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T0: Federal Open Market Committee

FROM: Mr. Young

For your information, there is attached
a copy of a paper by the Secretariat of Working
Party 3; Economic Policy Committee of the OECD,
on "United States Monetary and Debt Management
Policy,"” which the Becretariat circulated as a
basis for discussion at the WP 3 meeting in Paris
on December 12-13, 1962. Also attached is a copy
of comments I made in ansver to the Secretariat
paper.
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WORKING PARTY NO,3 OF THE
ECONOMIC POLICY COMMITTEE

UNITED STATES MONETARY AND DEBT MANAGEMENT POLICY

(Note by the Secretariat)

1. To faclllitate the dlscussion of the Working Party at
1ts meeting In December, this note attempts to summarise:-

(a) The views on which the United States
authorities have based their policles,

(b) The views which have led to certain
European criticlsms of those policies,

Section (c¢) puts forward, as a basis for discussion,
certaln conclusions which might be drawn from the exchange of
views to date,

2, (a) U.3, Views, These can most convenlently be found

In the remarks made recently by Mr, Roosa to the Mortgage Bankers
Assoclation of Amerlca, excerpts of which are annexed to the
present note, Accord{ng to Mr, Roosa, the United States
authorities "placed the central focus of our /monetery and debt
managemenj7 policles on encouraging and raising the lewel of
private investment", In inplementing this policy, the
authoritles refrained from any action that would put pressure

on the long-term market; 1indeed the reverse: ' they sought ways
of stimulating long-term Iinvestment flows, e,g. through Federal
Reserve and Treasury purchases of long-~term Government securities,
and through measures to reduce the cost of mortgage financing.
Concurrently, the authorltles lept the economy, and partloularly
the banking system, adequately llquid to meet any possible
domestlc demand for business flnance,

47238
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S It 18 clear from Mr, Roosa's remerks that the United

States authorities were acutely aware of the problems posed by the
need simultaneously to stimulate domestic investment and discourage
increased capital outflows, In faot, the steady increase in the
supply of outstanding Treasury bills was specifically designed to
sustain short~term interest rates and thereby reduce any incentive
for the export of interest-asrbitrage funds, The pursult of policiec
which contributed to the stability of long-term intereut rates in
the United States end the maintenance of liquidity in the economy
reflected two beliefs:-

(1) thet the balance-of -payments consequences of
these policies were relatlively small; because
long~term caplital movements are not very sensitive
to relative interest levels; and because short-term
interest rates can be used to limit substantially
the outflow which the 1liquidity of the aystem
tends to provoke;

(11) that 1t was so important to maintain a finaneclal
climate which would encourage domestioc investment
that such adverse effects on the balance of pay-
ments as there were must be accepted,

4, (b) Buropean Views, These seem o differ from those of
the United States authorlties on each of the above points:-

(1) the differential between United States and
European long-term interest rates, toge ther with
the liquidity of the banking system, are thought
meterially to have contrlbuted to the outflow of
funds from the United States in spitc of the
policy pursued on short-term rates;

(11) 1t is questioned whether monetary ease is likely
to stinmulate investrient in the absence of other
measures to stimulete demend,

5, (c) Conclusions, The Working Party may feel that some
further discussion about the effect of monetary conditions on the
United States balaonce of payments and dorestle activity 15 neces-
sary. But there may alroady be some basgis for agreerient about
what should now be done, Wo suppest the following as a point of
departure to see whether any =uch basis exists,

(1) the present combination of policles was decided
on, in essence, nearly two years ago.

(11) Subsequent events have altered the balance of
considerations, so that the time 1s ripe for re-
conslderation of policy; reserves are continulng’
to fall and this means that external considerations
should have greator weight; the gap be tween the
actual level of activity and the potential 1is still
significant,
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(111) Some adjustment of United States policy has already
been made, 1n the form of speclflc measures to
stimulate 1nvestment, And more action 1ls now
proposed 1nh the shape of tax reductions for 1963,

(1iv) Monetary policy also needs to be changed,

6, In respect of point (iv) above, Mr, Heller!s statemsnt

before the Joint Economic Committee, 8th August, is very relevant:
"Any move towards a sizeable tax reduction rmst, of course, be
accompanled by a wlllingness to move towards higher interest rates
if this should prove to be necessary: (a) to discourage any adverse
capltal flows that might develop, or (b) to offset any inflationary
pressures that might ensue if the rebound towards full employment
should prove to be unexpectedly rapid."

7o Further dlsocussion in the Working Party 1s needed before a
conclusion on the nature and timing of such a change in monetery
policy can be recorded, There would seem three Mroad alternative
courses which could be taken with respect to timing:-

(a) the extreme course of tightening monetary
conditions now, without waiting for the budgetary
relaxation;

(b) the more moderate course of tightening monstery
conditions concurrently wlth the proposed tax cutj

(c) the decision simply to allow the larger budget
deflcit, and subsequently the rising demand for
funds that would accompeny the expansion of
activity, to have their natural effects on the
money and capltal markets,

None of these three courses would be consistent with esction
to prevent the lncrease in the budget defilcit from having its
monetery Iimpact, The Secretariat feels 1t nécessary to make this
remark because, at the recent annual examination of the United
States by the Economic and Developmsnt Review Oommittee, the United
States representatlve suggested that such action might 56 found
desirable next year,

8. With respect to the nature of any change 1n monotary

policy, the Secretariat assumes that emphasis would be placed on
reducing the rate at which reserves are provided to the banking
system by the mone teary authoritles -~ accept ing whatever consequences
such action might entall in terms of reduced bank liquidity and
higher levels of Interest rates throughout the maturity range -~
rather than through any policy designed specificaelly to ralse long-
term rates,
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December 12, 1962

COMMENTS ON SECRETARIAT NOTE ON
U. 5. MONETARY AND DEBT MANAGEMENT POLICY

1. A dominant purpose of monetary policy everywhere is to help
avold heavy domestic unemployment of labox and capital resources. There does
not seem to be s difference between U. S. and European views on this score.

2. As a general principle, this purpose should be achieved with
minimum unsettling effects on internstional payments flows. Under present
conditions in the U. 8., this means that it should be achieved in ways that do
not conflict with efforts to reduce the U. S. payments deficit, and even more
go in ways that do not tend to increese that deficit. Again, there does not
seem to be a difference between U. S. and European views on this score.

3. In principle, efforts to reduce domestic unemployment can be
made consistent with efforts to reduce a payments deficit, especially in a
country where movements of investment funds play an important role in the
balance of payments. Increased domestic activity not only tends to lncrease
equity yields and thereby to make the country more ettractive to domestic and
foreign equity cepital; it also tends to raise both short- and long-term
interest rates and thereby to make the country more attractive to domestic and
foreign capltal seeking fixed-interesi investment, including investment in
both money and capital markets. It is hard to belisve that there is any dif-
ference between U. 5, and European economies on this point.

b, On the other hand, efforts to reduce unemployment may lead to
g rise in U. S. imports that would meen a deterioration in the country's pay-
ments balance on current account. But if these efforts are accompanied by

successful measures, including improved tax incentives to investment, that
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keep wages from rising more than productivity, the betier utilization of exlsting
productive capacity should lead to a decline in unit costs that will tend to
improve the U. S. competitive position both for export and for import-competing
industries and thus to offset, partly or even entirely, the rise in lmports.
There scarcely seems basis for difference between U. S. and European views on
this point.

5. There can thus be difference of views on only two aspects of
possible actions in the field of monetary policy: (a) whether efforts to reduce
unemployment should include still easier mometary policy; and (b) if they should
not, whether efforts in other fields, notably the fiscal field, should be
sccompanied by a tighter monetary policy.

6. There is no difference between European and U. S. views on point (a).
On nelther side of the Atlantic is & further marked eesing of U, S. monetary policy
being widely urged. This 1s as true for policy measures that might contribute
to lower long-term rates ag for those that might foster increased benk liguidity
and lower short-term rates.

7. There is little difference in principle on point (b). On both
gides of the Atlantlec, 1t is recognized that expansionary non-monetary policy
action should not be permitted to generate inflationary pressures on coste and
prices or to stimulete unduly the outflow of short- and long-term capital. The
only difference can concern (1) the degree of offsetting restraint necessary to
avold such adverse repercussions, and (11) the ways in which such restraint

should be accomplished.
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8. Here sgaln the differences can be further nerrowed. There is no
difference ebout the desirabllity of avolding short-term rates that would
stimulate volatile movements of short-term funds between internatiomal money
markets insofer as debt menagement and monetary operations can do this without
impairing other obJjectives. Actually, U. 5. policy has been remarkably success-
ful in this fleld. Untlil recently, the outflow of short-term funds had been
reduced to relatively small dimensions and a recrudescence in the fourth
quarter, largely connected with both developments in Caneda and the Cuban crisis,
was rapldly brought under control.

9. As to long-term funds, some European observers, in our Judgment,
conglstently exaggerate the role of interest-rate differentisls. Foreigners
borrow in the United States in large part because the U. 8. capital market is
the only one that is completely free of controls, and sapart from the London
market the only one that can accommodate lerge flotatioms without trouble and
at low underwriting or issue cost.

10. It 18 true that foreign long-term borrowings in the U. S. market
this year will probably reach a total of $1 billion. A large part of this
total is represented by the heavy volume of Cmnadian issues flcated in the
second half of the year. This long-term borrowing can be curtailed only by
means that would similarly curtail domestic long-term borrowing as the Canadian
and U. B. capltal markets are 8o closely intertwined that U. 8. monetary
authorities could not hope to create by their own actions an interest-rate
differential between the U. 8. and Canada that would choke off the under-
writing of Caenadian issues wlthout also choking off some volume of domestic

flotatlons.
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11. Capital issues of non-Canedian forelgners in U. 5. markets are
consistently taking place at rates significantly higher than those for domestic
or Canadien flotatlona. Experience has shown that interest rates on these
lssues vary much less then do interest rates on comparable domestic issues.

Thus, 1f domestlc interest rates could be raised by as much as, eay, one per-
centage point, interest rates on non-Cenadian foreign isaues would tend to rise
only by a fraction of one point. This means thet moderate increases In rates
could not be expected to have much effect on the over-all costs of foreign
offerings in U. 8. markete and conversely that any increase in rates that would
have significent effect on forelgn offerings would have en even grester effect
on the volume of domestic flotations. It is worth recalling that many investors
who would be expected to respond to changes in long-term rates--public utilities,
public transport, residential construction--are ipolated from market factors in
many European countries by government ownership or some sort of government
licensing or other controls. Under such clrcumstances the influence of long-
term interest rates on investment decisions might be expected to be substan-
tlally less then in the U. S. economy where such direct government influences
are largely absent.

12. Under existing conditions and obstacles to international horrowing
in foreign markets, the relative interest inelasticity of foreign security offer-
ings in the U. S. is illustrated by the experience that identical foreign borrowers,
corporate and governmental, have borrowed in the U. 5. at higher rates than in
other financial mesrkets. This suggests that foreign issues in U. S. markets could
be significantly affected only if rates in the U. 8. were permitted to rise well

above rates in other leading forelgn markets.
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13. In view of the relatively high rate of monetary savings in the
U. 3., and the relatively low rate of demand for ilnvestment funds, which both
reflects and is a maln reason for the present level of unemployment; any attempt
of the monetary suthorities to force long-term retes in the U. S. significantly
above those in other leading countries would not only fly in the face of market
forces but would also cripple any attempt at reducing unemployment by non-
monetary means.

14. To summerize, then, the only feasible way for monetary policy
in the U. S. to proceed in promoting domestic objectives without having an
unduly edverse effect on the U. S. payments deficit is thus: (1) to continue
to keep short-term rates at levels that limit outflows of volatile funds;

(2) to avold a further significant increase in bank liquidity at a time of
rising domestic demand for bank loans 80 as to curb any spill-over of bank
lending capebility into meeting foreign demsnds; and (3) to permit long-term
rates to rise, not by resorting to defletionary mometary action, but as the
result of monetary action designed to keep money and capital markets orderly
and well functioning, so that they naturally respond to such rise in demand for
investment funds as mey be expected to follow expansionary fiscal policy.

15. Nomn-inflationary rather than deflationary monetary policy will
be particularly appropriate in case of a significent increase in the U. 8. Govern-
ment deficit from tax reduction in fiscal 1964, as such a deficit would give rise
to increased Treasury demand for loanable funds. If there were to be little or
no bank credit expansion and the Government's demand for credit were to absorb
a total of losnable funds equal to the supply made available by tax reduction,
the flscal policies giving rise to the deficit would tend to have little net

expanalionary effect.
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16. The Secretariat paper contends that the present combination of
financial policies in the U. 5. was decided on, in essence, two years ago.
Actually, as we have tried to emphasize Iln our various presentations in this
Working Party, the U. 5. debt management and monetary policies are never
“made" in the sense that the Secretariat paper would seem to assume. They are
continuously reviewed and discussed; and thelr technicel interactions appraised.
What appears as policy retrospectively is the product of a stream of policy
decisions made each week in the light of the financial problems confronting the
authorities. So long as the problems continue to be of a particular character,
existing policies will be continued. In this senase, present policies were made
last week--not two years ago. Both debt menagement policy and monetery policy
have unique qualities of administrative flexibility, a characteristic that
distinguishes them in the U. 8. from fiscal policy. If the problems which they
respectively confront change, they can be expected to adapt in the light of the
changed circumstances. But it is not possible to predict their individual
adaptation, except to say that such adaptation would be within a general frame-
vork of operational principles eppropriate to their specific role and function.

17. Finally, the appropriateness of any nation's monetary and fiscal
policles must be related, first and foremost, to the fundamental strength and
tendency of its economy. The sallent facts on the fundamental U. 8. position
are as follows:

(1) U. 8, economic activity, while high, leaves substantial

portions of resources unemployed.
(2) The U. 8. economy shows no signs of inflationary

pressure.
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(3) By historical standards, the U. 8. trade surplus
with respect to the rest of the world is high,
absolutely and relative to the stage of the cycle.
(%) The improving relationship of U. 8. costs to foreign
costs suggests further gradual strengthening of the
international competitive position of the U. S. as
an exporter.
These fundamental facts cell at present for a moderately stimulative
monetary policy supplemented in the near-term future by a more expansive
fiscal policy in the form of a tax cut. Buch a policy is particularly
appropriate in the present circumstences when improving businees sentiment
may make the economy especially responsive to ample credit availability.
And it needs to be remembered that the U. 8. economy has for meny months
been delicately balanced, with important elements of business opinion
inclining to the view that the economy's next move would be down. U. S.
monetary policy, we belleve; has operated to help avold this outcome and

to foster a financlal climate favorable to resumed expansion.



