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

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

Washington on Tuasday, July 10, 1962, at 10:00 a.m.
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Martin, Chairman
Relderston
Bryan

Deming

Ellis

Fulton

King

Mills

Mitchell
Robertson
Shepardson
T™reiber, Alternate for Mr. Hayes

Messrs. Scanlon, Clay, and Trons, Alternate Members

of the Federal Open Market Committee

Messrs. Wayne and Swan, Presidents of the Federal

Regerve Banks of Richmond and San Francisco,
respectively

Mr. Sherman, Assistant Secretary

Mr. Hackley, General Counsel

Mr. Noyes, Econcmist

Messrs. Brandt, Brill, Furth, Hickman, Koch,
and Willis, Associate Economists

Mr. Molony, Assistant to the Board of Governors

Mr. Cardon, Legisliative Counsel, Board of Governors

Mr. Williams, Adviser, Division of Research end
Statistics, Board of Governors

Mr. Enipe, Consultant to the Chairman, Board of
Governors

Mr. Yager, Chief, Government Finance Section,
Division of Research and Statisties, Board
of Governors

Messrs. Hilkert, Heflin, Helmer, and Francis,
First Vice Presidents of the Federal Reserve
Banks of Philadelphia, Richmond, Chicago,
end St. Louis, respectively
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Messrs. Senford, Eastburn, Baughman, Jones, Tow
Coldwell, and Binzig, Vice Presidents of the
Federal Reserve Bank of New York, Philadelphis,
Chicago, St. Louis, Kanses City, Dallas, and
S8an Francisco, respectively

Messrs. Link end Marsh of the Federal Reserve
Bank of New York and Mr. Litterer of the
Pederal Reserve Bank of Minneapolis (Assistant
Vice Presidents)

Mr. Schott, Manager, Forelgn Department, Federal
Reserve Bank of New York

¥r. Sternlight, Manager, Securities Department,
Federsal Reserve Bank of New York

Upon motion duly made and seconded,
the mirmtes of the meetings of the Federal
Open Market Committee held on May 29 and
June 19, 1962, vere approved.

Before this meeting there bad been distributed to the members
of the Committee a report on open market cperations in United States
Govermment securities covering the periocd June 19 through July 3, 1962,
and a supplementary report covering the period July b through July 9,
1962. Copies of both reports have been placed in the files of the Com-
mittee.

In supplementation of the written reports, Mr. Marsh commented
ag follows:

Since the June 19 meeting of the Committee, the money market
has been firmer than in preceding periods as open market operations
have provided somewhat less availability of reserves in conformity
with the directive adopted at that meeting. Market atmosphere was
conditioned by developments in Canada and by a growing faeling
that international developments might require the System, despite
a lagging dopestic economy, to move further in a policy of less
ease. The fact that free reserves fell below $350 miliion for three
consecutive weeks tended to confirm these views even though the
free reserve figure jumped back to over $400 millicm in the week
ending July k; the market has not paid much attention to the latter
risﬂre‘
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Although open market operaotions were condusked with a view
to achieving a modestly lower Loaizbl of ves vve aveilapali¢,
seasonal market factors gyrebed wicely over “he period resurrlys,
the System to supply & massive amoant of r4serves wuaring tne weta
ending July 4, ($951 million on balarre in that week) with the
result that System holdings of Joverrmerc secwitves in the
System Account reached an all-time high of 310,194 willion on
July 3, 1962. The free resa.ve Figlioc a0 o0y eeT sullowes
week is likely to be well over $400 million due mainly to a rmuch
higher than expected level of float cover tne pust week end;
efforts to reduce the reserve bhulge were curtailed because of
the auction of l-year pills todsy. ‘he progpects &rc that ihe
System will have to sell more securities over the next few days
to absorb reserves in the statement week enaing July id.

Banks generally seem to have had smple regerves with which
to meet new demands for credil sna there has besn no regundancy
of reserves such as had been the case in esrlier periods.

Federal funds rates have held Ffor Jhe most purt betwesn 2-3/4
and 3 per cent.

The Treasury vill market was subjectea Lo coasidersole seil-
ing pressure around the end of June and the Lth of July helidey,
most of which arose frow baaks aijusting taCly resgrve poelbiong;
sales of bills in the last week or so have been confined largely
to nonbank sources. The Treasury's continusd offering of $200
million additional of bills in the regular weekly suctions has
helped to keep pressure on bills 2nd the morkst has become quite
sensitive to the continued talk about higher interest rates.
Dealers have been cautions in acguiring new supplies of bills, ama
in the auction last week the three-month bill rate rose to 2.93
per cent. The massive System purchases of 5ills last week raduced
dealer holdings substantially but rates again moved up yesterday
as the System gold g substantial smount of bllls. In the auction
yesterday the asverage rate on the 9l-day bills was about 2.97 per
cent and on the six-month bills about 3.10 per cent. Preliminsry
ideas for the auction today, in which the 32 billion maturing
July 15 bills will be rolled over intc & new one-year issue, sug-
gest a rate in the neighborhood of 3-1/4 per cent.

The capital markets have reflecied the uncertainties over the
international situstion with accompanying prospects for a less easy
credit policy amd also current rumors that the Treasury would offer
& long-term security elther for mew cash or in commection with its
August refunding operation. The &twosphere has been quite pessi-
mistic and cautious with prices of Govermment securities declining
continmuocusly after the developments in Canada came to a hesad.
Yields on most of the longest-term issues have risen well sbove &
per cent, the rate on the 3-l/2's of 1990 being about 4.1k per cent



7/10/62 g

yesterday. This compares with yields somewhat below 4t per cent
which had prevailed for some time previously. Dealer positions in
intermediate- and long-term Govermment securities have been reduced
to a minimmm and market activity has been quite Light.

Prices of outstanding corporate and municipal issues have followed
a similar pattern but the supply of new issues has been scmewhat Te-
duced over the past three weeks. The AA-rated Consolidated BEdison
issue offered on June 19 at a yield of 4.26 per cent presented an
obstacle to the corporate market as it was overpriced at issue and
remained more than 75 per cent unsold until the syndicate was broken
on July 5. Tt then traded down sbout 3 points from the reoffering
price to a yield of about %.45 per cent, and it is still only per-
tially sold at that rate. The question may be asked whether the
capital markets are being seriously inhibited by the less easy
atmosphere in the money market. Inguiries indicate that buyers
have become more cautious and price conscious in view of the recently-
developed uncertainties over monetary policy and interest rates.
However, this seems to be more a matter of invesior psychology rather
than any lack of funds for investment as progpective buyers are
gpparently holding off in expectation of higher rates. As the
calendar of new corporate lssues shows only slow growth for the next
few weeks, these markets should be able to take care of themselves in
the shorter run without undue strain and there seems to be no cause
for immediate concern in this area. The large calendar of new issues
in September may present some problems at that time,

The Treasury's plans for financing are not yet certain but the
prospect is that it will continue to offer $200 million additional
new bills each week through August 16, which will practically complete
the cycle of thirteen weeks at $2 billion each. They are also thinking
of refunding the $7.4 billion mid-August maturities through cash
offerings rather than an exchange, which would permit them to bhorrow
a moderate amount of new cash, say $1-1/4 billion. This should carry
them through until early in October, at which time they will probably
have to borrow more new cash. Meetings are being held with market
representatives on July 24 and 25 to discuss the August financing and
the Treasury will probebly announce its plans after the close of
business Thursday, July 26.

You will note from the Supplemental Report Just put in your hands
that effective July 5 the name of Blyth & Co., Inc., was added to the
list of firms with which the Trading Desk 1s suthorized to do business.
We have found that the firm is conducting dealer cperations in size,
making primary markets, particularly in Treasury bills, and their
financial position and reputation is unguestionable. They should be
helpful to us in open market operations. In effect, Blyth will replace
Bartow Ieeds on our list of dealers, as the latter firm was liquidated
after they were unsuccessful 1in raieing new capital following the death
of Mr. Bartuw.
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In response to Chairman Martin's invitation for comments on the
Manager's report, Mr. Mitchell imgquired whether Mr. Marsh felt that in
the three-week period since the last meeting the churning in the market
and other difficulties in making projections caused difficulty in having
operations for the System Account conform to the terms of the directive
issued at the meeting on June 19.

Mr. Marsh responded that he thought in general the tone of the
money market had been approximately whsat the Committee wanted. The
market had been somewhat firmer than before the June 19 meeting, which
he believed was indicated to be the Committee's desire. The bill rate
had pushed up a little and the market's perfeormsnce--the churning and
the problems created in meking projections--spparently had been viewed
as signaling a substantial shift in monetary policy. However, Mr. Marsh
sajd that even though the free reserve statistics had fluctuated more
widely than might have beer desired, he thought the objectives of the
Committee had been reasonably well carried out during this period.

Mr. Robertson ingquired &s to whether the rate pattern that had
developed during this period was about what Mr. Marsh felt the Coomittee
thought should take place, te which Mr. Marsh responded in the affirmative.
This was true of the Federal funds rate and the bill rate; generally
speaking, the pattern of short-ierm rates had been about what he under-
stood the Committee wanted in issuing its directive at the June 19 meeting.

Thereupon, upon motion duly made and
seconded, snd by unenimous vote, the open
market transsctions in Government securities

during the period June 19 through July 9, 1962
were approved, ratified, and confirmed.
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Mr. Erill presested the followling statement with respect to economic

devalopzente.

We don't sa yut have much data to meagure the stste of the
economy &t midyesy, but fragments availabis suggest that the
economy hes lopt whatever momentum 1t had sarlier in the spring,

1. Jums figarss on manufacturing eEploymset and sverépe hours
worked indicate that the production index either barely held its om
last month or daclined somevhat, following an increese of half a point
in Mey and one and & half pointes in April. Wekile the comprehensive
man-hour dsts needed for a precise index calculation are still not
aveilable, w2 do know that menufacturing employment barely increased
last mwonth, viille sversge hours worked in mepufacturing declined by
two-tenths of an hour, the second consecutive morthly drop.

2. The unesployment rate edged up siightly in June. M¥mch of
the increase rsflected risimg unemplcyment among &éult male workers--
not, as many newspaper stories have suggested, ithe resali of an infiux
of tesmagers. In fact, the lasbor force in Juns Aidn't show its usual
seasonal rise beecausa fewer school gradunatez and summer workers were
seeking Jobs than hat been expected.

This failure of the lsbor force to ghow any significant increase
hes pereisted throughout this recovery period. Amnalysis of population
date and the structure of the labor force suggests that published
figures may miss a large group of poteatial workers now recorded as
outaide the labor force but who would take jJobs if thers was a more
rapid snd substantial increase in economic activity. This "hidden
unemploysent” is of particular immortance among youths, women of
working age and for goms men iz the middle age group.

3. Oune aves of demand that wes of aslor imporiance in sustalining
economic expansion emrlier in the year--consumer buying--appears to
have szlackened somewhst in June. Auto sales were T per cent below the
May rate axnd department store sales were also down on the month. While
not comciusive, these data suggest that retail sales, which had edged
downwarfs in May, probably dsclined further in June.

L, Reduced business spending for inverntories also ia currently
limiting the rise in activity. Inventories incressed at a declining
rate in April and egaln in May; in June, there wes likely either no
net additicn to business stocks or perheps 2 emall decline. The using
up of steel supplies accumlated in the pre-strike-setilement period
accounts Yor mch of the slowing, but 1n May there was alsoc & halt to
accusmilatron of lnventories by nondursble goode producers, and only
modarete sccumintion at the wholesale and retall level. For the
guarter 25 a whkole, business additions to inventories are estimated
at leps than palf ine rate in the first querter.
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5. A special McGraw-Hill survey conducted in late June indicates
that business plans for eapital spending this year continue at about
the levels indicated in earlier surveys. In one sense, this may be
regarded as a favorable factor, in that the stock market break has not
apparently depressed business spending intentions. It can hardly be
considered a bullish factor, however, for the level of spending im -
plied by the survey would represent less of a rise over the balance
of the year than the increase in the year to date, rather than the
accelerating trend typlcal of sustained recovery and expansion.

Turning to the few bright spots in the economic picture, the
dollar value of construction put in place contimied strong, rising
further in June to a new high after an appreciable sdvance in May.
Because of the way the figures are calculated, some of the June in-
crease in activity merely reflects the rise in housing starts reported
in earlier months. HNevertheless, the reported Increases in activity
were so widespread among types of construction as to suggest real
strength in this area, with financing smple end, at least for FHA
mortgages, available in May at lower cost than earlier in the year.

We don't know yet the effects on mortgage financing of the more
recent developments in money and capital markets.

Some solace may also be found in the reduced rate of business
inventory accumulation noted earlier. As a result of these reductions,
while sales have contimied to rise moderately, stock/ssles ratios now
are low. TFor all businesses combined, the inventory/sales ratio at the
end of May was the lowest since the spring of 1959, and by the end of
June were probably even lower. This suggests that if there is a pickup
in demand, it is likely to be transmitted promptly to the productive
processes without having to go through an extended period of using up
surplus supplies.

The question is what will provide the stimulus to maintain demands.
Some stimulstion could be generated within the private economy. Most
survays report that while consumer confidence has deteriorated somewhat,
consumer buying plans are still strong, even after the market break.

If it is sustained, consumer demand could induce more optimism on the
part of business, leading perhaps to some restocking of inventories and
to at least maintenance of present capital spending plans.

The Federal Govermment is alsc likely to provide some stimutation,
even in the absence of dramatic tax cuts or new spending plans. It may
not be generally realized how large a shift in the direction of fiscal
restraint hasg oceurred in recent months. Seasonally adjusted figures
on Federal cash flows show & shift from a cash deficit of about $12
billion (annusl rate) in the first qusrter of the year to a near
balance between receipts and expenditures in the second quarter--a
bigger quarterly shift by far than any that occurred in 1959-60. In
part, the shift reflected lsrger than anticlipated collections of in-
dividusl nonwithheld income taxes; in part, also, it resulted from a
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shortfall in cash spending. If receipts and payments move closer
to Budget expectations in the third quarter, the Government would
then be again running a fairly large cash deficit.

Altogether, if one takes favorable assumptions with respect
to consumer buying and business response, plus a return to fiscal
stimulation in the magnitude now scheduled, we might see Ffurther
slow expansion in total GNP. It would hardly be enough, however,
to provide a growth rate in the economy sufficient to reduce signif-
icantly the large volume of underutilized resources. Failing some
additional strong stimulus, it seems most likely that we will drift
through the summer without significant increases in over-all activity,
and with a creeping up in the rate of unemployed workers and unemployed
productive facilities.

Mr. Koch presented the following statement with regpect to credit

developments;

A principal feature of financial developments since the slight
modification of monetary policy adopted at the June 19 meeting has
been the steady firmness in the money market. The 3-month Treasury
bill rate has increased from a little over 2.6 per cent to over 2.9
per cent. Federal funds have traded at the 3 per cent discount rate
most of the time, and member bank borrowing from the Reserve Banks
has increased moderately to a daily average of around $140 million.
Interest rates charged Government security dealers by New York City
banks have ranged from about 3 to 3—1/2 per cent, although dealers
have usually been able to obtain considerable financing outside New
York City at more attractive rates.
Bond yields have also risen. This first was apparent in muneipal
securities beginning about six weeks ago. 1In recent weeks the rise
has been most marked in the case of new corporate issues. The rement
yvield rises in the capital markets reflect in part the firmer short-term
rate gtructure. They suggest the need to watch capital market develop-
ments carefully leat the moderately less easy monetary policy contribute
significantly to a lower volume of new security financing and investment.
Free reserves averaged $365 million in the three weeks ending
July %, as compared with $440 million in the preceding three weeks.
In the current week and lasgting through most of the month, market
forces, particularly a rise in float and a return flow of holiday
currency from circulation, will provide the banking system with
several hundred million dollars of reserves. Reguired reserves are
alsc likely to drop as large Treasury balances are drawn down. Some
of the easier reserve position resulting from market forces will be
absorbed by the redemption of System held bille in the weekly auction
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and by the maturing of the remaining outstanding desler repurchase
agreements with the System, but others will have to be sbsorbed by
open market sales of securities. After the week ending July 25, some
longer term reserves will need to ba provided by appropriate System
cpen market action.

It is still obviously too early to tell what the recent change
in policy has meant, elther internationally or domestically when it
comeg to reserve expansion, bank credit and capital availability,
and liguidity developments. Outstanding bank credit 4id increase
appreciably in June, and the increase was concentrated in loans
rather than in investmenis. Moreover, the loan increase was well
distributed among most of the various types of loans. Business
demand for bank financing, however, has continued quite moderate.
Outctanding bank credit in July and Anguset, in contrast to Jume, is
likely to show a much less proncunced advance, as the very high
Government balances are drawn down, even though some of these
balances continue in existence in private hands.

Capital market financing, particularly by corporstions, was
also in substantial volume in June. Corporate June financing was,
however, significamtly less than had been anticipated earlier, as
the sharp decline in stock prices led to the postponement of several
large convertible bond and common stock issues and a sharp reduction
in the nurber of small stock issues publicly sold. In recent trading
sessions, stocks have risen in price, and effective today margin
requirements for stock market credit are reduced from 70 to 50 per
cent.. This reduction was made in recognition of the sharp reduction
in such credit in recent weeks and an abatement in speculative
psychology in the market.

In the second quarter as a whole, the total demand for fundg--
short-term ag well as long-term, Government as well as private--
declined rather sharply to about a $50 billion seasonally adjusted
annual rate. In the first quarter, it had been $60 billion and in
the fourth quarter of last year $65 billion. The recent drop was
due mainly to a decline in Federal f{insncing and to leower business
borrowing to pay for edditiomns to inventory.

Turning from credit and capital availability to liquidity,
the sessonally adjusted money supply in late June was slightly
above its late May level. It was down a little from the begimming
of the year and about 2-1/1L per cent above a year age. Turnover of
demand deposits outside New York declined slightly in Msy, but is
still averaging sbout 8 per cent sbove a year ago.

The recent slower growth of the narrowly defined money supply
has reflected in part the sharp buildup in Treasury balances. In
late June and early July, these balances amounted to almost $9.5
billion, as tax receipts exceeded, and Govermment spending fell
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short of, expectatlons; as the weekly biil offerings were increased;
and as funds were acquired through the sale of special certificates
1o foreign countries. As these large Govermment balances are drawn
dowvn, the money supply will increase even without further bank credit
axpansion. According to our figures, the Treasury could now probsbly
satisfy its cash needs until mid-September, by continuing to increase
the weekly bill issues by $200 million until the end of the cycle

in mid-Avgust, and then by picking up sacther billion or so in a

cash financing of its August maturities.

Turning back to liguidity, time and savings deposits of com-
mercial banks have recently been increasing at about the late 1960-
1961 rate, that is, about 12 to 13 per cent a year, as compared with
the 25 to 30 per cent rate characteristic of the months immediately
following the change in Regulation Q. Total liquid assets, season-
ally adjusted, declined a bit in May. In the second quarter as a
whole, these assets rose at a considerasbly slower rate than earlier,
due mainly to the reduced flow of time deposits to commercial banks
and lower private holdings of short-term Government securitles.

T should like to conclude my comments by taking a little
longer-run look and by referring to the table I passed out to you
this morning. It is a capsule summary of the effects of monetary
policy thus far this year, that is essemtially the policy that
prevailed prior to the last meeting. It summerizes effects whether
you consider them to be shown mainly by reserve availsbility,
liguidity growth, credit availability, or interest rates.

My reading of the table is that monetary policy in the first
half of 1962 comes out with a pretty good record assuming that the
domestic economy needed stimulation and that the outflow of capital
abroad was not unduly promoted. Most measures of credit availa-
Pility and liguidity have increased more rspidly then economic
activity, but not mach more repidly. The growth in bank reserves
seems reasonable, considering the changed composition of deposit
liabilities. Longer term interest rates declined until recently,
whereas shorter term ones have riszen somewhat. Finally, a peolicy
of monetary ease followed conbinuously and for a longer period of
time during this expansion than in previous ones does not seem to
me to have produced either exceptionally aggressive bank lending
or investing, or the creation of an excessive amount of liguidity
in the economy.

Mr. Furth presented the following statement on the U. 5. balance
of payments and related matters:
The international scene still shows a8 paradoxical situation:
our balance of international payments has been in a rather satis-

factory state; but the dollar had further weakened on internatiomal
exchange and gold markets.
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This weakness has been accompanied by a wave of market
rumors. Dollar weskness and dollar rumors feed on each other,
and as Mr. Rooss pointed out in his report to the NAC staff the
other day, the rumors are likely to become more vicious with the
approach of the anmual meeting of the International Monetary
Fund in September. In the intervening period, the task of
avoiding a speculative bear raid on the dollar will be as
important &s the contimuing task of improving our underlying
balance of payments.

Our international deficit completely dissppeared in May,
and according to preliminary figures also in June. Consequently,
transfers of gold, foreign convertible currencies, and liquid
dollar assets to foreigners dropped to about $200 million in
the second quarter, only one~third of the figures for the first
quarter and for the quarterly average of 1961.

Satisfaction with this result is tempered by the suspicion
that mich if not all of the improvement was due to the extra-
crdinary shift in the flow of funds between the United States
and Canads. If we could assume that this infiluence was small,
our adjusted deficit would be not much more than half of last
vear's rate, adjusted for extramordinary receipts. But if we had
to assume that the bulk of Canada's reserve losses was our gain,
the adjusted deficit would be right back at the $3 billion anmual
rate that has dogged us for the past four years.

This uncertainty makes it even more difficult than at other
times to forecast the development of our international payments
for the current quarter. During the summer, our current balance
is seasonally weak, largely because of the volume of foreign
travel; on the other hamd, we are scheduled to receive this
month extrsordinary payments of $475 million from France and
Italy. These payments should offset the reflux of funds to
Cenada expected for the current guarter.

As to the underlying economic factors, our irade balance
in April-May again showed a surplus close to $5 billion anmmal
rate. Contimmed strength of demand in most foreign industrial
countries, together with the contimued slow rate of domestic
recovery, permit the expectation that this surplus will be
maintained in the foreseeable future.

The great unknown factor affecting both current and capital
eccounts is the future of our economic and financial relations
vith Canada. A reflux of volatile funds and & resumption of
normal investments is virtually certain uniess the recent
stabllization efforts collapse. Moreover, the recent Canadian
actions are designed teo reduce imports into Canada, and this
means mainly imports from the United States. They are equally
designed, however, in the long run to reduce the dependence of
the Canadian economy on inflows of foreign investment capitsl,
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and this means to an even larger extent inflows from the United
States. We cannct tell whether or not the reduction in our exports
will eventually be offset by that in ocur outflows of investment
capital.

On foreign exchange markets, the dollar has been weak
against sll] continental European currerncies, most recently
also sgainst the Germen mark., In itself, this development is
not swrprising: our recent balance of payments equilibrium
has been the result of a surplus in relation to Cansda and a
corresponding deficit in relation to the rest of the world--
which presumably means mainly a deficit in relatiom to
Continental Furcope, The countries that lost reserves were
mainly countries that keep their regerves largely in dollars;
the countries that gained reserves were those most eager to
convert dellar accessions into gold. Thus, our halance of
rayments pogition involved the danger of a gold drain in spite
of over-all equilibrium.

This denger has been magnified by recent market nervousness
here and sbroad. Reports sbout large withdrawsls of Burcpean
capital from the Wew York stock market are incomsistent with
presently savailsble Y. 3. data; but there can be no doubt about
the flow of funds, of whatever origin, out of dollars into
Eurcpesn currencies and especially into Swiss francs. This
flow apperently reached particularly large dimensions last
week. Arnd part of these funds in turn are being converted
into gold through the London market. The price of gold was
driven up to $35.12 end the Bank of England had to spend most
or all of its gold~pool "kitty" accumilated earlier this year
in order to prevent the price from rising further.

Any large drain om our gold stock, however, would come
from the accumilation of dollars hy Continemtal European
central banks rather than from the Lomdon gold merket. Our
first-semaster deficit of $800 million was reflected in net
geold salee and im net increases in foreign liguid dollar
claims of $400 million each. Claims of intermational institu-
tions rose by $500 miilion so that claims of foreign countrieg--
apart from claims arising out of our swap transactiong--actuelly
declined. But official holdings of three major gold-reserve
countries~-France, Netherlands, Switzerland--rose nearly $600
million.

On Thursdsy, French officlal dollser holdinge will be
reduced by debt prepayments of $350 million to the United States
and Canade, snd by & gold purchase of $100 million. These
transactions should wipe out France's "excess" dollar holdings.
On the other hapd, the flow of funds to Europe probably has
increased cfficial dollear holdings eof Switzerland alone by
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more than $100 million. Since the beginning of the month, the
U.S. Treasury bas sold $50 million of gold, half of it to
Switzerland. The remaining increase in European dollar
holdings likely to be presented for conversion into gold
may be roughly estimated at $300 million.

This figure is large but not unmanageable. Market
rumors nothwithstanding, there is thus nc reason to expect
spectacular gold losses if--and this is an important
qualification--1# further dollar flows to EBurcpe can be kept
within reasonable limits.

Mr. Treiber presented& the following statement with respect to the
business outlook and monetary policy:

Economlic activity appears to be in a period of hesitation
both statistically and psychologically. Although gains con-
tinued to be widespread in May and June, increases in a nmumber
of broad measures were smaller than in preceding months.

Declining steel production associated with a reduction in
steel invembories contimued to exert a drag on industrial
production generally, while retall sales edged down slightly.
Construetion, however, especially residential censtruction,
continued strong. This was also true of automobile production
until the interruption by a strike at a Ford parts plant in
June., Prices continue relatively stable.

The economy's performance this year has been basically
good although not as good as had been hoped for at the beginning
of the year. Little progress, however, has been made in reducing
unemployment.

Whether or not the stock market's behavior will lead to
cutbacks in the spending plans of consumers and businesses 1s
a major element of uncertainmty. Surveys of consumer and business
spending plans provide some reassurance but cannot be considered
conclusive.

Loan volume at weekly reporting banks strengthened in June,
except for "other security loans", which declined as stock prices
plummeted. Particular strength was shown by loans to nonbank
financial institutions and by resl estate loans. Bank investments,
particularly in “"other" securities, were relatively strong in June.
Thus, total bank credit advanced markedly, exceeding the gains in
the corresponding pericds of all recent years except 1958.

The banks have adequate liquidity. They are in a position
to meet the credit needs that may arise in the course of a further
advance in business activity.
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Todey the Treasury is auctioning $2 billion of one-year
Preasury vills to refund s similar guantity of bills maturing
July 16. 1In a couple of weeke the Treasury will be announcing
its plans to refund $7-1/2 billion of notes maturing August 15.
It now appears that no major new cash borroving will be needed
for the balance of the summer, particularly if the Treasury
confiinues *o add to the weekly bill offerings and if the Treasury
conducts its August refinancing on a cash basis, taking in some
extra money in the process.

The Interuaticnal position of the United States remains
precarious as doubts asbout the internmationsl strength of the
dollear continue to be expressed in many places. The latest
statlstics on our over-all payments deficit comtinue to be
very good, but much of this favorable showing reflects the
prooounced weskness of the Canadian dollar in the first three
weeks of June. For the second quarter of 1962 it now seems
probable that, thanks to the Canadian situation, our over-all
deficit may be less than $1/2 billion, seasonally adjusted
annual rate, compared with $1.9 billion in the first quarter.
Now that the Canadian position 1s being stabilized, our capital
accounts with Canads are bound to deteriorate over the coming
months as the leads and lage turn around in faveor of Cansda
and as Cansdian borrowers come to our markets.

Portunately, in the third quarter we expect some large
Eurcpean debt prepayments; thls will certainly help the
statistics for this quarter. Omn the cother hand, we continue
to feel tue pressure of foreign borrowing operaticns--both
long~term and short~term-~in the New York market, and we seem
to face a growing nervousness, both at home and sbroad, as to
the doliar’s loag-run outlock. In part this is based on
skepticism with respect to the Govermment's attitude toward
business and the attractiveness of business investment in this
country. There is also grovwing uncertainty ss to probable
fiscal policy moves aimed at stimulating the economy, and
uncertainty as to how such moves will be meshed with monetary
poliey.

Whi:e the domestic outlook evidences a number of
uncercaintises. I think that the policy of monetary ease that
we have been following has done about all it can in making
& sound coutrivution to domestic accivity. Our intermational
position, and partieulariy doubts over the doliar’s long-run
cutlook, is an increasing cause of cconrcern. It is important
that monetary pulicy meake a maximom countribution toward the
restoraniona of international confidence in the dollar. To
do so, monetary policy must be flexible and adjustable to our
internstionae needs.
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I hope that over the next three weeks we will retain the
gains achieved in monetary policy in the last few weeks., I
think it would be desirable for the three-month Treasury bill
rate to be generally in the range of 2-T7/8 - 3 per cent, and
for Federal funds to be in the range of 2-3/4 - 3 per cent.
With such a money market climate, free reserves might be in
the range of $300-350 milliom. I see no reason to change
the policy directive, nor would I guggest a change in the
discount rate at this time.

Mr, Bryan presented a statement substantiaily as follows:

Latest economic tremds in the Sixth District are mixed.
Many of our figures have gone down, as for example, money
supply, bank loans, department store sales, and bank debits,
among others. Nonetheless, judging from nonfarm employment,
mamfacturing employment, average weekly hours, and similar
broader and more fundamental indices, it seems to me that the
Sixth District is conmtimming a slow-paced increase in economic
activity. As I see it, that situation is essentially similar
to the pation for the peried for which we have comparsble
figares.

As for policy, I could not at the last meeting vote with
the mejority, partially because I had perceived the figures
from last December and Jamary as exhibiting & mild tightening
in reserve positions, and I was unable to see how we could
proceed on & restraining policy more subtle than we have been
doing: a sublle approach t¢ restraint that I was in fact
advocating in saying that I thought no change was in order.
Likewise, it seemed to me that the appearance of great ease
in the monetary system arose from the probability that our
interest rate structure, toward which we have been feeling
our way for many years, had at long last produced a supply of
savings equsl to the demand for them.

Now, 1 cennot find myself quarreling in any essential
way with cur policy, but my equanimity arises only because
we have supplied reserves in amounts that have gone beyord &
three per cent growth rate (measuring by total reserves), which
I have thought for sometime exceeded a growth rate appropriste
to our situstion. Indeed, our latest daily averages, both for
June apd thus far for July, cshow adjusted and wnadjusted total
reserves moving further uwpward beyond a three per cent trend
line.
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With regard to the future I should like to pose four
questions without attempts at anwswers. These questions trouble
me deeply. I do not imply that these questions cannot be
answered or will not be answered over time; what I am saying
is that I do not know the answers.

1. Is it reasonable to assume that an adjustment in
values as massive as has been exhibited in the equity markets,
here and abroad, can occur without at the same time supposing
that these adjustments will have egually massive effects?

I ask this question under the geners? canon of logic that
the effect is proportionate to the cause.

2. How can we expect to make a decisive contribution to
the balance of psyments problem when the deciaive and not self-
correcting elements of that problem, to wit, military expenditures
and grants-in-aid, are not amenable to the interest rate instrumept
that we are using?

3. How are we {0 agsume that we can, with the interest rate
instrument, curtail American investment abroad, the while not
curtailing it domestically?

h. How are we, in the end, to reconcile fiscal policy and
monetary policy?

For many years, now, we have had an essentially simple
pattern of eentral bank action in the Federal Reserve System.

In times of recession--all recessions have been mild in the
postwar periocd--we have been prompt to ease reserves, to
lower interest rates, and thus to encourage borrowing and
investment. In times of boom we have pursued an opposite
course. I am troubled to know the pattern of our future
actions when our balance of payments and our fiscal problems,
not of our making, sit like ghosts at the table with us.

Mr. Fulton said that there seemed to be a pervasive attitude of
gloom among many businessmen of the Fourth Distriet, particularly in the
heavy industry area. This was a feeling that we had had whatever boom
there was going to be and that the economy was topping out and would
decline after the fourth gquarter of the year. The reasons for this were
attributed to bhe attitude of the Administration &s interpreted by business-

men, to the profit-squedze which was a very real thing, and to the stock
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market decline. Mr. Fulfon went on to say that industrial output seemed
to be going along pretty well except in steel. In the latter industry,
plant modernization plans that had been on the boamd for some time would
be consummated because these were necessary for steel to improve its
competitive position and to lower its costs. In industry generally,
companies were graduslly working off excess inventories. Steel companies
were maintaining stocks higher than usual so that they could make immediate
deliveries to consumers. There was no indication, however, of accumilating
stocks of any kind either among dealers or retailers. There was no feeling
that price sdjustments were imminent in any line and as a conseguence
consumers were holding the lowest possible stocks.

Automobile sales took a nosedive in June and department store
sales were also considersble lower in that month, although for the year
to date they totaled 3 per cent higher than a year ago. Unemployment has
worsened on a seasonally adjusted basis, Mr. Fulton said, the improvement
that had occurred up to June of this year having disappeared. Construction
activity is still high in relation to a year ago, bub considerably lower
in the fourth District than in the nation as a whole.

Bankers have ebout decided that there will not be a sudden increase
in loan volume this year. As & conseguence, they have been lengthening
maturities on real estate and consumer credit loans and on certain securi-
ties in an attempt to increase income. All in all the District seemed to
bear out the feeling that the economy has been topping out and that it has

noc substantial vigor left to carry through the balance of the year.
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Mr. Fulton sald that he was quite pleased with the results of
monetary policy during the past three weeks. The firmness in the market
had been good, but he would dislike to see the Gl-day bill rate increased
to a point where it wvould cause pressure for an increase in the discount
rate. For the pext three weeks, he would maintain the degree of firmness
of the past three weeks, would not change the discount rate, and would
uge the short-term money rate ag the guiding factor. The Manager of the
Account should have such latitude as he needed in order to maintain the
ghort-term rate at or no higher than the present digseount rate.

With reference 40 the directive, Mr. Fulton noted that the last
sentence as approved at the June 19 meeting spoke of "providing a somewhat
smaller rate of reserve expansion.” This might still be applicable, he
sald, but since available free reserves had come down considerably in
this pericd, he felt it appropriate to change the wording and suggested
something along the lines of wording that would provide for a rate of
reserve expansion comparable to that of the past three weeks and which
would preserve s moderately firm tone in the money markets.

Mr. Mitchell presented a statement as follows:

Monetary policy is still on the Scylla-Charybdis course
tut T fear the lesser of these two perils is cauging us to veer
dangercusly. No where in informed circles, and especially in
this Committee, can there be any doubt that the overriding
objective of U.S. economic policy is to keep the U.S. economy
strong and expanding. Here, at any rate, we are committed to
use every means at our disposal to do this by creating an

environment in which consumption and jinvestment decisions of
citizens,businessmen, and investcrs will, in the main, direct
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and determine the aliccation of economic resources. Monetary
policy, its critics to the contiary, ls notable for the pervasive-
ness and Impersonality of its effect and for its unique role in

a free economy--and ocurs, I should aedd, is an econeomy thsat is

far freer than any in Western Burope--no doubt I may as well say,
in the World.

The latest intelligence on the state of the economy 1s
disquieting. Comncern sbout the slow rate of economic expansion
has given way {0 a fear in many circles thet the expansion will
not continue. At best, industrial production was unchanged in
June. Unemployment rose slightly and disguised unemployment,
taking account of the slow increesss in the labor force, rose more.

Part of the difficulty lies in the steel inventory adjustment,
but nondurable inventories also lag. More lmportant, final demands
in May and June¢ were sluggish, so sluggish as to offset the
favorable impact on ecopomic activity that might have been expected
from the relatively high level of housing starts and auto sales.
Retail sales fell slightly in May and, according to indications
from department stores and auto dealers, declined further in June.
Vhen the record is in we may have some instances of appallingly
poor performance., The disappointing prospects for plant and
equipment expenditures have been confirmed by recent surveys, and
we can no longer lean on the hope that, as in the past, the
surveys might have understated the prospective increase in capitel
outlays. These indications of sluggish consumer and business
demand in large part pre-daste the recent stock market decline.

The evidence is not clear yet but we are certainly in danger
of experiencing another sbortive recovery, as in 1959-60; at
best we may have a disappointingly small rate of expansion.

There is, therefore, a clear need for a stimulative monetary
policy.

It is not respomsive to our obligations to urge fiscal
policy measures on the Administration. These matters are out
of our hands. Though monetary policy certainly needs to take
fiscal policy into account, there is no justification in the
present circumstances for a tighter monetary policy on the
basis of a possible later esasing of fiscal policy. It is
after the effects of fiscal action are clsar that the impli-
cations for monetary policy should be assessed.,

For the present, therefore, monetary policy should be
moving toward greater esse. The econcmy is 1in need of greater,
not less, stimmlation than it needed a few momths ago. And,
quite apart from the ecomomic rationale for greater ease, the
Committee ought to recomsider its present posture: in the
face of an apparent wersening in the cutlook for economic
expansion, right on the heels of the largest stock market
decline in the postwar period, and at a time when, for whstever
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ressons, the balance of payments is showing improvement, the
Committee is on record as having moved toward a less easy
monetary policy.

T have said that the dcmestic economic situation calls
for greater ease. The only basis for qualifying this policy
prescription, from the domestlce viewpoint, would be a showing
that monetary ease had been pursued so far and so long that
it would be useless to expect further easing to do any good.
Are we near that point?

The first and simplest answer to this guestion is that,
if imterest rates mean what we have always thought they mean,
wa have not carried monetary ease toc far. Bill ylelds have
been maintained above 2-1/2 per cent. If the public were
excessively liquid, borrowers of short-term funds would not
have to pay 2-1/2 to 3 per cent to attract funds.

Has bank credit expansion been excessive? On &
seasconally adjusted basis, commercial bank credit increased
about $9 billion in the first half of this year, as compared
witk about $7-1/2 billion last year and over $12 billion in
the first half of 1958, In interpreting this year's credit
expansion, it is essential to be clear on the effects of the
change in Regulation §. What the advance in time deposit
rates did was to increase the relative importance of commerclal
banks as financial intermediasries. The public was induced by
the increase in rates to held more of its financial assets at
comercial banks and less of 1te assets elsevhere. For example,
the public purchased fewer municipal securities and put more
funds into time depcsits at commercial bamks. This in turn
made it necessary that the banks purchase an equivalent amount
of municipals, if State and local borrowers were not to go
begging. The alternative would have been & rise in interest
rates and e contractionary effect on the economy. As we know,
this 4id not happen, for banks bought mmicipals aggressively.
My point is that much of the increase In bank asgets this year
reflects this shift im the filow of funds, toward commercial
banks as intermediaries, all a8 & result of the advance in
rates on time and savings deposits. If we interpret the entire
credit expansion as having been stimlative, we overlook this
importsnt structurel shift 1n the channels of finance.

On the basis of this analysis plus cbservation of interest
rate levels, I find no support for the view that ease has been
carried too far. And, the needs of the economy are such that
further ease is called for.

In the present state of financial markets, even the slight
move away from ease in recent weeks had a significant and
unfortunate repercussion. The actions of the Cansdian authorities,
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plus the lower free reserve levels here, have caused a sizable
advance in both short- and long-term ylelds. Corporate new issue
Yields have risen almost 20 basis points and caused a syndicate
break-up involving a large and important issue. This congestion
in the market and rise in ylelds came at a time when the volume
of new issues and the prospective calendar wvag gulte light. It
wvag the result therefore of psychological factors on the demand
side, including a reaction to the apparent tightening in monetary
policy. If such reactions contimue, they are bound to cause
further advances in interest rates, which will slso spread to
the mortgage market.

The need therefore is for heavier open market purchsses by
the System, to establish a higher free reserve level. I would
permit bill ylelds to decline somewhat from their present level
to perhaps 2-1/2 per cent, without fear of wndue cepital ocutflows.
This would help to put further downward pressure on longer term
ylelds. If bill yields fall too repidly or too far, I would concen-
trate System copen market purchases in the Iintermediate-term area.

Mr, Mitchell went on to say that while he did not pretend to qualify
as expert in Buropean psychology with respect to the balance of payments
situation he would comment thereon in the light of his recent trip to Europe
believing that some of the best and moet accurate impressions are the
unconditioned pristine ones.

He found confidence in the dollar anmd U.S. policles to maintain
its present relationship to gold very high among central bankers. Moreover,
this confidence was not blind or unreasoned but based upon an understanding
of current economic, fiscal, and monetary problems and alternatives, Among
comapercial bankers generally, there was less confidence but there was also
less wisespread understanding of the besic issues. Confidence was lowest
among those international bankers and financial concerns whose economic

interest is served by high ylelds on very liguid assets.
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In his view the role of higher short-term interest rates in favorably
affecting the balance of payments wes being overstresszed in the determination
of monetary policy in the United States. There are, in fact, only two
broadly based money markets, New York and London; and in both the United
States and Great Britain domestic considerations make lower short-term rates
advantageous. Ralsing short-term rates here might only force a reaction in
London to neutralize that action to the disadvantage of the British economic
situation as well as that of the Unlited States. Moreover, he contimed,
many of those who urge that the monetary authorities use their power to
raise short-term rates are persons or institutions, here and abroad, who
stand to increase their earnings from 10 to 20 per cent by a rise in the
price of their services.

Mr. Mitchell praised the efforts of Federal Reserve persomnel who
have been establishing closer relationships with European central bankers.
They have, he sald, established a rapport and an atmosphere of trust and
confidence with this group that is not too different from that which is
typical within the Open Market Committee. This was a notable accomplish-
ment. The conecrete evidences of monetary cooperation are now established
and he felt that they would become increasingly important to all countries
ag they experience the vieissitudes of balance of payment surpluses and
deficits in the future.

Mr. Mitehell concluded by stating that he would shift the emphasis
of monetary policy in the next three weeks toward grester ease, avoid any

implication of discount rate change, and amend the Committee's directive to
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strike the inference that bank credit expansiocn has been adequate, or more
than adequate (last sentence of first parsgraph), and make changes consistent
with such a posture in the last clause of the second paragraph.

Mr. King suggested that the only question to be decided by the
Committee today was what it should do about the wording of the directive.
Mr. Treiber had suggested that there was no need for a change in the directive
but his (Mr. King's) view was that if no change were made the Committee
would be approving a poiicy that would take on a cumuletive effect if it
was reneved. If, in fact, the Manager of the Account had carried out the
June 19 directive--and Mr. King said he belleved this had been done to
a reascnable degree--the Committee sghould take that action as a benchmark
and should not risk having the directive call for a cumulative progression
of the policy adopted three weeks ago. For this reason, he would subscribe
to changes in the last part of the directive more or leas sg indicated by
Mr. Fulton'’a proposal.

¥Mr. Shepardison gaid he could see no significant change in the economy
during the past three weekg that would call for a policy change from that
adopted at the June 19 meeting. He did not think it necessary or desirable
to apply that policy on & cumilative baslis, but he would fa&vor continuing
about vhat was aimed at in the policy adopted on June 19 when the Committee
shifted toward slightly less ease than previously.

Mr. Robertscom said he agreed with everything Mr. Mitchell had said.
On the basis of tha economic information pressnted to the Commitiee at

this meeting and at the June 19 meeting, it was his opinion the June
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meeting had been precisely the wrong time for adopting a tightened

monetary policy. He believed that the results since that meeting had
already begun to show up and, in his opinion, the action at the June 19
meeting should be reversed and the Committee should adopt a policy in keeping
with the bad economic informatlon before the Commlttee today.

Mr. Mills said that in his opinion the reasoning that was followed
in sgreeing to the policy adopted at the June 19 meeting argued even more
persuasively for continuing that policy further at this time. The inter-
national balance of payments problems were still with us with a vengeance,
and the mild counteroffensive that was adopted In credit policy on June 19
certainly deserved further implementefion.

Speaking further of ceedit policy, Mr. Mills said that when it
comees to the use of the terms “"ease" or "restriction,” a policy that seeks
a level of around $350 millions of free reserves can in no sense be con-
gidered restrictive. That amount of free reserves provides a basis for
credit expansion which over many years of Federal Reserve history has
allowed for ample or perhaps too large an expansion of credit, with
ultimate unsatisfactory repercussions. What possibly has happened is
that the msrket and participants in the market have been spoiled by a very
lang and protracted period during which the System has injacted new reserves
into the commercial banking system. Now, In consequence, even the very
milid, very modest shift that has been made in policy has brought gquestion-

ing on the part of the market and the financlal cosmnity as a whale.
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While we are nov in a swmer peried of lull and vhere the prozpects for
naw capital issues coming ombe the market indicate that the volums will
be comparstively small for some weaks to coms, Mr. Mills felt that am
excellent opportunity was afforded to the System for letting policy simmer
aad for permitting the market and the financial cossmmity to becoms
accustomed agaln to the very mild changs that has occurred--one which may
not have been sufficient to mark the counteroffensive against the balaace
of payments problem that may be ghortly called for. In terms of credit
availability, Mr. Mills said it was difficult to believe that a volume of
Iree reserves such as has been evallable signals anything but adequate
credit availability to the econcmy, especlally in view of the fact that
both the commercial banking system and business concerms have the ability
to shift and interchange their assets to more constructive purposes when
the opportunities for doing so have become apparent.

¥When it gets to the field of Intangibles and business psychology,
Mr. Mills said that 1t vas very lmportant to bear in mind the fact that
any change 1in policy at this tlme toward greater ease would undoubtedly

be regarded as weakness and vacillation on the part of the Federal Reserve

System and would be destructiwe of the faith and confidence in the System'

steadfastness in attempting to carry through a policy even in the face of

outside criticism.
Tn concluding hiz remarks, Mr. Mills referred to an article in this
morning's New York Times which commented on Congressiocnal criticism of

Federal Reserve policy and charged that the rise in the level of free
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Teserves during the latest veek to a figure of $419 million was deliberstely
designed as & System retreat from such criticism.

Mr. Wayne reported that curremt business activity in the Pifth
District had contimued to improve gradually. Seasomally adjusted bank
debits, nonfarm esployment, and factory sanhours reached new historical
highs in May. Employment gains were quite gomeral snd, according to &
panel of District business leaders, contimied in Jume along with a slight
further extension of the factory workweek. The May rise in manhours,
however, was a blend of divergent trends: nondurables gained on balance
despite losses in food and tobacco, while cyclically semsitive durables
declined slightly as a group in spite of a sharp gain in machinery.
Qualifying factors were also present in the recent survey to which he had
referred, Mr. Wayne said. Of particular note was the change in new orders
from increases that were still widespread six weeks ago to slight decreases
during the past three weeks. Also, respondents again appraised the immediate
fubure with reduced optimism. About two-thirds anticipeted no immediate
change, substantially the same proportion that held this view three weeke
ago, but those expecting a decline increased from 15 per cent to 27 per
cent. Preliminary reports indicated that some crops, particularly tobacco,
in seversal counties of eastern North Carolina may have sustained serious
damage ag a result of recent torrential rains and high winds. In the three
weeks ended June 27 District weekly reporting banks contlimued to show

substantial increases in real estate and all other loans.
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On policy, Mr. Wayne seid that he was becoming increasingly concerned
over the domestic outlook. Witness the trend in new orders of durable manu-
facturers, the most recent report of the National Association of Purchasing
Agents, the slow rise in industrial production, the inerease in unemployment,
and the continued drop in contract awards, to mention a few items. These
may not signal a downturn, he sald, but he would not expect them to behave
much differently if a recession were imminent. As a result, he wished even
more than he had three weeks ago that he could urge further easing--or at
Jeast no additional tightening. He did not believe, however, that the
international situation gave the Committee this much latitude. In the
face of the heightened speculation in gold and the likelihood of capital
outflows to Canada, he thought the policy adopted at the last meeting should
be continued. For the three weeks shead, he suggested action to maintain a
bill rate near three per cent, realizing that this opened up the question
of a change in the discount rate--a move that he was not yet willing to risk
in view of the probable adverse domestic impact. He was prepared to argue,
however, that it might be proper some time in the near future for the bhilli
rate to move gently above the discount rate even though this might cceasion
increased discounting prompted by rate differentials. If this seemed like
an unorthodox recommendation, the response was that these are unmusual times.
The Commitiee must be prepared to accept new policy combinations if policy
is to make its maximum contribution to the solution of the present dilemma.

Mr. Clay said that onece sgain monetary policy had to be formulated
on the basis of the reguirements of both the domestic economy and the inter-

national balance of payments. Developments in the domestic economy clearly
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did not call for any tightening of credit and upward movement of interest
rates. On the contrary, the domestlc economy showed further evidence month
by month that it needed added stimulus rather than restraint. Accordingly,
he felt that the Committee could not very well support the view thet monetary
policy had done all that it could do or needed to do for the domestic economy
and that now policy could be tightened without any negative impact on do-~
mestic economic activity., In & domestic situation that conbtinued to fall
short of a satisfactory performance, it could not be assumed that at some
point the comtribution of monetary policy had heen completed and that policy
could be reversed without detrimental effects.

If, in the Committee's view, monetary policy must be tightened because
of internstional payments considerations, Mr. Clay felt that this action must
be supported on the premise that the international aspects are so critical
as to require credit tightening despite its negative impact on the domestic
economy. It was difficult to Jjudge accurately just vwhat are the full
ramifications of the international balance of payments problem, he said,
although there was no denying that it constituted a serious problem to which
this country mast continue diligently to apply itself. Reports would seem
to indicate, however, that substantial progress was being masde toward
improvement in the basie¢ situation.

Mr. Clay noted that in recent weeks the shift in the Committee’s
poliey had led to a lessening in the dsgree of credit ease and to a higher
level of interest rates. While other factors may have plsyed a role, the
Committee’s operations and the expectations created by those operations had

haed a pronounced impact on the money and capital markets throughout the
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mierity structure. Se doped that this credit tightening action would wot
be carrisi further. The ypward movement in longer-temm interest mates was
particularly disturbing to him in texrms of its potantial effect on ecomomic
activity. In keeping with this view o mopmetary policy, mo chaage was
recommended im the Federeal Reserve Bank discount rete. In conclusion,

Mr. Clay said that ke coxld go all the vay witdh Mr. Mitchell's position,
except for M. Mills' point that the Commitice might de charged with
vacillation. This, however, should aot prevent correctioas of aay over-
playing of the dand during the past three weeks.

M. Scanlonm reported that industrial production and employment
leveled off in May and June in the major centers in the Seveath District.
Coutinued declines in steel had been accompanied dy ssaller reductions in
some other lines. Retail sales, after rising somewhat in May, declined inm
Jume; one large retailer of ladies clothing reported the poorest Jume in
st least eight yoars, with business off 10 per ceat from May.

Mr. Scanlon said that the Chicago Bank's coatacts with academic and
Pusiness econcmists revealed wide acceptance of the view that the economy
vas Wweading for a pericd of very slow growth for the remainder of the year.
Projections by these ecancmists of Gross Matiomal Product for 1962 now
componly vere om the order of $550 billions or less. Nuch emphasis vas
placed on the lack of expansive forces in the economy; the uptrends in
sutomobiles and defense cutlays were delieved to have had their main effect.
Business outlock statemants made at a recent forum by a mumber of executives

of large firms headquartered in the Midwest expressed mixed views, Mr. Scanlon
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said,. ranging from modaretely optimistic in the case of consumer and capital
g2oods producers Lo outright pessimism iz the case of representatives from
the real estate and reilrvoad imdustries.

e agriculiural outlook was good, and Parm income in 1962 was
expectad to he moderately higher in the Midwest and in the nation. Crop
prospects were excellent as a result of favorable weather conditions. COxttle
prices had beon Rolding somewhat above last year, and smaller than expected
spring and fall pig crops suggested that hog prices would remain reqsonably
favorable.

Credit demands at District banks appeared %o De consistent with
current business trends. During the three weeks ending Juoe 27, busiress
loans at weekly reporting banks rose, but at an appreciably slower pace
than in comparable periods of the last three years,

Mr. Scanlon then repoxrted on discussions during the past week with
& number of major Midwest merufacturers concerning the impact of the tariff
surcharges recently anncunced by Canada. While the probable effect was atill
uncertain, it vas believed that the tariff increaszes vere large encugh to
affect sales of items such as semifinished steel and lwxury type avtomobiles,
Farm machinery and auto parts for assembly in Windsor-.which are impoxtant
exports from the Midwast--are not sublect to tariff charges, hence producers
of these items would not be affected directly by the tariff charges. The
effects of the devaluation of the Canadian dollar, however, wvould be more
widespread. A construction machipery firm reported that the competitive

position of its Caradian subsidiary had been improved in third marketa in
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comparison with the parent company. A farm machinery manufacturer raised
its prices about 5 per cent to offset the effects of the devaluation and
believes that sales were unaffected because of an improvement in crop
yrospects in Canada, Other exporters had rot raised prices and wvere absorb-
ing the "cost™ resulting from the devaluation.

As to policy, Nr. Scanlon said that the current sluggishness in
economic activity in the presence of vhat appeared to be rising uncertainty
as to the trend of business indicated that the domestic economy would benafit
from policies that would help teo stimmlate consumption ard investment. He
recognized that international capital flows wast be given dua consideration,
but these would not appear to preclude continmation of monetary ease at this
time, Tha results of opsn market cperations for the two weeks jmmsdiately
Tollowing the June 19 meeting vere somsvhat more drastic than he had under-
stood the majority of the Committee intended, dut in the circumstances
perhzaps the Desk had no choice. BHe hoped that actions during the next three
wveeks would help to impart a greater semblance of stability to monetary
warkets than in recent wveeks. In terms of free reserves, a figure around
400 million dollars would be appropriate., He would not change the directive
or the digcount rate.

MNr. Deming said that the Minneapolis Bank economists summed wp
their appraisal of the Ninth District econcmy last Friday with the state-
ment: “With current agricultural prospects bright, and with expanding
employment and personal income, we find it difficult to be anything dut
woderately optimistic about the District at this point in time."
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Mr. Deming viahed to comment on two points. The firet of these
vas that, in general, the most recent reports about the curreat situation
based on the Bank's opinion survey confirwed the econcmists' summary atate-
went he had quoted. Somevhat more respondents saw key economic factors
up strongly than was true in the survey taken aome six weeks ago. The
great dulk of respondents, however, still viewed economic activity as
being up slightly--less than S per cent from a year ago. With respect
to the short-run outlook, the replies from the opinion survey were gquite
interesting, Nr. Deming said, when viewed against the ansvers given at
the end of May and at mid-April. Two out of three respondents regarded
further improvement as either probable or fairly certain, which represented
a drop from the TS per cent in that group at the end of May and 8T per
cent in mid-April. Wwithin this group, hovever, there had been a significant
rise in the proportion regarding further improvement as fairly certain
instead of just probadle. The offset showed up in the group that looked
for stability at present levels. Only tvo or three of the Bank's respondents
sav any chance of a decline of activity im the near term.

Nr. Deming's second comment related to banking. He reported a
continuation into early July of a fairly strong loan desand. The June loan
increase at country banks in the Ninth District was the largest for any
period since the start of the series in 1O4T. At city banks the rise had
baen exceeded in only one postvar year--19059. Demand had been general and
across the board, Nr. Deming said, adding that so far this year total bank

loans in the Ninth District had risen almost 8 per cent.
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With respect to credit policy, Mr. Deming sald that Mr. Mills had
expressed his ideas as to the background for a policy decision. He had
nothing to disagree with in Mr. Mills’' analysis and consequently he would
not. change the Committee's policy. He saw no particulsr reason to change
the wording of the directive, although some slight change along the lines
suggested by Mr. Fulton would not be objectionable. He would make no change
in discount vate at this time.

Mr. Deming went on to comment that implementation of policy, however,
had given him sone concern. He had a feeling that the brakes had gone on
harder in the two weeks following the June 19 meeting than he had contem-
plated would be the case. He had attributed this to the churning in the
market and the difficulties of making projections of reserves, and, he
would have been prepared to accept the explanation that difficulties in
the estimates and the reaction of the market had made policy somevhat
difficult to carry out in those weeks. The Manager's report indicated
that that had not been the case, however. To be specific, on the basis
of the June 19 discussion he would have thought the Federal funds rate
would have been more often at 2-3/4 per cent than it was and less often
at 3 per cent. He would have thought the bill rate would not have gone
quite so far as it had gone. Mr. Deming said he was talking of small
differences but ones that had continued over a longer period of time
than he thought should have been the case. To sum up, he was completely
sympathetic with keeping policy Just as stated at the June 19 meeting,

but his definition of the implementation would be to keep the Federal
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funds rate in the 2-3/4 to 3 per cent range but at least as often at
2-3/4 as at 3 per cent.

Mr. Swan said that Twelfth Distriet conditions were mixed but
relatively satisfactory as compared with the United States as a whole.
Increased uneasiness was apparent in business circles, especially those
close to consumers, looking to the latter part of this year. There had
been some pickup in lumber orders and prices, and construction contracts
were up substantially in May. Department store sales were up in May and
June. Agricultural prospects were good with ample supplies of irrigation
water. There had been little change in the banking picture except for a
somewhat tighter reserve position in the past week or so. Savings deposits
continued to rise but at a much lesser rate than in the first part of the
year and at & slower rate than a year ago.

In terms of policy, Mr. Swan said that in view of the over-all
situation and the uncertainty that still existed, he personally would have
been happier not to have had the recent tightening in reserve positionms.
There certainly was no basis whatever in the domestic picture for any fur-
ther tightening. As to the international situation, he still came up with
a question as to how many of these problems were outside the reslm of mone-
tary policy and, further, whether the modest tightening the Comnittee had
been talking about afforded any basis for a counteroffensive such as
Mr. Mills had indicated agasinst the bslance of payments problem. If the
Committee was talking about the effect of competitive interest rates

in the international area, it should be talking about much larger increases
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than most of the members of the Committee would be willing to accept, given
the total international and domestic situation.

Mr. Swan said that he had some of the same concern that had been
expressed by Mr. Scanlon and Mr. Deming regarding the extent of the shift
in policy in the two weeks immediately following the June 19 meeting.
Perhaps the differences he was talking about were not very significant,
but the extent of the shift that had taken place had raised gquestions of
further tightening and of the possibility that the banking system would
get into a still tighter position as a result of a series of very smell
moves or developments which of themselves would be very inconsequential,
but which might add up to a total position that would not be satisfactory
and which would reflect an unwarranted tightening in the cover-all reserve
gituation. If the bill rate shonld move about 3 per cent even for a brief
period, the pressure of banks for earnings would make administration of
a 3 per cent discount rate extremely difficult, amd actions that might be
taken could bring about unexpected reactions. Assuming that an increase
in the 3 per cent discount rate would be undesirable, Mr. Swan felt that
a three-month bill rate farther below that figure than 2.97 or 2.98 would
cause many to feel much better than if the bill rate were permitted to
approach as closely to 3 per cent. He was using this as illustrative of
the sort of feeling that had concerned him and was conceraing him at the
moment .

Mr. Swan said that he personally would like to see a little retreat

from the present policy position, but if there was to be no change in
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policy, he would still like to have the wording of the directive meke the
intention of the Committee a little clearer then it seemed to him was the
case with that adopted June 19. If the directive were renewed as it now
stands, it would imply some further tightening. Therefore, he would hope
for some change in wording, particularly in the last sentence of the direc-
tive to make clear that there would be no further tightening.

Mr. Irons said that conditions in the Dallas District were quite
favorable. Industrial production was up and nonagricultural employment
had increased. Construction was at an all time high; bank credit and deposits
were up. In the country as a whole, the recovery had lost some of its vigor,
but activity was still at a high level. The economy had done gquite well in
the past few months in absorbing a nmumber of shocks.

Mr. Irons said that he was satisfied with the voeliey action taken at
the meeting on June 19 at which he had not been present. With regard to
current policy, he indicated that he would like to see a contimuation of
this slightly firming tendency, permitting short-term rates to drift to
higher levels if market forces caused the move. He would anot recommend
a deliberate attempt on the part of the Account to force a sharply higher
rate level. He said that a bill rate ruling slightly below the discount
rate would be satisfactory, but he would not object if the discount rate
were plerced by a small margin and, in fact, would like to see the market
reaction to such a short-term rate level. Mr. Ircons said he was not think-
ing of a 3.15 or 3.25 per cent bill rate but something close to the 3 per

cent figure. A Federal funds rate at 3 per cent would be comsistent with
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his thinking, more so than one at a lower level, and free reserves in
the market would be around the $350 million figure. He would make no
change in elther the directive or the discount rate.

Mr. ¥llis said that there was 1little that he could add to the
economic analysis that had been presented to the Committee, judging from
what had been happening in New England where economic activities did not
differ significantly from recent developments in the nstional pattern.
Employment was up & shade less than the expected seasonal rise and manu-
facturing output was showing a fractional rise. At weekly reporting banks
substantial gains were reported in June.

Mr. Ellis expressed the thought that many economists would agree
that the economy had lost its momentum and that the high point was in the
immediate past or the near future. He suggested use of the concept of
"elbow room” to explain what the Committee thought it was doing at the
June meeting. He had thought that there was some elbow room or "room
to maneuver” between the effort to stimilate domestic credit expansion
and the effort to hold down incentives for outward flow of short-term
capital. In moving to close some of this gap the Committee &id not
intend to sacrifice its general position of ease. It was his understanding
that the Committee approved a very small shift in monmetary policy and
one that would be only barely visible in the market. In the subsequent
period, there had been on the one hand a weakening of domestic develop-
ments that had led some to expect more from monetary policy. On the inter-

national side, there had been a more rapilid upward move in rates than he



7/10/62 -38-
personslly had anticipsted from the discussion at the June 19 meeting.
The Manager had put this in terme of a “substantial shift in policy as
interpreted by the market.”

Mr. Ellis said that he felt the Committee certalnly should not
aggressively pursue a shift in policy any further. He came down, then,
to the basic gquestion--whether there was now sufficient ease. He still
felt that there was sufficient ease at the present time. Credit is freely
available. This led him to the decision that the Committee should not
change the character of policy at the present time. It should presage
this from the tone in the market and should contimue a ready availability
of free reserves. He thought this would be accomplished with a $350
million level of free reserves, using that figure as a floor for aims in
operations until the Comittee had demongtrated to the market that it
really was not moving to a tighter position than was contemplated by the
emall shift in policy on June 19. This would still allow for a 3 per cent
growth rate in reserve availability. Mr. Ellis said he also would like
t0 preserve some elbow room below the 3 per cent discount rate and shared
the views expressed by Mr. Swan in this respect. He thought a minimmm
change in the directive would be desirable. He would eliminate from the
first paragraph the reference to declining stock prices and would change
the second paragraph to specify that operstions be conducted with & view
to "providing moderate reserve expansion in the banking system and to

fostering a moderately firm tone in money markets.”
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Mr. Balderston sald he shared the views expressed by Messrs.
Deming, Ellis, Scanlon, and others that the policy adopted by the Committee
on June 19 was one that would contimue to increase the reserves supporting
private credit but at a somewhat slower rate. He hed no fault to find with
the cgperations of the besk during the interim. Ee thought he understeod the
problem with which it was struggling and the turmoil that was going on. But
he was concerned with the posture that the Committee adopted by its action
at the June 19 meeting, an action that may have come right at the peak of
the current expansion.

Mr. Balderston emphasized his concern that the posture that the
Committee then adopted, however right it may prove to be in the long run,
be understood. He gathered that the Committee was trylng to walk between
legs abundant ease and an actual tightening. Words are misleading here,
Mr. Balderston said. He hai read in the press that the System had
tightened credit, which he believed was not the case. To be specific in
explaining his thinking, he thought that at the June 19 mseting the
Committee sought to lower the rate of increase in the reserve bvase for
private bank credit from the 3-1/2 per cent line that the Committee had
actually followed from December to June to sowe new goal that would fall
between 3-1/2 per cent and zero but certainly not below zero. The tremendous
buildup in the Treasury balances with member bamks had brought about a dis-
tortion in this guide, and he thought the Committee would not be able to
tell what roaed it was really on until after the Treasury balances were

reduded during the coming days. Only them would it know whether the line
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it was following represented an annual increase at & rate of 3 per cent
or 2 per cent or something else.

Mr. Balderston said that he hoped thke public would not get the
impression that the System was zigging when it should be zagging. 1In
his opinion, it was very hard to have entered in the record after the
end of this year words as loose as those in the current directive. He
found the first paragraph of the directive adopted June 19 much more appeal-
ing than the one it replaced, and he liked it with the deletion that had
been suggested by Mr. Ellis. However, he would change the second paragraph
of the directive at this time in order to make it a little more concrete.
He would accept all of what Mr. Ellis had suggested except that he was
concerned about that expression, ™"a firm tone in the money market."” He
knew what it meant to him, but he was not sure what it would mean to
others. He thought, however, the Committee could change the last three
lines of the directive to indicate that policy should be directed with a
view to meeting seasonal needs after taking account of the expected decline
in Treasury balances with member banks. He would also like to see a ref-
erence to the steady increase in reserves supporting private bank credit.
He did not helieve at thls juncture that the Committee should adopt as a
long-run goal an objectlive that would actually tighten bank credit: the
Committee's objective should be somewhere less than a 3-1/2 per cent growth
rate, but certainly not below zero. He thonght the directive ought to be
changed, and he would accept the wording suggested by Mr. Ellis.

Mr. Francis said that business activity in the Bighth Distriet had

been showing some weakness since May. Unemployment rose more than seasonally
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from May to June and both department store sales and bank debits decreased
after seasopal adjustments. At banks, on the other hand, business loans
increased sharply from May to June. Crop prospects were umususlly good.
Time deposits continued up, demand deposits were unchanged, and loans rose
sharply while investments inecreased slightly.

Mr. Hilkert said that ecopomic expansion in the Third District was
continmuing but appeared to be losing momentum. ILabor force developments
were favorable in May and June. Unemployment claims in Pennsylvanis con-
tinued below the levels of recent years, claims in Delaware showed a
similer pattern, unempioyment rates decreased in most areas in May, and
in June reclassification of several labor market areas indicated further
improvement. Steel production in recent weeks had improved relative to
the nation, electric power copsumption was up in May, and construction
contract awards comtinue to show good gains. On the other hand, manu-
facturing employment and average weekly hours declined slightly in May
for both durable and nondurable industries, and department store sales
slackened in June.

In banking, the most striking development had been the continmued
sharp increase in busimess loans, Mr. Hilkert said, although real estate
loans also had been increasing significantly. Time deposits were still
rising rapidly and so far this year had increased sbout as mich a5 demand
deposits had declined. Over the past several weeks, country bank borrowing
at the Reserve Bank had increased somewhat, and reserve city banks had also

borrowed small asmounts. The basie reserve position of reserve city banks
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had been negative in the recent 3-week period, indicating substantial
Federal funds borrowing; nonetheless, in the last two weeks the city banks
were net lenders of Federal funds.

Chairman Martin said that, as he had commented at the June 19
meeting, what mekes monetary policy interesting is the fact that so many
people have different views with respsct to it and none of us can really
prove our points. Mr. Bryan had asked four questions thils morning, but
he had not given us any of the answers. His own view, the Chairman said,
was that monetary policy had done what it could to help the recovery and
that it had about played itself out. He went on to say that it was easy
to get into a pattern of actlviiy where we think that, by just eassing money
or increaging expenditures or raising a deficit, we can achieve certain
things. He believed that in time & point was reached where ease played
iteelf out. Maybe that was not orthodox, to use Mr. Wayne's expression,
but an unorthodox procedure was reguired.

The Chairman said he did not think that the Committee was going to
be able to explain anything as clearly as the fact that it had had a very
easy monetary policy, although one less easy since June 19 than it was
before, It seemed inevitable that people were going to use words like
"restrictive” and attach them to something such as had taken place in
recent weeks, Markets would always have some contrasts, the Chairman
sald, and at any given time some people would use one word to describe
the situation while others would prefer a different word. He was sure

in his own mind of one thing: There had been a great deal of ease and,
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using that relative term, lately there had been a little less esse. Some
had referred to reserves that would provide for a rate of growth. He did
not know what growth rate was correct, but he did have confidence in growth.
As to the effect of the recent change in policy, ome of the reasons that
had been given for a rally in the stock market was the indication of some
"tightening” in System policy. This did not prove anything, Chairmsn Martin
gaid, but it illustrated how different interpretations could be put on
these things by different people.

As he had indicated before, Chairman Martin said that he believed
the System could be faced with a real crisis between now and the Annusl
Meetings of the Bank and Fund in September. It would be foolish for those
in this room not to be questioning themselves in all respects. To use
Mr. Ellis® words, the Committee needed some elbow room so that it could
resct in vhatever direction wes calied for.

Chairman Martin said he did not believe the Federal Reserve was
going to achieve anything at the present juncture by ease compounded by
ease. However, he certainly did not think the Committee wished to tighten
at this juncture. The difficulty in writing a directive became more apparent
every time the Committee met. The Committee was engaging in a delicate
operation. He agreed that, as one looked at the figures and noted the
minimum amounts of free reserves since June 19, one could say that this
had not been a delicate operation. He happened to have gotten more and
more sympathetic with the Desk as he had contimmed to observe the cperation

over the years. He had come to realize the great difficulties of the
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operation, and when he viewed the projections msde by the Desk and by
the staff here in Washington and considered the human factors that were
involved and that came into play in these markets, he was convinced that
the Committee was asking for too much in the way of precision in measuring
theee results. It would have been all right to have seen $375 million
of free reserves instead of $306 in one week, but to try to put those
figures {together and to bring sbout the result was, to say the least, an
extremely difficult thing to contemplate. He was saying that the Committee
should be very careful about thinking that the projections of reserves
could be made too precise. The staff should continmue to strive for the
best precision possible, but the Committee must be aware of the problem
that it faced.

The same thing was true when it came to language in the directive,
the Chairman said. He bad gone back and read the mimutes of the meetings
many times, as he was sure that the other members of the Committee had
done. He had read the direectives repeatedly, and If one were to read
these without the background of the meetings he could umderstand how a
person might think they were just words. This was one of the problems
whenever he was called up to discuss this question bhefore a Congressional
Committee. Words could mean one thing to one person and ancther to any-
one else. This was particularly true in the shading that sometimes was
suggested in these discussions. For this reason he wanted to reiterate
the things he had said before about the difficulty of writing these

records. It certainly was not feasible for 19 persons sitting around this
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table to draft this kind of a directive in precise languege that would
sult all the aims expressed. It might be possible to come nearer to it
if the Committee could gpend two or three days each time in workimg on
their expressions, but to some extent that was a question of the best
use of the time of the people concerned.

So far as today's meeting was concerned, Chalrman Martin sald that
it was certainly evident that nobody wanted the world to think that the
Committee went blithely on as it had been doing over a long period of
time saying that there was not enough ease. In his judgment, a fairly
good case could be made that the amount of ease over a period of time had
been mipdirected. That perhaps was true for nonpurpose loans on securities
and lcans in the unregulated esrea where the Federal Reserve was unable
t0 reach certaln credit. But this was not new and the answer required
legislation, which in the Chairman's opinion would not be easy to get.

As to the wording of the directive, Chairman Martin said that the
phraging Mr. Ellis had suggested was perfectly all right with him, as
would be the wording along the lines suggested by several other persons.
He thought the present policy was right, and he felt that a clear majority
of the Committee considered that it applied at the present time and 4id
not want the situation to get any tighter. He repeated that this was &
delicate cperation, but the international situation was such that, with
the difficulties in the gold market that were familiar to all, and with

the weakneas in the dollar abroad, the Committee would be remiss in its
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duty if it was not showing an awareness of the situation through monetary
policy at this time. If the System had to raise the discount rate as a
result of developments in the balance of payments, it would not look too
foolieh in doing so if it had followed the current policy of a little less
ease.

Chairman Martin said that so far as he personally was concerned he
did not think that additional ease was going to help the economy at this
Juncture. As a matter of fact, he thought it would have the reverse effect.
He had nc resson to quarrel especially with others except to say that those
who disagreed with this particular view were, in his opinion, wrong.

The Chairman then inquired as to whether the members of the
Committee wished to make some change in wording of the directive that would
maintain the same policy as that adopted at the June 19 meeting, with the
clear understanding that it d4id not favor any further tightening than had
been achieved recently. While the specific wording of the directive might
vary so far as he was concerned, Cheirman Martin said that he did not think
it feasible to try to spell out in precise terms how the policy of the
Committee ghould be Implemented. At his request, Mr. Sherman then presented
a directive that would have deleted from the opening parsgraph any reference
to declining stock prices ani which would be changed to incorporate in the
second paragraph the wording that had been suggested by Mr., Ellis in his
comments as follows:

To implement this policy, operations for the System Open
Market Aceount during the next three weeke shall, to the extent
consistent witk the behavior of financial markets, be conducted
with a view to providing a-semsvhat-smaliler-rase-of MODERATE

reserve expansion in the banking system $hem-in-veceni-months and to
fostering a moderately firm tone in money markets.
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After several of the members of the Committee had indicated that
wording was acceptable to them, as was the clarification of policy in-
dicated in Chairman Martin's statement in the preceding paragraph, the
Chairman inquired whether any cof the members of the Committee wished to

vote against its adoption, and Messrs. Mitchell and Robertson stated they

would dissent.

Thereupon, upon motion duly made
and seconded, the Federal Reserve Bank
of New York was authorized and directed
until otherwise directed by the Committee
to effect transactions for the System Open
Market fAccount in accordance with the
following economic policy directive:

Tt is the current policy of the Federal Open Market Committee
to permit the supply of bank credit and money to increase further,
but at the same time to avoid redundant bank reserves that would
encourage capital outflows internationally. This policy takes
into account, on the one hand, the gradualness of recent advance
in economic activity, the avallability of resources to permit
further advance in activity, and the unsettlement of financial
markets. On the other hand, it gives recognition to the bank
credit expansion over the past year and to the role of capital
flows in the country's adverse balance of payments.

To implement this policy, operations for the System Open
Market Account during the next three weeks shall, to the extent
consistent with the behavior of financial markets, be conducted
with a view to providing moderate reserve expansion in the
banking system and to fostering a moderately firm tone in money
markets.

There had been distributed to the Committee a report from the

Special Manager of the System Open Market Account regarding System and

Treasury operations in foreign currencies and on foreign exchange market
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conditions for the period June 19 through July 4, 1962, as well as
a supplementary report for the pericd July 5 through July 9, 1962.
Copies of these reports have been placed in the files of the Federal
Open Market Committee.

Chairman Martin called upon Mr. Sanford for comments on foreign
exchange market conditions and System operations during the period since
June 19, and Mr. Ssnford mede a statement substantially as follows:

Throughout the period since the Pederal Open Market Com-
mittee meeting of June 19, the dollar has been weak agalinst the
Eurgpean Continental currencies; it has been on or close to the
floor in terms of the Swiss franc, French franc, guilder, lira,
and Belgian franc and more recently has sagged against the DM,
though remaining above the floor, On the other hand, the dollar
shows a net advance, in terms of the pound. In the special case
of the Canadisn dollar, this currency is now being quoted some-
what above its par of $0.92-1/2, whereas three weeks ago it was
at i1ts lower support price.

Turning first to the Swiss franc, the strength in that
currency relative to the dollsar has resulted in substantial
intervention by the Swiss National Bank, whose reserves in-
creased $100 million in the two weeks ended June 30 and $57
miliion since that time through Monday, July 9. Using part
of the dollar gain, the Swiss Nationsl Bank purchased $25
million of gold from the United States on July 5. Several
factors have contributed to the inflow of funds into Switzer-
land: (1) market uncertainties related to the Canadian exchange
crisis and the decline in world stock markets; (2) the re-
patriation of Swiss funds for mid-year window dressing; and
(3) nervousness arising from the recurrent rumors of an impending
United States gold embargo.

Going to the French franc, only brief easing late in
June from its eceiling position occurred on market expecta-
tions that the French franc portion of Canada's Inbternationsl
Monetary Fund drawing would be converted inte dollars in the
market; this 4id not materiaslize as the drawing was converted
Airectly by the Bank of PFrance. At this point, I would mention
thet the Bank of France has given us preliminary notice of a
considerable package of transactions to be effected on July 12.
Included are: (1) the prepayment of nearly $300 million of debt
to the Export-Import Bank and of $62 million to Canada, and
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(2) the purchase of about $110 million of gold from the
United States to be added to French reserves.
The Italian lira had & brief decline in the early part
of the reportirg pericd, which was caused by a moderate out-
flow of Punds after the Ttalian Govermment anmnounced its
intention to nationalize the electric power industry. But
with seasonal influences exerting their pressure, the lira
was scon back to its ceiling and, after consultation with
the Ttalian authorities, a total of $8 millior in lire has
been sold by the Bank of Ttaly for Treasury account. Sich
sales (from Treasury Borrowings of lire) are designed to
gbsorb dollars which would otherwise flow into official
Italian hands and increase Ttaly's potertial gold demands. We
have been informed that the Italia- Government will prepay $178
million of debt to the United States, sometime in July or August.
The other currency that I would comment on especially now
is the Deutsche mark. That currency was already advancing as
the period opened, principally because of repatriation of funds
by German banks to counter stringent liquidity conditions in
Germany and %o acquire domestic assets for mid-year balance
sheet purposes. The Bundesbank purchased a sizable amount of
doliars, and further upward pressure on the mark appeared Likely.
Discussions with the Bundesbank indicated to us that any further
gtrengthening of the mark might best be met by intervention in
New York as well as Frankfurt, Accordingly, the System sold a
total of IM 18 million in the period between Jure 20 and June 25.
Up to this time, the TM did not go above $.2506-1/2. On Thursday.
July 5, however, a very rapid edvance in the rate occurred in
Frankfurt, before “he opening of the market in New York. This
re5id rise was attributed to two factors: (1)} with all the cother
Continental currencies at or near their eceilings, the IM had
become the cheapest European currency to acquire, and (2) there
appeared to be occurring some extraordinary flow of funds into
Germany, for the purpose of acquiring a new Federal Republic
Issue of 6-1/2 per cent securities. Again in consultation with
the Bundesbank we sold a total of ™M 19 million on Thursday,
July 5, IM 6.5 million on Friday, and TM 18 million yesterday,
July 9. At the close Friday in New York, the IM was quoted at
$0.2509-1/k whereas it had been as high as the equivalent of
$0.2511-5/16 in Frankfurt; and oan Mondsy, July 9, it was quoted
in Wew York at $0.2512-5/8 befors the System entered the market
at an early hour and closed at $0.2512-1/8, as compared with the
equivalent of $0.2513 at 1ts highest point in Germany. Today,
eariy reports from Germany place the IM at about our closing
level last night. These operations were aimed & preventing erosion
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of the rate structure such as might have occurred if there
had been no intervention.

Sterling fluctuated between $2.8092 and $2.8098 until
June 25, when it was adversely affected by reported sales
by Continental holders in order to acquire Canadian dollars
to cover short positions in that currency. After this dip,
the rate held around $2.8085 until the last few days, when
it has declined to around $2.8055, owing in part to reported
flows from sterling intc IM's. The covered interesgt arbitrage
differential, figured in terms of Treasury bills, is virtuslly
nil at this time (July G).

The massive demonstration of United States and other
foreign cooperation extended to Canada was generally well
received both in Canada and abroad and put an immediate end
to the heavy attack on the Canadian dollar. While the exchange
rate has advanced to above par and the Bank of Canada reportedly
has on occasion gained some dollars in moderating the upswing
in the rate, only a slight reversal has been evident in the
adverse pattern of commercisl "leads and lags" that previously
developed. In addition to Bank of Canada market intervention
on both sides, the U. 5. Treasury has purchased some mecderate
amounts of Canadian dollars, both to meet future requirements
and to assist the Canadian authorities in their support cper-
ations. A forward market for Canadian dollars has reappeared
and the three-month forward Canadian dollar has been guoted
at a discount of about 2.00 per cent per annum. With Canadian
Treasury bills st about 5.35 per cent and United States bilis
at 2.90 the covered interest arbitrage differential in favor
of Canada ig about 0.4l per cent per annum. Some ghort-term funde
have on occasion been reported flowing into Canadian Treasury
bills and finance paper.

Transactions consummated for System Account during the
pericd since June 19 include:

1. The ascquisition of Belgien francs equivalent of

$50 million under the reciprocal swap arrangement

previously approved by the Pederal Open Market Com-

mittea. Such Belgian francs are on deposit with the

Societe Nationale de Credit e l'Industrie, carry the

guarantee of the National Bank of Belgium, and earn

interest at 2-3/4 per cent, the same rate that the

Treasury peys on the special certificate of indebt-

edness held by the Belglans.

2. The aequisition of Capadian dollars equivalent

of U. S. $250 million under the reciprocal swap

arrangement previcusly spproved by the Federal Open

Market Committee. Such Canadian dollars are held
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in a money employed account with the Bank of Canada
and are earning interest at the rate of 2 per cent,
the same rate that the Treasury pays on the special
certificate of indebtedness held by the Canadians.
3. Sales of MM 61-1/2 million, (equivalent in
doliars is $15-1/4 million), as previously reported
to this meeting.

The Chairmen suggested that, unless there was objection, the
Committee ratify and confirm the transactions in foreign currencies since
June 19, as reported by Mr. Sanford and as presented in the written reports
submitted to the Committee.

Mr. Ellis stated that he had no objection to ratification of such
transactions but that he would like to have a discussion later during the
meeting of certain aspects of the foreign currency operations.

Thereupon, upon mction duly made
and seconded, and by unanimous vote, the
System transactions in foreign currencies
during the period June 19 through July 9,
1962, were approved, ratified, and confirmed.

Mr. Sanford stated that he had just received over the telephone a
report apd some recommendations from Mr. Coombs, who had returned to New
York from Burope last night. The substance of Mr. Coombs' comments as
presented by Mr, Sanford was as follows:

The Ewropean exchange markets are being swept by
recurrent rumors that the U. S. is drifting towards
devaluation, a gold embargo, exchange controls, or similar
drastic measures. Much of the anxiety has apparently been
generated by the stock market decline which has revived
memories of the 1929-33 experience, while widely publicized
reports of developing antagonism between the Administration
and the businegs Commmity heve weakened forelgn confidence
still further. The London gold merket has been subjected to
heavy buying pressure with demand during June running at
more than twice the April figure. As a result the reserves
accumuzlated by the Gold pool have now been drawn down nearly
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to zero. I believe it will be poassible, however, to reactivate
the gold sale consortium to which Buropean central banks have
contributed $135 million if the demand for gold should threaten
to create an unduly heavy drain on the U. S. gold stock.

Heavy buying pressure on the Swiss franc has also developed
with the result that the dollar holdings of the Swiss National
Bank had risen by last Friday to a point $210 million in excess
of their informal ceiling of $175 million. In the light of
this situation my negotions with President Schwegler and Dr.
Jkle of the Swiss National Bank over the past weekend resulted
in agreement on their side to a stand-by swap operation of $200
million incorporating most of the provisions in our swap arrange-
ments with other central banks. Schwegler and Ikle suggested,
however, that it would be preferable from thelr point of view
if the swap arrangement were broken into two parts: first a
$100 million stand-by swap directly between the Federal and the
Swiss National Bank, and second, ancther $100 million stand-by
swap between the Federal and the Bank for International Setile-
ments. In both cases we would swap dollars against Swiss francs,
with the BIS obtaining Swiss francs through a third swap arrange-
ment of its own with the Swiss National Bank. Our swap with
both the Swiss National Bank and BIS would be initiated on a
stand-by basis with the prospect, however, of an immediate
drawing of $50 million under each one for purposes of mopping
up $100 million of the present surplus dollars held by the
Swiss National Bank. Both swaps would carry an idential
interest rate on both sides based upon the U. 8. Treasury bill
rate; in both casez we would be offered time deposit facilities
at the BIS for investment of any Swiss franc balances we might
hold. The swap arrangement would be for three months but the
Swiss have requested & special provision for liquidation of the
swap on two days'® notice at the initiation of either party; this
request apparently arises from the insistence of their lawyers
that the Swiss National Bank mist be covered against the contin-
gency of an outbreak of war.

Supplementing this swap arrangement I believe that the U. S.
Stabilization Fund would be prepared to undertake further forward
operations up to, say, $25 million while the Swiss National Bank
itself would expect to undertake forward operations on its own.
Finally the Swiss National Bank might be prepared to let its
dollar holdings remain somewhat above the present $175 million
ceiling but would probably wish to purchase gold in moderate
amounts, say $25 million. I would strongly recommend to the
Committee their approval of these swap arrangements. Unless
we can through such arrangements mop up a sizable proportion
of the dollars recently tasken in by the Swiss National Bank we
face the prosgpect of very large gold losses which might easily
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trigger of f an avalanche of demand from other quarters. In this
connection I would like to note that the buying pressure on the
Swiss franc now seems to be spreading to other European currencies,
with the Bank of Italy, the Bank of France, the Netherlands Bank,
the Bundesbank and the Belgian National Bank all reporting sizable
dollar receipts on Thursday and Friday of last week.

Next T should like to report that a Bundesbank officisl strongly
hinted to me over the weekend that the Bundesbank would like to be
included in our network of swap arrangements, in the usual amount
of $50 million. I think this would be a useful step and would
like to ask the Committee approval in principle of such a swap,
with final spprovsl of the Federal Open Market Commititee to be
sought by telegram covering the specific arrangements proposed.

After Mr. Sanford had completed presentation of Mr. Coombs' report
and recommendations, he went on to say that the latter had indicated con-
siderable urgency and expressed the hope that the swap arrangements with
the Rational Bank of Switzerland and the BIS could be completed within
the next few days for announcement July 20. As to the proposed swap with
the Bundesbank in the amount of $50 million, Mr. Coombs' recommendation
was that the Committee give its @pproval in principle to a swap on the
usual terms with the understanding that the details would be presented to
the Committee for approval before the arrangement was completed.

Chairman Martin noted that at the May 29 meeting the Committee
auathorized the Special Manager to pursue negotistions with the National
Bank of gwitzerland looking to a dollar-Swiss franc short-term swap in
the amount of $150 million, and he called for comments at this time on
the recommendation now being made for a dollar-Swiss franc swap for a
total of $200 million to be split, $100 million to the Naticnal Bank of
Switzerlend and $100 million to the BIS, the arrangement to be for a three-

month pericd on generally the same basis as other swap arrangements.
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In the course of the discussion of these proposed swaps, Mr. Brysn
stated that he understood that their purpose was to mop up some of the
excess dollars that were going to Switzerland. He had approved entering
inte such agreements with some reluctance at the outset, on the general
grounds that the central banks were merely attempting to iron out fluctua-
tions in the market and not sttempting a fundamental correction of a
balance of payments problem with this device. Noting that the doliar was
now weak in relation to practically all of the important Eurcopean currencies,
he posed & guestion as to the possibillty of an avalsnche that would over-
whelm the central banks. Mr. Bryan sald that he was troubled as to how
long the central banks might go on mopping up these surplus curreacies.

Chairman Martin responded that there was no question but that
the purpose of the swap errangements had been and still was the ironing
out of temporery fluctuations. It was possible, of course, that there
could be an avalsnche. As to this particular swap with the Swiss, to
date no such arrangement head been completed. The Swiss were mot in the
International Monetary Fund, he noted, and in his view it would be a poor
time to withdraw from making this type of arrangement which could help
iron out these temporary movements of funds. Because there might be
critical problems to deal with between now and the Annual meetings of
the Bank and the Fund in September, it was his opinion that the completion
of a swap arrangement with the Swiss along the lines proposed would be

desirable.
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After Mr. Mitchell had commented that he felt this would
represent an important additional arrangement, Mr. Ellis inquired
whether the Swiss would regard it as a temporary arrangement.

Mr. Sanford stated that the Swiss were obviously interested
in international cooperation. They were embarrassed by the rise in
their doliar holdings and this proposal was one way of preventing
those dollar holdings from getting converted immediately into gold--
an arrangement that they believed to be in the interest of the whole
international community. How soon it could be reversed was a matter
of guess, but in the last analysis it would keep the movements of
gold on a more orderly basis. At some time, of course, the swap
would have to be liquidated, but if the arrangement worked as
contemplated it would at least have reduced the gold loss by the
United States for the time being.

Mr. Swan noted that if the Swiss swap arrangement were
authorized, the present limitation of $500 million of foreign cur-
rencies that might be held in the System Account under the continuing
authority directive would have to be increased.

Chairman Martin responded that, if the Committee approved the
proposed arrangements, he had in mind increasing the total authorization
to $750 million, an amount that would cover the $200 million swap for
Swiss francs and also the proposal for a swap arrangement with the
Bundesbank in the amount of $50 million.

Mr. FEllis said that his question regarding these proposals

derived from the concept that led the Committee into this operation in
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foreign currencies. He noted that the Committee's discussions at the time
this program was authorized contemplated that the currency operations
would attempt to deal with temporary and reversible movements of funds.
He saw no problem in the proposed arrangements as such, but he felt that
every time one of these proposals came up it should be subjected to the
original tests that the Committee had in mind in adopting the Authorization
and Guidelines for these operations. His question was whether the Committee
was developing an additional. philosophy to be used in guiding the forelgn
currency operations that went beyond the original concept of short-term
temporary adjustments.

Mr. Mitchell said that he did not understand the approach of Mr.
Hllis. ‘fhe Committee had been talking about helping the balance of pay-
mente situation. Presumably all of the members believed the dollar was
not overvalued and that in these circumstances its convertibility could
be sustained once there was a chance to make a few adjustments. In terms
of the Committee's asuthorization, it seemed to him that the Commitiee was
trying to protect the dollar against a psychological run or the effects
coming from it. He did not believe thait this was a program that could be
put on a three-month baais, rather, it was one the Committee would hope
could be renewed until it met its cbjective.

Chairman Martin remarked that the swap arrangements were obviously
buying time, as Mr. Sanford had suggested earlier. He then noted that
Mr. Coombs' recommendations were for {1) approval of swap arrangements with

the Swiss National Bank and the BIS in the total amount of $200 million to
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be split evenly between the two banks, the terms to be on the basis outlined
in Mr. Coombs' message to the Committee earlier during this meeting; (2)
approval in principle of a swap arrangement with the Bundesbank in the
amount of $50 million, the details resulting from negotiations to be sub-
nitted to the Committee for approval. If these were approved, the Chairman
said, it would be necessary to increase the limitation in the continuing
authority directive, and he proposed an increase from $500 to $750 million.

He then inguired whether the Committee wished to approve these
three proposals.

Mr. Mills stated that he would approve but that he had strong
reservations along the lines indicated by Messrs. Bryan and Ellis. He
felt that there had been some altering of the concept of the Committee's
engagement since the plan for the foreign currency operations originally
had been adopted. He had reservations about the whole program, but he
would approve the new proposals. The Committee should go into each of
these arrangements with its eyes open and not in the belief that it was
folliowing the same path as when the arrangements were originally discussed.

Chairman Martin said that he agreed that the Committee should go
into each arrangement with its eyes open. He then suggested that unless
there was disagreement the Committee:

1. Approve the completion of a dollar-Swiss franc swap
arrangement with the Swiss National Bank and the Bank
for International Settlements as recommended by
Mr. Coombs in the total amount of $200 million;

2. Authorize the negotiation of a $50 million swap arrange-

ment with the Bundesbank, the terms to be submitted to
the Commitiee for approval; and,
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3. Increase the limitation in the continuing suthority
directive from $500 to $750 million.

No disagreement with these proposals was indicated.

Thereupon, upon motion duly made and
seconded, and by unanimous vote, the Federal
Open Market Committee spproved the following
continuing authority directive on System
foreign currency operations:

The Federal Reserve Bank of New York is authorized and
directed to purchase and sell through spot transactions any
or all of the following currencies in accordance with the
Guidelines on System Foreign Currency Operations issued by
the PFedersl Open Market Committee on February 13, 1962:

Pounds sterling
French francs
German marks
Ttalian lire
Netherlands guilders
Swiss francs
Belgian francs
Canadian dollars

Total foreign currencies held at any one time shall not
exceed $750 million.

Mr. Sanford stated that he would like to bring one other point to
the attention of the Committee. The New York Bank has been studying various
methods of accounting for profits (such as the small cnes that have resulted
from the recent sales of IM) and possible losses from foreign exchange
transactions, from the point of view of the valuation of the foreign
exchange portfolic and the point of view of settling with the other Reserve
Bapks. This was not & pressing matter, and it was a complicated subject.

In due course, he expected that recommendetions would be developed for
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discussion with the Board's staff concerned with such matters, and
subsequently with the Federal Open Market Committee.

The date for the next meeting of the Federal Open Market Committee

was set for Tuesday, July 31, 1962.

f
Assistant Secretary




