
accommodate such outflows, even after the 7 per cent revaluation
of the Swiss franc. In general, there had been no pnatural return
flows of last month's speculative tides affecting the Swiss franc,
the Dutch guilder, and the Belgian franc. Confidence remained
badly shaken.

In addition to the prospective drain on the Treasury's
reserve asscts to settle the debt in Belgian francs and lutch
guilders, Mr. Coombs continued, further losses of reserve assets
might arise from a British prepayment of as much as $600 million
to the IMF some time this month or early next month. Since the
British would not be able to use dollars to pay the Fund they
would have to buy other currencies with dollars, which might then

be presented by the receiving countries to the Treasury for
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conversion into reserve assets. The over-all drain on the
Treasury's'reserve position over the next month or so could thus
be fairly sizable, with consequent risk of speculative reactions.
By unanimous vote, the System

open market transasctions in foreign

currencies during the. peried May 11

through June 7, 1971, were approved,

ratified, and confirmed.

Chairman Burns observed that along with Messrs. Mitchell
and Daane from the Board he had attenﬁed the International Bank-
ing Conference of the American Bankers Association, held in
Munich near the end of May. He invited Mr. Mitchell to comment
on developments at that conference,

Mr. Mitchell noted that the confereﬁce had been held in
Germany in the nidst of the exchange crisis involving the dollar
and the mark, and thus hsd offered zn irresistible opportunity
for comments on the problem--many of. which were made on the basis
of limited factual information or analytical insight. The
number of central bankers at the mecting-~four or five--was
smalier than usual, and tﬁose present were relatively silent,

At the initial formal session Mr. Emminger of the German Federal
Bank presented an analysis of the balance of payments position
of Germany and the United States, in the course of which he
expressed the view that the present difficulties would right
themselves in due course, Others at that session disagreed,

arguing that controls over short-term flows, or perhaps over the

Euro-dollar market, would have to be introduced at some point if
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the cutrent problem and similar problems in the future were to
be solved., The same disagreement was reflected in one way or
another at 2 number of later sessions.

Mr. Mitchell observed that the Euro-dollar market was
the subject of considerable discussion at Munich and received
some words of endorsement for its role in financing the expansion
of world trade. Along with much of the comment, however, there
was an undertone of anxiety--a feeling that the problems posed
by the EBuro-deollar market might be getting out of hand, thus
exposing the international monetary system to potentially serious
perils., Perbaps the most significant fact about the whole dis-
cussion of this topiec was that no one present seemed able to set
forth a persuasive diagnosis of the problems and to suggest
effecrive remedies,

Another point of interest, Mr. Mitchell said, emerged in
a panel digcussion of European and American payments systems in
which he ﬁad part;cipated along with commercial bankers from the
United States and Sweden. The panel had concluded that "giro"
or credit transfer systems would ultimately drive check (debt)
transfer systems out of existence because of their greater adapt-
ability to electronic processing. That conclusion--which he
shared--had surprised many of the bankers present, but had not
elicited any objections from them.

The Chairman then invited Mr. Doane to add his obsevvations

about the Munich confercence, and also to comment on the subsequent
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meeting he had attended of the standing committee on the Euro~dollar
market.

Mr. Daane remarked that in his panel remarks at the Munich
meeting he personally haa tried to indicate some of the questions
underlying the unease with respect to the Euro-currency market,
although he had not offered any answers. Those questions concerned
the impact of developments in that market on the internal economies
of affected nations and on the functioning of the international
payments system. Perhaps the basic question was wbether it was
possible for a completely unregulated Euro-currency market of its
present size to exist side by side with a system of relatively
fixed foreign exchange rates.

Mr. Daane then said that the Committee might find helpful
a brief Iisting of the points made by Gabriel Hauge when he summa-
rized the main developments at the conference. The first point was
that there seemed to be widespread agreement that the present dis- .
turbance with respéct to the mark would take longer to resolve than
might be expected on the basis of past experience, Secondly, it
seemed to be agreed that the disturbance did not reflect any funda-
mental disequilibrium in payments positions, so that the expectation
was a return to the status quo ante in the area of exchange rates.
Third, Mr. Bauge had noted that there had been no mention of gold
at the meeting, except for a fleeting reference by Milton Gilbert,

'Fourth, the comments by almost all participants had reflected
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concern over inflation in their internal economies, Fifth, there
was widespread hope for convergence of interest rates internation-
ally, for the sake of reducing disturbing capital flows. Finally,
at least onc European central banker had argued in favor of capital
controls as the approach to the problem of short-term flows.

Turning to the subsequent meeting of the standing committee
on the FEurco-dollar market, which he had attended along with
Mr. Coombs, Mr. Daane vemarked that the session had been concerned
with possible mechanisms for withdrawing some of the central bank
funds that had been placed in that market. Such withdrawals would
involve going a step beyond the earlier agrecement at Basle not to
place additional funds in the Furo-dollar market. The discussion
was ihconclusive, but heopefully there would be more progress towaxnd
a consensus at the next meeting, which was scheduled for late this
week.,

Mr. Brimmer asked whether the recent action by the Swiss
National Bank to facilitate an outflow of $400 million to the Euro-
doilar market, which Mr. Coombs had mentioned, was consistent wi.h
the agreement at Basle not to place additional central bank funds
in that market.

Mr, Coombs-replicd that in his judgmcnt-the action f
the Swiss authorities was not inconsistent with that agreemest,

since that outflow represented simply the restoration to the
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Eurc-dollar market of funds that normally wewve held there. 1In the
absence of that action the funds would have remained on the books
of the Swiss National Bank, and it was conceivable that the Swiss
authorities would have considered it necessary to ask the System
to draw on the swap line, or the Treasury to issue a Swiss-franc
bond, in oxrder to absorb them. Personally, he would have preferred
to see the funds invested in U.S. bank CD's, but any such judgment
proﬁably should be based on a group decision regarding appropriate
objectives for Euro-dollar interest rates. He added that, while
the general feeling at the Basle meceting of the standing committee
was that it would be desirable to withdraw some central bank funds
from tne Euro-dollar market, at this stage that view was not a
precisely rcasoned one., 1Tt was also worth notiné that much of any
outflows from Germany that developed probably would move directly
into the Euro-dollar market.

Mr. Mitchell remarked that he had not seen any adequate
explanation of the degree to which deposits in the Euro-dollar mar-
ket were pyramided; in particular, it was not clear to him whethex
the effects were different for deposits of official and nonofficial
funds. He had understood that the agrecment to discentinue place-
ments of central bank funds in the Euro-dollar market was based on
the view that the market was more vulnerable to such placements

than it was to deposits of private funds.
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Mr. Coombs said that that was his understanding also. 1In
general, when private funds moﬁed into the Euro-dollar market the
flow was a natural response to interest rate differentials, The
placement of central bark funds in that market, however, was
neither a natural nor a necessary action, and it had the effect
of providing additional liquidity to the market.

Chairman Burns then asked Mr, Solomon to comment on recent
international developments.

Mr. Solomen said he wanted to put forward very briefly
three broad propositions regarding thec international financial sit-
vation as he . saw it. TFirst, the weakness of the dollar reflected
the weakness of the U.S. balance of payménts. On that basis there
were a nurmber of reasons for thinking that any revaluations of
European currencies were in the intcrest of the United States.
Second, contrary to a widely held view, a good case could be made
in support of the proposition that the German mark was undervalued,
Despite an overheated boom, Germany's trade balance had hardly
diminished since 1969 and her current account surplus was sizable.
When demand conditions in Germany subsided to a more normal rate,
the current account surplus would certainly become even larger.
From Germany's point of view, therefore, a case could be made for
revaluation after the period of float, Third, exchange rate

adjustments alone would not fully solve the U.S. problam. Much
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could be done in the areas of trade policies and military spending
abroad to help alleviate the problem. However, it woﬁld not make
any seﬁse to oppose revaluations of European currencies on the
ground that they did not represent an adequate solution, Doctors
did not deny medicine to sick patients because it would not bring
about a complete cure.

In reply to a question by Mr. Mitchell, Mr. Solomon said
he did not think internationmal considerations had a significant
role to play in the resolution of the sericus domestic poliecy
dilemma the Committec would be considering today.

Mr. Mitchell recalled that Secretary Connally and Chairman
Burns in their recent speeches in Munich had said in essence that
the United States had made its moves in the monetary policy area.
They had not ruled cut the possible need for action in other areas
and had coﬁmentéd on the need for supporting policies by other
countries.

Mr. Daane observed that in his view international consid-
erations were not irrelevant to the Committee's decision today even
though primary emphasis had to be placed on domestic considerations.

Mr. COOmBS then said that, as he had noted at the previous
meeting, the System had been wmaking continuous use of its swap line

with the National Bank of Belgium since June 30, 1970; and that it
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was necessary for the Committee to decide, under paragraph 1D of
the authorization for System foreign currency operations, whether
to approve continuous use of the line for more than a year. He
recommended such approval since a decision at this time to liqui-
date the full amount outstanding might result in a dangerous
strain on the Treasury's reserve position.
By unanimous vote, a delay in

the liquidation of outstanding

System drawings on the National

Bank of Belgium beyond June 30,

1971, was authorized.

Mr. Coombs then noted that a $30 million System drawing
on the Belgian Bank would mature for the first time on July 7,
1971. He recommended renewal of that drawing at maturity.

By unanimous vote, renewal for
a further period of three months of
the System drawing on the National
Bank of Belgium maturing on July 7,
1971, was authorized,

Chairman Burns then observed that it would be necessary
for the Committee today to give very careful consideration to the
outlook for rates of growth in the monetary aggregates and for
interest rates, To facilitate the discussion he proposed that at
this point the Committee hear the Manager's report on open market

operations and the staff reports on curreat and prospective cco-

nomic and financial conditions.
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Before this meeting there had been distributed to the
members of the Committee a report from the Manager of the System
Open Market Account covering domestic open market operations for
the period May 11 through June 2, 1971, and a supplemental report
covering the period June 3 through 7, 1971. Copies of both reports
have been placed in the files of the Committee.

In supplementation of the written reports, Mr. Holmes com-

mented as follows:

During the past four weeks, the capital markets
regained a degree of composure that was noticeably
absent at the time of the last Committce meeting
and for a week or so thereafter., At that time the
atmosphere had been dominated by fears that the
extremely heavy dollar outflows in early May would
force United States interest raotes much higher,
After mid-May the coavictlon began to take hold that
market rates had alrecady adjusted sufficiently--and
perhaps over-adjusted for the time being. The inven-
tory position of dealers had been lightened substan-
tially. Anxious sellers had in some cases accom~
plished their sales or at least temporarily postponed
selling plans in anticipation of better opportunities
later. An important factor in the turn-around of
sentiment was the report of Chairman Burns' Congres-
sional testimony on May 19, stressing the view that
the answer to the international payments problem of
the United States did not lie in a sharp rise in
domestic interest rates,

While the market atmosphere in the last few weeks
was much improved from the abject gloom of early May,
it remained cautious and wvulncrable to renewed pres-
sure. Against this background, System efforts to slow
the growth of the aggregates by encouraging somewhat
firmer money market conditions had to be cauticusly
implemented. For the first weck--or nine days to be
more precise-~after the May 11 meecting, the Desk con-
tinuved to aim for the somewhat firmer moncy market con-
ditiosns, characterized by a Federal funds rate around
4-1/2 per cent, that had prevailed toward the end of
the period before the last Committeée meeting. This
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stance was maintained even though the data on money
and credit aggregates available on May 14--just a

few days after the meceting--already suggested greater
than desired strength. In holding conditions
unchanged for the time being, the Account Management
had in mind the weak condition of the capital markets,
vhich had deteriorated further in the days since the
Hay 11 mecting, and the fact that the upward revi-
sions in the aggregates had been.based to a consider-
able extent on preliminary data for the early May
weeks,

In meeting reserve needs during the May 19 state-
ment week, the Desk bought $128 million of coupon
issues, by placing orders with one or two dealers each
day for wodest amounts of specified issucs at market
prices. This technique for purchasing securities was
chosen in preference to the usual "go-arocund” proce-
dure, in which all dealers are asked simultaneously to
make offerings to the Desk. 1In our opinion a general
go-around would have confronted the Desk with a very
beavy volume of offerings--thns obliging the Desk
gither to buy much more than it intended in light of
reserwve needs, or e¢lse proeducing widespread disappeini-
ment wmong unsuccessiul would-be sellers. Prices
continuced to decline during the interval of System
coupon buying, but I believe the System purchases - -were
kelpful in preventing a vacuum from developing as
insistent sellers pressed supplies on the market at
times when no other buyers were apparent.

By May 21 the information on money and credit
aggrerates indicated even greater strength than before,
and the atmosphere in capital markets was much
improved, although still highly sensitive., The Desk
began aiming for slightly firmer money market condi-
tions, with Federal funds expeccted to be around 4~1/2
to 4-3/4 per cent. A week later, with evidence on
the aggregates little changeéd and a few days of net
improvement in the capital markets behind us, sights
were reset to aim for a Federal funds rate centering
on 4-3/4 per cent. Finally, in the current week,
confronted by still greater exuberance in the aggre-
gates, ve have been aiming for money market conditions
that would produce a Federal funds rate around 4-7/8
per cent.

While money market conditions were firming quite
gradually over the interval since the last meeting,
the course of rates on most market instruments did not



6/8/11 ~18-

run so-smoothly. Rates on threc-month Treasury bills,
for example, fluctuated substantially over the period.
In. yesterday's auction the average rate on three-month
bills was set at 4.51 per cent, up 65 basis points
from the rate established in the auction just preced-
ing the last meeting of the Committee. Incidentally,
yesterday's average rate will call for a new rate of
4-5/8 per cent on System repurchase agreements.

In the longer-term markets, on the other hand,
there have becen some net declines in yields over the
interval. Short- and intermediate-term Treasury cou-
pon issues rose in yield over the full interval,
although the yields at the close were not as high as
in mid-May. And at the long end of the maturity
gpectrum scme Treasury issucs registered modest net
yield declines over the period. Even more strikingly,
rates on new Aa-rated corporate utility offerings rose
from 8 per cent just before the last meeting to a high
of 8.45 per cent by mid-May, but then came down to
7.73 per cent on an offering last Thursday; that last
issue is still in syndicate and the reception has been
only fair.

4s the blue bookdf notes, the Committce may wish
to move money market conditions further in a fivming
direction in view of the continved strength in money
growth, Market observers are also aware of the strong
growth, particularly in the narrowly defined money
supply, and some further firming in money market condi-
tions would cause no great surprise, Still, the
impact of a move to 5 per cent or above in the Federal
funds rate is hard to predict, because a move into
territory above the discount rate could bring other
factors inte play, notably including market discussion
of increases in the discount and prime rates and a
possibly substantial increase in the use of the dis-
count window. On the other hand, if the process of
working toward firmer money market conditions is
gradual, it is possible that the shift could be
accomplished without much upset to the longer-term
markets--which to some degree have already antici-
pated greater firmness in the money market.

In the last few days, the Treasury's balance at
the Federal Reserve DBanks, which is normally main-
tained around the §1 billion level, has bcen somewhat

1/ 7Yhe report, "Monetary Aggregates and Money Market Conditions,”
prepared for the Committec by the Board's staff.
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below that level despite the fact that the Treasury
has been making 100 per cent calls against available
tax and loan account deposits. In the next few days
projections indicate that the balance will drop
sharply further, probably requiring scme short-term
Treasury borrowing from the Federal Rescrve until
mid~June tax receipts come in. On our latest pro-
jection, the level of such borrowing might exceed

$1 billion--especially if Cermany were to redeem
special issues in the course of supplying dollars

to the foreign exchange market, To be on the safe
side, I recommend that the Committee amend the
continuing authority directive by increasing the
limit for direct Treasury borrowing from the System
from $1 billion to $2 billion, in the expectation
that the $1 billion limit will be restored at the
next meeting of the Committee.

By unanimous vote, the open
mayket transactions in Government
securities, agency obligations,
and bankers' acceptances during
the period May 11 through June 7,
1971, wecre approved, ratified,
and confirmed.

By unanimous wvote, the dollar
limit specified in paragraph 2 of
the continuing authority directive,
on Federal Reserve Bank holdings of
short-term certificates of indebted-
ness purchased diyeetly from the
Treasury, was increased from $1 bil-
lion to $2 billion., As amended,
paragraph 2 read as follows:

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

The Chairman then called for the staff repeort on domestic
economic developments, supplementing the written reports that had
been‘distributed prior to the meeting. Copies of the written
reports have been placcd in the files of the Committee.

Mr. Partee made the following statement:

The official estimates of the first-quarter
expansicn in GNP, as you know, have been revised
apprecizbly higher since the last meeting of the
.Committee, to $30.8 billion. Much of the larger
increase is in durable goods consumpticn, but
small upward adjustments were also made in several
other sectors. Despite this stronger first-quarter
showing, the Board staff has not been led to raise
cur sights for the year as a whole., OQOur current
dollay GNP estimate for 1971 is up a bit, to
slightly over $1,050 billion, but our projection of
real growth for the year, at 2.4 per cent, is just
where we have had it for the past six months. The
first-quarter performance, abstracting from autos
and trucks, shoged very little over-all vigor.
Essentially, the one-guarter surge simply reestab-
lished automotive output arid sales at reasonably
normal levels, so that not much carryover impetus
is implied for subsequent quarters.

He do believe that economic recovery is now
well in process, and that it is unlikely to be
reversed any time soon. The leading indicators
have been positive, though not particularly robust
for a cyclical recovery phase, during the past six
months, Retail sales are increasing in xreal as
well as dollar terms, even abstracting from the
recovery in car buying; May sales, based on the
weckly data, appear to have becen unchanged from
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April but to have shown a healthy 1 per cent gain in
the non-automotive lines. Industrial production rose
moderately in March and April, and an appreciable
increase of around 1 point morc now seems indicated
for May. 1In addition, the cmployment trend appears
finally to be strengthening; the May increase in non-
farm employment, at 130,000, was the largest in a
good while--aside from strike effeects--and it included
the first small increase in manufacturing nonproduc-
tion worker employment of the past 15 months.

The real question, as for some time past, is not
whether wve are in a recovery but how vigorous it will
prove to be. On this score, the recent evidence does
not seem to me cncouraging. Recent consumer surveys
show at best only modest jmprovement in attitudes;
spending is rising moderately, but as yet there are
no indications of a real resurgence in consumer
demands. Business capital spending appears likely
to remain flat for some time to come; the past month
brought news not only of a downward revision in spend-
ing plans for the year, concentrated in the second
half, but also a sizable decline in new orxders for
capital c¢quipment in April and the NICB report of
reduced capital appropriationg by manufacturers in
the first quarter. DBusiness inventory accumulation
remains very low-~negative in real terms if steel
hedge buying is excluded--but there is little indica-
tion as yet of any desire to rchuild stocks. Although
inventory ratios in manufacturing generally have been
declining over recent months, inventory positions do
not seem uncomfortably low relative to current ship-
ments, and they continue quite high relative to order
backlogs.

Housing has performed cxceptionally well in help-
ing to fuel the eccnomic reccovery, with starts fully
50 per cent higher than they were at the cyclical low
a little more than a year ago. Housing starts and
residential coastruction have been running somewhat
above our earlier estimates, and we have increased
our projections for the remainder of the year in vicw
of the high level of outstanding mortgage commitments
and the continuing large flow of funds to savings
institutions. Statce and local capital expenditures
have been strong also, though cstimates of the rise
in public construction expenditurces over recent months
have been revised downward from the cxceptional rates
shown carlier. The continuing very large volume of
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State-local financing, combined with the obvious
backlog of public facility needs, promises further
incxeases in public capital outlays in the months
ahead .

It will take more than continued strength in
housing and State-local capital spending, however,
to propel us to a vigorous recovery. The best
pear-~term possibilities, assuming no additional
stimulative fiscal actions, would seem to be a siz~
able pickup in consumer buying and an associated
increase in business inventoxy neceds, We are pro-
jecting some acceleration in consumer buying, a
decline in the personal saving rate, and the first
beginnings of renewed inventory accumulation--
abstracting from steel-~in the remaining months of
the year. Perhaps our expectations are too moderate.
Consumer financial wealth has increased greatly with
recovery in the stock market; holdings of liquid
assels--including money balances--have risen sharply
this year; and confidence in future income prospects
may be improving now thet the incidence of layoffs
has waned along with the pace-cetting example of
comtinuing large union wage settlements, Even if
ouxr projections for the second half are too conser-
vative, hovever, it would take a great deal of
exeess spending to make a sizable dent in the manu=~
facturing capacity utilization rate, currently run-
ning at 73 per cent, or in the unemployment rate,
which threatens to go above its present 6.2 per
cent rate if there is substantial growth in the
civilian labor force this summer.

We plan to review our projections, and to
extend them through the first half of 1972, for
the next meeting of the Committee., It scems evi-
demit, however, that there is not sufficient strength
in the picture to promise the utilization of most or
al® of the nation's idle resourpes, or to threaten a
re—emergence of demand-induced inflation, over this
time span. The total labor force, 'despite a large
gain in May, is still running only one million above
a wear ago, well below the expected normal rate of
growth., The civilian labor force promises to increase
even more rapidly in the months ahead, as the size
of the armed forces continues to be reduced., Employ-
memt opportunities, despite the first signs of a
strengthening trend, may well continue to be limited
by the high sensitivity of almost all businesses to
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their cost projections and by the financial bind in
which most State and local governments find them-
selvaes. The current unreceptivity of the labor market
to new job seekers is well illustrated, I believe, by
the unemployment rates for young adults in the 20-24
age group, vhich in May averaged 10.8 per cent for men
and 11.5 per cent for women. .

Given this ecconomic background, the dilemma fac-
ing the Committee today seems to me an cxtraordinarily
difficult one. On the one hand, the economy over the
short run--by which I mean the next year or so--needs
all of the support that can be mustered. Most economic
projzctions (including our own) show no signs of a
takesff, and in any event there is a great deal of room
for improvement in job markets, in the potential expan~
gion of real demands, and in profits prospects and
investment Incentives. On the other hand, recent rates
of growth in the money supply--and the rates of growth
projected by the staff over the next few months--are
cleztly excessive by almost anybody's standard. Such
rates of growth, if continued for long, would threaten
to f£uel new inflationary forces in the economy over
the Tonger term--by which T mean by 1nte 1972 and 1973,
Periiaps, at the higher interest rate levels that have
now rieveloped, monetary expansion weould slow of its own
accord later in the summer, But the demand deposit
expansion that has occurred has_been very widely dis-
tribated, and we know little about its causes. I, for
one, cannot say with confidence that a marked slowing
is assured.

If the Committee should decide today to move
decisively in the direction of curbing the recent mone-
tary growth rates, long-term credit markets wvould
almost certainly react adversely., Interest rates--
alrcady very high by historical standards--wvould rise
further as an initial reaction, and demand/supply
con<itions could well tigh{en as investors held back
and borrowers attempted to speed up their financings.
There is little justification for higher interest
ratws beyond such expectional influences, however,
if <ur economic projection is anywhere close to being
on the mark. Hence, intercst rates and market ten-
sions could well subside later on, in which case hous-
ing and the financing of State-local capital spending
projects would be unlikely to suffer any lasting harm.
Nevertheless, there are risks in either couxrse of
action. I am glad that I do='t have to make the deci-
sion facing you today.
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Mr. Axilrod made the following statement on the monetary
relationships discussed in the blue book:

Over the past two months growth in the money
supply has continued rapid. The rate of increase in
Mo slowed in April-May from its exceptional first-
quarter rate, but still remains historically very
high, Meanwhile My appears to be growing even more
rapidly than in the first quarter, when the growth
rate had been permitted to accelerate to make up
for previous shortfalls. The continued very rapid
growth in money supply--particularly Mj--over the
past two months naturally raises the questions of
whether the supply of reserves by the Federal
Reserve has been excessively generous for the needs
of the economy and of how money should be fitted
into the policy approach in the period ahead.’

Mr, Partee has already discussed economic pros-
pects. I would like to focus wmore closely on
reserve, money, and interest rate relationships

in evaluating policy alternatives curreatly before
the Comiittce,

In the first quarter, both teotal and nonborrowed
reserves rosc at annual rates of about 11 per cent.
Over the past two months--from March to May--resexrve
growth continued rapid, with nonborrowed reserves ris-
ing at about an 11 per cent annual rate and total
reserves at around 10 per cent. A continued rapid
expansion in total reserves is now in prospect in
June, given the lagged effect on reserves of the
sharp rise in deposits in the coursc of May.

Thus, the supply of reserves provided by the
Federal Reserve has not slowed down after the first-
quarter make-up period, even though the rate of
growth in total time and savings deposits at commer-
cial banks has been at about half its exceptional 27
per cent fivst-quarter growth rate, requiring less
reserves on that account. Clearly, the Federal
Reserve has accommodated the supply of reserves to
an expansion in the public's demand for private
demand deposits and for My. Some of the additional
Mj was supplied by the Treasury since there was a
moderate drop on balance in U.5. Government dcposits
from March to May, but as compared with the avail-
ability of reserves, this was a minor factor contyib-
uting on the supply side to M3 growth.
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The System was, however, a reluctant supplier
of reserves and did let the large expansion in
demand for money exert an upward impact on interest
rates. The average Federal funds and 3-month bill
rates in May wexe about 80-80 basis points higher than
they were on average in March, while most other
shoxt-term market rates rose by even more. The aver-
ages of yields on new high-grade corporate and munici-
pal bonds rose about 50 basis points over the period.

In part the enhanced demand for money secems to
reflect a lagged reaction to earlier lower interest
rates. In part it represents the need to finance
current economic activity, which in money terms grew
at a 13 per cent annual rate in the first quarter and
appears to be growing at around a 7-1/2 per cent
annuzl rate in the second. And in part there may
have been growing precautionary attitudes on the part
of many small holders of cash balances in the current
period of economic uncertainty. These are, of course,
all explanations after the fact; before the fact,
neither our best judzment, nor the moncy market model
which was contributory to our judgment, predicied a
rise in My of the size that has actually devcloncd
over the past two months, given the intervening rise
in shwri-term interest ratces.

To attempt to sec if some special factor has
beem at work we looked through the disapgregated data
that we have at hand on demand deposits by Reserve
district, class of bank, and ownership groupings.
From the first of the year through the third weck in
May, there was no evidence of concentration of money
growth in any particular geographic area or class of
bapde. On the basis of year-ago comparisons with
seasonally unadjusted data, it would appear that the
increase in demand deposits has been fairly well dis-
tributed across Reserve districts and took place at
bothk country and city banks., Our ownership data are
s0 pCw as not to permit even year-ago comparisons,
but what we do hove is, apain, supggestive of a wide
distyibution of holdings. 1In the first quarter, the
great bulk of the increcase appears to have been in
holdings of houscholds, and this is also where it
showed up, seasonally adjusted, in our flow-of-funds
acceunts, The monthly ownership data from large
bankse for April docs show about tywo-fifths of that
month's increase in nonfinancial business holdings,
but we have no idea what the monthly seasonal might
be,



6/8/7% ~26-

On balance, I would say that we do not have evi-
dence to contradict the view that there has been a
rather widespread rise in the demand for money over
the past few months, But what this means for the
future is not extremely clear., We have not pushed
this money on unwilling holders; if we had, interest
rates would have declined, but as pointed out, they
have risen. However, the danger cannot be overlocked
that enlarged cash balances could lay a basis for an
undesirably large increase in spending if and when
business and consumer confidence in the economy is
more restored.

The appropriate growth path in }M; and the appro-
priate level of interest rates obvicusly depend on the
economic outlook, and in that respect I would like to
add one point to Mr, Partee's excellent statement. It
seems to me that in a period when price rises are stem-
ming essentially from cost-push pressures, and when
demand is lagging, a money supnply growth rate above
historical standards is not likely to lead to infla-
tioxary pressures in the future, Rather, the higher
growth rate would mainly reflect the cost-push vpres-
sures that exist and the neced Lo provide more money
tham usvual in order to maintain the growth in real
cash balances necessary to permit a reasonable level
of ionterest rates and a reasonable pace of economic
recovery. The danger of an eveatual future inflation
would be greater with growth rates as rapid as the
past few months, but rates of growth for Mj in a 6-8
per cent range as summer progresses do not seem out
of line to me, given the structural problcms in the
labor market and the need to maintain profit margins
for economic recovery purposes. Once cost-push pres-
sures abate, I would expect the need for Mj growth to
move back toward historical norms.

Moving in the direction of altermative El[ could
represent a reasonable compromise for the Committee in
its efforts to resolve the vavrious dilemmas before it.
But if that were done, T would like to suggest that it
be considered as a move toward gradually reducing the
rate of reserve growth and that later money market
rates be permitted to ease back, after the initial

1/ The alternative draft directives submitted by the staff
for Committce consideration are appended to this memorandum asg
Attachment A.
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tightening that is evidently required, should that be
consistent with more moderate reserve and Mj growth,
as might well be the case if the cconomic outlook does
not styxengthen. Such a policy probably would not
forestall the neavr-term upward adjustment in longer-
term rates and the prime rate likely to result from
a clear immediate further tightening of the money mar-
ket. But on the assumption that the economic outlook
is no stronger than projected, a more flexible policy
with regard to moncy market conditions, keyed in part
to developments in monetary aggregates, might over
time blunt the extent of market reaction, or possibly
hasten a reversal in temporary rate increasecs, as the
market is encouraged to appraise the longer-run cutlook
for credit demand and supply.

The Chairman then called for a general discussion of economic
and financial conditions and prospects. He added that the members no
doubt had questions they would like to put to the staff.

Mr. Eastburn asked if Mr. Axilrod would elaborate on the
staff's projections of interest rates and monctary aggregates over
coming months. Specifically, he wondered how the staff thought the
transactions demand for money might be affected by the expansion in
business activity expected in the third and fourth quérte:s, and
whether allowance had been made for lagged effects. He also asked
whether the projections in question werec based on the staff's econo-
metric medel.

Mr, Axilrod responded that while ‘the model was used in making
the projections, staff judgments also were introduced. However, the
model did support the view that the demand for money reacted with

some lag to changes in intercst rates, and the staff projections

allowed for some reduction in the demand for money over the pnext few
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months as a consequence of recent increases in interest rates, 3But,
since GNP was expected to rise at an annual rate of about 7 per cent
in the thixd quérter and somevhat faster in the fourth quarter, the
transactions demand for money was expected to increase considerably.
If that expansion in demand were accommodated reluctantly--in the
sense that short-term interest rates were forced up or permitted to
rise--long-term rates probably would rise in some degree. If market
pariicipants were to conclude tomorrow that the target for the
Federal fu