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MEMORANDUM May 13, 19U8 

To: Board o f Governors Sub jec t : MK Sproul1S statement 

From: Woodl ie f Thomas 

A l l a n SproulTs statement be fore the J o i n t Committee on the 
Economic Report i s no t charac te r i zed by h i s usual c l a r i t y o f thought 
and fo rce fu lness o f express ion. I t can bes t be descr ibed as fuzzy • Mr* 
Sproul presents arguments on bo th sides o f the ques t ion o f the need f o r 
v igorous monetary a c t i o n and comes ou t w i t h conclusions t h a t are no t con-
s i s t e n t w i t h h i s arguments on e i t h e r s ide* Some o f h i s f a c t s are mis lead-
ing and h i s proposals are appea l ing ly weak* 

I nco r rec t bas ic premises * B a s i c a l l y the d i f f i c u l t y o f Mr. 
Sprou l f s p o s i t i o n l i e s i n what seem t o be h i s premises about the nature 
o f the a l t e r n a t i v e s t h a t now face the economy, He apparen t l y assumes 
t h a t there are on l y two a l t e r n a t i v e s : (1) adopt ion o f r e s t r i c t i v e 
measures which would b r i n g on a ser ious depression or (2) gradual a d j u s t -
ment o f the economy t o a h igher p r i c e l e v e l . He argues t h a t p o l i c i e s which 
would b r i n g about the former s i t u a t i o n should be avoided and t h a t on ly 
very moderate measures o f r e s t r a i n t are needed to permi t the l a t t e r t o 
happen« 

There i s no th ing i n h i s t o r y t o i n d i c a t e t h a t the a l t e r n a t i v e s 
are so s imple and so sharp ly con t ras ted as the two which Mr* Sproul 
p o s t u l a t e s . The more l i k e l y danger i s t h a t i n f l a t i o n a r y pressures w i l l 
cont inue u n t i l d i s t o r t i o n s are so ser ious t h a t a d isas t rous crash w i l l 
be i n e v i t a b l e regard less o f what i s done about i t * Pr ices have cont inued 
t o r i s e and can r i s e f u r t h e r unless d e f i n i t e and v igorous measures are 
taken t o r e s t r a i n the i n f l a t i o n a r y f o r c e s . The country should not be 
p ra ised f o r avo id ing a depression bu t should be c r i t i c i z e d f o r p e r m i t t i n g 
the i n f l a t i o n t o cont inue as f a r as i t has. The more r e a l i s t i c a l t e r n a -
t i v e s a r e : ( l ) adopt ion o f measures t o r e s t r a i n cont inued i n f l a t i o n a r y 
pressures as soon as poss i b l e , even a t the r i s k o f some recess ion , or (2) 
p e r m i t t i n g those pressures t o cont inue u n t i l a ser ious depression becomes 
unavoidable. 

Spec i f i c po in t s i n Mr. Sprou l f s statement may be sub jec t t o 
c r i t i c i s m i n p a r t because o f the weakness o f h i s bas ic premise and a lso 
f o r o ther reasons. 

Iftiderstatement o f monetary redundancy» Wi th respect t o the 
money supp ly , Mr, Sproul i m p l i e s , a l though he does not s t a t e d e f i n i t e l y , 
t h a t the i n f l a t i o n p o t e n t i a l i n the e x i s t i n g money supply has been over-
s t a t e d , His own f i g u r e s , however, which show an increase i n the r a t i o 
of money supply (de f i ned by* Mr f Sproul t o inc lude demand deposi ts and 
currency) t o gross n a t i o n a l product f rom 37 per cent i n 19?9 t o 
per cent i n December 19k7# i n d i c a t e a p o t e n t i a l f o r a f u r t h e r r i s e i n 
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p r i ces o f between 25 and 30 per c e n t , Mr. Sproul t r i e s to d im in i sh the 
importance of t h i s d i f f e r e n c e by r e f e r r i n g t o a "normal" long- te rm growth 
i n the r a t i o o f money t o t o t a l value o f p roduc t * This i s a specious and 
mis leading theo ry t h a t has gained considerable prominence i n academic 
c i r c l e s . Long-term t rends are s imply a mathematical measure o f very broad 
movements i n the p a s t . They are the r e s u l t a n t q f a g rea t v a r i e t y o f 
forces and conceal wide and impor tant f l u c t u a t i o n s . They have no l o g i c a l 
s i g n i f i c a n c e unless they can be r e l a t e d t o some f o r c e t h a t prov ides a 
p l a u s i b l e exp lana t i on o f the t rend o f events . 

Of g rea te r importance f rom the s tandpoin t of monetary p o l i c y 
d i r e c t e d toward ma in ta in ing a reasonable degree of s t a b i l i t y i n the 
economy are the v a r i a t i o n s f rom the long- te rm t rend and the causes f o r 
those v a r i a t i o n s . I t i s known t h a t i n the 1920 fs the r a t i o o f demand 
deposi ts and currency t o t o t a l n a t i o n a l product was much less than i n the 
1930 f s . This was because the 1920*s were a pe r i od o f expansion both i n 
investment and consumption, w i t h an a c t i v e demand f o r money. I t i s more 
reasonable t o expect t h a t economic developments i n the next decade w i l l be 
more nea r l y l i k e those o f the 1920 fs than l i k e the 1930 's . I n 1929 the 
r a t i o o f demand deposi ts and currency to gross n a t i o n a l product was 26 per 
c e n t . On t h i s bas is the re i s s t i l l a tremendous p o t e n t i a l f o r a f u r t h e r 
r i s e i n p r i c e s , e s p e c i a l l y i n v iew o f the l i m i t e d capac i ty f o r growth i n 
p roduc t i on . 

I n h i s ana lys i s o f the i n f l a t i o n * p o t e n t i a l i n the e x i s t i n g money 
supply , Mr. Sproul f a i l s t o ment ion the tremendous growth i n the volume o f 
Government s e c u r i t i e s he ld by i n d i v i d u a l s and businesses and the p o s s i b i l i t y 
o f t h e i r convers ion i n t o money, p a r t i c u l a r l y as long as the Federal Reserve 
mainta ins suppor t o f the Government s e c u r i t i e s market . I f al lowance i s 
made f o r t h i s f a c t o r , the i n f l a t i o n p o t e n t i a l becomes almost i n f i n i t e . The 
problem i s one which p rev ious l y e x i s t i n g instruments o f r e s t r a i n t cannot 
be r e l i e d upon t o hand le . 

Mr. Sproul s ta tes t h a t "we have never s u b s t a n t i a l l y reduced the 
money supply w i t h o u t concurrent ser ious dec l i ne i n p roduc t ion and employ-
ment which . . . no one would wish t o contemplate now f . This argument 
i s appeal ing but does not bear a n a l y s i s , nor i s i t a c o r r e c t statement o f 
the problem* I n the f i r s t p l ace , the present s i t u a t i o n i s not comparable 
w i t h the past per iods i n t h i s coun t r y , when any ser ious r educ t i on i n the 
money supply was accomplished by fo rced l i q u i d a t i o n o f p r i v a t e c r e d i t . 
Under present cond i t i ons the r e s u l t could be accomplished by Government 
surpluses and re t i rement o f p u b l i c deb t . Wi th a progress ive tax system 
and p o s s i b i l i t i e s f o r some f l e x i b i l i t y i n f i s c a l p o l i c y , such measures are 
l i k e l y to be more r e a d i l y ad jus ted to economic needs. The second c r i t i c i s m 
of t h i s statement i s t h a t severa l other coun t r ies have brought about d r a s t i c 
downward readjustments i n redundant monetary suppl ies w i t h b e n e f i c i a l , 
r a the r than d isas t rous , r e s u l t s . F i n a l l y , i t should be kept c l e a r l y i n mind 
t h a t the issue i s s t i l l pne of p revent ing f u r t h e r expansion i n bank c r e d i t 
and money even though no th ing i s done t o redyce the e x i s t i n g supp ly . 
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Overemphasis o f e f fec t i veness o f recent p o l i c i e s . This l a s t 
p o i n t Mr. Sproul recognizes ana ind i ca tes t h a t recent p o l i c i e s have been 
e f f e c t i v e l y d i r e c t e d toward t h a t o b j e c t i v e . By l e l e c t i o n o f f i g u r e s , 
however, he overs ta tes the r e s u l t s ob ta ined• He compares the l e v e l o f 
ad jus ted demand depos i ts p lus money i n c i r c u l a t i o n a t t he end of March, a 
seasonal low p o i n t a f t e r heayy t a x payments, w i t h f i g u r e s f o r the end o f 
December, the seasonal h i gh p o i n t j u s t be fore such payments. I f compari-
son i s made between March 19U8 and March 19^7* increases ra the r t han 
decreases are shown. The increase i n the past ytear occurred no tw i ths tand-
ing wi thdrawals f rom the market o f some 10 b i l l i o n d o l l a r s by the Government. 
The System and the Treasury should take c r e d i t f o r what has been done but 
should not be s a t i s f i e d w i t h the r e s u l t s . I t cannot be ignored t h a t p r i ces 
rose by more than 10 per cent i n the pe r iod an i n d i c a t i o n of cont inued 
excessive demand. 

Al though Mr. Sproul recognizes t h a t the main f a c t o r , namely, the 
Treasury s u r p l u s , t h a t has kept down o v e r - a l l monetary expansion i n the 
past yea r , w i l l not e x i s t i n the coming yea r , he does not seem to be alarmed 
about the p rospec t . This i s because he apparent ly expects a gradual dec l i ne 
i n p r i v a t e c a p i t a l expendi tures and hopes f o r some success i n the campaign 
t o s e l l more savings bonds. I n view of the cont inued tremendous shortages 
i n p l a n t and equipment among pub l i c u t i l i t i e s and r a i l r o a d s and the needs 
of State and l o c a l governments, not t o ment ion the growing obsolescence o f 
much i n d u s t r i a l equipment t h a t has r e s u l t e d f rom new developments and ex-
pansion, hope f o r a dec l i ne i n c a p i t a l expendi tures seems to be a weak reed 
t o lean on as a means o f b r i n g i n g i n f l a t i o n to an end t h i s yea r . There 
cont inues t o be abundant evidence of demand i n excess of supply* 

Rel iance on h igher s h o r t - t e r m r a t e s . W i t h re ference t o monetary 
p o l i c y , Mr• Sproul recognizes the heed f o r some measures o f r e s t r a i n t . He 
would p lace almost complete r e l i a n c e upon r a i s i n g s h o r t - t e r m i n t e r e s t ra tes 
wh i l e cont inu ing to ma in ta in the peg on the long- te rm 2 - l / 2 per cent r a t e . 
He i s unquest ionably c o r r e c t i n the view t h a t the System should not endeavor 
t o ma in ta in a wide d i f f e r e n t i a l i n the s t r u c t u r e o f i n t e r e s t r a t e s . Expert 
ience has c l e a r l y demonstrated t h a t the p o l i c y of support o f the Government 
s e c u r i t i e s market should be d i r e c t e d toward one end of the p a t t e r n . The 
other end and in te rmed ia te ra tes should be determined by market events . 
Th? System should ac t t o ma in ta in o r d e r l y market cond i t ions b u t leave a h igh 
degree of f l e x i b i l i t y t o the market i t s e l f . Any o ther p o l i c y i s bound t o 
r e s u l t i n s h i f t i n g by holders f rom one issue to another i n accordance w i t h 
market developments and thus the sale t o the System o f more s e c u r i t i e s than 
way I d o therwise occu r . 

I n my op in i on , Mr. Sproul i s a lso co r rec t i n h i s view t h a t h igher 
ra tes on s h o r t - t e r m Government s e c u r i t i e s would be an in f luenpe i n keeping 
banks and o thers f rom seeking p r i v a t e loans and investments and would thus 
he lp to reduce p o t e n t i a l c r e d i t expansion. 
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Two q u a l i f i c a t i o n s should be made regard ing t h i s p o l i c y o f 
p e r m i t t i n g s h o r t - t e r m rates t o r i s e . F i r s t , there i s some ques t ion as t o 
how f a r the market fo rces themselves would raise? sho r t - t e rm ra tes as long 
as the l ong - te rm market i s pegged. Mr. Sproul suggests t h a t i n the past 
sho r t - t e rm ra tes have o f t e n been above l ong - ten^ r a t e s . This has occurred, 
however, on l y a t a much h igher l e v e l of l ong- te rm rates than t h a t now 
e x i s t i n g . As the sho r t - t e rm ra tes approach the^ longer ones, there w i l l be 
a g rea te r tendency f o r ho lders to s h i f t out o f Jong s e c u r i t i e s i n order t o 
acqu i re the increased l i q u i d i t y o f f e r e d by the Short s e c u r i t i e s . Thus, too 
h i gh a s h o r t - t e r m ra te might induce debt mone t i ^a t i on f rom the o ther s ide 
o f the p a t t e r n . This has i n f a c t a l ready been occur r ing to some ex ten t i n 
recent months. I n o ther words, i t i s quest ionable whether a peg of 
per cent on the l ong - te rm rates w i l l permi t s h o r t - t e r m rates to r i s e s u f -
f i c i e n t l y t o be an e f f e c t i v e r e s t r a i n t upon lend ing to p r i v a t e borrowers 
who can r e a d i l y pay much h igher r a t e s . 

The seoond ques t ion t h a t may be ra i sed about the p o l i c y o f 
p e r m i t t i n g sho r t - t e rm ra tes t o r i s e f r e e l y w i t hou t o ther measures o f 
r e s t r a i n t i s whether i t i s des i rab le t o requ i re the Treasury t o pay a 
h igher ra te of i n t e r e s t upon l i q u i d s h o r t - t e r m s e c u r i t i e s he ld by banks, 
or f o r t h a t mat te r o ther i n v e s t o r s , i f r e s t r a i n t on c r e d i t expansion can 
be more e f f e c t i v e l y accomplished by o ther means than by r e l i ance s o l e l y 
upon the r i s e i n sho r t - t e rm i n t e r e s t r a t e s . This b r ings us to the spec ia l 
reserve p roposa l , which Mr. Sproul says would be clumsy and i n e f f e c t i v e . 
Admi t ted ly t h a t proposal would i nvo lve more adjustment i n the operat ions 
o f banks than would a r i s e i n s h o r t - t e r m r a t e s , bu t ana lys is o f the p o s i t i o n 
of i n d i v i d u a l banks and adequate r e c o g n i t i o n o f the powers o f the System do 
not i n d i c a t e t h a t t h i s adjustment would have to be clumsy. 

Presumed i ne f f ec t i veness o f spec ia l reserve p roposa l . As to the 
e f f ec t i veness o f the spec ia l reserve p roposa l , i t ifc d i f f i c u l t t o understand 
why anyone oan say t h a t a r i s e i n sho r t - t e rm i n t e r e s t ra tes would be an 
e f f e c t i v e means o f r e s t r i c t i n g c r e d i t expansion w h i l e t he immob i l i za t i on 
o f a c e r t a i n amount of bank assets would not be. The increase i n i n t e r e s t 
ra tes would no t depr ive banks o f any a b i l i t y t o s e l l t h e i r Government 
s e c u r i t i e s i n order t o exjm#d o ther types o f c r e d i t . I t would r e l y s o l e l y 
upon the p r o f i t mot ive as an inducement t o t h a t end. The s p e c i a l reserve 
requi rement , on the o ther hand, would d e f i n i t e l y reduce the amount o f assets 
t h a t banks could s e l l and i n p a r t i c u l a r would take away f rom the banks* 
ho ld ings o f l i q u i d secondary reserve funds . Banks would unquest ionably 
have t o be more c a r e f u l i n extending p r i v a t e c r e d i t . I t i s t r ue they would 
cont inue t o h o l d a s u b s t a n t i a l amount of medium- and long- term bonds which 
they could s e l l , b u t t h i s would a l so be the case i n the event o f a r i s e i n 
sho r t - t e rm i n t e r e s t r a t e s . 
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Need f o r powers to ohange reserves . Notwi ths tand ing Mr. Sprou l f s 
c r i t i c i s m s regard ing the clumsiness o f inc reas ing reserve requirements as 
a means of c r e d i t p o l i c y , he subsequently recommends t h a t the System should 
have a d d i t i o n a l power to make such increases. This power w i l l be needed 
t o take care o f f u r t h e r add i t i ons t o reserves r e s u l t i n g f rom the go ld i n f l o w . 
(He might a l so have mentioned the p o s s i b i l i t y of a r e t u r n f l o w of currency 
f rom c i r c u l a t i o n and the cont inued sa le o f Government s e c u r i t i e s to the 
Federal Reserve as sources of expanding rese rves . ) I n t h i s connect ion, 
Mr. Sproul mentions the need f o r a fundamental r e v i s i o n i n the method of 
f i x i n g reserve requ i rements . This i s c e r t a i n l y des i rab le bu t i t should 
no t i n any way be thought o f as a means of dea l ing w i t h present i n f l a t i o n -
ary p ressures . The danger i s t h a t such a proposa l i s l i k e l y t o be used 
as a u r e d herr ing1 1 t o d i v e r t us f rom the t r a i l o f the r e a l problem, 

Mr, Sproul suggests t h a t the whole problem of reserves needs 
c a r e f u l s t udy . This i s a quest ion t h a t has been c a r e f u l l y s tud ied by the 
System f o r many years and i t i s doub t fu l whether any more l i g h t can be 
thrown on the problem than we are now ab le t o b r i n g to bear . He proposes 
some s o r t o f " ce i l i ng 1 1 reserve p l a n , t h a t i s , h igher reserves on expanding 
depos i ts as a means o f i nc reas ing reserve requirements i n the f u t u r e . 
This p a r t i c u l a r p roposa l , which has been c a r e f u l l y analyzed w i t h i n the 
System, i s t h e o r e t i c a l l y sound b u t a d m i n i s t r a t i v e l y exceedingly d i f f i c u l t . 
I am sure t h a t i t would no t be understood by the banks and would meet w i t h 
v igorous o b j e c t i o n . I t could not poss ib l y be l e g i s l a t e d i n t ime t o g i ve 
the System power t o deal w i t h the cu r ren t emergency. 

Cen t ra l i zed a d m i n i s t r a t i o n o f the System, Wi th respect t o Mr. 
Sproul1s views as t o the o r g a n i z a t i o n o f the System and the focus of 
r e s p o n s i b i l i t y , i t i s impor tant always t o recognize and t o p o i n t out the 
unique character o f the Federal Reserve System i n enabl ing persons a c t i v e l y 
engaged i n banking and business t o p a r t i c i p a t e i n the f o rmu la t i on o f govern-
mental p o l i c i e s . I t i s d o u b t f u l , however, whether recent developments 
toward the assumption o f g rea te r r e s p o n s i b i l i t y by the Board or by the 
Open Market Committee as a c e n t r a l i z e d agency should be considered as a 
move away f rom the o r i g i n a l purposes o f the Federal Reserve A c t . I t i s 
more l i k e l y t h a t the dominat ion o f the System dur ing i t s f i r s t 15 or 20 
years by power fu l banking p e r s o n a l i t i e s was the r e a l departure and t h a t 
recent developments have been a r e t u r n t o the aims of the A c t . 

I t i s a lso quest ionable as a mat ter of p u b l i c p o l i c y and t he 
development o f p u b l i c support o f the System whether even the semblance o f 
g rea te r c o n t r o l by s p e c i a l i n t e r e s t s , as aga ins t c o n t r o l by o f f i c i a l s ap-
po in ted f o r the p r o t e c t i o n o f the broad p u b l i c i n t e r e s t , would be t o the 
l ong - run advantage o f the Federal Reserve System and of the count ry i n 
gene ra l . 

r * -
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