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EXECUTIVE OFFICE OF THE PRESIDENT

COUNCIL OF ECONOMIC ADVISERS
WASHINGTON 25,D.C.

February 2, 1850

MEMORANDUM

To: The President
From: The Council of Economic Advisers

Subject: Analysis of propossl that "Treasury actions relative to
+setransactions in the public debt shall be made con-
sistent with the policies of the Federal Reserve," con-
tained in Report of Subcommittee on Mone tary, Credit
and Fiscal Policies (Senator Douglas, Chairman) of the
Joint Committee on the Economic Report, issued on Jan-
uary 23, 1950 as Senate Document No. 12G.

While the Report of the Subcommittee on Monetary, Credit
end Fiscal Policies deals with a variety of matters, the larger
part of the Report is devoted to a general discussion which reaches
8 climax in the proposal that "Treasury actions relative to ..strans-
actions in the public debt shall be made consistent with the poli-
cies of the Federal Reserve," and that a Joint Resolution be adovted
declering that this is the will of Congress.

+ The Council of Economic Advisers dissents vigorously from
thic proposal. We set forth below the reasons for this dissent, as
transmitted to the Subcommittee in response to its reguest.
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The views of the Couneil relating to monetary, credit, and fiscal
policies were presented to the Subcormittes (Hearings, pp. 533-538).
but not in the detailed manner in which we are now requested %o comment
upen the report of the Subeommittes, There is no disagreement upon the
point that these polieies as a group have very great importance in deter-
mining the success of the Hation in attaining the objeetives of the Ime
ployment Act of 1946, The Council is glad to express its full agreement
with most of the conelusions reached by the Subcommitiee in the broad
shudy vwhich it has -completed with such romerkeble speed. They mark a
very real advance in the racognition of the vital role which Govermment
programs mst play in our complex economy if it is o be maintained on
2 high level.

Ve shell discuss the several rocommendations of the Subecommittee,
other than those which call only for a spsecific study, in ths order in
ich they are presented in the report, under appropriate Roman numsrals,

The larger part of the report of the Subcommittes is dewvoted to a
general discussion of monotery, credit, and fiscal policies and to the
relations of the Treasury and Pederal Reserve Board, leadins to recom~-
mendations I, II, and III, which reach a climax in the proposel that
Tpeasury actions relative to. . .transactions in the pudlic dedbt shall
be made consistent with the polieles of the Federal Ressrve," and that
2 Jjoint resolution be adopted declaring that this is the will of Congrsss.

The SubcommiZtee has not been led to this portentous proposal be-
gause thers ies now any controversy between the Treasury and the Federal
Reservo Board. The Secretary of the Tresasury and the Chairman of the
Board have both $0ld the Subeommittes that the policies in vhich each
of them has an important intersst have been worked out through successful
cooparation and thet they have every expeciation that they will be worked
cub in the future in the same way. Neither of them wishes to raise the
guestion of dominant authority and each of them objects to being pushed
5nto & controversy which they believe is unnecessary. As 2 prinsciple of
good administration, it is {true that a division of authority with respect
to a matior of this importance is umvise., As a matter of practical
working policy, the Secretary and the Chairman are probably xight in
preposing the continmuaace of the present successful relationship when
an effort to charge it would surely evoks the sharpest coatroversy in
the field of debt management vhere quiet and confidence are supremely
important., We therefore refrain from & dstailed discussion of the
o question whether final authority to determine adminisirative action of
Daeed or FRASER  the broad economic significance which the Subcommittee attributes to
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credit and fiscal policiss should he vested in the Chief Executive chosen
by snd responsible to the people or shonld bs lodgsd in an administrative
board responsidle only to a legislative bedy which is not organized in a
manner which permite 1% to supsrvise contiming and flezible adminisirative
asiion.

Dabi-manasoment policy. The proposal of the Subecornmitiee results
from 1ts conclusion that the debi-managemsnt policy followed by the
Treasury and the Federzl Reserve Board with repsated public approval of
the President is wrong in ons imporiant raspeet and that the decisions
of the Treasury should zot give primary consideration to contimmed easgy
refunding operations at low-interest rates., Tho Subcommitice belioves.
that the debt-memagement policy 2s well as the eredit policy should Fhe
aided primarily by considerations relating to theilr effects on employment,
produeticn, purchasing power, and price levels.® Ii recommonds that
Congress dirsct this change in pelicy by Joint reesolution. This, the
Subcommitise says, should be done in order to permit tha cenmtral bank %o
attempt to stabilize the economy by 2 policy o¢f monsitary and eredit
control for the success of which the Subcommittee offers no stronger
hope than that

"our monotary history gives 1litile indication as to how
effectively we can expect avpropriate and vigorous
ronstary policies to promote stability, for we have never
really tried them." (Report, p. 18)

The only point in igsue, aside from the question of final authority,
is whether the debt-management poliey shonld be modified to permit long-
term, 2% perceat Govermment bonds %o .fall below par 4n periods of infila-
tion., The general pollcy was described by the President in his Anmual
Beonomic Report in 1048, in these words:

A most important pari of owr dsbi-management policy has
besn the program o support the markei for Government securities,
During the war peried, when it wds vitally necessary %o maintain
a market vhich would abserb vast lasues of sdcuritlies at low
interasst rates. the Fodexral Reserve stabilizsd the market through
its open market opsraiions in buying and selling short-torm
Government securities at low retes of interest. Now that it is
no longer necessary for the CGovermment {o increass its debt,
short-term interest rates have been permitted %o rise, A
decline has also been psrmitied in prices of boads from the
premium prices to which they had risen as a result of market
dsmands in the early postwar period. XNo bonds, however, have
besn permitted to fall below par end it is the deslared pur-
pose to contim:e active support of Gowverament bonds for the
purpose of meiniaining an orderly and stable market at a low

level of long-%erm interest rates." (p. 85)
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



£2h na The President in
diseussien tiﬂe p*oblem in his smral Economic Renorts and the Council
of Feononmie Adrisers in their reporis have zlways recognized that the
present policy "doss not permit the Federal Reserve %o make effective
use of the traditional method of limiting inflationary movements in

the economy by requirins banks to borrow in order to obtain esdditional
reserves and by ralsing the discount rate charged on such borrowings.®
After making this statement in his Economic Report in Jamary 1948, the
President continued:

"In the recent congressional hearings theore have been
proposals to solve this dilemma by abandoning the support
policy end fraeinz the Federal Reserve banks to bring about
an anti-inflationary contraciion of credit by increasing the
discount rate, as was done in 1920. No such changs in policy
shomld be considered. The financlal world should reat easy
that the invesiment market will not be subjected $o the ds-
moralization vhich swept over it in 1920 when the unsupported
mazket for Govermment bords fsll about 20 percent below par.

raAffirmation of a policy of supporting the Govermment
bond markst as a contiming prozram of the Government re-
quires the usa of other and less dangerous mathods 4o restraln
inflaticnary baniz credit. Voluntary but effective restraing
by the banks of inflationary bank credit expansion may prove
adequate to the probtlem. If it does not, more direct action
by the Federal Reserve banks will be required. Such actions
as m2y be taken will not involve withdrawing support from the
Government bond market."” (pp. 8 '

In his Economic Repsrt in Jamuary 1989, tho President again affirmed
hie purpose to contime his debi-mansgement policy, saying:

%The pubtlic debt will contimme {0 be managed in & manner
that will malte a maximum coniribtution to the stability of the
economy. An important factor in this program will contime o
be the mainienznecs of siebility in the Govermment bond market,

® K % % %

#0nly ouring the last fow years have we had experﬁ.ence in
dealins with the probvlems of managing a public dsbt of the size
the country now bears. The policy of gupporting the price of
long-term Covernment donds at the 2; percent yleld level has
been eminently successful.” (p. 11

The Council alsc discussed the debi-managaoment policy and the
problam of Federal Reserve power to influence eredit conditions in its
Digitized for FRASER Armusl Fconomie Review, forwarded to the Congress by the Fresident with
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his Beonomic Report of 1949, and set out its reasons for believirng that
it wonld be & serious error to change the policy and to adopt that vhich
i now proposed by the Subcommittes (pp. 42-43). Farlier, in its own
Anmgl Report te the President in December 1948 (pp. 27-28), in a dis-
cussion of the difficuliies flowing fiom the need o adjust each cconcmic
policy to the confliciing requiremenis of others, the Council used the
doht-manesement policy as contrasted with Federnl Reserve cradit conirel
as an example., Wo sald:

"inflation is dangerous, and it is fed by our cheap-
‘money policy. But it would be reckless to mocdify thet
policy by changss which might ereate uneasiness about the
national credit and disovder in finaneial merkets at a
time wvhen the pation must support a vast public debt,.*

These statements were made by the President and by the Council when
they were franikly worried by an inflationary movement which they felt was
ercating sericus danger to the economy. The issue is now raised by the
Subeomnittes when 1% sees no Anflationary throat, and when the prices of
Government bonds are well adove the peg point of par, and may be expected
to remain there unless the preposed reversal of the debi-management
poliey by Comgresslonal resolution should itself create such doubt and
uneasiness among the holders of Government bonds thet we would face =z
vave of liguidation. Our apprehension on this scors was expressad when
we appeared before the Subcommittee, (Hearings, p. 537)

: : v. On page 26 of its
report, the Subcomttee smmariaes the f:.ve reascns advanced by Treasury
and Foderal Reserve officizlis for supporting the price of Government

bonds even in pericds of inflation. We thinic these reasons are valid and
so cogeny that they require that dedbi~-menagzement policy mmst be dominant
and that we mist look for other ways to restrain dangerous inflaiion
rather than subordinats the debi-management policy to traditional ceniral
bank operations. The five roasons ere largely included within the single
point that the present policy maintains confidence in the public credit
and mekse it possidle at all times for the Tressury to find tuyers at

lovw intersst rates for new securities issued to refund our enormous pudlic
debt, The Subcommlittee neither acceptsz, rejects, nor qualifies zuy of the
five reasons, btut of this one it says it "looms imporitant to the Treasury.®
We believe that it is important in realiiy and not merely in appearance.

We do not have & complacent attitude towards the problems of managing and
refanding 2 250-billicn-dolinr dobt which haz to bs rolled over &t the
rate of 30 billion dollars each year,

Degpite the drumfire of eriticism which has been directed 2% the
debt-managenent pelicy fram ceritain finaneisl guarters, the jJudgment
of the President that 1% has been "eminently successfMui® 1sg wholly jus=-
tified by the record of the past five yoars, Our economy was unshsksn
by en immediate postwar slump which meny now overlooiz, misled by the
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faet that slov demobilization withheld millions of our youns men from

the labor market, It brought a decline of mere than 60 percent in pro-
duction of durable goods, 2 substantiel decrcase in nondurable production,
end an increase in unsmployment even vwhen millions of war workers were
vithdrawing fron the labor forece. The policy made available atundant

and chesp credit to business when it then endeavored to carry its share
of the responsibility in the race with inflation by increasing productive
capacity. It contrituted to the conditions under which the expected
flood of ligquidation of savinzgs bonds did not materialize, and sales of
savings bonds have continued in large volume, It preserved a solid credit
poeition for the Govermment when the great econorie question argse wvhether
the end of inflation would become the dDezinning of economic eollapss. I%
has even added -to the prosperity of some-cusicdians of funds who disdain
it but vho would have wholly inadequate outlets for the swollen deposits
ecreated by the war 1f they did not know that they can safely invest in
Government bonds becausse the maritet price will be supported.

Contral haplk controis. This is the record of the policy vhich the
Subcommiitoe wonld now abanden. What is the record of the proposed sube
stitute policy of flexible monetary and credit control by the Federal
Reserve System, when we locok to its service in establishing economice
stability? The Subcommittee spsaks of the desirable characteristics of
central bank operations, and it is entirsly justified in praising them
for flexibility and because they are indirect and do not emtail positive
action by Sovermmeont vhich limits the freedom of btusinessmen, But vhen
4% comes to considering their effectiveness in attaining the objectivss
of the Employment Act, the Subcommiitee only says that we can draw no
conciusions from experionce because we have nsveor really tried to use
these policies to affect goneral economic conditions.

¥e do not read history that way. For 35 yecars, Pederal Reserve
discount rates have been shifted up and down. For 25 years the System
has carried on opea-market operations., Changes in reserve requirements
hove been ans of the tools of comtrol for more than a decade, and have
furnlshed experience which pesrsuaded the Council of Economic Advisers to
support the juisment of the Federal Reserve Board that broader power to
change reserve requirements would permit some effective anti-inflationary
action by the central banlr notwithstanding the debi-maaagement policy.
Isperisnce has furniched very valusble guides to the way central bank
power may be used to influence economic conditions, and in our opinion
the lesson it teaches is that we must learn much more bdefore the central
hanlz can act with such finesse and with such confidonce of the specific
reguits of its aciion that we should consider the subordination to it
of the policies of debt~-nznagement,

Repeatedly, in 1is discussion of this probtlem, the report of the
Subcommittee speaks of the need for "vigorous® umse of central bank
power, We assume that 1% is meant thai history furniches no suide to
action beecause central bank operations have never been vigorous enough.
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£ this aleoc means that the writers of the report look to the Federsl
Reaarve Board to interpret the proposed Congrassional directive as an
instruction to wse its powvers more vigorocusly in a future inflation than
they were used in the past, the Joint resolution would indeed threatsn
wntold damege to Treasury operations, Before this war, the Board has
only twice been callsd upon to consider action in 2 period of important
inflation. In 1920, it ran the discount rate up to 7 perceant. In 1929,
it pushed the rete uwp until 1t reachsd 6 percent. The dsbato still goes
on, vhothsr the high discount rates caused the ensuing catastrophes or
vhether the econcmic collapse was in each instance due to foreces which
not even ? percent and 6 percent discount rates conld gquell. But cer-
welinly the Reserve Board is not opehr to tho criticism-that 1% hees not
used 1is powers vigorously., If that record shows that even more violent
effort would be necessary in order io maire centrzal bank operations ef-
fective to curb an inflationary movement, we believe the conclusion should
bo that these particular anti-inflationary devices are altogether too
dengerous -to Justify giving to them the first place in the arsenal of
weapons to gain economle stablility. as the Subcommittee propose® &n
Recommendation I.

licy. The admirable discussion by the Subecsmmittee showss
we belisve, that fiscal policy is a far more powerful instrument
economic conirol of sirong economic movements than is eredit psli
the latter is confined within prudent limits, The effectiveness of
fiscal policy will bs greatly inereassd by the correlation thereio of
policies relating to money and ersdit.

We are in general agreement with the views expressed by the Sub-
commitiee about fiseal policy, and about the desirability of & tex
structure which will yleld & surplus ixi periods of high business activity,
while leading to & deficit in perieds of recession, vhen expenditures by
the Government 4n excese of the Bmounts collected in taxes will furnish
valuable support to the sconomy,

We are dublous, however, whether 1t will soon be possible to devise,
as has besn proposeﬁ in some quariers, & tax program vhich will so ac~
curately match the requiremeats of our dynemic economy or will so well
reflect the /reqmrements of many paiterns of inflation and deflation
that once enacted it may be left unchanged except as programs of Goverm
meat a ticn are themselves expandsd or contracted., We thersfore agTras
wli) he views of the Subcommities that the problem of flexibiliiy in

s3eal operations requirss furthsr exploration.
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Formila Flexibility. One fiscal policy which was pressed upon the
Subcomm.t.ttee, but which it has rot recommended, carries to an extremd
the idsa of "formula £flexibility.® Under it some preordained fiscal
change, such as a decrease of 15 percent in income taxes, wnld go into
effect whenever a certain degree of change took place in- -Some preseribed
economice index, say in the volume of unemployment, or ¢he index of whole~
sale prices, or the index of indusirlal production. If one of the econ-
omiec indicators suggested to the Subcommittee were selected as the one to
sound the alarm, it would probably have been-scunding off by the end of
lzst June, and vigorous antl-deflationary ‘action, such as reducing taxes
or increasing Covernment spending,: v;ula autonmaticelly have come into
effect,—-But-the Council of- Ecenw;ic -Advisers, -even. though we knew and
said thet conditions would become even worse in July, advised the Pres-
ident that there were factors outside of the statistical indewes which
in our opinlon meant a revei'sal of the business trend before the end of
August, and we advised him to hold firm on taxes and to hold off on any
program to increase dovernment spending. ¥We now know, of course, that

ne formula plen wbuld have rushed us into the wrong course of action
lasn summer, We do not believe it should ever be a substitute for care~
ful study all of the conditions affecting the economy, and the making
of plang-which then appear to be appropriate to the particular kind of
aiff, ties which require attention and which cannot be described in

The Value of Cheap Oredit. The difference in our position from
that of the Subcommittee arises in part fron a somewhat different view of
the desirsbility of low interest rvates. In the repoyrt of the Subcommittiee
it is said, and repeated, that low interesst rates are generally beneficial,
but it is oroposed o yield that principle in periods of inflation and 4o
use centrzl bank operations to induce an increase in the cost of momey.

Our view is that low intersst rates are always desirsble. In periods
of inflation they have the undesirsble collateral conseguence of contrib-
uting to inflationery forces, but even then they have the economic advan~
tage of facilitating the expansion of productive capacity vhich is the
best road to stability. Where we differ with the Subcommitiee is that
we wounld not sbandon the advantuges of cheap money and use central bank
cperations {0 cause an anti-inflationsry Incrsese in interest rates. Ve
would retain the advantages of cheap monsy and adopt other measures to
curb the inflationmary forces. In extrems cases, as in 1947-48, we would
tighten the availability of credit by pressure upon bank reserves under
the plan proposed by the Fesderal Reserve Beard at that time, but would
hold bhe resuliing trend to higher interest rates with narrow limits.

Regulstion of Instalment Credit. tét.nother point not discussed by the
Subcomnitiee is the regulation of instalment credit. The President has
recommended thet the suthority of the Federal Reserve Board to regulate

Digitized for FRAsiﬁstalmeﬁt credit be renewe&, and yhﬁ Souncil has already presenteﬁ %o
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