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The Debsate over lMonetary Policy®

Seymcur B. Harris

A

In 1914, with the establishment of the Federal Reserve System, high
hopes were held that our monetary problem had been solved; and that stability
was on its way. Assuming that our monetary problem had been solved, a Ilarvard
professor advised his students against writing in the fleld of money. But our
monetary problems are still with us, in part because since 1914 the '‘onetary
Authority has sought ways to evade responsibility, rather thaun ascept it. 1In
the early years of the Federal Reserve System, despite the limitation put upon
the System by the oommercial theory of lending, the Authority found ways to pro-
vide the supplies of money required to fuel an inflationary finanocial policy. 1In
the twenties, they failed to use their potent weapon, open-market operations, whioch
had fortultously been discovered, to stop excessive expansion; and indecision and
lack of courapge onoce more showed tho problem to be not weapone but the attitude
towards their use. The early thirties again were a period in whioch the lonetary
Authority aoted late and inadequately. Again, there was a senrch for new weapons
and partiocularly qualitative ocontrol and greater control over reserve requirements
of member barks. A3 in the past, the new weapons in the reserve arsenal seemsd to
make little difference. In World War II, the main task of tho reserve banks seemed
to be to provide enough excess reserves to assure the absorption of Treasury se-
ourities not salable to genuine savers. Again, in the postwar period, the potent
weapons of the lonetary Authority have not been uzed to any substantial degree ~-

in part because the Treasury objeoted.

l. I asked Professor Illansen to write a plece on this problem whioch might serve as a

focal point for discussion. But when he read my pbce on the government's monetary

policy (New York Herald~-Tribume, IMarch 30, 1961), he insisted that I write the plece.

This is a new and longer note, though the general position is that presented in the
Digitized Horald=Tribune.
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2.

It is well to keep our history in mind when we disouss monetary polioy.
The problem has not been one of impotenoy of weapons. The reverse is true. The
Federal Reserve has had powsrful weapons whioch it has not used when it was free
to use them, and we can only puess how far they would have used them had they the

freedom to do s0.

Ry

1I.

In the year 1951, the debate is hot. The Federal Reserve, with more than
$23 billion of pgovernmment securities at its disposal in February, oconsiderably more
than the reserves of member banks ($19 bill;on), is surely in a position to deny the
economy the money without whioh a 'large inflation oould not be carried out. It is
a far ory from the time that we feared the Federal Reserve might not have assets
to sell. In fact, the Federal Reserve evem today could impose a drastio deflation
on the country.

Failure to use monetary policy to fight inflation is not primarily the
result of Treasury pressure. MNuch more important is the faot that there is no
disposition to fight inflation among the powerful interests that ocontrol the
ocountry: labor, farmers, business. They all give lip service to the fight; but 4n
thelir aotivitios they are highly inflationary. These same groups will also contest
any monetary poliocles whioh might seriously impair the inflationary processes; and
if past history is any guide, the Monetary Authority will yield to these pressures,
It is not possible in a demooratio soolety to set up an independent agenoy whioh
would be free of politieal influenoces and thwart the desires of the public. I am
not arguing here against use of all anti-~inflationary weapons, but am expressing
doubt ooncerning the disposition to use them,

Monetary restraints are the easlest approach to inflation ocontrol --
much less painful than more taxes or less public expenditures, or than wage or
prioce control, or than control of supply and demand of commodities. Their atrophy
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whioh prevails in the country.
Failure to use monetary weapons may be assoclated then with & reluctance
that goes badk to 1914 and earlier. The same pressures that weaken all antie-

inflationary measures preolucio the effective use of monetary weapons.

IIX.
This is, however, far from the entire explanation. New weapons have
become available which are sharper and more preoise than the monetary weapon. In

1931, when Keynes wrote his Treatise on Money, the emphasis wns still on monetary

policy; but In the next few years attention began to be fooused on fiscal poliey.
It has been said that monetary poliocy should be used at the boginning of an infla-
tion or a decline, if it is to be effeotive, and especially since fiscal polioy
requires time for application.l Actually, a tax system, with much bullt-in flexi~
bility (or better, with formula flexibility) may respond quiokly to inflationary or
deflationary pressures; and the diffioculty of .appi,ying monetary policy is related
to the problem of discovering the early stages of a rise or dacline.

In January, 1960 when the Douzlas Committa’ezreported, the ocase for greater
emphasis on monetary poliocy was stronger than it was early in 1961, when.'m

Douglas made his famous qpeooh (congreuional Record, February 22, 1951) on the

clash between the Treasury and Federal Reserve. In a semi-war economy, the monetary
weapon becomes especially dulled and the other weepons sharpened. Even from the
seoond quarter to the last quarter of 1960 (the first half year of the Korean War),
personal taxes in absorbing $3% billion of the §18 billion of sdditional inocome
contributed something to the fight against inflation, whereas in the eight months
ending Februa.ry 28, 1961, the amount of Federal Raserve credit inoreased from $18.5

ary
billion to $23.2 billion. The inflation/effects were not fully felt, however,

1. Re V. Rosa, "The Reviwal of Monetary Polioy," The Review of Economios and Statistios,
Pebruary, 1961, p. 30. (Interpreting Senator Douglas and Dr. Goldenweiser.)

Digitized e FSomate Dooument No. 129, Report of the Subcommittee on Monetary Credit and Fisocal
httpi//fram'miw,vg/on S. Con. Res, 26, January 4, 1950; also see Joint Committee Report on
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4.

because the 8ystem lost $2.1 billion of gold and the amount of money in oirou=
lation rose by {200 million. Member bank reserve balances rose by $3 billion,
howover.l

In 1961, for roétz'ainin;; inflation we can depend also upon oontrpliof
investment and ultimate oontrol of wages and income. MNonetary supplies and demand
for money will respond to these forces ~- as in World Var II, when restrictions on
investment and various other controls, and unavailability of consumers' goods not
only were reflsoted in reducsd oreatioms of new money but also in inoreased demands
for money ‘or hilding. Use of these anti-inflationary mesusures also depends on a

willingness to apply them which, unfortunately, still is not evident. But in the

war years these measures proved more effective than monetary measures.

Iv.

Senator Douglas and the Federal Reserve are apainst Treasury polioy on
the grounds that the support of the securities market forcas the Federal Reserve to
purchase government securities in emounts that result in excessive bank balances
and hence of bark m::ney, and thet the resulting rise of prioces 1s costly to the economy
and even to the Treasury, for a rise of prices of 10 per cent would cost the Treasury
£7 billion on H:e 1961~62 budget and an inorease in the rzte of interest of % ;:f 1
per cent only §:. biliion. So long as the Treasury insists upon & 2% per cent long=
term rate and other rates tv matoh, so long, in the view of the opponents of Treasury
poliocy, is the lonetary Authority stymied in its ocontrol over monetary supplies.

We must be clear on objeotives. The offioial disoussion is in terms of a
rise of rates o 3 = & per cent -- not one of, say, 1 = 6 per ocent. A rise of rates
of 2 -~ 4 pe!: cent might achieve a great deal; but it is dublous that one of % - %

per cent would result in much beyond a partial demoralitation of the securities market,

1L A transfer c¢f Treasury balances of $400 million from ressrve banks to member banks
Digtizeia9oounted in part for the rise of member bank reservss.
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with investors awalting further deoclines in prices and rises in rates. Suoch
opsrations may be hazardous when $50 billion of seourities mature in a year and
the country faces large defioits.

The main objeotive of a rise of rates is to inorease savings and reduce
investments, for it is ths excess of investments over savings that is inflationary.
(Official and supporting statements seem to rely too much upon the old«fashioned
approash of the money-price relationship, and seem to refiect unawareness of the
faot that the monetary supply 1s but one aspeoct of the general pioturo.)l

In ths writer's opinion, Senator Douglas is altogether too sanguine con-
oerning the rise of instituiional investments in publio ssourities following an in-
orease in the rute of interest of & of 1 per cent. The fact is that in the five
years ending June 30, 1960 the issues held by financial institutions deolined from
68 to 45 per ocsut of all issues, with commercial banks disposing of $18.5 billion
of securities. Yet the rate of interest on short-term issues rose greatly, the oom=
puted rate on ail issues rose by 2/10 of 1 per oont.(lo per cent of the 1946 rate)
and the rise of rates was concentrated on tﬁe short-term isswms, largely held by
finanoial institutions. Although total debt outstanding declined by $1 billion 4in
these five years, the short-term issues outstanding fell by $22 billion. Appereatly,
despite higher rates (and the rise ﬁn rates desplite smaller amounts outstanding), the
financial institutions were losing interest in publio seourities. It is interesting
that in the year ending Decomber 29, 1960, the Federal Reserve inoreased its invest-

ments in short-term securities by $5.1 billion and disposed of $3.2 billion of bonds.

1. The reader m'ght consult the replies of the Federal Recerve Board (op. oit., esp.
pps 21«44) to the Douglas gquestionnaire. This is an able statement of - obJeotives
of polioy and the manner of achieving them. But the assoclation of monetary polioy
with the savingu~investment relationship, or with income end othsr poliocies that affect
prioces, is not presented. ind the discussion of fisoal policy has a ring of pre-
Keynesian days.
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6.

I do not believe that a rise in the rate of interest of & per cent is
going to inoreare savings greatly, and ocertainly the additional savings will not
go into government securities in large amounts. An inorease of 2-4 per cent is
anothor matter, although even against inoreases of fhese proportions the rise of
inoomes, the uncvailabllity of goods and the promise of price atability are likely
to be more important in stimulating savings than even a rise of interest rates of
2=4 per cent.

With prioces rising by 10-16 per oent per year and large profits to be
made in privats enterprise, an inorease of long=-term rates on public securities of
even 1 per oent is not going to oarry muoch weight. A revolution in savings is re-
quired. From 1941 to 1945, the publio saved $129 billion and put $64 billion into
Treasury issues; but from 1946 to 1950, out of $46 billion of saving only $6 billion
went into government securities. The record for corporations is even less encourag«
ing. Note, also, 836 billion of personal savings, or 31 per ocent of GNP, in 1944
and $11.5 billion, or 3 per oent of GNP, in 1950,

A rise in the rate of interest of 1/2 per cent is not going to depress
investments substantially. Even Senator Douglas admits this -~ and especially when
prioces are risirg at the rate of 10-16 per ocent a year and ocorporate profits are
running at the rate of 350 billion ysarly. The effective attack on investments
is likely to be the one used in the last war; e.g., determination of what is to
be produced, allocation of soarce resources. Indeed, Semator Douglas would oontrol
investment by denying the economioc system money; but here we run into the practical
problems of (1) how much money should be denied the economy; (2) will the saorifioces
be imposed on the industries and firms that should bear them; (3) will the money
in fact be deniud them; and (4) the competition offered by existing supplies of
money. Who would insist that there would not have been a substantial inflation in

the first year of the Korean War without large additional expansion of money?
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Is it possible thut a rise in the rate of interest of, say, 3(-5 per
oent may have considerable effeet. But hers we run into the general problem that
those who urge freedom for the Federal Reserve to manipulate mometary supplies
do not generally support a long~term high-rate policy. In faot, they express
satisfaction with the 2 per oent rate in the forties as compared with the 4 per
oent rate in the twenties. At ourrent rates of interest znd prices, the serviocing
of the national debt of {250 billion ocosts as much as a debt of $600=$700 billion
would have cost in the twenties. An ultimate rise in the cost of the current debt
from §5-6 billion. to 810-12 billion should not be accepted with equanimity. ¥or i:s
the more importent problem of the importance of low rates of interest for the
economy to be dlsmissed lig;ht?.y.

A casy oan be made out against certainty in the long~term rate, as the
Federal Govermmnt disoovered in the latter part of the wer when the inoreased
awareness of the pegging of rates by investors enscouraged a movement from low rate
short=term securities into high rate long-term seourities. Why accept less than 1
per oent on a short-term security when 2 per cent might be had by holding a long=-
term issue for ¢« year? And a oase may be made out for higher rates in inflationary
periods and lower rates in deflationary periods; But we should be oclear on ths issue
of long~term low rates and the greater requirements of stabllity in view of the prob=-

lem of debt manc.gement.

v.
Before oonoluding we should perhaps expand a iittle on the reocent Federal
Regerve-Treasury debate and on the responsibility of the banks.
In the debate of 1950-61, much was made of the large expansion of bank
loans. The growth from $52 billion in June 30, 1950 to $61 billion in January, 19561
was at & record rate. But the rise was largely at the expense of investments in
government securities whioh deolined by $6.4 billion. The banks were deserting the

Digitzed government seocurity market in order to expand loans and (to some extent) purchase
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other seourities (a rise of §1 billion in the latter). With short-term frealnry
issues yielding 1.17 to 1.47 per oent in June, 1950, aceording to maturities, and
bank loans payingz 2.70 per oent, the banks could not resist the temptation to shift --
especially since their liquidity position was guaranteed.

In these months, there was much disoussion of the need of raising short-
term rates. The contention was that a rise of these rates would inorease the cost
of borrowing for the banks snd would discourage them from ocashing in on these
securities with the reserve banks. It was also oontended that a rise of rates
might bring about increased invesiments by finanoial 1net§%g%iona in these short-
term issues. Yet desplte a rise of rates in the eight months ending February 24, 1961,
from 1;17 to 1.39, 1.23 to 1.52, and 1?47'to.1°67 for & menth bills, 9 to 12 month
issues and 3 to 5 year issues,respectively, all commercisi vanks reduced their holdings
of government scourities from $77.3 to $70.9 billion (7 months ending January 31,
1961) and Federsl Reserve 3anks added $4 billion. (From the end of 1945 to January
1861, U. S. Government securities in the portfolio of commerocial banks declined
from $00.6 to 360.0 billion.)

There was also much talk of ooncentrating inoreases on short-term issues.
But a rise in shorte~term rates is bound to affect long-term rates as investors
shift to the short-term issues, now relatively more attractive. Yields on T. S,
Governmont taxable bonds (io years or more) rose from 2.33 per ocent in Jume, 1950
to 2,40 per cent in February, 1961.

In these discussions, the authorities and experts emphasized the point
that the inoreased cost of higher rates to the governwent would not be serious.
Sinoce the rise would apply cnly to new issues, it would take years before any
rise in rates or new ylelds would apply to a large part of the debt outatanding.
Besides, tax colleotions would inorease. Insofar as the rise of rates should be

substantial and defiocits owrulate, howsver, the weight of this argument is lessened.
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Perhaps more important is the point that the cost of the higher interest rat;u to
the government is not so important as the unstabilising effeot on the government
security market, and the adverse effeots on the economy of the reversal of the long~
run low interest rate polioy.

The Douglas Committee, the Joint Committee or the Economic Report in its
most reoent statement, the Federal Reserve, and the economist supporters of Con-
gressional and Reserve position (e.g., notably Chandler and Bach), all emphasize the
inflationary dangers of oxpanding supplies of money, In this note I have sugpested
that there 1s cveremphasis of the mometary approsch: But here I bring to the
reader's attention a relevant fastor which his been negleoted. Ysssrs.Keyserling
and Clark of the Council, in a letter to the Joint Committee, state well one aspeoct
that has hoen rather disregarded. The r'izc of output is the primary objeotive;
and if (urforituaately) the rise of money has contributed to inflation, it has also
stimilated gaina of output. Industrial output rose by 10 per cent in the firstsix
months of the Korean War. Further additions of money will be required to assure
a 25 per cent rise of output in the next five years and to provide the additional
ocash required {or holding in a growing economy. The use of the monetary axe may
interfere with this growth.

later 1 suggest that the approach to the problem of monetary inflation
and interest rates may well be a segmsntation of markets, with the government
seourity market protected by pravision of speoial supports; the banks are to hold
speoial reserves in govsrnment seourities.

The bunking business is a public utility business, as is reoognized by
the speolial'regulations to which it is subject. One may raise the question, as
lusgrave has, whether the government securities in World War II should have been
1gsued to the commercial banks in the first instence. Might it not have been better
to issue them to reserve banks, with adjustment of reserves of member banks? At

Digitizc AR Fate, the banks received gemerous compensation for untertaking the responsibility
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of manufacturing money and buying seourities. The banks surely should not be allowed
the freedom to dispose of government seourities at their disoretion or, as an alterna-
tive, to be offered rates high enough to remove the inocentive to switoh to private
borrowers. In part the liquidation of $30 billion of securities by cormercial banks
sinos 1946 refleoted attempts to demonetize the debt; but in rert it reflects be-
havior by banks not fully Justified in the light of their reaponaibilities.l

vI.

Let me ocnolude by allowing that monetary polioy haz a place in the anti-
inflationary fight. But on the basis of past oxperfenoe, we insist that it is not
likely to play an important part. 1Its relegation to a secondery role rests not only
on history dbut also or the development of Keynesian economics. It is inoreasingly
fashionable to attack the problem through fiscal policy, to concentrate attention
on savings and investmont and the variables whioh influence thuome In a mobilisation
eoonomy, there are also available controls to influence savi.gs and investment.
Yoney is only one approach to the rate of interest and the letter orly one approach
to savings and investment.

There oan be no doubt but tha’ the high degree of liguldity in the
American economy of 1961 1is a serious threat to stability. Should defiocits continue
to oumulate, then the problem may hoeows evem more serious. There is a ocase for
reduoing the magnitude of liquid assets, This may hold even if it is admitted
that on the basis of American eoconomio history the publioc needs more liquid assets
not only (1) pari passu with the rise of output but also (2) tecause the proportion

of liquid assets to incomes rises greatly with inoreasing standards of living.

1, Cf+ Joint Committee on the Economic Report: General Credit control, Debt Management
and Eoonomic Vobilization, 1961. Here is the latest statement of the Joint Conmittes
supporting the Federal Reserve position; able supporting statements by Messrs. Chandler
and Bach, the exchanges between the Treasury and Federal Reserve, the Keyserling-Clark
letter on the relation of monetary expansion and output, and vigorous support by Messrs.
Ecoles and Musprave of special reserve requirements in the form of additional governe
ment seourities to be held by banks.
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The orucial point is how do we attaock the excess liquidity problem.

The Federal Reserve and Douslas position is that we attack it through a rise in
the rate of interest and monetary restrictionism. It may be desirable to provide
tax money in exchange for liguidity, that is to inorease the yleld on government
seourities. Bubt I sugrest that before this is done, with its threat to the low-
interest rate pslicy, other means be considered first. There is the old idea of
immobilizing sosurities against deposits in the banks. Surely the banks, in a
virtually risklsss business, should not be allowed further rises in rates and
profits as their portfolio of governments riseu. The publio generally may be
enticed at a price to put money into illiquid povernment securities as defioits
ocumulate. But 2 simpler solution may well be heavier taxes and compulsory loans
(i.0., tax~loani). These, togother with income control and, where necessary, ade-
quate price and supply controls, may keep the supply of money in oheock and induoce
additional deraid {'or money for holding. Only in so far aas the seriousness of the
world situation does not Justify generéul use of oontrols and the llqudity problem
continues to threaten stability, would special incentives to non-banking lenders
be justified.

In short, we should seek help in the fight againat inflation wherever it
oan be had; but we are not optimistio concerning the contribution likely to be had
from monetary polioy. In the present (Spring, 1951) state of the world orisis, we
should depend pr'imarily on fiscal polioy and secondarily on limited inocome and other
oontrols. lonsiary polioy may be helpful, but as the orisis deepens, it is likely
as in the past cmergencies o become increasingly passive.

In this discussion, I have not dealt with the restraints on monetary ex-
ponsion exercisud through controls of particular types of loans, or even rationing
of total loans or freezes on the amount outstanding. These, in fact, belong to the
ocategory of direct oontrols and not to general monetary control operating through

~ changes in the price of meney.
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