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INDIRECT CONTROLE: MONETARY AND FISCAL OFERATIONS
JF TEE FEDERAL RESERVE SYSTEM

27 September 1958

GENEBAL CALBQUN: Our spewker this morning, Pr. Winfield
W. Riefler, will give the first of a series of lactures in the Economic
Stabilisstion Unit, Since 1548 be has bewn Assistmt to the Chatrman
MWM&MMr&dWWWW. Currently,
and since 1852, he has been Secretary of the Federal Open Market
Committee., These snd other important aseignreents clearly establish
kis quaitfications to discuss the subject " Monetary and Flscal Operations
of the Pederal Reserve Syutem.” ] suspect thwt following yesterday's
roaction of the stock market and the liness of the Preaident, tiis
lscture could not be more timely, it is & plossure to present Dr.
Riefler.

DR, RIEFLER: Gomersl Calhoun, Genersl Hollis, and gentle-
men: This discussion this morning will be a ititle informal. 1 want
to explain to you just exactly how it came ahout,

I am ot a financial artist in sny sense ot all, We have been
trying sver stuce I heve been in the Federal Reserve System to find
somme way in which we can mahe this very compitcated fleld that we
work in understandable from the operating point of view-just how it
operates, how one works st it. Of courss, we are working in quite
thecretical economic terwa.

This summer I got the idea one day that it would be poesihie




to take these basic economic theories and hoil them down 1o six or

WMMWMIMEWWMQG

sector of the ecenomy, and by bringing those togathar, to present in
one comsolidated picture the essence of what it is that the monetary
mthorities are looking for, what they are trying to &, and how thay
§o about doing it.

Weil, after working st it and getting the material In shape, we
fixad up sowe charts., Of course, it is perfectly clesr that we should
nof take too much ot & dwe or we will get confused. 3o 1 prepared
thepe three panel board chartz. I thought that if 1 bullt these churts
up and put these Hems on them one line st & time, and then discussed
that items, 1 would in that way be presanting the material in sequsnce.

Thut is what | am golug to try te do this morning. 1 talked it over during

the ingt two weeks with & group in the Federal Reserve System, and

they agreed that in this wiy the audience worid carry away the material

s liitle wore vividly than by any other technique we have found before.
But I am Inirly clesy tiat this is fairly new: o I beg your forgivensas
for ualng it.

1 want to expiain exnctly what this chart is. Thers sre three
pansl boards here. The theory of it is this: The Federsl Reservs

monetary suthorities are operating on the economy as 4 whaie, I wanted

to make up one chart that would bring ot the essence of the general
econoeic position. Then I wanted to divide thiz materisl into the
post-suthority and the pre-suthority.
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1 wvant ¢ be sure you are familiny with wvhat we menn by that.
Buring the war, in order to insure that there would be 2t no place
any sborings of oatursl rescurces for prosecuting the war, the Fed-
ernl Reserve System: started pegging the prices of govermment secur-
ties at par. By that [ menn that the Federal Open Market Committee,
wisich has the witircute power o buy snd sell, kept the price =t par.
mmmmmmuuopmw.mm
people waated to aell, the Cpen Merket Committee would go out and
buy those bonds. That would creste money and reservas i the markst,
and the bonda would ficst »t per. But as we came out of the war into
that terrific postwar infistion, there sesmed 1o e no way to stop
people frow selling their bonds. ¥ou recall thet by the time price
controls wers put an, it was teo late. They tried to stop it by controls
on credit for the purchase of autometiles und houses; but the basic
inflation kept on going.

Finally, st the ond of 1930 aad in 1951, after guite an exciting
ymawmmrmmwmm.
in the middle of real infistion, when pecpie were baginsing to worry
about the vaius of the purchasing power of the doliar, snd foreign covniries
wore withirawing their deposits hare, we arrived st wiwt is known as
the Tressury-Federel Keservs Accerd, in which the Treasury and the
Federel Reserve both pledged thamselves to work for the economic
stability of the country. You see, the Troasury had financed the war
only when it was aacesssry for them 10 firance 2. In practioal terms

3




the accord mieant the Federal Beserve culd no longer peg the price
of government securitiss at a certain level, but instend would let them
seok their lewel. The Fedarel Ressrve, on the other hand, was trying
to pt a8 much reserve in the muney market, or take it ont, as the
market needed for soonomic etability,

5o that showe that what we do in cpareting was antirely differ-
&t pre-accord mid post-accord, So this chert I wiil bulld up as we
#o sicag to show the operstions pra-sthority, and thix one over here,
frora 1951 1o dete, will be cur eperstions that have been conducted
poat~authority.

Theas figures will all be averages. 1 bave done that to dring
out the broad movements and nct hawe too many jiggies in the lines.
This is the ganerul average line wp to June, 1938,

Now, the second thing thet ] s trytog to do in this presestation
is to distinguish veary clesriy botween just exactiy what it (s the Federal
Raserve dues, and what kappeas in the markst concurrently as s romult
of what we do, as well 55 ss & result of all the ofher forcas that sre
pinying on the money markel. The Federal Reserve, of course, is
‘only one factor in this awilly compler Haancial and ecanomic symtem.
Evaryihing that bappena in the meney market reflects the cancurrent
impact of pecple’s suvings, investments, and spsoding, as well as
what we do. But what the Federal Ressrve does ia, of course, impor-
tant, because the Foderal Reserve is that srgan of the Government
that is charged with responaibility for creating the volnme of ressrves
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that are needed in the market,

As I build this chart uwp here, we soe the money position post-
authority., Over here we have the money position pre-authority. By
‘meney position” I mesn exaclly what it is thet the Poederal Reserve
doeg=-the sam total of whwt we do. And than the lower part of these
down to show the refisctions in the market of what we are doiag directly
and what is appening in the market concurrently. Usually we are
doing other things. So we will see if we can build up this picture.

Now, let us start with the over-all experdence of the economy.
I have gotisn that down 10 present them really i two series. Ve sny
in the Federal Beserve thnt we are dedicated to growth and stability,
Wz want & growing sconomy and at ibe same time we wamt & stavle
economy. We want the purchasing power of the dollar to be stabile,
We don't want inflation and we don't wwt deflation,

1 have put there the GNP, the gress national product, which is
the sum total of all of the productive activities azd everything in the
economy, Meted in money value. We have deflated all of thege 1964
pricas. As you all know, the GKP grew very rapidiy after the war,
and & purt of that growth was infisiion. We weron't priducing sny more
goods and asrvices, but becsuss of the infistion they were costing the
people mors. That built wp the money figures. So here I have defiated
i to one price level. So this series will represent, as clossly as we
can figure it, ithe growth, the tolal growth, the chauge in voluxe, by
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mn.mmmm’w&me'efwammwmdmm
ecanomy. |

There is the picture of the growth pro-anthority. As you soe,
this dossn’t refiect the infiation. We will lecve out the inflation.
Ymmmmmmmmmuaamymw.ma
dip in 1946-~the so~called recension.

Bere is the same picture post-authority. Here we get ahout
the same rate of growth, with the 1053-84 recession. Back in the
second quarter it was fust sbout the level of the peak of 1983, This
presect quarter will certninly be up higher, Ve have here & picture
of growth,

Now, that includes by sssumption, of courne, that, becanse we
have & growth in the total volume, certain services produced will
coriainly protably go higher \n gusntity. I tried to get this down to
one line, It secms thet production and employment are different
thun we uminlly use. So we simply use the GNP defiated. That gives
us & pledure of the growth, which is one triterion that the Federal
Regorve uses. We want steady growth, We wunt a steady utilization
of the economic resources of the country,

m.mmmmwnmmmmmmmy.
To illastrate stability I have taken the prices--the wholessle price
mmmexm-wmmumm.
Ymmmmmmmwmmmumm

but it was accompuniad by rising prices. Here we have a &p again
4
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mm,mmmwmmmwm
&auﬂammdwmwmm,mh&emuw,md
the langest periods of stakility in history.

m.lh%hmmﬂ%muﬂuammﬂ
the acoord or becauss of what the Pederal Reverve did or anything
aloe. Wy.mmmmmmmmm—
opsoits, uammlytoanwmm.mmdwmmm
and the Padersi Reserve cporstions. But that is for everybody te form
uis owa judgment on, This s the picture of the changing stiuation a3
it has happaned,

Well, #0 wuch for the total econdmzy. Now, one thing more.

1 des’t know whether what we do bas aany sifect on the resalt.
It ia & hen and sgg propuaition. We are siways looking st ths economy,
and always doing something because of what we think is going to
hagpon, Then we watch what lappens, Then we do something else.
So thed in our operetisn this is whare we start. Then we go 1o the
other developments that I will talk sbout. Then agein this in where
we Hinigh, becsuss we Are slways workiag on the sconamy, operating
on it continuously.

1 want 10 ebow you exactly what it is that we do--not what the
market does in response 1o what we d, but jwst whut it is that the
Fodersl Raserve does, whnt it is comspletely responaibie for and
sobody elss is responsibie for.

First of all, we establish o discount rate. This ie the discovni
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rate ot the Federul Reserve banks. B wes one and three-guarters
at the time of the accord. These are the beaic things we are afler.
In Jeamery, 1952, it moved 40 three, and returned to one and three~
guarters in Japuary, 123504. I was down to one and & kel tn April and
May, 1284. R started moving up again in the spring of 1985, It had
three increnses pnd it 15 now two and a quarter percaot.

Now, ths diacount rete st the Federal Reserve is the rate at
which the FPederal Roserve will lend t0 & member benk. These are,
of coures, very iow rates: but, becsuse they are st the bank positicn,
they are higher relstively or the market thas would seom: from just
the quotation of twe and & quarter psrcent. The benk has to judge mt
what vate it could obtein su equivalent valume of money through the
market, what they would require from other banka, or what 1 night
got from swiling securities if tt wanted to raise moawy,

1 want to maks » Mtile interiude bere. No bank likes {0 be in
debt 10 anybody and particuinriy to the Foderal Reserve System. A
bank is an institution which bas » very small capital relative to s
labilittes. Hs Liabilities or depoatis sre roughly ten to fiftesn timen
Ha capiini. For thet reason it doesn't like to be in the position of
borrewing. Depoaitors are likely to look askance st » bank's mankge-
ment if it borrows sxtexatvely for s long perfed. In the history of
benking some banks have gotten themmelves in & tight position from
orervindebiaduess. Therelfore § has bacome good banking, based on
exparisece and theory, that a bank should not heerow for long poriads.
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the Federal Reserve Bank, in the deposit account of the F,deral
Reserve to the account of the member bank. Timt is the reguirement
they msust weet.

Their actusl percentage of deposits, a!mm.tetkounm'
is very volstile. I waries on the asis of callections as loans sre
being puid, of withdrawais being made, and of new loans being crested.
Millisns of thuse llema go on every day, and sach item will be refiected in
the resesve. It will either add to the bank's ressrves or inke sway
from its ressrves. The sk finds out &t the cleering house each
day what its reserve position was the night before, 'That will deter-
mine its reserve position that day st the clearing house,

The Federnl Reserce, in admninistering the reserve requirements
in the city banks, causes the requiremant to be sveraged anco a week,
In country banks it goes for two weeka, or 14 could be twice & month,
But over ihe period that sppliea t0 & glvee bank, whatever it is, an
average is struck of the deposit lisbilities 1n the preceding week, wp
to Vednssday night. A record will be styuck of what the avarsge
deposita were st sach baok in New York City, for instance; and the
sverege will he takec for the past week, An average will be taken
of {tn reserves in the Federsl Reserve Bank during that wesk.

M e reserves are laas than 1S percent of the demand deposite,
the beuk will bave 1o pay 2 deficiency penalty. But that practically
never Mppena. Benks teke care to ses thad they never bmve a deflc-
leticy. It slmost nsever ppsus, except for very minor ones thet are
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pormitted to be carried over until the next week.

A bank way alsc have & surplns. It is a matter of policy on
the part of banks to have thet suprplaa as small as possible, hecsuse
auything 1n that ressrve acosuat in excess of the requirements means
that much logs of ewrning power. 5o the banks sxeri n grest affort
to figure cut whet their reserve accownts are going to he, sad whether
they are goleg to have a sarplue; and they try 1o avoid that surpive
by lending to another bank, by investing in bills, or something ke
that, They make every sffort to keep fully invested and come out st
!hemdotthswrmmwﬂﬁwmtmm
thedr requirement,

A% o meeting 5t Sen Francisce two weeks ago the tressurer of
the Bank of America, the Diggest bank in the country, was telling just
exnctliy bow e 34 it. He bad his local haaie Leep records in every oae
of the seven or eight hundred branches. He had e report their
deposits { ench of these constuntly, and fvom that recosd he never
has had a deficiency, Hiz reserve bulance, Ithink, aversges lvas
than twe percent over the requivevienis, which is almont & negligible
figure.

in this cimrt of the post~accord period you can see that the
felcrian of the Pederal Reserve gperstions is the reserves. H & bank
{s gaing to have a deficiency in reserves, then, rather than bave a
deficiency and incur the deficiency pexaity, it will borrow from the
Pedernl Recerve Benk st the discount rate. 5o that by opereting in
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thet way, the Federal Ressrve Symlers determines the average amount
of rederves in the market and can determine whether some banks
ecmewhere will have 4 bortw at the discomnt rate. The disconnt
reie is really the rate that appiies to n:oney horrowed fron: the Fed-
erel Roserve Symten:. The necessity 1o borrow iz deterwined by the
Fadersl Reserve through its open market cperetions on its reserve
requiremmna,

We can change the reseyve reguirements. At the same time
we ssldon do, slthough during this pericd the reserve requirements
ware lowered twice=-~once o 1953 and oncs In 1584, But let e put
it this way: ¥ the banka & & whoie have reserves in excess of the
reguirementa, the Foderal Heserve will lower the reserve reguire=
maents, Thet will free reserves which the baok cen drew asd pwt to
work. If auy of them are borrowing, of courss, the Tirst thing they
will do iz t0 pay off the borrowing st the Fedorsl Reserve. This s
the guickest wny 1o put theamaelves In liquid shape and escape that
problex:, acd slso sscups the deficiancy pensities and the discount
rote.

It they hivew no borrowings, U thay have surpius reserves,
they immedintaly try to lend them in the market. That will menn sn
incrosse in the voiume of funds for lomn in the masket. You know
sbot the Tatio of expease to deposits sal reserves, I means tremen-
dous howl is the arkest when there srw excess reserves, bacause
yoi have to muitiply theo se wach.  If the Federal Roaerve on the
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other hand should raise the reserve requivrements, it wouid apply to
ail the menkor bankn of the Federal Reserve System. All the member
banks would innmediataly have to somehow get those reserves back

to meet thia deficiency md avold a penalty.

If there weren't & Faderal Reserve System ground, of coures,
there would be tervific defintion, tervific contraction, hecause for
every dollir deficiency of reserves it would have to cortract twenty-
five or thirty ticnes in order to have suificient reserves and not &
doficiency. So that doesn't happen, and it is the main purpose of the
central bank to prevent that from keppesing, to provent that stesdy
drain an the market, o prevent mgjor contractions, Banks can slways
horrow from the Federsi Reacrve ot the discount mte. Of course,
they would like to work it out sv there wounld be no tendency toward
credit tightnass developing, It wouldn't be actoslly a deflationary
contraction under thoss circumstancss,

it ia for that ressan that we practically never raise the reserve
requirements. Upeswting, a3 we are, wnder a free market, it woul d
be very haad to ralse the reserve reytiremants unless some unforseen
special sitastion occurred. Vo don™ want & sitwsticn of all the banks
simuitaneously being in dabt to the Faderal Reserve. That would be
too comtracticnary.

The other way we cpersie on tha free reserve position of the
member banka is through epen market operations. Ewvery day we are
witching the wonsy mariet., 4t the beginning of ench day we make a
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projectien of what we think the amount of ressrves will be in the market
&t the close of that day. At the cleose of each day for the next three
weekd we alao make a guess at the actusl operating position each day
projected for the aext three weeks.,

Now, these projections are estimates. But we can start with
the position that we know the amount of reserves in the warket, and
we know the requiremenis for reserves., We know i currency is
withdraws frow baunks, thet will decrease the reserves. We know if
it ia deposited, that will add to the reserves. We know that if goid
comes into the country, that will briag the reserves up: and if goid
is pulled out of the coumtry, that will take the reserves down. The
banks keep us informed on whai their balances are. We know tut if
the Tressury is pulling in blie, that will take reserves out of the
market. Ve koow thet if the Treasury is peying bille, that takes
reserves out of the Federal Regerve Msmdmmmém
market. We know about any big fluctustions from day to day. We
koow shout the float, as we call it; that iz, the difference between
the time it is withdrawn, when credit ts given it as having bsen with-
drawn, and the time it is collected. That is a variable iten:, It will
vary {requently with a change in the airpiane schedules. It is very
complicated and complex machinery. This ia a rether difficult teche
nical operstion. But & projection iz made each day of whst sach of
these factors will probably be, whether gold will come in and how much,
whether goid is going out and how much, whether the reserve require-

monte will be incroamed or not, the sxtent of credit, how much the
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Treasury balance will change, and what the float will be.

We are pretiy good at most of that estinuating. In the case
of the float, that 18 the most Bfficult of sil, But we car usually esti~
mate wost of the changes of the float from day to day.

The Treasury btailsnce is one that the Treasury and the Federal
Reserve both work st very hard from day to day. {ne of the largest
checka that the Treasury bas are the cash adjustments, They make
their calls on the deposits of the member banks in an effort to
mmtmueamuchum’mymmmmme
at the Federal Reasrve to eliminate that factor ia playing on the
reserve aituation.

Hew.thmwhwmﬂ&iaaﬂmﬁsﬁ&ebcﬂumgef
the day of what the reserve position will be, that tells us whether
there is & deficiency or surpius for the day. Then it is the duty of
the Open Market Committee t0 operate there-~to get that figure up
to the policy level we have decided on.

The Federsl Upsm Market Commitiee meots every third week
ordizarily, and m:akes & very extenzive review of the whole sconomic
situation, wmmmmm.matnrmmmmm.
R establishes our policy ltae.

we are

For axample, whon/in a period when the economy ia dipping,
the policy might be to \verease the free reserves in the market, to
amawmmmmtmammmm
where their lending will spresd out through the market and help sustain
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the sconemy. You will see frow this Upe that here we Bave a stroang
free resarve position satablished. We have fres ressrves frowx day
to day. Vhat we mean by that is the difference botween the volume of
the member tanks' borrowing and the velume of excess member
banza' reserves.

il we had oniy one bank in the country, we would not have to
work with the concept of free reserves, it wouid be much sinpier.
The one bank would simultanecualy have reserves and debts. R would
every day borrow from the Fadersl Reserve and ac have excess
reserved, hechuse we have seven thousand wember hanks, and there
are slways some baoks thet are in debt asd & grest neny banks that
have exceds reserves. 50 we iry to detsrmine the net position of the
warket in thiz coacept of free reserves, whether it is excess ressrves
ovar the aggregate borrowings of the member banka,

You will see that when we are irying to reduce expansionary
hrcuh&emmmy.hmp@&mhmm&ya&mmmm
it will be a free position in timen of quisscence, After the Korean
inflation struck, it was a tiree of free reserves during that period.

The cross Matehing here 1s what we call cegative free reserves.
That mesos that member basks as & whale are burrowing in excess
ufmtzhnmam.mmmmmmyanmmmm
rate.

Now, let us go back to the opew market cperations. Ench day

the Hrat thing we do 1s project the reserve position, it goss back to
ig




the latest policy line givea to the Upes Market Committee. o that
committee is very likely to siate; 'Under these circumstances cfive
economy aé we see than:, we should maintsin a comfartable level of
fyree reserves in the market.’ Or they are likely to say: "Under
these circumstances of persisting booan and infiation, some credit
restraint is needed in the open market. Wwe should maintain 4 negative
free reserves position, ' Ho this is the result of this operstion as it
has gone on.

In the period frow: June, 1952, to June, 1983, during the boowrs
which started at that time, & negetive reserve posiiion was maintained.
That mesns that the member banks bave borrowed this much in excess
of their reserves, and they are paying the diacount rate. In the other
quarter this sxcesa over the resarve position wan mainteined, The
money wmarktet has besm kapt sesy, so it could expand, In deing that,
if they had to borrow, they paid & lower discount rate. But when
¥yt have froe reserves, thare is not much occaston to horrow. It is
only on oceamion that ihe banks will do i,

That is in sum the opereting of the Faderal Reserve System.
That is what we do. That is what we are responsible for, It is simply
in response to a judgment of the geiersl economic situation,

There are in those figures errors in sometimes making pro-
jectioas incorrectly. This free reserve position, thiz negative free
position, may be different from the ane we thought we would have when
we started opersting. Sometimmes these errors can get difficalt and
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hard to retract, But although one particular projection way not be
an sunct isdicator of what the policy action should be, the free poaition
over the quarter is certainly pretty close to it.

Kow, 1 would like to show you what happens a8 a result of
these things that we do. Thia is going to be what happens (n the mariket.
To bring this out, 1 have computed a flgure of the margn between the
discount rate and the bill rate. Here is the discount rate and here
is the hill rate, the average yield, and the Treasury balance., It is
about 3l wiliion in the market. These ave Yi-day bills, There is
2 cuahion emch week on the discount basis. They are billed every
0l days,

These are the closest equivalest to monay st the present time.
50 at the first ingtant that a hack Jms surplus reserves, ocne of the
first things that it would do wonld be to invest then: in Treasury bills,
because they can get their money back quickly. It is not a long-tern:
investmant, In the open market a bundred million dollars turn over
every day. The different backs by and sell Treasury Wills to keep
their money position stuhle and at the same time 1o have money for use
in icager-tern: cornmitments if they need it,

So that the bill market is the most active money market in the
country. It has the biggest turn-over every day. Its prices are quite
sensitive io changes in demwand. R is the market that is more freely
sensitive than any other to the things thst the Federal Reserve does
in ite operations. 5o the Federal Reserve opesreticns in bilia for that
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reason we like to be fairiy large. They way be 30 million dollars at
a clip. That is a pretty large opsration. But the bill market is 8 big
enough and broad soough market to absorb it witheut much direet
reflection.

well, this ia the margin betweosn the discount rate and the bill
rate, If what we do up here in changing the Iree reserves to poattive
or neghtive has any rellection anywhere in the economy, we would
axpect to find it there, because it is the nearest squivalest to money.
This by quarters shows what it is.

Now, take this on the margin, On that chart the figure is
upaide down. When the bill market is poaitive, that mesns the bil}
rate i8 below the discount rate. Whea it is croas hatched, it means
the bill rate is above the discount rate.

You will eee from this chart that only once in thie postwar
period was the Wil rate above the discount rate. That was the third
quarter of 1952 and the first quarter of 1983, You will ses they are the
same quarters as those iz which the ivee reserves were aegative, when
Mmmm.

All the other querters when you had nst positive free reserves,
the bill rate avernged balow the discount rate. The comnection, I think,
iz fairly clear and well set out. So that our first resporaibility in the
money market is to operate for the Federnl Reserve 20 as to affect
the bill rate, and particulariy this mergln between the bili rete and
the discount rade.
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50 that the next gue that comes up is what happens in
the rest of the money mark:  2en the bill rate goes up or down, or
the wargia between the dll r. : goes up and down relative to the dis-
count rate. For that I have taken the bond yield and tried to get it
down to as few lines as posaible. I have gone away out to the end of
the money market for long-tera: United States Goveramant securities
and perticulariy corporate bonds. This solid line here is the bond
yield on lang-tern government securities. The cross hatching is the
corporste ylield on corparate bonds.

Well, you will see from: that that there is 8 connection between
the bill rate and the interest rate on the long=term market. Vhen
maney is relatively ight, the bill rates go up, above the discount
rate. The long~term interest retes go up. That mesns the bond prices
go down, VWhen the bill rates go down, that means that there are
plenty of fuads avaiiable. Banke are lending freely. The icugeterm
interest rates go down, which, transiated, means that the bond prices
£0 UPp.

Since the accord, in this post=accord period, these have been
quite sensitive. They have bad & very warked guccess, we think,
on the activities of lenders in the economy and on borrowers aieo.
But there is & connection between this speration and a stable GK¥ and
stable prices. What happens ia the money mariet is registered most
importantly in changes in long-term iuterest retes. When they rise,
bond prices go down, becsuse the demands on the ¢coromy for con~
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struction are bayond the availability of funds for lending.

Finally, 1 only bave one more saries. We tried to work this
down to one, 'This i a new one, vhicthmdinmkingtm
out. 1 dldn't think it would bappen. I am not sure yet how relisble
it will be. But is working with this concept of growth and stability,
there ougit to be some relationship between the money supply, the
totel volume of deposits aad curvency, and the outside money work
being done and stable prices and full employment. So I thought I woald
compute the ratio between the money supply and the GRP,

1o sirmple monetary theory oue could keep the monsy supply
stable all the time, Actually it is not a simple thing 1o do. Rt is very
complex. Peopls have all sorta of money habits. Historically the
ratio of the GNP to the money supply has been fairly volistile. 301
didn’t expect to find very much when [ computed this figure out, but
1 am presenting here the results of the computation.

1 took the post=accord period by quarters and somputed the
retio of the money supply to the GNP, The first thing that emerged
was that it was amasingly sisble over the period. The money supply
had grown sud the GNP had grown. There is & very small waristion
thers~-a variation sbout 38 or 35 percent. But it averaged 3§ percent
tor the paricd,

The next thing thet came out of it-cand that in itself ia rether
surprising=-it {5 quite sarprising to find actuslity come as closely
a3 that,




The next thing that smerged, when we charted the money
supply both at the average and sbove and beiow, was that to a cone
slderable extent this contour of the fluctustion of the ratio relative
to the GNP was very similar to the contour of the fluctuations that
arise between hill rates and the diacount ratea. It Ls very similar
to the oontour of the free reserve that we established in the Federal
Reserve Syster.,

H you take 2 ook at two simpie lines here, you can see that
this scheme of keeping the Rrket price at @ atable level, kesping
the money supply level, would be an economists® paradise. It i5 not
an true as that, PBut it is true that in the postwar pariod snd down to
thie time, thede coacurrent relationships have been extromely close.

In this period the total volume of wooey wade available by bankg, ail
their lending activities with sll their many customers, all shaken down,
has been extraordinarily respunsive to the vpersttons in the open market
an the discount rate.

1 don*t think we can look for that response, for this stebility,
over & long pericd. I don't think we can count on thut indefinitely is any
sense whatever, It is a period in which & lot of things have helped,
There haven't been any iarge Treasury surpluses or deficits. They
have been amall encugh so that the mosstary policy could counternct
then:, conld offeet thew:. It has been a period in which confidence has
bean strong, whes buainesaixen will always have iots of new warkets to
axploit and iots of aew profits. It has been a period in which there has

been & housing shortage, when real esate is in demand. That mekes
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the whole sconomy very responsive to the valwe of maoney. it has been
2 period in which we came out of the war with an suofmous government
debt. Ve have cessed thinking about a coliapse, but actuslly, and mowt
importantly, have played with the ides of propping it up.

As u matter of fact, our experience since the accord has beon
just the oppusite., It hans besu & buge debt. Approximmtiely all parts of
the gooncany have held it——ipndividusla and everymne glse. It is held
by ali the Asancial institutions, by the trust funds, All are waiching
its yield in » free market eunch as we have had since the accord,

This government deist iz transisted into very slight moves in
the avalisbility of ressrves throughont the economy. The movement
has gone all the wey from 'Go ahead and expand’ to ’"Hold back. '’
That has had az afluence certainly on banks,

So that it breaks dows: into & period {n which the actunl cost of
money in the long-term momey market, for morigages azd ao on, not
only has been extraordinarily responaive to operaticos in the reserve
situation; but the actual total ratic of the money auppiy snd the GNP
has baan an equally satraordinarily responsive thing. 1 doubt whether
that record will be continned.

Now, I want 16 go back to this poaition pre-aceord to show you
the differenca. Some of these figures are entively different post=
authority than they were pre-authority. First of aii, we had that discount
rate pre-aceord. Te came out of the war with a one percent discount
rate. We gradually raised it t0 one mnd three-quarisrs, where it was
at the time of the suthority.
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Now, note the difference botwesn that discount rate and the

current rate. i you look =t the free veserves, you will aee that the

discount rate vow is far in sxcesas of the discount rate in the pre~suthor-

ity period. Yeou will see nons of the varistions in them. The discount
rates had oot changed, becanse they had no oceasion to borrow except
some individusl bauks in very rave cases. Alsc the ressrves were
more or ieas constant in their volume, depending upon convenlence at
the time. They weren't under control of the Federsal Upen Market
Carmittes,

The roason for that was that these {igures of governmant secure

ties=--or I migt put the sum that we had over there~siriple A, flactusted

some. They went above par. Government securities coulda't go below
par, because the Cpen Market Committes would buy ther:, When we

did that, we gave & check ¢n the Federal Ressrve, This check went

into the banks and crested reserved, 5o there was no occasion for

thes: to borrow &t the Pedersl Reserve, no occasion to pay the discount

rate on apything. In time of free oxcenan of dexand for fusds on the
warket, thet excess demand would be refiected alse i the bond market.
So it seems sort of an automatic mechanizm to kesp free reserves, to
keop your market easy and expansionary. The real policy at that timne,
is other words, was almoat out of the hands of the Federal Reserve
and in the hands of the market.

Here is the genersl ratio between the discourt rate and the bill
rate. You see that ° for a given line that in a fairly constant margin.
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Taking this yleld on bills, if this margin is large here, it means that
the Foderal Reserve certainly would oake an offort, perhaps by
pegging the bill rate, to kaep the margin small, within one percent
of the discount rate. R was doing that during the war. This weans
that as the Federal Heserve raised the discount rade, that didn™t bave
an effect an the bill rmie for s while, Then it kept rising, snd the
Federal Reserve flnally resumed pegging the bills conthhwously more
or less in lloe with the discount reta. So that this isn't 3 arket
phacemenar.

But it is freguently 4 market phenomenon. This margin deter-
mines the market. What this mesns is thai the yield of bills in the
market was going up in the pre-accord period, So gradusily we at the
Fedsral Reserve thought we had to affect the prices of government bonds.

Ent at the same thet they tried to stop inflation, they thought a
higher price for money would stop it. S0 that us the dizscomt rate waa
riised, that was sort of a signal to the Open Market Committee to raise
the rate at which it was pegying thease bills. Al the corpormtions that
ad funds invested in billa, inmce;mdngthmetw'mm,
Mtﬁﬁaymcpam. RmmtmffmmmuwMQﬁm
nothing. So they would invest heavily in hills. As the bill rate was
raised to one percent, it might be sn sdvantage to transler some of
this cash into billsa, As a watter of fact, the bill market did expand
during the period when the Federal Rederve was raising its pegs on
bilis,




Now, | want to say & word about the mosey supply. Thia is
the clasrest mory of ail, 1 have that on this chart--the relation of
the money aupply to the GNP. %hat did that look like before the
secord? Jomething like this:

First of ali, we cawe out of the war with & very high rstios of
money supply to GNP, Here we have & fairly continuous decline at the
time of the recession in 1348--s continuous decline. I think it hed
Muhmmmd“pmmnmumﬁmm Bow are
you going to explain that  Nermally & deciine in the money supply
means & recession or daflation, pressure on prices downward. Ina
period of infistion you hawe prices rising reistive to the purchasing
power.

How did this bebavior cccur before the accord, when the maoney
supply wag determined by the froe market and bond prices were pegged?
1 den't imow, but my own explanation would be this: Ve came out of
the war with s very redundant money supply in this couniry as & result
of the way ihe war was fisanced. Weo came cut of the war with the
short woney rates vory low. Treacury bilis were cue percest. Then,
23 we raised the rede on Treasury billa, they did offer some return
te the corporations and individuals wiwo had fands i voluwe on deposit,
Craduaily we got & transler of money from deposits lndo bilis and other
interset-bonring securities. I think that accounted for tiis decline,

What this really means to e more than anything slse is that
it is incorrect to meamire monay supply by jast the depaaits of currency

prior to the accord, At that tiwie 8 1ot of securities were carrying
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interast and were essentially stable in value. They were stable in
price. They were belag used as substitutes for deponits. And there-
fors this systew. up here is not reslly comparabls. Although it Is
made up of the seme components, 1t ig sot resily comparsbls as it
behaved in the pre-sadthoridy free market.

That is the end of what I have o say. 1 will be very glad to
take questions.

MR, MUNCY: Genflemen, our opesker is ready for your
yuestions.

WUESTION: Doetor, sesuming there was a lvss of confidence in
this couniry and & withdrawal of fuads simultaneously frem benks, what
in the limit to which the FPederal Hesorve Syster: could rebuilid the
rederves

R, RIEFLER: Almost ac Um#t, Withdrawala refloct the
need of hanke for geiting money immedistely. In guch n sitostion
they would come and borrew from the Federal Fessrve, That would
lomve thew: in debt: andd, wumamm.mumm
to discourage banks from doing that, you would reise the dscownt rate.

But if it were the picture you are posing, a general withdrawal,
Mmmmmmmmmmmmmmm-
ities, Whan it bays securitisn, it pays for thew with & check on Heelf,
mmmmmawmrmmumm. That check
Wh&pﬁtﬁ%ﬁca%dmmm'mm“m
Mymidﬁnvmthnmrmmmmﬂ!mmtmun
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There 18 alwost no lmit to which that can be done. We do
aperate ander the ratio of reserve requirements. We are opersting
now at I8 percent. e can go wp to fifty percent. S0 that we could
mmpmmdmkommﬂtﬂmmumgur
25 parcant reserve requirement.

M&MF@MMmmmmerMmemcrmcy
to change these reserve requirenients. 50 technically they could meet
any amount of drain, MMMMMMMWWM
hwmthWMMwhagmwumwfmm
mmhhmumunmofmmmmmkaww
eln.mmrthedmaﬁaummhmumemmu

QUESTION: with that policy don't you get the ald-fashioned
wurking of the economy, where you wighi produce worthiess w oney
How do you get around that °

DR, RIEFLER: That is & difficuly judgement you bave to make.
Hmwmhwﬂylmammkmﬂhnofmﬂmmd

x the other hand, if there is a good reason for the loss of
confidenca, such as an wneount sconomic policy, when you pay nOney
out, mumﬂmcmmcwmy. and you will have worthlaps
money pretty soon, %MNittwﬂMMmmwbem&deth&m
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50 1 think judgment has been wrong in histery in some countries
at sorre times. Take Germany in their first infistion. After the First
Vorld War, when {he Q sichasbank needed money, it just turned it out.

(4 course in that way it financed a first-class inflation that destroyed
its aociety., So thet is slwayz & problem. .

QUESTICN: In comparing pre-accord ageingt post-sccord,
these atadie conmumer snd wholssale prices acd the raising of the groes
national product as sgatust the rem of the free sconomy pre-accord,

' what do you fusl contributed (0 thet > Whet was the significant thing

in this money contrel thet comtributed to that stabilisation ®

DR, RIEFLER: To the sxtent that it vas 2 resnlt of finencial
cperetions~-~and [ don't warilto clato that it wae; [ think thet it couldn’t
have happenss without them=-if you hadn®t had the accord, 1 den't think
mmmmmmmmymmu.w.maammm
tributed slso--bat to the extent that it was the Federal Reasrve Systerc,
you wili ase that we are looking all the time at the GNP and the outlook
of business. We are trying to lean agetnst the breeas. That is one
way it has besn expressed.

If the country has full employment, as it has st the present time,
Iots of hounding confidence, everybody his sxpansion plans, the sun:
total of those expension plane iv likely to add up to a demand for more
labor and goods than exist. it is st that time thet the Pedural Ressrve
tmmmwmm.mmnmmmyhumm-
able. We do it by decreasing the free reserves, by raising the discount

rate, by evesting negative reoserves.
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In the third quarter of 196§ there was practicaily a negative
reserve. Itmsﬂ#lymuﬂﬁ!‘armmm. That bas some
effect on the maney demand for commodities. It heips keep down the rise io
prices, B has been s difficult situntion. Steﬁpricynmhcwcoingup.
Indusirial prices bave been edging up. ‘l‘huiagneme%forthe
Federal Ressrve policy of greater restraint at the present time.,

When a connm)aity is undergoing a recession, when the oullook

' is not 8o clear, and people are not spending es froely, then the Federnl

Reserve loans against that breese by creating excess frese reierves.
That has the effect of naking money cheap to borrow, the Treasury
ivterest rates particilariy. Banks can take on losns by aslliing bonds
they already have at probably higher prices than they hought then:.
They lend more frealy. Ve aaw that operuting very effectively over the
last part of 1953 and in 19864, -

m‘mammmmmw&mﬂyum:ﬂow
part, the house~bullding situstion. Aas you know, the volume of housing
starts snd the volun:e of wortgages went up st an extraordisarily rapid
rate st that period, ss easy .maney developed in the } atter part of 1953
and through 1954,

Frobabiy it was overdone. A guarsuteed mortgage is a vaiid
inatrument, MWWWWM@MIMMMM
commitied themaseives to make morigages to finance houses way in
excexs of any avallable funds they had or bad coming to them. So part
of their problem wes trying te work off those commitments.

The price tndex began to edge up fairiy stroagly as the demand for

30




construction materials grew. Construction materials are now about
b percent higher than they were a year ago. Sc I thisk it is a partisl
reflection of the effect of our Federal Reserve policy, the part thet it
piays i all of these things.

SUESTIOR: vWhet causes the bill rate to vary as the Federal
Reserve varies the discount rete?

BR. RIEFPLER: A member bank kere has reserve requirements
that make it neceasary for it 1o have a2 million dollars in its reserves
this week. That is ite weekly requirerments., It works out its calenls-
tion on Monday or Tuesday of the week ending Wednesday. It projects
it into the last couple of days and finds that its actual reserves are only
nine hundred thousand dodlars. That leaves a hundred thousand that
it has to get. What does it do? It has to have a hundred thousand dol-
lars to bring thmt requirement up. I only bas two days left of the
requirements week. it prohably should have three hundrdd thousand
for it to average oul right. ‘What does it do®

tme option that it has ia {0 borrow from the Federsal Rederve
and deposit the proceeds in s reserve account. That will cost it two
and & quarter porcent for the three daya.

Another option it has ig 1o dorrow the reserves of ancther bank,
That is called the market for Federal funds. Some othey bask aimul-
tanecusly fiads that it has excess reserves for the week. 5o it says
it is going to have an exceas of one hundred thousand or two hundred

thousand dollars. Sank Re. 1 can borrow that excess from bank No, 2.
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1t will pay for that nearly two and 4 quarter percent. At the present
time, ay it closed last night, it was the same as the discout rate.
Usually it can borrow thosa founds at about one sixteenth below the
discount rate, or about twe and three sbdeentha. And in this o.oney
market a differecce of 2 sixteenth or & thirty-second smounts {0 & great
dasi, becasuse the funds are large.

This roarket is vevy wvoiatile, it varies fromx minute to minute,
A bank that bas surplas is conatantly telegraphing to New York and say-
ing it daa sorplus reserves to lend to some bank that has a doficiency.
The two gt together on the telephone and mateh thew together, The
bank with the surplus fuads sends & check to the other bank, and that
is transterred to the funds in its reserve sccoust,

Gr H could sell bills. I can sell anything, of course., We will
take the ilinstration of the bank with a one hundred thousand dollar
deficiency that it has to meke good by Wednesday night. It can zell
anything is its portfolio and the checks £ gets it can deponit in the
Federsl Reserve account and bring its reserves up. Howewer, it
usually will seil bills if it has thew, becsuse bills are instruments
where the cormmissions are lsest 4o the market. The difference betwean
the buying aud the selling price ia least in bills thet are maturing very
guickly.

80 it can sell billg. If the bili rete iz below the disconst rete,
say the hill rate is one percent, if it sells bills, it is foreguing that one
percent interest for two days: whevess if 2 borrows at the discount rate,

it would have to pay two and a quarter percent interest for the two days.
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5o clearly it is chesper for it to sell bilis.

So sach bank esch day has a vary tough time deciding what it
wili do, whow it will go +o, whather it is going to borrow from the Fed-
erai Reserve or do it by selling Federsl securitiss or by selling bills.
it will make a decision what will be to 1ta best advantage financially and
on vary close figuring. That briags shout this sensitive relationship,

QUESTION: The question arises whether the desive to stabdilise
prices is an end in itnall or whether it is done for another purpcse,
Assumning thers ia & reason why stable prices ars desiveble, in effect
becnise that is believed to be the best condition for growth of the groas
national product, on this short terms it does seem: that the variation in
growth of the groas vational product is about the seme in hoth cases.
Wouid you conmment on thet ?

UR, RIEFLER: Yes. The growth has beoen about the sare in
both casss. in the former case it was price stability, and in the istter
case it locks like price instability. But it seews obeicus, U the growth
i3 the same in both cases, thai we must have had stability instead of
instability. In cther words, althoughsome Individual people were actually
ruined by the deteriorstion in the purchasing power of their savings, we
bad stability in the economy as a whaole.

But let us take it {n more basic terma. It would be my own
mwmmmmmmmmmmwmpmm
afthecmrymrth‘mgmmremmusedmﬁﬂagpﬁm.

The important thing, »s we meamive the ONP, is not the total

outprat of guods and services, but, more important, what is being produced.

33




Are you producing the rigit things or the wrong things”? We could be
producing bath tubs when people wart refrigeratora, The GRP would
not refiect that error. B would still be goiag uwp. Do people resily
need refrigeratars or bath tubs in that particular case® If you have
stable prices, and the production plans are soundly made ag to our
future demand, if these are linked up, 1 think you will get & more effic=
ient use of capital, a more efficient production with that capital, than
if it was done ou the baaia of an unstable price level,

SUBSTION: What was it that brougit about the monetary accord?
Wwhy did it happeu &t that particular time?

48, RIEFLER: Wwell, you had the poaition daring the wayr of
pegged prices of government boads. Everybody seemed to think that
was cssentinl, 8c as to raise as much taxes as necessary and not to
bave {inancial Umitations to impede the war effort. Anything thet didn't
cume ia taxes of the money needed for the war effort was raized from:
the banking systen:, and that {8 adhuittedly inflationary.

The part of the process that was inflationary was financing the
margin, the deficiency. So the peggl:: the price of goversment bonds
was infistionery, because it simply maant that the Treasury would make
up for any deficiency we had in the outpat of these securities, If the
marset didn't buy those bonds, the Fedoral Reserve created mouney 30
that the money was there.

Then the question came up at the snd of the war what to do about
the inflation that had arisen. Everybody was petting worried. We had
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great debete a5 1o whether the thing to do wase to go back to the free
mariet, I we had, it would have hrought about a collapse, chaos,
bankruptey, ruin. 3¢ we kept on with this prectice of supporting the
govermrent debt, and trying to control the laflation with price controis,
wage controls, consumer credit comtrols, jawbone controls, and all
the reat of it.

That debate went on with only miner measures to get money
uader control, minor cantrola, antil the accord, becasuse of fear of what
would lmppen, fear that we might have & cellapse. However, as the
debate progreased, the Federsl Rewerve--] don't have the sxact seguence
on these things, because they are sivays mixed up--but the Federal
Reswrve, having thia problem of money, Recame more snd more con»
vinced thet the pegs should ba dropped.

That dida't mean very much,. The Federal Reserve was count-
ing noses on the commitien, It was seven out of teeive. These things
are dacided by vote, There are aiways dilferences of opinion. But
the Federal Ressrve became more and mure of 3 majority that this
pagging of the price of government securities should be stopped.

it next went to seloctive credit controls through shifting the
reserve requirements. The rest of price contrid was being negatived.
That was unsound, becanse new monsy was being creatdd sstomaticaliy
by bomda coring inte the Federal Heserve that they had to buy.

We had outside the Faderal Reswrve less recognition of that, &
the Treasury particularly. In the whole security market there was only

aawmmwmuﬁmmmumm
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stopped. Of course, they had to keep that up. They ked to costrol
thiz thing in snother way.

Of conrse, there came a vory fast debate and in February and
March, 1981, it broke owt of Congress snd broke into the press. There
were sintenonis lnsued by various members of the Goverament of what
they thaught abont it. These ware highly critical of the Federal Reserve.
Then finally the Treasury snd the Federal Reserve got together in s
series of mestings, and the net resalt of these meetings wae the accord,

ME, MUNCY: Dr. Riefler, on behal! of the Commandent and
the students, we are indeitsd to you for & very ciear and intimate pleture
of the opersticna of the Federsl Reserve Board.

w ax o we o h o = W
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