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UNITED STATES MONETARY POLICY: RECENT
THINKING AND EXPERIENCE

MONDAY, DECEMBER 6, 1954

Coxaress OF TITE UNITED STATES,
JoiNT CodMMITTEE oN THE Econoaric REPORT,
SUBCOMMITTEE ON JNCONOMIC STABILIZATION,
Washington, D. O.

The subcommittee met, pursuant to notice, at 10: 05 a. m., in room
318, Senate Office Building, Senator Ralph E. Flanders (chairman
of the subcommittee) presiding.

Present: Senators’ Flanders, Goldwater, Sparkman and Douglas;
Representatives Talle, Patman, and Bolling.

Also present: Grover W. Ensley, staff director, and John W. Leh-
man, clerk,

Senator Fraxpers. I would like first to say I am glad to see you here.
I am glad that our panel is here. I am glad that the attendance in
the uncomfortable chairs in the rear of the room indicates a lively
interest, and I am glad that there are other members of the Joint
Committee on the Ilconomic Report here besides the members of the
subcommittee.

The Subcommittee on Economic Stabilization was appointed by
Chairman Jesse P. Wolcott on April 16, 1954, pursuant to the report
of the Joint Committee on the Economic Report filed with the Senate
and House of Representatives on February 26, 1954 (H. Rept. 1256).
The committee report set forth the functions of the Subcommittee
on Economic Stabilization in the following words:

Subcommitice on Economio Stabilization.—The economic situation is obviously
very dynamie. The committee and staff will follow economic trends and develop-
ments from day to day to make sure that stabilizing action on the part of Gov-
ernment and business is effective. To facilitate expeditious study and action
in this field the chairman will appoint a Subcommittee on Economie Stabilization.
The subcommittee will hold learings and conduct meetings as frequently as it
deems necessary and desirable, and will report from time to time to the full
committee on employment, production, and purchasing power trends. It will
follow particularly the role of fiseal and monetatry policy in dealing with the
current recession.

The subcommittee and the committee staft have followed the current
economic trends carefully during the past year, The staff has met
frequently with economic analysts of the executive agencies, of busi-
ness, labor, agriculture, and consumer groups, and the universities.
Members of the committee have joined in a number of these meetings.
As customary, the staff has reported these happenings and develop-
ments to all members of the committee. The subcommittee, in its
executive meetings during the course of the past year, felt that recent
economic developments did not warrant a material change in appraisal
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2 UNITED STATES MONETARY POLICY

of the outlook from that presented by the witnesses at the committee’s
hearings last February, and set forth in the committee’s report of
February 26. We have consequently not seen the need for subcom-
mittee hearings or special public reports during the recent session of
the Congress. We have reported to the full committee.

During the last 3 years much reliance has been placed on monetary
policy in carrying out the objectives of the Employment Act of 1946.
The Joint Economic Committee has actively studied the objectives
and workings of the United States monetary policy. Thorough studies
were made by subcommittees in 1949-50 and again in 1951-52 under
the chairmanships of Senator Paul Douglas and Representative
Wright Patman, respectively. )

Since the inquiry 1n 1951-52 there have been significant changes in
the national economy and in the use of monetary instruments. It
seems appropriate, therefore, and in compliance with announced in-
tentions of the committee in its report to the Congress last February
(H. Rept. 1256), to review recent thinking and experience with mone-
tary policy. The use of the term “monetary policy” in this study is
intended to include IFederal debt management policy. The study will
try to avoid covering the ground of the earlier committee studies, and
will postpone discussion of the immediate economic outlook and the
program to be submitted to the Congress by the President next
January.

The subcommittee, in October, asked the Secretary of the Treasury
and the Chairman of the Board of Governors of the Federal Reserve
System to submit in writing their judgments relating to a number of
questions by November 20 for review by the subcommittee, the commit-
tee stafl, the panel participants, in advance of today’s and tomorrow’s
hearings. I will insert at this point in the record the list of questions
that were transmitted to Secretary Humphrey and Chairman Martin.
We asked Secretary Humphrey to give his judgments on questions 1
and questions 6, 7, and 8; we asked Chairman Martin to comment on
‘questions 1 through 5.

(The questions referred to above ave as follows:)

1. What role did monetary policy play in the period of relative stability follow-
ing the Treasury-Federal Reserve “accord” in 1951, in the months of boom late
in 1952 and early 1953, and in the recession of 1053-547

2, How has the emphasis in the use of monetary instruments changed during
the period sinee mid-1952? ¥For example, how have the various instruments—
open market operations, discount rates and administration of discount operations,
and reserve requireimnents—heen used under varying conditions? Has there been
any relinnce on moral stasion during this period?

3. What is the practical significance of shifting policy emphasis from the view
of “maintaining orderly conditions” to the view of “correcting disorderly situa-
tions'’ in the security market? What were the considerations leading the Open
Market Cominittee to confine its operations to the short end of the market (not
inclucling correction of disorderly markets)? What has been the experience with
operations under this decision?

4. What is the policy with respect to the volume of money?

n. Has monetary machinery (a) worked flexibly, and (3) has the market
demonstrated flexibility in its responses to changes in policy? ¥or example,
how has the policy of “active ease’ been reflected in the level and structure of
interest rate, the volume of credit, and the roles of various types of lenders?

6. Has the debt management policy of the Treasury—both as to objectives and
techniques—been consistent with the monetary policy of the Federal Reserve
throughout the period since mid-1952?
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UNITED STATES MONETARY POLICY 3

7. What considerations should dictate the maturity distribution schedule of
the ¥ederal debt, first, as to the long-run ideal to be pursued and, second, as a
practical operating matter, giving weight to timing and contemporary conditions?

8. Are the benefits and costs to commercial banks of handling Government
transactions clear enough, or can they be made clearer, to determine whether
or not the banking system is being excessively compensated or undercompensated?
What about the Treasury cash balance—its size and management? Should the
Government receive interest on its deposits with commercial banks?

Senator Franpers. Without objection there will also be inserted in
the record the replies of these two officials.
(The documents above referred to are as follows:)

Boakb or GOVERNORS OF THE
IFEDERAL RESERVE SYSTEM,
Washington, November 26, 1954.
Hon. Rarern E. FLANDERS,
Chairman, Subcommittee on Economic Stabilization,
Joint Committce on the Economic Report, Washington, D. .

DEAR SENATOR Fr.aNDERS: In accordance with the request contained in your
letter of October 26 and with subsequent conversations between members of
your staff and the staff of the Board, there are attached copies of the Board's
answers to questions 1 through 5 contained in your press release of November 12,
1054.

Sincerely yours,
Wat, McC. MarTIN, Jr.

REPLIES OF THE CHAIRMAN OF THE BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM TO QUESTIONS SUBMITTED BY THE SUBCOMMITTEE ON ECONOMIC STABILI-
ZATION OF THE JOINT COMMITTEE ON THE EcoNOMIC REPORT IN CONNECTION WITH
SUBCOMMITTEE HEARINGS OF DECEMBER 7, 1954

(1) What role dit monetary policy play in the period of relative stability follow-
" ing the Treasury-Federal Reserve accord in 1951, in the months of boom
late in 1952 and early 1958, and in the recession of 1953-54?

Inflationary dangers in prospect in 1951 made essential a shift in credit and
monetary policies of the sort envisaged in the Treasury-Federal Reserve accord.
Review of subsequent developments supports the conclusion that the policies
pursued were helpful in bringing about and maintaining a reasonable degree of
both stability and growth in the ecottomy. The country encountered an economic
problem of unprecedented nature, namely, carrying out, with no further price
inflation after the 1950-51 spurt, a defense program of exceptional magnitude
short of war while permltting moderate expansion in private expenditures. Pri-
vate demands for goods and services were still in the process of overcoming the
effects of war and postwar scarcities, Credit and monetary measures, together
with fiscal and debt-management policies, helped to make it possible to cope with
this situation through the mechanism of competitive markets and a free price
system. As 4 result, the various direct controls imposed early in the defense
period could be eliminated, thus relieving markets of the rigidities and ineffi-
ciencies inherent in such controls.

The Treasury-Federal Reserve accord was reached after an earlier inflationary
outburst of overbuying, overborrowing, and overpricing in the private economy.
In the first year after its adoption, private spending and borrowing moderated
while the defense program expanded. In the secoud year, however, from tha
spring of 1952 to the late spring of 1953, there was a vigorous expansion in private
§pending and in private credit demands, just as defense expenditures were reach-
ing a peak and the Federal Government faced the need for heavy borrowing to
meet a deficit. Large capital expenditures, inventory accumulation, and heavy
consumer purchases of durable goods—all financed to a large extent by credit—
together with overtime operations in industry and exceptionally full utilization
of resources generally, threatened to develop into an unsustainable boom. Credit
restraints helped to keep total demands within the limits of the capacity of the
economy to produce and to spread the volume of spending over a longer period.

The boom was checked without collapse and was followed by an orderly and
moderate downward adjustment in activity. The adjustment was cushioned by
progressive action to ease credit markets, as well as by tax reductions and other
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4 UNITED STATES MONETARY POLICY

fiscal measures. It has not developed Into a disastrous depression, as many
quite reasonably feared.

The defense program has now been curtailed to a level more likely to be sus-
tained over an extended period. Many of the more urgent domestic and forelgn
shortages resulting from war destruction and postwar reconstruction have been
satisfied. Inventories have been reduced appreciably, and current production is
more nearly in balance with demand. The problem of economic policy has thus
become one of facilitating, yet keeping within sustainable bounds, the normal
growth forces of a free enterprise, competitive economy,

In the remainder of this answer, credit and related economic developments in
the 1951-54 period are described and analyzed in some detail.

Treasury-Federal Reserve eccord

When the Korean outbreak occurred, the financial policies of this country were
hampered by problems and methods of operation inherited from the Second World
War and its aftermath. Federal Reserve credit policies for many years had
been handicapped by trying to combine appropriate credit action with the sup-
port of Government securities prices. These practices, which were adopted
to meet wartime conditions, contributed in the early postwar period to an intia-
tion that had raised the price level to almost double the prewar average beforc
it came to an end in 1949.

Following the Korean outbreak and adoption of a greatly enlarged defense
program, inflation resumed. Various attempts to restrain credit expansion while
continuing to support prices of Government securities had unsatisfactory and
diminishing results as mounting sales of securities to the Federal Reserve by
banks and other holders made funds abundantly and cheaply available for
spending, investing, and speculation.

In a move to correct this situation, on March 4, 1951, the Secretary of the
Treasury and the Chairman of the Board of Governors of the Federal Reserve
System announced that “the Treasury and the Federal Reserve System have
reached full accord with respect to debt management and monetary policies to be
pursued in furthering their common purpose to assure the successful financing
of the Government’s requirements and, at the same time, to minimize monetiza-
tion of the public debt.”

Following this accord, monetary policies were reoriented. Open market opera-
tions were altered over a period so as to adjust the supply of bank reserves to
levels consistent with stable economic growth rather than to support prices of
Government securities. The discount mechanism through which member com-
mercial banks borrow from the Federal Reserve banks was gradually restored
to an effective instrument of credit regulation. Various selective regulatory and
voluntary means for restraining credit extensions in particular areas were
utilized for a time, but to an increasing extent reliance came to be placed upon
the more general measures that operate through the quantity of bank reserves
and through flexible interest-rate movements.

Imposition of ercdit restraints—=Spring of 1951 to spring of 1952

Following the accord, Federal Reserve operations in the short-term Govern-
ment securities market, except for limited purchases during periods of Treasury
refunding, were only for the purpose of influencing the volunie of bank reserveé
in accordance with the broad objectives of Federal Reserve policy, namely, to
contribute to stable economic growth. Purchases of long-term securities by the
Federal Reserve were continued in diminishing volume for a number of weeks
following the accord, but after mid-1951 the Federal Reserve bought practically
no long-term bonds.

Under these policies, any bank or other investor wishing to sell Government
securities generally had to depend on buyers in the market, and the free play of
market forces resulted in some fluctuation as well as some rise in rates. Such
price and interest-rate fluctuations perform important functions of & self-
corrective and stabilizing nature, as is explained more fully in the answers to
questions 8 and 5.

It had y})een widely feared that because of the magnitude of the public debt
the removal _of pegs on prices of Government securities would leave the market
with insuflicient buyers and holders to carry the debt, and thus would produce
a catastrophic decline in bond values and panic conditions in the Government
bond market. These fears proved unfounded. Would-be sellers either found
buyers at prices they were willing to accept or refrained from selling. New issues
were offered at yields which attracted sufficient buyers. Until late 1952, market
yields on long-term bonds averaged less than 2% percent, with prices fluctuatiog
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UNITED STATES MONETARY POLICY 5

between 95 and 99. The rate on Treasury bills gradually increased, but until
1952 remained generally below the Federal Reserve discount rate of 13 percent.
_ The Federal Reserve purchased short-term securities at times of Treasury
refunding operations in order to steady the market. During periods of peak
seasonal needs for reserves by the banking system, the Federal Reserve bought
securities either outright in the market or from dealers under repurchase agree-
ments for limited periods. At other times, however, System holdings of securities
were reduced in order to absorb reserves in excess of current necds. TFor the
year ending April 30, 1952, although there were wide variations during the period,
total Federal IRReserve holdings of United States Government securities deelined
slightly as shown in table I.

During this period banks were supplied with some reserves on balance by
other factors, primnarily a gold inflow, offset in part by a growing currency
demand. To obtain additional reserves, banks resorted increasingly to bor-
rowing at the I'ederal Reserve banks; these borrowings fluctuated considerably
in response to temporary needs for reserves and showed a gradual rising tend-
ency. This was the first time banks had had to borrow to any significant extent
since the early thirties. Since banks are generally averse to borrowing steadily
and the Federal Reserve banks endeavor to discourage continuouns horrowing by
individual members, the result of such a situation was to exert restraint on bank
credit extension and thus on growth of deposits.

Federal Reserve credit and bank reserves, changes from April 1951 1o April 195323

[In billions of dollars]
Federal Reserve credit:

United States securities.__ — —0.5
Discounts and advances +.2
Other factors affecting reserves (sign indicates effect on reserves) :

Gold stock and foreign balances at Federal Reserve banks__..___._____ +1.8
Currency in eirculation —1.3
Other, net +.3

Member bank reserve balances, total +.5
Required reserves -+.6
IExcess reserves —.2

1 Changes derived from monthly averages of dnily flgures for the 2 months Indicated.
Figures may not balance because of roundlng.

In addition to the adoption of more restrictive monetary measures following
the Treasury-Federal Reserve accord, direct controls were imposed on prices
early in 1951 and the allocation of materials in short supply was made nore
rigorous. A general reaction set in from the overbuying, overpricing, and over-
borrowing of the previous months. In the following 12 months, Government ex-
penditures for defense increased sharply, but expansion in business and con-
sumer expenditures for durable goods halted, and the rate of accumulation of
business inventories was reduced. Consumer expenditures for nondurable
goods and services continued to increase moderately. Private credit expansion
slackened. Prices in general showed little change. Some prices that had pre-
viously risen 1ost sharply declined, while some other prices advanced
moderately.

Private credit expansion continued in this period, but the rate of growth was
much slower than immediately after the outbreak in Korea. Commniereial banks,
while slowing down their loan inecreases, added somewhat to their holdings of
short-terin Government securities, being motivated to do so by the attractlon of
higher rates and by the fact that their longer-term holdings were less liquid than
they had !)een under the bond support policy. Credit developments in this and
other periods are indicated in table II, which shows changes in outstanding
amounts of selected types of credit and also by selected groups of lenders or
investors for years ending June 30, 1950 to 1954.

Although corporate security issues increased from mid-1951 to mid-1952, as a
result especially of needs to finance expanding defense activities, the rate of
expansion in bank loans to businesses and in mortgage credits slackened con-
siderably. Increases in consumer credit and in borrowing by State and local
governments were kept within moderate limits, uotwithstanding - continuing
strong demands. The moderation in credit growth was due in part to regulation
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6 UNITED STATES MONETARY POLICY

of consumer and mortgage credit terms and to the voluntary credit restraint
program carried on by lending institutions. To a considerable extent, hiowever,
the slackened pace in making loans and investments resulted from the limitation
on the availability of bank reserves, higher interest rates, and the reluctance
of lenders and others to sell Government securities at the lower prices then
prevailing.

TasLe II.—Growth in major types of debt and equity financing

[Net increase in amounts outstanding, in billions of dollars)

12 months ending June 30—

Distribution of growth by —

1954 1953 1952 1951
Major types: ’
Federal cash borrowinge....________ 2.2 291 -0.5 —5.8
State and loeal government, isstes.__ . 5.5 31 2.6 2.8
Real-estate mortgages. .- R - 9.9 9.4 8.2 1.3
Corporate bond and stock Issues._. . 6.7 7.7 7.3 47
Bank loans to business . ... ... b =13 2.0 L5 6.5
Consumer eredit by banks and other le . - .4 4.9 2.3 1.8
Bank credit not included above ... ... 2.4 .2 1.4 1.0
Total, major typesof finaneing. . ... .. 25.8 30.2 22.8 22.3
Selected holders:
Federal Reserve banks. ... L. _________ 3 1.8 -1 4.7
Comimnereial banking system_._.... e e 8.2 3.5 8.4 4.0
United States securlties. ______ . oo 4.9 ~2.5 2.7 -7.2
Other loans and Investments. . oeea. .. ... 3.3 6.0 5.7 1.2
Nonbank holders:

Mutual savines banks. . _______________ 1.9 2.0 1.4 .9
Savings and loan associations. 3.9 4.0 2.4 2.1
Life-insurance companies 4.5 52 3.7 3.7

Others, U. 8. Governinent securities only:
Individuals e . 0 1.5 -9 -2.0
Corporatlons.. e —2.6 -2 —-L1 1.6
Miscellancous investors. .9 1.2 .9 1.0

Total holdings of above finaneing types accounted for by

selected holders.._._...____ .. __________ ... 17.1 19.0 14.7 16.0

NoTe.—Table shows net changes in selected types of loan estensions and new equity financing. Among
types not included are trade credit other than consumer credit; interbank loans; security issues by foreign
sgencies, international organizations, nonprofit and eleemosynary institutions; nonbank loans for purchas-
kmz Secuailtxlc&;; andt glalms s;uich as sthartes, plass}'iooks, and Il?gurancc policies issued by financial oxganizationsa

mong holders, the most important exclusions are nonfinanctal corporati usts, governments, an
individuals, except for U. 8. Government bonds, porations, Lrusts, go '

These latter changes coustituted in effect a decrease in liquidity and resulted
in an increased demand for cash balances, The changed liquidity needs and the
expanding volume of economic activity made possible a further substantial growth
in bank credit and the money supply without generating inflationary pressures.
Demand deposits and currency showed a further expansion of about $7 billion,
or 6 percent, in the 12 months ending April 1952. Savings deposits, which had
actually contracted following the Korean outbreak, increased substantially, as
did savings in other forms,

In summary, it may be said that after the Treasury-Federal Reserve accord
the Federal Reserve endeavored to adjust its policies so ag to influence the level
of bank reserves and the money supply in accordance with seasonal requirements,
the capacity of the economy to produce goods and services, and sustainable eco-
nomic growth in the economy. The discount function was restored as a means of
supplying temporary needs for Federal Reserve credit in a manner that exerted
restraint on unwarranted uses of such credit, thereby complementing open mar-
ket operations in influencing the availability of credit at member banks. Dis-
continuation of rigid pegging of Government security prices removed the possi-
bility of monetizing the public debt through sale to the Federal Reserve System
at the initiative of the holders, nonbank as well as bank, and without loss to them.
“The excess liquidity of the economy was thereby removed.
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UNITED STATES MONETARY POLICY 7

Resumption of expansionary tendencics—spring of 1952 to spring of 1953

Beginning in the spring of 1932 the rate of increase in defense spending slack-
ened, but there was a renewed expansion of private expenditures and private
credit demands became more vigorous. Around the middle of that year direct
regulation of consumer installment and real-estate credit and the voluntary
credit-restraint programs were discontinued, These actions increased the depend-
ence on general credit weasures for restraining excessive credit and mouctary
expansion. Total national product increased iu the following year as a result of
growing private expenditures botli for consumption and investment, including
a building up of inventories. By late 1952 thie economy generally was operating
on an overtime basis. Wage rates again rose substantially and ¢onsumer prices
advanced slightly ; at the same time, however, wholesale prices continued to show
more declines than advances.

All major kinds of credit increased more sharply in the 12 months ending
June 1953 than in the preceding 12 wmonths, as shown in table II, The biggest
change was in consumer credit, which increased $5 billion as compared with
only little change during most of the previous year. The United States Govern-.
ment became a net borrower of about $3 billion from the publie, as compared
with a reduction in its indebtedness in the previous year. The volume of
mortgage loans completed and of corporate and State and local government
securities Issued was moderately larger than in the preceding year. Bank loans
to businesses, reflecting inventory accumulation, expanded very sharply in late
1952 and failed 1o show the usual seasonal decline in early 1953.

A significant characteristic of this period was the amount of credit demands
met from the genuine savings of the public. The net expansion in credit supplied
by nonbank lenders was much greater than in the preceding year, while bank
credit showed a smaller rate of increase. Furthermore, a larger portion of the
bank credit represented the investment of savings deposits, which increased by
7 percent. Demand deposits and currency eontinued to expand but the annual
rate of growth declined from 6 to 8 percent.

The Federal Reserve occasionally bought Government securities in this period
but the objective of wmonetary policy continued to be restraint on undue credit
and monetary expansion. Purchases were made at times of Treasury refundings
during 1952 and subsequently offset in part by sales. Open market operations
were also undertaken in response to seasonal influences affecting bank-reserve
needs.

Over the whole period April 1952 to April 1953, as shown in table III, net
purchases were less than enough to cover the drains on bank reserves resulting
from gold outflow and larger currency demands. DBanks had to Lorrow sub-
stantial amounts from the Federal Reserve in order to meet growing demands
for credit. Discounts and advances at Federal Reserve banks generally exceeded
a billion dollars from July 1952 to May 1953, and they averaged $1.6 billion in
December 1952, This made banks much more restrained in their willingness
to supply these demands. To make the policy of restraint more effective, the
Federal Reserve discount rate was raised from 1% to 2 percent in January 1953.

TasLE IIL.—Federal Reserve credit and bank reserves, changes from April 1952
to April 1953

[In billions of dollara]
Federal Reserve credit :
United States securities
Discounts and advances
Other factors affecting reserves (sign indicates effect on reserves) :
Gold stock and foreign balances at Federal Reserve banks_____._____
Currency in circulation
Other, net.__ ———
Member bank reserve balances, total
Required reserves
Excess reserves

=

++

.

=,

L+ L]
)—'Wto;—‘wﬂ 00 W~

P

1 Changes derived from monthly averages of daily figures for the 2 months Indlcated.
Figures may not balance because of rounding.
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8 UNITED STATES MONETARY POLICY

The restraints did not stop credit and monetary growth. The growth that oc-
curred apparently corresponded closely to the capacity of the economy to absorh
more mouney without inflation. Since the resources of the economy were generally
fully utilized, any more credit might have resulted in inflationary price rises
and moreover might have built up an unsustainable debt structure. Inflation was
prevented, notwithstanding strong pressures of demand for more credit, and
prices remained relatively stable. In some lines, particularly installment loans
to consumers aund inventory loans to business, the rate of expansion was appar-
ently more rapid than could be sustained.

The money market showed a marked response to the strong demand for credit
and the restraints on its availability. Interest rates rose during the period, re-
flecting the pressures of credit demand in excess of the available supply. The
rise in interest rates was particularly great in the spring of 1953 when yields on
high-grade securities and loans generally reached the highest levels for 13 to 20
years. Treasury bill rates approached 214 percent, the average yield on long-term
Treasury bounds rose above 3 percent, and a small new issue of 30-year Treasury
bonds bore a coupon rate of 84 percent. Rates ou new issues of high-grade
corporate bonds exceeded 314 percent, and federally guaranteed mortgages sold at
discounts in the secondary market.

By May 1953 the market developed a condition of tension that threatened to
become unduly severe. This reflected a number of converging factors. Appre-
hension arose regarding the ability of the credit market to meet borrowing de-
mands of the State and local governments, consumers, home buyers, and busi-
ness corporations, together with rising Treasury financing needs. The combina-
tion of a Government deficit and large private credit demands is exceptional for
a period other than one of active war and it was difficult to gage the problems
that it might present. At that time the Treasury made its offer on a $1 billion
issue of 30-year 314 percent bonds to raise new money from nonbank investors.
This offering gave probably the first tangible evidence of a striking nature, not
only of the fact that the Treasury had to horrow substantial amounts, but alffo
that it had to compete against large private borrowing demands for the avail-
able supply of savings at competitive rates if resort to the creation of an undue
volume of new money through tlie bauking system were to be avoided.

In addition to M'reasury borrowing, private credit demands of various sorts
were exceptionally large. New security issues by corporations and State and
local governments exceeded $7 billion in the first half of the year—Ilarger than
in any previous half-year, and the amount of future issues scheduled was still
large. Some of this borrowing was in anticipation of further strmgency. About
this time, also, the ceiling rates on the FHA and VA mortgages were raised after
months of consideration, and a large volume of mortgages which had been held
back pending the authorization of higher rates suddenly came on the market.
The new rates, howerver, proved Iow relative to the tight market at the time, and
such mortgages sold at discounts in the secondary market.

The continued high level of member bank borrowing from the Federal Reserve
and the limited availability of reserve funds were keeping banks under pres-
sure. The effect on the money market was a marked rise in interest rates,
which exerted a considerable amount of restraint on private credit demands.
The lieavy pressures on the market were due to the growing demand for credit.
The supply of credit actually increased substantially but did not meet all
demands,

Slaclening of activity after spring of 1953

Early in May 1953 Federal Reserve officials recognized that as a result of a
combination of circumstances, some of which were unexpected, undue tension
was developing in the credit market., They concluded that steps should be
taken to temper restraints curently imposed on member banks, particularly in
view of prospective seasonal credit and currency demands.

The Open Market Committee began early in May to supply reserves by pur-
chasing Government securities and by midyear about $1 billion of securities had
been acquired. Early in July some $1.2 billion of reserves were released to the
banking system by a reduction in member bank reserve requirements. These
actions made it possible for banks to decrease their borrowings sharply and to
subscribe for a new issue of short-term Government securities early in July, as
well as to meet seasonal eredit and currency demands around the midyear.

Inflationary forces abated after the spring of 1933 and economic activity com-
menced to recede from the all-time high level reached in the second quarter of
that year. Business inventory expansion slackened and subsequently contraction
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UNITED STATES MONETARY POLICY 9

in inventories set in. Home building plans were temporarily held up because of
finaneing difficulties. Substantial cutbacks in defense expenditures began to be
made by the Government.

As these evidences of business slackening became clearer, the Federal Reserve
further eased credit conditions by purchasing additional securities in the
market. Reserves thus made available were enough to cover tlie eflfects of a gold
outflow and the customary seasonnl rise in currency and credit demands, but
the increases that actually occurred in currency and required reserves were
smaller than expected. Member banks were thus able to use a part of the re-
serves made available to them to reduce their borrowings at the Federal Reserve
banks. In February 1954 the Federal Reserve discount rate was reduced to
134 percent.

Developnients for the first 12 months following the change in policy are sum-
marized in table IV. In that period the reduction in reserve requirements of
$1.2 billion and Federal Reserve purchases of securities of $1.8 hillion enabled
member banks to meet a small further gold outflow, to decrease appreciably
their borrowings at the Reserve banks, and to obtain reserves needed to cover
furthier deposit expansion.

TaBLy 1V —Federal reserve credit and bank reserves

[Changes in billions of dollars ']

April 1953 to | April 1954 to
April 1854 | October 1954

Federal Reserve eredit:

United States securities. .. 2+1.3 ~0.2
Discounts and sdvances.. ~1.0 +.1
Other factors affecting reserve; 1 indicates eflect on reserves):
Gold stock and foreign balances at Federal Reserve banks.. - .5 —.2
Currencey in circulation.__ 4 —.3
Other . roeeieaan —. 4 0
Member hank reserve balanees, to . —.G —-.5
Required reserves, due to—
Reduction in requirements . ~1.2 -1.6
Growth in deposits. +.4 +1.1
Excess reserves. ... +.2 0

1 Changes derived {rom monthly averages of daily flgures for the 2 months indieated. Figures may not
balance because of rounding. N

2 Exclude etfeet of $500 million sale of Governtnent securities to Treasury in exchange for free gold carried
in Treasury cash balance.

Since April 1954 reserves needed for customnary seasonal and other purposes
have been supplied largely by a further reduction of about $1.6 billion in memnber
bank reserve requirements. Reserves were supplied at times by Federal Re-
serve purchases of 'Freasury bills, while at other times to absorb redundant re-
serves bills were sold or not replaced at maturity. Thus banks have been able
to meet seasonal credit and monetary demands and also to purchase new issues
of Treasury securities with little borrowing.

Total credit demands, particularly for long-term purposes, continued substan-
tial during the latter part of 1953 and in 1934, although less than in the preceding
year. There was a deeline in baik loans to business and ¢onsumer eredit showed
little inerease from the middle of 1953 until recently. Mortgage lending began
to pick up in the autumn of 1953 and lLas since been in record volume, stimulated
in part by considerably liberalized downpayment and maturity terms, especially
under Government mortgage programs. New security issues by corporations
were slightly less than in the preceding year but those of State and local govern-
ments were much larger. The Federal Government remained a substantial net
borrower.,

Savings continued to meet a large portion of total credit demands as reflected
in the figures of insurance companies, savings and loan associations, and mutual
savings banks as well ag in time deposits of commereial banks. The total of de-
mand deposits and currency, which changed little from the spring of 1953 to
the spring of 1954, except for normal seasonal movements, showed a more than
seasonal increase after mid-1954,

As a result of the increased availability of funds and the slackened credit
demands, yields on short-term Treasury securities declined by the summer of 1954
to the lowest level since 1949, Since the spring of 1954 ylields on long-term
Government securities and those on high-grade corporate bouds have been gen-
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10 UNITED STATES MONETARY POLICY

erally at the lowest level since the Treasury-Federal Reserve accord. Rates
charged by banks on customer loans remained at about last year’'s higher levels
until mid-March, when the rate to prime borrowers was reduced. Mortgage
interest rates declined somewhat and discounts on guaranteed and insured mort-
gages were reduced substantially, with small premiums appearing in some areas.

Summary and conclusion

The role and objective of the Federal Reserve in the defense-mobilization
period have been to make possible the provision of adequate credit and money
for full utilization of, and growth in, the country’s economic resources. At the
same time, policy endeavored to prevent excessive credit and monetary expansion
beyond the limits of productive capacity that would lead to inflationary develop-
ments and threaten the maintenance of stable growth.

During the period of restraint in 1952-53, Federal Reserve policy looked toward
the avoidance of credit excesses which could cause real trouble once a downturn
had come. This policy sought to even out the flow of capital investment by
fostering deferment of some projects until slack had developed in the economy.
During the period of ease since May 1953, the major contribution has been to
facilitate as large a volume of bank lending as the economy required, and to
provide support for mortgage lending and utility and State and municipal financ-
ing which has had its counterpart in a high volume of construction of residential
property, utilities installations, public buildings, and road construction. These
activities have been a substantial offset to declines in defense expenditures and
in business inventories.

(2) How has the emphasis in the use of monetary instruments changed during
the period since mid-1952? TFor example, how have the various instru-
ments-—open-market operations, discount policy, and reserve-requirement
changes—been used under varying conditions? Has there been any reliance
on moral suasion during this period?

At any given time, the Federal Reserve System pursues the policy it believes
appropriate for the credit and economic situation. It has three major instru-
ments available for effectuating its policy—open-market operations, discount
policy, and changes in reserve requirements. These instruments are complemen-
tary and mutually reenforcing. Extent of reliance on any one of the instruments
depends upon the System’s judgment as to what may be most appropriate under
the circumstances to further the general credit policy being pursued.

Description of the instruments

Open-market operations are carried out at the initiative of the System by
making purchases or sales of Government securities in the market. Purchases
of securities supply reserves to member banks, Sales of securities absorb or
extinguish member bank reserves, These operations can be used to offset losses
or gains in reserves from changes in such factors as currency in circulation or
gold stock or to expand or reduce the volume of bank reserves,

Discount policy relates to Federal Reserve bank lending to member banks.
The initiative in such credit extensions is taken by individual member banks
when it is necessary for them to build up their reserve positions to required
levels. The discount rates at which the Federal Reserve banks will lend to
member banks are established by each Reserve bank from time to time, subject
to review and determination by the Board of Governors, in accordance with the
credit and economic situation.

Member banks, as a matter of well-established banking practice, are generally
reluctant to operate on borrowed funds, or to stay long in debt. Therefore, under
ordinary circumstances, borrowing at the Federal Reserve by individual banks
is usually on a temporary, short-term basis. In unusual or emergency situations,
of course, Federal Reserve discount credit may be outstanding to individual
banks for longer periods. The general principles governing Reserve bank admin-
istration of the discount window arise out of law, regulation, and Federal Reserve
discount experience.

By raising or lowering reserve requirements of the various reserve classes of
member banks—within specified limits for each class as permitted by law—tle
Tederal Reserve at its initiative may diminish or enlarge the volume of funds
which member banks have available for lending. Action of this type thus
influences the liquidity position of banks and their ability to expand deposits in
relation to their reserves. By tleir nature, changes in reserve requirements
affect at the same time and to the samme extent all member banks within each
regerve class subject to the action.
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UNITED STATES MONETARY POLICY 11

Interrclationship of the instruments

Although any one of these three major instruments will tighten or ease credit
conditions, each of them has a somewhat unique role in carrying out System
credit and monetary policy. Open-market operations have become the chief
instrument by which the System Influences on a current basis the volume of
unborrowed reserves of member banks. Such operations are also actively used
to exert important restrictive or expansive pressure on bank credit conditions
when the economie situation calls for fundamental change in these conditions.
Since a purchase or sale of Governnient securities by the System adds to or
substracts from the reserves of the member banks, it wlll be reflected initially,
other things unchanged, in the volume of excess reserves held by member banks
or in the volume of reserves that member banks need to obtain by borrowling at
the Federal Reserve banks. Reflecting the reluctance of member banks to incur
indebtedness or remain long in debt, changes in the volume of member bank
excess reserves or borrowing are promptly reflected in conditions of credit avail-
the Federal Reserve banks. Rejecting the reluctance of member banks to incur
become increasingly indebted and eased as the volume of that indebtedness is
diminished or the amount of excess reserves is increased. Open-market opera-
tions are thus a flexible means for helping to achieve whatever condition of
credit tightness, ease, or moderation may be appropriate,

The Federal Reserve discount rate is a pivotal interest rate in the credit
market. In particular, short-term open-market rates tend to array themselves
in relatlonship to the Federal Reserve discount rate, except in a period when
the reserve positions of member banks are so easy as to obviate the need for
borrowing at the Reserve banks. When through open-market operations bank
reserve positions have been put under pressure (or have been allowed to get
under pressure as bank credit and deposits expand), money rates will tend
to range higher in their relationship to the discount rate. Conversely, as bank
reserve positions ease, they will be lower in relatlon to that rate.

In a period, for example, when restraint on bank credit and monetary expan-
sion is needed, open market operations and changes in the discount rate need
to be used to reinforce each other. In the first instance, increasing pressure on
bank reserve positions (increased need for borrowing) may be developed through
use of the open-market Instrument alone. At a point, however, it will become
appropriate to support the effectiveness of this open-market action by an increase
in the discount rate, strengthening the reluctance of member banks to remain
indebted to the Federal Reserve by making borrowing more expensive as a
means of adjusting bank reserve positions. Such discount rate adjustments tend
to lag behind adjustments in market rates in a tightening credit situation.
With an upward adjustment of the discount rate, market rates may shift
further upward over a period of time as they re-form around the new and higher
discount rate.

In a period when it is appropriate to ease credit conditions, open-market
operations may be nudertaken to supply reserve funds. Member banks may use
these funds initially to reduce their borrowing. Since this action will put banks
in a stronger position to increase their lending and investing activities, it will
tend to be reflected in a stronger tone in money markets and in lower market
rates in relation to the discount rate. To reinforce this credit-easing action,
it may be appropriate at some stage to lower the discount rate, thereby keeping
the cost of using this avenue for the temporary adjustment of bank reserve posi-
tions more nearly in line with the cost of making these adjustments through
the sale and subsequent repurchase of market paper or securities.

Changes in reserve requirements can be used, like open-market operations, to
tighten or ease bank reserve positions. As with open-market operations, the
effect shows up initially in changes in the volume of member bank excess reserves
and‘ borrowing at the Reserve banks. Its impact on the money market and the
availability of bank eredit s, therefore, similar in many respects to that of a
comparable open-market action.

The reserve-requirement instrument, however, is not interchangeable with
ihe open-market instrument. Unlike open-market operations, the results affect
immgdintely and simultaneously all banks in each reserve class. Changes in
requirements, moreover, cannot be made frequently—especially on the up side—
without unduly disturbing the operations of individual banks, since in our country
adherence to reserve requirements is a basic rule to be observed in conducting a
banking business. Changes in reserve requirements are, therefore, made in-
frequently and typically involve a fairly sizable volume of funds. The effects
tend to be large and concentrated within a short period of time. The instrument
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12 UNITED STATES MONETARY POLICY

is more appropriate for making a major change in the volume of available bank
reserves than it is for short-run adjustments. It is not adaptable to affecting
bank reserve positions on a day-to-day and week-to-week -basis, as are open-
market operations. Nor is tlie instrument as sensitive and flexible a means of
affecting general credit conditions as is the combined use of open market and
discount operations. In fact, it may be desirable to engage in partially offsetting
open-market actions in order to cushion the impact of reserve requirement
cnanges in eredit markets.

Use of the instruments since mid-1952

In an appended tabulation, exhibit A, the various credit actions taken by the
Federal Reserve after mid-1952 are set forth, together with a summary of the
surrounding credit and economic eircumstances. A chart, exhibit B, shows the
interrelated effects of these actions on member bank borrowings and excess.
reserves. Examination of these measures will make clear the interaction and
interrelation of the major instruments following a puttern similar toe that
described above. As may be seen from tlie accompanying chart, the System did
not fully meet through open-inarket operations the heavy demands of banks for
reserves in the fall of 1952, with the result that there was a buildup in the volume:
of discounts. This pressure on bank reserves was reflected in a rise in interest:
rates, particularly in the short-term sector. The restrictiveness of this develop--
ment was reinforced in early 1953 by an increase in the discount rates of the:
Reserve banks from 13; to 2 percent. Restraint on bank reserve positions was
maintained over the first several months of 1933. Reflecting the very strong:
demand for credit from a variety of sources, interest rates, both long- and short--
term, rose further.

The revival in this period in the use of the discount-instrument, little used
since the early 1930’s, raised some problems of discount administration for the-
System. Through a lapse of time some member banks had lost familiarity with
the principles of law and regulation relating to the appropriate occasions for
borrowing at the Reserve banks. Under the excess-profits-tax law then in effect,
it was profitable for member banks in excess-profits-tax brackets to borrow to
increase their tax base, and, in order to improve their tax situations, a few of
these banks began to rely on borrowing at the Reserve bank rather than adjust-
ments in asset positions in maintaining their reserve positions. Some other
banks secmed willing to remain indebted at the Reserve banks for extended
periods in order to profit from differentials between market rates of interest and
the discount rate. As these developments became apparent, they were dealt with
administratively by thie Reserve bauks on a case-by-case basis.

With signs of an abatement of the inflationary threat in the spring of
1953, the TFederal Iteserve modified its eredit policy. Easing actions were first
undertaken through the open-market purchases begun in early May and made on
an increasing scale through June. These open-market purchases were sup-
plemented at mid-1953 by a reduction in reserve requirements. Taken together
these actions made available sufficient reserve funds to mect seasonal reserve
drains and credit needs at the midyear, including large Treasury needs, and
at the same time greatly to ease pressutes on bank reserve positions and to
reduce member bank borrowing needs.

Additional open-market actions wete taken over the second half of 1953 to-
expand further the supply of reserves available to member banks in accordance
with usual sensonal factors. Actual credit demands did not come up to seasonal
expectations, however, and member Lanks used surplus reserve funds to reduce:
their borrowings at the Reserve banks. DBy early 1954 banks were largely out
of debt to the Reserve banks and over the first half of tlie ycar excess reserves
increased steadily, largely reflecting seasonal factors. Euasing actions by the
open-market instrument were supported by reductions in the discount rates.
of the Reserve baunks first in February and again in April and May. Interest
rates declined sharply over the period in response to this combination of ac--
tions and the reduced demand for short-term credit.
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In May of 1934 the Federal Reserve again began to supply bank reserves
through open-market operations and around midyear reserve requirements of
member banks were furtlier reduced. "This action was taken in order to promote
further bank credit and monetary expansion and to make available funds to meet
seasonal reserve drains and credit needs, including thiose of the Treasury. It
was foreseen that the action would supply more reserves than were called
for at the time and accordingly open-market sales were made to absorb a part
of the funds. It was anticipated that these funds would be released to the market
over the fall months as needed by open-market purchases and this was done.
"Theh dovetailing of reserve requirements and open-market actions in the sunnmer
of 1954 illustrates how the impact of a change in reserve requirements may he
cushioned and spread over time by temporarily offsetting open-marlet measures.

Seleetive eredit actions?

In addition to its general credit instruments, the System: had during this period
one continuning instrumment of selective credit action, namely, margin require-
nients on stock market credit. Margin requirements established by the Board of
Governors limit the sunount which brokers, dealers, and banks way lend to cus-
tomers in order to purchase or carry securities. Their statutory purpose is to.
prevent undue use of credit for stock market transactions. From the standpoint
of credit and monetary administration, margin requirement regulation serves
to minimize the bearing that stock speculation might have on the use of the gen-
eral instruments of System policy discussed above.

In February 1953 margin requirements on stock market credit were reduced
from 75 to 50 percent. The 75 percent margin requirement had been set in Janu-
ary 1951 as a preventative measure during that inflationary period. The action
in early 1953 was taken in the judgment that a 50 percent requireinent wounld be
adequate to prevent an excessive use of credit for purchasing and carrying secu-
rities.

Use of moral suasion

Mor:l shasion is generally taken to refer to oral or written statements, appeals,.
or warnings made by the banking and monetary authorities to all or special
groups of lenders with the intent of influencing their credit extension activities.
During the peried under review only minor use was made of this instrument
within the Federal Reserve Systemn.?

The term “moral suasion” is sometimes given a broader meaning to include-
any public or private statements made by Federal Reserve officials in the dis-
charge of their responsibilities. As so defined it would include statements made
to promote awareness and muderstanding of current eredit and monetary prob-
lemns on the part of the public and the financial community. It would also in-
clude conferences with member banks, individually and in groups, and with
others in connection with the administration of various System functions, in-
cluding particularly the discount function. On the basis of this broader deflni-
tion, it may be said that moral suasion is constantly being employed by the System
to promote public understanding of System actions and to ensure compliance with
the law and with regulations issued pursuant to the law.

1 At times during the past the Board has also had temporary authority to regulate the
terms of consumer and real-estate credit. Most recently, for example, regulation of con-
sumer credit was undertaken in the early fall of 1950 under temporary authority granted
by the Defense Production Act. The Board suspended such regulation in May 1952, and
in the Defense Production Act amendments approved June 30, 1952, Congress repealed
thie authority to regulate consumer credit, In the fall of 1950 the Board was also given
temporary authority to regulate real-estate credit terms. Such regulation was begun in
midfall of that year and suspended in September 1952 to conform with the provisions of
the Defense Production Act as amended. That act continued the authority for real-estate
credit regulntion until mid-1953, but required that the regulation be relaxed earlier if
the estimated number of dwelling units started in each of 3 successive months was below
a seasonally adjusted annual rate of 1.2 million.

2For example, the Federal Reserve Bank of Boston, on May 15, 1953, addressed a
letter to all commercizl banks in the First Federal Reserve District calling attention to.
relaxation of credit standards taking place in the market for instnllment credit,
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Uxm1BIT A—Use of Federal reserve instruments, July 1952-October 195}

Purpose of action

Date Action Intex;' t witffrl re-
spect to effect y s
on credit and Explanation
money
September 1952. ... Suspension of regulation of | None......... To conform with the terms of the

July-December 1952

January-April 1953,

Janusry 1953... ...

February 1953 .- .-

May-June 1853...--

July 1953 caccaca-o.

July-December 1853.

January-June 1954..

February 1954, ...

April-May 1954...__
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real-estate credit.

Limited net purchasesof U, 8.
Government scecurities In
open market to $1.8 billlon.

Sold or redeemed $800 million
net of U, S. Government
securities.

Raised discount rates from 134
to 2 percent and buyingrates
on $0-day bankers® accept-
ances from 17§ to 24§ per-
cent,

Reduced margin requirements
on loans for purchasing or
carrying listed sceurities
from 76 to 50 percent of mar-
ket value of securities,

Purchased in open market
about $900 million U, S.
Government securities.

Reduced reserve requirements
on net demand deposits by
2 percentage points at cen-
tral Reserve city banks and
hy 1 percentage point at Re-
serve city and country
banks, thus frecing an esti-
mated 1.2 billion er reserves.

Made net purchases in open
market of U. 8. Govern-
ment securities totaling
$1.7 billion.

Limited net sales to about
$900 miltion of U. 8. Gov-
ernment securities in open
matrket.

Reduced discount rates from
2 to 13¢ percent and buying
rates on 90-day bankers’
acceptances from 23§ to 134
percent.

Reduced discount rates from
134 to 13% percent and buy-
ing rates on 90-day bankers’
acceptances from 134 to 134
percent.

Federal Reserve Bank of St. Louis

Restrictive. ..

Rellef of cred-
it market
tensions.

Expansive._..

Defense Production Act, as
amendred, requiring suspension of
regulation if housing starts in
cach of 3 consecutive months fell
short of an annual rate of 1,200,000
units, seasonally sdjusted.

To meet seasonal and other reserve
drains only In part, requiring
banks to bortow some of the
reserves needed 50 as to restrain
bank credit and deposit expan-
sion at a time when credit de-
mand was very large and the
econiomy was fully employed.

Purchases In August and Septem-
ber were made primarily at times
of Treasury refunding operations
and were offset in part by subse-
quent sales.

To offset seasonal changes in factors
affecting reserves and thus to
maintain pressure on member
bank reserve positions.

To bring discount rates as well as
buying rates on acceptatices into
closer alinement with open-mar-
ket money rates and to provide
an additional deterrent to mem-
ber bank borrowing from the
Reserve banks.

To reduce margin requirements
from the high level imposed early
in 1951, in the judgment that the
lower requirement would be ade-
quate to prevent excessive use of
credlt for purchasing and carry-
ing stocks.

To provide banks with reserves
and to permit a reduction of
member bank borrowing from
the Reserve banksat a time when
such borrowing was high, credit
and capltal markets were show-
ing strain, and seasonal needs for
funds were imminent.

To frec additional bank reserves for
meeting expected seasonal and
growth credit demands, includ-
ing Treasury flnancing needs,
and to further reduce the pres-
surg on member bank reserve
positions.

To provide banks with reserves to
meet seasonal and growth needs
and to oflfset o continuing gold
outflow with little or no addi-
tional recourse to borrowing.

This action and the one below were
taken in pursuance of a policy of
active ease adopted in view of
the business downturmn.

To absorb only part of the reserves
made available by the seasonal
deposit contraction and return
flow of eurrency thereby further
easing bank reserve positions.

To bring discount rates as well as
buying rates on bankers’ accept-
ances into eloser alinement with
market rates of interest and to
eliminate any undue deterrent
to bank borrowing from the
Reserve banks for nuaking tem-
porory reserve adjustments.
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‘Bxninlt A—Use of Federal reserve ingtruments, July 1952-October 195/—Con.

Purposc of action

Date Action Intent with re-

spect to effect

on credit and Explanation
money
.June-October 1054. .| Reduced reserverequlrements | Expansive.._.. To supply the banking system
onnct demand deposits by 2 with reserves to meet expected
Bcrocntagc points ot central growth and secasonal demands for
escrve city banksand by 1 credit and money, including
percentage point ot Reserve Treasury flnancing necds.
city and country banks, and
requirements on time de-
posits by 1 pereentage point
at all member banks, thus
freeing about $1.5 billion of
reserves In the period June
16-Aug. 1.
Sold or redeemed U. 8, Gov- | Cushioning...

ernment securities totuling
about $1 billion in July and

August.
Made net purchases in open {.coececeacmanaos Reductions inreservo requirements
market of about $400 million were offset in part by temporary

in Scptember and October. sales of securities in order to pre-
vent excess reserves from increas-
ing unduly at the time, but so-
curity purchases were resumed
as need for funds developed.

MEMBER BANKS
LEXCESS RESERVES AND BORROWINGS 1
[ Billions of Dollars ]
18
! 12
[ fxe ik
[k Izie:::s J
3
14
le

158

154

-(3) What is the practical significance of shifting policy emphasis from the view
of “maintaining orderly conditions” to the view of “correcting disorderly
situations” in the security market? What were the considerations leading
the Open Market Committee to confine its operations to the short end of
the market (not including correction of disorderly markets)? What has
been the experience with operations under this decision?

The matters referred to in this question relate to changes in techniques of
.System open market operations adopted in the spring of 1953. At that time,
the full Federal Open Market Committee decided to aniend its directive to the
-executive committee by dropping the clause authorizing operations to maintain
orderly conditions in the market for United States securities and by substituting
therefor a clause authorizing operations to correct a ‘*‘disorderly situation”
in the securities market. At the same time, the executive committee was in-
structed to confine its operations to the short end of the market. Closely asso-
-ciated was a decision taken earlier to discoutinue direct supporting operations
during periods of Treasury refinancing with respect both to maturing [ssues
and to new issues being offered, as well as issues comparable to those being
offered in exchange.

These three decisions did not change basic policy objectives, They were taken

.after intensive reexainination in 1932 of the techniques then employed in System
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open market operations with particular reference to the potential impact of such
technigues on market behavior, Their purpose was to foster a stronger, wmore
self-reliant market for Governmnent securities. Improvement in this market was
desired (1) in order that the Federal Reserve might better implement flexibie
wonetary and credit policies, (2) to facllitate Treasury debt management opera-
tions, and (3) to encourage broader private investor participation in -the Gov-
ernment securities market.

The decisions were taken to remove a disconcerting degree of uncertainty that
existed at that time among market intermediaries and financial specialists.
The market was uncertain, first, with respect to the liinits the Federal Open
Market Comiittee had in mind in its directive to “maintain an orderly market
in Government securities.” A second uncertainty pertained to the occasions
when the System might decide to operate directly in the intermediate and long-
term sectors of the market to further its basic monetary policy objectives, i. e,
to ease Intermediate and long-term interest rates in periods of economic slack
or to firm these rates in periods of exuberance.

Both of these uncertainties related solely to transactions initiated by the
System outside the short end of the market, transactions which had as their
immediate objective resnlts other than a desire to add to or absorb reserves
from the market. The effect, however, was to limit significantly the disposition
of market intermediaries and financial specialists to take positions, make con-
tinuous markets, or engage in arbitrage in issues outside the short end of the
market,

The constant possibility of official action, which from the standpoint of
investors and market intermediaries would often seem capricious, constituted a
nmarket risk which private investors could in no reasonable way auticipate and
evaluate in formulating their advance judgment about market prospects. Iiven
a financial intermediary who appraised correctly the emergence of a situation,
where the Committee might decide to intervene, would have little basis for
estimating the exact timing of that intervention, the issues in which it might
be concentrated or the levels at which it might take place. Such estimates are
important to the sensitive rapid trading at very small spreads that is charac-
teristic of a self-reliant securitics market. Inability to make them may add a
degree of risk that is more than financial intermediaries are willing to accept.

It became apparent that these uncertainties, so long as they persisted, would
tend to perpetuate a condition of thin markets and sluggish adjustment as be-
tween sectors of the market. This iinpaired the attraction of Government secu-
rities as a medium of investment, since their very high status with investors
rests on ready salability as well as on credit quality. TFrom the point of view
of the Ifederal Reserve Systeim, such uncertainties might increase the probabality
of situations arising in which the Open Market Committee would be forced to
intervene in various sectors of the market, either to prevent disorderly situations
from arising or to see to it that fnnds it added to or absorbed from bank reserves
in the pursuit of monetary policies found effective and appropriate response
throughout the credit structure. In taking these decisions, the Federal Open
Market Committee is not absolving itself from concern with developments in
the longer-term sector of the market. It Is particularly concerned that its
policies shall be reflected in the cost and availability of credit in those markets.

In the case of all three decisions, subsequent experience with actual operating
results has, on the whole, tended increasingly to substantinte the judgments
that led to their adoption. This is particularly true of operating experience
since June 1953. Wihout any intervention from the Federal Open Market
account, except in the short end, tlre market for United States Government secu-
rities has become progressively broader, stronger, and more resilient through-
out all maturity ranges. IExperience during April and May 1953, just after the
new techniques were adopted, and before their import was understood, is less
clear. This was the period of mounting tension in the credit and capital markets
analyzed in the answer to question 1.

In the 20 months’ period of operations under these decisions, the economic
climate has changed from one of boom to one of reduced levels of activity. Ac-
cordingly, Federal Reserve policies have been shifted from restraint against
inflation to the active promotion of ease in the credit markets. Ease in the long-
term mavkets, as well as the short-term money market, has been an important
objective of these policies. Although all open-market operations, for technical
reasons cited below, have been confined to the short end of the market, there
appears to be no example that can be cited from Federal Reserve history where
*ha cost and availability of credit in all sectors of the securities market has been
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more sensitively responsive to shifts in Federal Reserve policy than during
these months. This applies as fully to the market for long-terin funds as for
short-term funds; to the market for mortgage money, for business and industrial,
State, municipal and publie financing.

It is important to keep in mind the seope of the decisions relating to the new
opeu-market techniques. They are decisions of the full Open Market Committee
adopted for the guidanee of its executive committee and the manager of the open-
market account. They do not mean that no operations wil be undertaken hence-
forth outside the «hort end of the market., They do mean, unless modified by
the Committee, that operations in other than the short end of the market will
have to be specifically authorized by the full Open Market Committee, except
operitions to correet a disorderly situation. In that case the executive com-
mittee, which can be convened quickly by telephone if necessary, is empowered
to authorize such corrective operations.

DBackground of nciv techniques

These three interrclated decisions are designed to hold to a minimum the
technical market repercussions that result in some degree from any operation
on the part of the Federal open market itccount. In one sense it may be said
that any purchase or sale in a market by any party, private as wetl as public,
small as well as large, disturbs the market in that it results in a change in de-
mand and supply conditions in that market. The new operating techniques are
not designed to prevent this type of repercussion. Such market response i« nec-
essary and desirable if a market is to perform efliciently the function of continu-
ously equilibrating e¢hanges in demand with changes in supply. On the contrary,
it is the primary objective of the techmiques to contribute. so far as possible, to
the development of such responsiveness in the market for United States Governu-
ment securities. For this end to be realized, the market must be able to translate
Swiftly an increase in the availabllity of funds in any one sector of the market
to increased availability in all sectors, and to soften the impact of decreased
availability of funds on any one sector by spreading that impact over other sec-
tors of the market. In a well functioning market eapable of such resilient re-
sponse, Federal Reserve policies ¢an make their greatest contribution to economic
stability and growth.

Technical characteristics peculiar to system transactions.—The danger thut
operations by the Federal open market account may, if executed througzh faulty
techniques, exert an unduly disturbing or even disruptive effect upon the market
for United States Government securities arises from four characteristics of these
operations by which they are differentiated from purchases and sales of securi-
ties for the account of private firms and individuals.

First, the dollar amounts of reserve funds that are required to be injected into
or withdrawn from the markets in the course of ordinary day-to-day operations
:are likely to be quite large, much larger than the average amounts bought or
:sold in the course of a day for any individual private account. This naturally
uts some strain on the market mechanism which is likely to function most
effectively when the aggregate of its transactions is made up of numerous indi-
vidual transactions of relatively small magnitude.

Second, the open market account deals in reserve funds which provide a basis
for a multiple expansion of credit. This means that when it buys it does more
than merely add to the demand side of the market, as do other purchasers. The
.account pays for its purchases with a check on the Reserve banks. Consequently,
it simultaneously adds to the reserve base sutlicient buying power to absorb a
much larger volume of securities. Conversely, when the open market account
sells a Government security, the problem of the market is more than finding a
ibuyer for that issue, as it must in the case of sales of securities by others. The
purchasers must simultaneously pay for the security with commercial bank
reserve funds which will be subtracted from the reserve base. This withdrawal
of reserve funds will affect positively the supply of securities offered for sale.

Third, transactions by the open market account are not motivated by profit or
loss considerations. ‘T'hey differ, consequently, from private purchases and
sales which nre so motivated. Private firms or individuals motivated by profit
.and loss considerations will not pursue purchases wlien prices rise or yields
fall to levels that appear less remunerative than comparable alternative outlets
for their funds, neither will they press sales and take losses with respect to
-either price or yield when alternative courses of action open to them appear less
costly. The result of these motivations in a market with large numbers of
marticipants is to generate forces that tend to slow down, or counteract, or limit
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movements in eitlier direction. 'The importance of these counteracting forces
was effectively illustrated after the accord when the unwillingness of investors
to take losses reduced offerings in the market for United States securities. This
restrained expenditures and helped materially to prevent a continuation or
resumption of the Korean inflation. These same motives do not govern transac-
tions initiated by the Federal open market account, which are undertaken for
policy reasons, and pursued. until policy goals are achieved., without regard to
their effect upon the earnings of the Reserve banks.

Fourth, the Federal open marvket account is the lavgest portfolio of United
States securities under single control. Its holdings of marketable United States
securities approximate $25 billion or nearly 1 out of 6 of all such securities
outstanding with the public. Its potential buying power is also very large.
Transactions initinted by the Federal open market account differ, therefore, from
privately initiated transactions not only with respect to their motivation but also
with respect to the potential finaneial power that lies back of them.

Role of financial intermediaries.—These four basic respects in which transac-
tions in United States Government securities initiated by the IPederal open
market account differ from privately initiated transactions find a reflection in
the techinical organization of the market for United States securities. They
are particularly important in cireumseribing the role which primary dealers in
United States Government securities and other professional intermediaries are
willing to assume in that market.

In general, a market sich as the market for United States Government securi-
ties nchieves depth, breadth., and resiliency when there are active within it, at
all times, professional and intermediaries alert and willing, on their own capital
and risk, to make continuous markets and to engage in arbitrage. To make
continning markets, they must stand willing continuously to quote firmm prices
at which they will buy reasonably large quantities of securities from any and
all sellers, including each other. They must be prepared, if necessary, to hold
such securities in their portfolio, pending subsequent resale. Siinilarly, a pro-
fessional intermediary must stand ready to quote firm prices at which he will
sell securities in reasonably large quantities to any and all purchasers, and must
be prepared to enter into such contracts for sale even if the particular issues
in demand are not in his portfolio at the time but must subsequently be
purchased from others.

To make continuous markets successfully with his own capital and at his
own risk, the professional intermediary must be alert to possibilities for arbi-
trage, i. e., he must sense when various issues are offered for sale or sought for
purchase at prices which are mutually inconsistent with eachi other in terms of
price relationships which may be expected to prevail in the near future. In such
cuses, the professional intermediary seeks to sell the issue that is overvalued and
gimultaneously to purchase the issue for which there is momentarily less demand.
This requires a keen sense of values, and has the effect of keeping market quota-
tions for comparable values in close alinement with each other. The sensing of
such minor inconsistencies is less difficnlt when the two issues are in the same
maturity sector of the market. It requires great skill, however, when they lie in
different maturity sectors, for then the professional intermediary must stake his
capital on & judgment as to price and interest rate relationships that may be
expected to emerge as between the various maturity sectors of the list. When
the financial intermediary, alert to possibilities for arbitrage as between the
various maturity sectors, is able to make such judgments successfuily, and is
willing to act on them aggressively, the effect is to impart continnity and respon-
siveness to the whole market. Continuity exists when variations in quotations
as between successive transactions are minor. Responsivencss obtaing when the
impact of sales in any particular sector, instead of being concentrated in that
sector, is cushioned and dispersed in greater or less degree throughout all ma-
turity sectors.

Technical repercussions of transactions for system account.—These technical
factors, tnken in conjunction, pose the problem dealt with in the decisions dis-
cussed in this answer. Since transactions in United States securities initiated by
the Federal open market account differ in important respects from similar trans-
actions for private account, there is a danger that they may set off adverse
repercussions that impair the efficiency of the market as an equilibrating factor
in the economy. The nature of these repercussions may be illustrated by an-
alysis of a sales transaction initiated by the Federal open market account.

In any market, a transaction initiated by the seller is likely to have as one
effect a lowering of price for the commodity sold. In the market for Government
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sccurities, this means that sales Initiated by any seller are likely to find their
first expression in a softening of quotations for the particular security offered
for sale. The softening is likely to be larger, the larger the amount that is
offered. 1t is also likely to be larger if there is ground to expect that the speclfic
offer for sale is only the first of a series of further offers. In the case of offers
Ifrom the Federal open market account, these typical reactions and expectations
are likely to be accentuated because such sales rot only supply issumes to the
market for which purchasers must be found but also withdraw reserve funds
from the market and diminish its ability to carry securities. They are made,
furthermore, from the largest portfolio of the United States Government
securities available for sale in the market. For all the market knows, they
may be the forerunner of many inore sales to come, Since they are not motivated
by the twin incentives of maximizing gains or minimizing losses that motivate
most other offers that appear in the market, hut are made solely in the execution
of monetary policy, they are properly regarded as a possible signal of tlie attitude
of the monetary authorities with respect to the state of the ecotnomy., "These
reiactions acquire peculiar significance when transactions are tnitiated outside
the short end of the market because prices fluctuate most widely in these sectors
in response to changes in the availability of securities relative to the demand
for them. .

This imposes a handicap upon private dealers and other professional inter-
mediaries in the market whose function it is, first, to provide continuous markets
by carrying portfolios aud taking positions throughout all maturity sectors of
the list, and, second, to maintain a consistent relationship between priees of
different individual securities by being alert to possibilities for arbitrage. The
gross operations of these professional elements are very large relative to their
capital at risk., They maintain markets by trading at very small spreads,
If they are alert, they ean function effectively when variations in price from
one transaction to the next are small, as they are likely to be when selling
and buying is on private account, limited in volume by the needs of private
investors for outlets for funds on the one hand, or for cash on the other.

Private professional intermediaries face a very different probiem when prices
in any group of securities vary sharply between transactions. Then the risk of
making continuous markets and of engaging in arbitrage becoines too great. They
tend to retire to the sidelines, so far as putting their own capital at risk is con-
cerned. They cease, under these conditions, to make continuous markets, and
confine their activities mainly to acting as brokers. As a result, the market for
issues characterized by such risks becomes thin and moves over a relatively
wider range between transactions. Such a market reacts sharply to relatively
small bids or offers, and quotations that characterize an individual transaction
become a poor guide to the values that would prevail on normal volume.

Technical advantages of operations in the short end of the market.—The danger
that transactions initiated by the open market account may unduly disturb the
efficient functioning of the market is much less acute when they are confined to
the short end of the market. There are three main considerations which con-
tribute to this result.

In the first place, the risk assuined by professional intermediaries when they
trade in bills is much less than when they trade in longer term securities. Bills
are traded on a discount basis, and the great preponderance of bills outstanding
at any one time have a maturity of less than 3 months. This means they will
always appreciate to par within that period. Bills are ideal collateral, further-
more, and can always be used as security for loans. It is not too difficult, there-
fore, to hold them to maturity. The main financial hazard attending professional
operations in bills is that the holder will have to pay more in interest when he
borrows to carry them than they gain in price as they approach maturity.

Another reason is that the bill market is accustomed to relatively large trans-
actions such as the open market account must undertake in absorbing and releas-
ing reserves. It is the market in which all financial institutions typically adjust
their day-to-day positions. Trading is continuous and the market is accustomed
to a large volume of individual transactions.

Finally, the financial markets do not attach the same significance to System
operations when they are transacted in bills as they do to transactions in other
sectors of the market. Financial experts know that the Federal Open-Market
Comrmittee is more or less continuously engaged in putting funds into or absorbing
funds from this market as it compensates for large day-to-day fluctuations in the
amount of float, in Treasury balances, in the demand for currency, and in other
factors. The appearance in the bill market of purchase or sell orders initiated by
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the Federal open market account has no general long-term policy significance in
the great majority of cases, and therefore does not so readily give rise to appre-
hensions that a change in policy is imminent.

Summary of technical considerations.—To summarize, transactions initiated by
the Federal open market account, particularly transactions in intermediate and
long-term issues, may seriously affect the efficiency of the market. The initial
impact of such transactions falls first on the professional intermediaries of the
market whose willingness to take positions gives continuity to the market and
whose willingness to engage in arbitrage works to cushion a concentrated impact
of such sales on part of the price structure by spreading their effect in greater or
less degree throughout all maturity sectors.

These intermediaries confront great difficulty in estimating how large trans-
actions for the Federal open market account may be, how long they may continue,
or how large are the losses the seller may be willing to absorb. Such estimates,
however, are essential to the efficient performance of the professional inter-
mediary whose operations make continuous sensitive markets possible. Without
them, dealers and other professional intermedinries have less basis for decision
as to the amounts of securities they can afford to take into portfolio, or the points
at which they can undertake an arbitrage operation. The ability to make such
supply and demand estimates correctly on the average is a rare skill which a pro-
fessional intermediary in the market must possess in high degree to survive.

When market conditions are such that approximate supply and demand esti-
mates cannot be made, the continuity and sensitiveness of the market is seriously
impaired. Dealers and other professional intermediaries in the market become
Teluctant to take positions and to undertake arbitrage. Instead, they tend to
confine their role to that of brokers, operating mainly on a commission basis.
In this role, they offer to find buyers for issues pressed for sale, and other
sellers for issues in demand, but they do not themselves purchase or sell secnri-
ties at their own risk. They do not, therefore, perforin the function of giving
breadth and continuity to the market by their willingness to take securities into
position,

This situation presents a very real dilemma to the monetary authorities. Mone-
tary policy is most effective and can make its maximum contribution to economic
stability and growth without inflation at high levels of output and employment
when the entire credit structure is sensitively responsive to its operations. Fed-
eral Reserve operations exert their constructive influence most effectively when
they affect the cost and availability of credit throughout all sectors of the
market. This is particularly true of the long-term market where the rate of
saving and the cost and availability of funds register on capital formation.
The effectiveness of monetary policies is definitely hampered when markets are
thin.

Historical backyround of ncw technigues

Market conditions, adverse to the proper functioning of dealers and other
professionals in the market for Governmnent securities, were strongly in evi-
dence during the period of pegging prior to the Treasury-Federal Reserve accord
of March 1951. Dealers in United States Government securities tended to con-
fine their operations to the broker function, coming to the Federal open market
account for securities when they were in demand in the market and disposing
of securities to the Federal open market account when they were in supply.
Under these conditions, the account itself performmed the function of making
continuous markets for most maturity sectors even including the very short end
of the market. It did so, of course, at the expense of monetary policies ap-
propriate to the stability of the economy. The reserve funds that were made
available almost automatically under the technique of pegging operated to
augment the availability of credit and thus to increase the demand for com-
modities to a volume that was in excess of what couid be supplied. The result
was to incorporate into the base of the price structure a spiral of rising costs
and prices. )

This inflationary process was stopped early in 1951 when the Federal Open
Market Comnmittee discontinued pegzing the prices of United States Govern-
ment securities. Thereafter, as is brought out in the reply to question 1, the
reserve fuuds released or absorbed through open-market operations were ad-
Justed more closely to the needs of a growing economy operating witlhout in-
flation at high levels of activity. The market for United States Government
securities showed its basic strength at that time by adjusting to the new sit-
uation with much lesg disturbance than many close and informed observers had
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expected, and within a few months the operations of the open market account
were almost wholly confined in practice to the short end of the market.

The Federal open market account continued during this period, however, to
engage in operations in support of Treasury refinaucing. The volume of reserve
funds released in these supporting operations becaine, as time passed, n matter
of increasing concern to the Federal Open Market Committee. They were
large in volume and had later to be recovered by offsetting suales if the fueling
of inflatlonary forces was to be avoided.

Concurrently, there was increasing concern at the failure of certaln sectors
of the market, particularly the long-term sectors, to develop the degree of
depth, breadth, and resilieney that would be desirable from the point of view
(1) of effective refinancing of the public debt, (2) of the effeetive execution of
monetary policies, and (3) of the effective operation of the market in shifting
or allocating funds among various users.

Specifically, following the accord, the long end of the market was described
by competent observers as ‘‘thin.” This was fllustrated by the fact that prices
of long-term Government bonds fluctuated over a relatively wide range in re-
sponse to the appearance of relatively small buying or sales orders. It indicated
that, so far as the longer sectors of the market were concerned, dealers and other
professional intermediaries stilt tended, on the whole, to confine their operations
to the broker function. Operations undertaken at their own risk, either to maln-
tain continuous markets or for arbitrage, remalned limited on the whole to rela-
tively small commitments, too small to give the market a desirable degree of self-
reliance.

It was in this setting that the Federal Open Market Committee undertook, in
1952, to reexamine intensively the techniques employed by the System itself in
its contacts with the market for United States Government securities to sece
whether any changes could be made in those techniques that would contribute
to a stronger, more smoothly functioning market. This examination led, among
other things, to the three interrelated decisions that are dealt with in this reply.
These decisions have fostered a more effective and eflicient market for United
States Government securities in two ways: First, by reducing to a minimum the
direct disturbing or disruptive impacts on the market of transactions initiated
by the System; and, second, by establishing a climmaie of expectations in the
market that would encourage private operators to engage more actively in making
continwous markets and in arbitrage,

The aceomplishment of these results has had beneficial effects on System open-
market operations from a monetary point of view. These operations are now
confined to the amotnts necessary to effectuate basic monetary policies—that is
to say, they have come to be limited to providing or sithdrawing reserve funds
in amounts and at times appropriate to the general economic situation.

Decision to discontinue support of T'reasury refinancing

The decision to discontinue support operations during periods of Treasury
refinancing was mainly important in improving the timing, reducing the volume
and minimizing the disturbing or disruptlve effects of System operations on the
market. Its importance in minimizing the volume of operations initiated by the
open-market account and in improving their timing shows up strikingly in the
record of System operations between July 1, 1951; i. e., after the market had
adjusted itself to the accord: and September 30, 1952, the last month in which
direct support was given to a Treasury refunding issue. During these 15 months,
direct operations for System account put reserve funds into the market amount-
ing to $2,418 million net, during periods when the Treasury was refinancing.
During the same 15 months the net effect of all open-market operations initinted
by the System In the intervals between these periods of refinancing was to with-
draw §1,658 million, In other words, during those 15 months, a large volume
of sales fromm System account were made solely to absorb reserve funds in excess
of basic needs that had previously been put into the market to support Treasury
refundings. :

This phenomenon has entirely disappeared since the autuinn of 1952 when the
bractice of giving direct support to Treasury refinancing was discontinued. At
the saine time, the rate of attrition incident to Treasury refunding operations,
i. e, the relative proportion of maturing Treasury securities that have been
presented for cash payment at maturity, has averaged lower than it did in the
period when such direct support was given. This wholly satisfactory result
reflects, of course, the nature and pricing of new securities offered by the Treas-
ury since supporting operations were discontinued as well as improved perform-
anee on the part of the market under the new operating techniques.
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Deceision to confine operations to the short end of the market

The technical considerations that account for the decision to confine operations
to the short end of the market have already been discussed. The decision was
taken to remove an obstacle that appeared to account, in part at least, for an
undesirable degree of “thinness” in the intermediate and long-term sectors of
the United States Government securities market after the accord. It was not
taken without consideration of alternative techniques from the point of view
both of the possible effects of these techniques on market behavior and of their
implications in the development and effectuation of credit and monetary policy.

Alternative to operations at the short cnd of the market—The problem of how
to deal with the effects of central bank transactions on market behavior are not
confined to this country. They are present in greater or less degree in all
countries with highly developed credit structures where open market operations
are used as a principal means of effectuating monetary policies. Some monetary
authorities have tried to meet the problem by themselves assuming primary
responsibility for making continuous markets and for arbitrage. They do this
by being themselves prepared to buy or sell in all maturity sectors of the Govern-
ment securities market. When a particular issue in demand is in relatively
searce supply in the market, the monetary authority is prepared to make the
desired securities available from its own portfolio. It inay then have to purchase
other securities from other sectors of the list to offset the effect of the sale upon
bank reserves, if the basic objectives of monetary policy do not justify an
absorption of reserves from the credit base. '

This procedure resembles in many respects that which was employed by the
Federal Reserve System wlhen it was engaged in pegging the prices of Government
securities prior to the accord and for a period afterward during periods of
Treasury refinancing. It has the important difference that no attemnpt is made
io perpetuate any particular price level for Government securities. Rather, when
this is done, thie monetary authority comes to a judgment not only as to the
general interest rate level but also as to what structure of rates would be most
appropriate in the various maturity sectors of the market and is prepared in
its operations to make these levels effective. As economic conditions change,
requiring a different level of interest rates or a different structure of rates as
between the various maturities, the monetary authority uses its own operations to
move the prices of securities quoted in the market and tnarket rates of interest
to levels it rgards as more appropriate to the new situation.

When monetary authorities adopt this technique, the problem of thin markets
and sluggish arbitrage is in a sense eliminated, since the monetary autliority is
itself prepared to maintain continuous markets and to establish directly and to
change from time to time the levels of prices and of interest rates which it
regards as appropriate to the various maturity sectors of the market. The
various securities in its portfolio become part of the potential market supply
and it takes over the role of primary jobber to the market. At the same time,
for reasons already noted, dealers and otlier professional middlemen operating on
their own capital and at their own risk tend to confine their activities to that
©of brokerage,

It has been recognized within the Federal Reserve System since the accord
that the technique described above not only had intrinsic defects but was inap-
plicable to the American economy. Counsiderable thought has, liowever, been
given to a variant of this approach, namely, one in which the Federal Open
Market Committee would normally permit the interplay of market forces to
register on prices and rates in all the various maturity sectors of the market
but would stand ready to intervene with direct purchases, sales, or swaps in any
sector where market developments took a trend that the Commniittee considered
‘was adverse to high level economic stability.

It will be readily appreciated that this variant differs decisively from that
described above. Instead of taking affirmative responsibility to make contin-
uous markets and to establish interest rates and prices in all the various sectors
of the list, the Committee under this variant would operate normally in the
§hort end of the pmrket, absorbing or releasing reserve funds from dn.v to day
in accordance witll general policy directives. It would stand cont‘inuousfy
Teady, however, to intervene in any sector of the list when it considered such
mterven'tion might further the objectives of monetary policy.

Such 1n§ervention would not necessarily have to be decisive. The fact that
the Comml.ttee purchased or sold securities at any given quotation would not
mean that it wus.prepured to engage in similar subsequent transactions to main-
tain the same price. Rather, it would seek, by occasional purchases and sales
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at the fringe of the market, to cushion or reverse declines or advances at some
times and to accelerate them at others. In each case of intervention, the decision
whether to accelerate or cushion would be based on an evaluuation of what was
considered most appropriate at the time to the achievement of the objectives
of monetary policy.

This variant, which paralleled closely the actual pattern of System operations
during the period following the accord up to the spring of 1953, was not adopted
because it did not appear to offer real promise of removing obstacles to improve-
ment in the technical behavior of the market.

System open market experience from the accord to March 1953, —During the
greater part of the first 2 years after the accord, the great bulk of transactions
actually undertaken by the System was confined, in fact, to the short end of tha
market. These included purchases to support Treasury reflnancings, most of
which were executed in the short end of the market. At the same time, the
policy statement of the Federal Open Market Commiittee directed the executive
committee to maintain orderly conditions in the market for United States Gov-
ernment securities. It was generally understood during this period, both within
the System and in informed market quarters, that it was the policy and desire
of the System that a free market for United States Government securities should
develop and be permitted to make its maximum contribution to eeonomic sta-
bility both in the sense of equating the demand for funds for investment with
the supply of savings (with due allowance for the growth factor in the money
supply) and of being permitted to allocate these demands aud supplies as be-
tween the various sectors of the market. At the same time, it was understood
that the System stood ready through open market operations, without restriction
as to maturity, to check undesirable movements in prices and interest rates.

In comparison with the preceding period in which the practice of pegging
prices and yields contributed to the inflationary potential, this shift in policy
and technique was in the right direction. Despite the forebodings of many who
prophesied that the dropping of the pegs would be followed by chaos, a free
market did develop when the pegs were dropped and did play a major role in
stopping the inflation and in sustaining the economy at high levels of activity.
There was no catastrophie shift in prices of Government securities. There was
no pani¢. Confidence in the stability of the dollar was restored. The results
of the action in all major respects, ¢xcept one, corroborated the judgment of
those who took the responsibility for its initiation.

The exception, already noted, was the thinness that continued to characterize
the intermediate sector and the long-end of thie market for United States Govern-
ment securities. At first, this was generally explained by the fact that a return
to a free market after so long an interval would necessarily be accompanied by
some frictions. It would necessarily take time, it was felt, for appropriate
mechanisms to develop in the market before it could perform its normal functions
at high efficiency. As time went on, however, these mechanisms failed to develop
adequately and the problem of thin long-term iuarkets continued to exist. It
was in this setting and, in part, to consider how to deal with this problem, that
the Federal Open Market Committee in 1952 undertook the studies that led to
the three decisions treated in this question.

Dcceision to change directive with respect to orderly markets

During the period from the accord to March 1953 there was considerable mis-
apprehension and confusion with respect to the interpretation of the phrase
“orderly markets,” a situation which in many respects was justified. The clause
in the directive requiring the executive comuittee to maintain orderly markets
was in the directive prior to the accord and was the authority under which many
stabilizing operations were taken at that time. The fact that the phrase had
not been changed after the accord but instead had been interpreted less restric-
tively left legitimate grounds for uncertainty with respect to the interpretation
that might be placed upon it in future operations.

The decision to change the directive to the executive committee ‘“to malntaln
orderly markets for United States Government securities” to read “to correct
4 disorderly situation in the Government securities market” was made to
remedy this misapprehension and confusion. This gave notice that the Federal
Open Market Committee would not intervene to prevent fluctuations of prices
and yields such as normally and necessarily occur as markets seek to establish
equilibrium between supply and demand factors and to allocate savings as be-
tween the different maturity sectors. Instead, it indicated that the market would
have to be clearly disorderly before such intervention would ocecur.
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The primary aim of this shift in operating objectives was to foster in the
market a climate of expectation with respect to System intervention that would
encourage waximum private participation in market activities. In combination
with confinement of operations to the short end of the market, the shift also
contributed to minimizing the disturbing or disruptive effects of System
operations.

Eaperience with the new techniques

These decisions were taken in March of 1953 in the hope and expectation
that they would provide an environment in which professional intermediaries in
the market would begin to broaden the scope of their operations in a way that
would give greater depth, breadth, and resiliency to the intermediate and longer
sectors. Specifically, it was hoped that these intermediaries, faced mainly by
business and market risks which they were in a position to evaluate and freed
from the risk of disturbing or disruptive repercussions arising from direct inter-
vention by the Federal Open Market Committee, would begin to make more
continuous markets and eugage more promptly in arbitrage thirough all maturity
sectors. It was hoped that they would sufliciently improve the market so as to
minimize the occasions for direct System intervention in these sectors of the
market, intervention either to correct the development of a disorderly situation
or intervention to hasten thie market’s response to changes in credit and monetary
policy. These expectations to date have been on the whole fulfilled, although,
of course, it is recognized that this approach is still experimental and that in-
sufficient time has elapsed to draw firin eonclusions.

Tle first and most difficult test came in the spring of 1953, within a very short
time after thie new techniques were adopted, and before their iinpact had been
evaluated or understood. This was the period described in the auswer to ques-
tion 1 when great tension developed in the long-term investment market, suffi-
c¢ient tension to require vigorous offsetting action by the Federal Reserve System.,
There were many at that time who felt that direct System intervention in the long-
term money market was thie only remedy that would relieve the situation. This
view gained adherents when the first purchases of bills, initiated by the System
early in May 1953, found relatively small immediate response in relieving tension
in the long-term sector of the market even though the Treasury with its own
funds made some purchases in that sector during this period. Finally, as the
Treasury made larger purchases and the open-market account undertook to
supply reserves in large volume through an aggresive purchase of bills, the
tension began to subside.

Subsequently, all sectors of the market, long, intermediate, and short, have
been characterized by great improvement with respect to their depth, breadth,
and resiliency. Private arbitrage has brought about a sensitive response to the
System’s monetary policy in the long-term sectors of the market. The ease
that for some time has pervaded the money and credit markets mny account for
part, but it does not by any means account for all, of these results.

It has been a primary objective of System credit and monetary policy during
this period to encourage an expansion in private activity financed by long-term
funds, This has also been a main objective of Treasury debt managemeut
policy which has refrained from competing with mortgage borrowers and otler
potential users of long-terin savings. While, under the new techniques, open-
market operations to help eftectuate this policy objective have been confined
entirely to putting reserves into the short market, the response in the form of
increased availability of funds in the long-term capital markets, including even.
the semi-isolated mortgage market, has been gratifying.

The recession of industrial activity during this period has been exceptionally
mild as compared to other periods, even milder than the recession of 1949 when
United States security prices were pegged. It would be very difficult to make a
case that direct intervention in the long-term markets during this period would
have induced an even better response. :

Such is the experience with the new techniques to date. As previously pointed.
out, it remains for them to be tested in other more normal periods of Federal Re-
serve operations. Only tinie and further experience will tell whether problems
not now foreseen will or will not emerge, If they do, it will be the duty of the-
Federal Open Market Committee to deal with them in the light of its accunmiu-
lated experience.

Conclugion

The f'ormulation qf appropriate credit and monetary policy is, at best, difficult..
It requires, first, painstaking search for all the relevant facts that may bear on.
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the economic and financial outlook; second, all the wisdom and insight that ex-
perience and operating contacts can bring to the interpretation of those fucts,
and, finally, and perhaps most importaunt, humility with respect to any cmerging
situation. There are relatively few occasions when the meaning of developing
events is so clear that the monetary authorities can say, “As of today, our policy
should be changed from restraint to ease.” A shift in policy emphusis more
typically emerges from a succession of market developments and administrative
decisions in which the range for variation needed in pursuit of any particular
policy gradually shifts from the side of ease to the side of restraint or vice versa.

The various factors that exert an lmpact on baunk reserve positions are
at best difficult to forecast in advance. There is a considerable margin of
uncertainty in any forecast of factors absorbing or supplying reserves. Yet
these forecasts or projections must be made in planning open-market operations.
In comsequence, there is frequently much discussion, when prospective pur-
chases or sales are authorized, of whether it wonld be wiser to deal with the
area of uncertainty in the forecast in the direction of restraint or in the direc-
tion of ease. These changing shifts in emphasis do not nceessarily mean that
a new policy direction is emerging. Usually, however, by the time the facts
of the economic situation are sufficiently clear to lead to the adoption of a
changed policy directive, it will be found that these day-to-day allowances for
uncertainties in the forecasts of reserve availabilities have begun to be in-
creasingly resolved on tlie side later indicated by the new policy directive.

Such tentative testing and probing of the responsiveness of the economy to
monetary actions would be much more difficult if the Federal Reserve were
to make itself responsible not only for adding to and withdrawing marginal
amounts of reserve funds from the money market but also for making cou-
tinuous markets and establishing interest rates and prices prevailing in all
sectors of the security markets, Then any changes in such interest rates and
prices could result only from direct administrative decisions. Such decisions
would carry considerable significance in themselves and would require adequate
justification.

Such justification might not be too difficult to find if the American economy
customarily relied on the import of capital for its development. In that ease,
the necessary signals would usually be furnished by movements of prices and
interest rates in the various sectors of the foreign financial market from which
the capital was imported. In fact, however, the American economy is a high-
saving economy that exports rather than imports eapital. In this couuntry if
the structure of interest rates were too closely controlled, it would be diflicult
to tell from the character of the market response whether and wlhen new trends
were developing within the economy. The allocation functions of the market
Dlace in determining relationships between the cost and availability of funds in
the various sectors of tlie market, short-term, intermediate, and long-term, would
be in abeyance, and responsibility for eflicient performance of these important
eC(t)_nomic functions would be transferred to the area of official discretionary
action.

In conclusion, it needs to be emphasized onee more that it is not contein-
plated that these new techniques wiil never be changed. The Federal open-
market committee must always be prepared to tailor the techniques of its opera-
tions to the requirements of the economy. In the development of those tech-
niques, situations may well arise when the Federal Open Market Committee
will want to operate directly outside the short end of the market.

It must also be emphasized that the new techniques do not imply that the
Federal Open Market Committee is unconcerned abont developments throughout
the secorities market or that it is committed to dealing only in he short end
of the market whatever may happen to prices and yields of long-term securitles.
The Federal Open Market Committee directive specifically and positively enjoins
the executive committee to operate to correct a disorderly situation in the market
for United States Government securities if one develops, Such situations rarely
do develop in efficiently functioning markets. History indicates, however, that
there are occasions when a market becomes clearly disorderly and in itself
threntens_economic stability. This happens when a selling or buring movewent
feeds on itself so rapidly and so menacingly as to prevent counteracting forces
from developing within the market mechanism. Usually, these situations re-
flect a serious deficiency or excess of reserve funds and can be corrected by
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operating to adjust the volume of reserves to the requirements of the economy.
Sometimes, however, they occur in response to other factors. Under the Fed-
eral Open Market Committee's present directive, the executive committee is
responsible for diagnosing such a situation if one develops and for dealing with
it decisively without any restriction whatever as to sectors of the market in
which transactions are initiated..-

(4) What is the policy with respect to volume of money?

The policy of the IFederal Reserve System with respect to the volume of money
is to provide as necarly as possible 2 money supply which is neither so large that
it will induce inflationary pressure nor so small that it will stifle initiative and
growth. Put another way, the policy is to help maintain a volume of money
sufficient to facilitate the consumption and investmoent outlays necessary to
sustain a high level of production and employment, without leading to spending
and investing at a rate which would outstrip the supply of available goods at
prevailing prices and generate speculative conditions. Judged from this stand-
point, the amount of money required varies with such factors as: the productive
capacity of the economy; the state of business expectations; economic distoca-
tions of various kinds; seasonal fluctuations; and changes in moncy turnover
or velocity reflecting variations in liguidity and the demand for liquidity on the
part of businesses and consumers,

In the past, the monetary supply has shown considerable fluctuation over the
course of business eycles. It is the policy of the I'ederal Reserve System to
counteract, insofar as possible, the tendency for excessive cyclical swings in the
volume of money.

An economy which is expanding requires an increasing supply of money to
faecilitate its growing volume of transaections. Additions to population and pro-
ductive capacity and a growing complexity of economic organization give rise to
increased neceds for cash balances, It isthe policy of the Federal Reserve System
to foster growth in the money supply in accordance with these needs.

Like any other modern monetary system, the monetary system of the United
States is complex. In vlew of its complexities, it is not feasible to rely upon any
mechanical formula for the determination of the volume of money appropriate to
a given economic situation. This subject is one requiring continuous examina-
tion and study—historically, currently, and prospectively—of the various chang-
ing forces affecting the economy’s need for money.

Our monetary organization and its complexities were discussed at considerable
Iength in the reply of the Chairman of the Board of Governors to question 28 of
the questionnaire addressed to him in 1851 by the Subcommittee on General
Credit Control and Debt Management, under the chairmanship of Representa-
tive Patman. 'They were also treated again in an article under the title “The
Monetary System of the United States” published in the Federal Reserve Bulletin
for February 1953.

(5) Has monetary machinery (a) worked flexibly, and (b) has the market
demonstrated flexibility in its responses to changes in policy? Forexample,
how has the policy of “active ease” been reflected in the level and struc-
ture of interest rates, the volume of credit, and the roles of various types
of lenders?

The monetary machinery since mid-1952 has worked flexibly, and the market
has responded flexibly to changes in credit and monetary policy. The effective-
ness of credit and monetary policy is due in part to its adaptability to changing
economic circumstances. During late 1952 and early 1953, inventories were
rising, the Federal cash deficit was increasing sharply, consumer installment
indebtedness was growing rapidly, capital outlays were being made on a large
scale, credif demands generally were very strong, and forward commitments
were taking on a speculative hue. With the economy already operating at
virtually full capacity and producing in excess of final takings from the market,
these developments constituted a threat to long-term stability and growth.
Accordingly, Federal Reserve policy from mid-1952 to late spring 1953 was
directed toward restraint of further increases in spending financed by bank
credit. With abatement of inflationary pressures in the late spring of 1953, the
Federal Reserve readapted its policies to promote orderly realinement of activi-
ties and to foster a climate favorable to resumption of economic growth.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



UNITED STATES MONETARY POLICY 27

The influence of credit and monetary policy can be traced through observations
of changes in five interrelated faectors: the availability of credit relative to
demand, the volume of money, the cost of borrowing, capital values, and the
general liquidity of the economy, Ixamination of cuch of these factors helps
to illustrate the points of “flexibility” and “responsiveness” raised in this
guestion.

In cousidering these factors it is important to keep in mind that credit and
monetary action is only one of the many factors, although an important one,
attecting the general level of economic activity. The influence of credit and
monetary policy in any period is necessarily conditioned by various other policies
and prograis of the Federal Government, by economic and political developments
abroad, and by public responses to a variety of unpredictable events. Also,
the eifectiveness of credit and monetary policy in a particular period needs
to be judged in the light of broad experience and observation. One of the
difliculties with such judgments is that financial and institutional practices are
constantly changing so that close comparison witli past periods may not be
entirely appropriate. Tlhese changes result in financial adjustments which
differ in responsiveness and degree of lag from one period to another.

Availability of credit

Changes in the availability of credit, while not subject to statistical documenta-
tion, may be observed in a general way from the terms and conditions which
lenders require in granting credit, from their passivity or aggressiveness in
seeking out new outlets for loan funds, and by the response that borrowers ex-
pericuce to their applications for credit. During the period of credit tightening
through late spring of 1953, for example, the very large demands for credit
exceeded. the substantial volume of funds available for lending and lenders
had to adjust their operations to this fact. Sowme lenders, particularly bapks,
tended to favor short-term credits and reduced their longer term lending.

Otlier actions to discourage undue borrowing were adopted by various lenders.
Commercial banks tended to require larger minimum deposit balances from
borrowers. Insurance companies tended to write more restrictive call pro-
visions and other features into their private-placement agreeinents. Mortgage
lenders geoerally tended to favor paper with shorter terms and to require larger
downpayments. Also, lenders cut back their activities for developing new credit
outlets, became reluctant in many cases to accept new borrowing customers, and
reduced the volume of their lending to borrowers who were marginal in terms
of risk and longrun profitability. These tendencies became more pronounced as
the tightening movement progressed.

With credit easing after the late spring of 1053, these developments were
reversed. In general, lenders found themselves with more funds available rela-
tive to the demand than earlier, and were under pressure to keep such funds
fully invested. As a result, uses of credit were prowoted that under tighter
money conditions had been postponed or curtailed. The volume of new security
issues was maintained at a very high level throughout the period of business
decline, and a number of these issues, partieularly State and local government
revenue issues, were of a type that would not have been brought out in the earlier
period of restraint. Mortguge credit becaine available on more liberal terins
with respect to downpayment and maturity, and lending commitments to bullders
again came to be readily arranged. Consumer credit standards and terms also
eased, although with more lag than in the case of mortgage credit. Commercial
banks, moreover, became more aggressive in term lending and tended to lengthen
somewhat the maturities of their investment portfolios as well as to widen the
area of their investment interest. In some cases these liberalizations went fur-
ther than had been attained in the preceding period of credit ease.

Volume of money

The accompanying chart shows the movement in demand deposits adjusted plus
currency in circulation, seasonally adjusted, since mid-1952. Federal Reserve
restraints on the expansion of bank credit during the period of inflationary threat
from 1nid-1952 to late spring of 1933 were effective in curbing growth in the
money supply at a tinie when pressures for bank credit and monetary expansion
were very strong. During this period, the demand deposit and currency holdings
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of individuals and businesses increased by $3 billion, or about 2% percent. This
compares with a growth of over 6 percent in each of the preceding 2 years.

Over the past year and a half, the money supply increased further even though
business activity declined over the first half of that period. Demand deposits
and currency of businesses and individuals leveled oft during the second and
third quarters of 1953, after allowances for usual seasonal movement, rose mod-
erately thereafter through mid-1954, and subsequently increased sharply. Over
tlie year ending September 1954, the money supply expanded by $3 billion, or
approximately 2% percent. This expansion, which reflected primarily an in-
crease in bank holdings of Government securities, is in contrast to the behavior
of the money supply in most previous periods of business decline. In some previ-
ous recession periods the money supply contracted, reflecting a signifieant liquida-
tion of bank credit as a factor of economic recession. Under such circumstances,
curtailed liquidity put cousumers and businesses under pressure to reduce their
spending, thus contributing to further recession in activity.

DEMAND DEPOSITS axn ('.URREN('.uYu
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Cost of borrowing

The accompanying table of selected market interest rates since mid-1952 shows
the changes that have taken place in the cost of borrowing. Reflecting the com-
bined influence of heavy credit demands and restrictive Federal Reserve poliey;
interest rates began a general advance in the second half of 1952. The advance
accelerated in early 1953, with peaks for this movement reached in June. [here-
after, the interest rate movement was reversed as Federal Reserve policy shifted
from one of restraint to one of actively fostering credit ease. Market interest
rates declined appreciably through the early part of 1954 and subsequently have
shown little change.

The movement in interest rates spread throughout the credit market, affecting
all types of credit paper and securities, although in different degree. For exam-
ple, rates charged by banks on customer loans were more sluggish in their re-
sponse on the downside than were open market rates. However, the responsive-
ness of market interest rates to the policy of “active ease” was very marked:
the decline in money and capital market rates after mid-1953 was as sharp and
widespread as in the comparable phase of any other business downturn since
World War 1.
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Selected money rates

[Monthly averages]
U. S. Government sc-
s Corporate bonds
curities Prime | Bank
com- mttcs I\{lmllc-
0. | mer- 0 pa
3to5 I{(?lexﬁ clal cus- bonds
Bills years old paper | tomers| Aaa A Baa
series
.................. 1.700 2.04 2.61 2.31 3.20 3.50 2.10
-l 1.824 2.14 2.61 2.31 3.19 3.50 2.12
- 1.87¢8 2.20 2,70 2.31 3.21 3.51 2,22
-] 1.78% 2,28 2.71 2.31 3.22 3.52 2.33
-} 1783 2.26 2.74 2.31 3.24 3.54 2.42
-} 1.862 2.25 2.71 2.31 3.24 3.53 2. 40
| 2.126 2.30 2.75 2,31 3.22 3.51 2.40
1953—January - -] 2.042 2.39 2.80 2.31 3.25 3.51 2.47
February | 2.018 2.42 2.83 2.31 3.30 3.53 2. 54
March. -} 2.082 2, 46 2. 89 2.36 3.36 3.57 2.61
April. -} 2.177 2.61 2.97 2.44 3. 44 3.65 2.63
May. -l 2.200 2. 86 3.09 2.67 3.58 3.78 2.73
JUNe. el 2.231 2.02 3.09 2,75 3.67 3.86 2.9
Change: June 1952 to June
1053, - e e +. 531 +.88 | +.48 | +.44 4-.47 | +.37 +.89
1953—July. 2.101 2.7 2,99 2.75 3.62 3.86 2.99
Aupust_ 2.088 2,77 3.00 2.75 3. 56 3.85 2.88
September.. 1. 876 2.69 2.97 2.74 3.56 3.58 2.88
October_._. 1.402 2.36 2.83 2.55 3.47 3.82 2.72
November. 1. 427 2.36 2,85 2,31 3. 40 3.75 2.82
1,630 2,22 2,79 2.25 3. 40 3.74 2.59
1.214 2.04 2.68 2.1 3.35 3.71 2. 50
.084 1.84 2.60 2,00 3.25 3.61 2.38
1,053 1.8O 2.5 2.00 3.16 3.51 2.38
1.011 L7 2.47 1.76 . 85 3.15 3.47 2.47
. 782 1.78 2.52 1,58 88 3.15 3.47 2.49
. 650 1.79 2.54 1.56 90 3.18 3.49 2.48
L 710 1.69 2.47 1.45 89 3.17 3.50 231
. 862 1.74 2.48 1.33 87 3.15 3. 4v 2.23
1.007 1.80 2.51 1.31 . 8Y 3.13 3.47 2.20
. 987 1.85 2,52 131 87 3. 14 3. 46 2.32
~1.244 | ~1,07 ] ~. 57| —L44| —17] ~-.83| —.53| —.40 —-.67

Capital values

Changing interest rates have also affected the economy through the recapitali-
zation of future income, that is, through lowering or raising the dollar value of
existing capital assets, particularly long-lived assets. This response has been
especially noteworthy in the securities markets where prices of outstanding
bonds and investment-type stocks have registered the influence of interest rate
movements as well as, of course, of other factors. The attached table shows
the percentage changes in values in selected types of capital asset over the past
215 years.

From mid-1952 to mid-1953, the increase in yields and consequent decline in
prices of United States Government securities and corporate and municipal
bonds reduced significantly the market value of investors’ portfolios of such
securities. Stock prices also showed moderate decline over this period despite
prosperous business conditions. These developments were an influence helping
to damp down the boom in capital outlays in this period.

Since mid-1953, rising prices of bonds and stocks have reflected in part the
inflience of falling interest rates. This movement in values has tended to hetp
sustain private capital expenditures during the period when business activity
in other lines was receding somewhat in consequence of the work-off of excess
inventories and reduced defense expenditures following the settlement in Korea.

55314—54 3
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In some investment areas, such as the farm and existing residential real estate
areas, values declined somewhat despite falling interest rates. These declines
reflected the overriding effect of other factors, for example, the reduction in
agricultural income in the case of farin real estate values and the increasing
supply of new homes in the case of residential real estate values. Even in these
areas, however, there is reason to believe that the higher capitalization faector
helped to cushion the decline in market values.

Percentage changes in selected capital values

June 1852- | June 1953-
June 1853 | October 1954

Government bonds (long-termY .o oo cenreo o ocaceecc e cceme e o mmameaaan -7 +a
Corporate bonds (high-grade).. —6 +8
Municipal bands (high-grade)__ R —-12 +10
Preferred stocks (high-grade) ... .....__._. —9 +14
Common stocks ! {Standard & Poor’s series).. -3 +33

! Values of common stocks are, of course, particularly affected by important variables other than the
capitalization factor. These include, for example, changes in earnings and dividends and ehanges in ex-
pectations as to ge:neral business developments. .

General liquidity of the economy

Changes in the volume of inoney and other highly liquid assets and in the
value of existing assets affect the liquidity of businesses and individuals and
influence their willingness to spend and invest. They also affect the liquidity
of financial institutions and their willingness to lend and invest.

The restrictive credit policy from mid-1952 to last spring 1953 caused existing
assets to decline in liquidity. This development influenced consumers and busi-
nesses to screen expenditures more carefully either because they were reluctant
to dispose of interest-bearing securities at the prices currently prevailing, or
because they were encouraged by rising yields to save and invest in securities
or other savings forms. Also, the desire for liquidity was heightened by the
fact that aceess to credit was not as assured as it had been earlier. This put
a greater premium on holding eash balances and other liquid assets rather than
spending. The relative stability of prices over this period, moreover, fostered
confidence in the value of the dollar so that holders of deposits and currency did
not feel pressed to make expenditures immediately in anticipation of higher
prices.

In contrast, falling interest rates in the recent period of monetary ease tended
to make individuals and businesses, as well as financial institutions, more liquid
and increased the proportion of their assets that could be sold at cost or profit.
This is particularly true of investment portfolios where the rise in prices of
marketable United States Government bowds, corporate bonds, State and local
government bonds, and corporate stocks made holders more willing to lend and
to spend. The fact of ready availability of credit, furthermore, reduced the
requireirents of businesses and individuals generally for liquidity.

Concluding comment

Viewed as a whole it appears that credit and monetary policy exerted a whole:
some restrictive influence in the 1952-53 period of boom and a desirable cushion-
ing and sustaining influence in the economic decline which followed. In so doing,
jt made a necessary and positive contribution to stable economic growth.

UXDER SECRETARY OF THE TREASURY FOR MONETARY AFFAIRS,
Washington, November 26, 1954.
Hon. Rarrir E. FLANDERS,

Chairman, Subcommittee on Economic Stabilization of the Joint Com-
mittee on the FEconomic Report, Congress of the United States,
Washington, D. C.

My Dear Mr. CHAIRMAN: For Secretary Humphrey, I am transmitting the
Treasury’s replies to the questions your subcommittee directed to us on QOctober
268, 1954, with respect to United States monetary policy and debt management
in recent periods. .

Both Secretary Humphrey and I are pleased to participate in your subcom-
mittee’s review of recent thinking and experience in this important field. The

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



UNITED STATES MONETARY POLICY 3r

past 2 years have given us our first real test in a long time of the contribution
that a flexible money and credit policy can make to economic stability and
growth.

As you know, the Secretary is currently attending the Conference of Ministers
of IMinance or Economy in Rio de Juaneiro, but le still hopes to attend your
subcommittee’s hearings on December 7. In any event, I shall be there,

Sincerely yours,
W. RaNpoLrd Bunrcess,
Under Scerctary for Monctary Affairs.
Enclosures.
MONETARY POLICY AND DEBT MANAGEMENT

REPLIES BY THE TREASURY DEPARTMENT TO QUESTIONS SUBMITTED RY THE Sup-
COMMITTEE ON EcoxoMIC STABILIZATION OF THE JOINT COMMIITEE ON THE
EcoxoMIc RREPORT, NOVEMBER 1954

Question 1. What role did monetary policy play in the beriod of relative stability
following the Treasury-IPederal Reserve accord in 1951, in the months of
boom late in 1952 and early 1933, and in the recession of 1953-54?

This question is being answered fully by Chairman Martin of the Federal
Reserve Board, in his reply to the same inquiry. On the debt-management aspeect
of your question, however, we are glad to add a few comments from our own
experience since this is the area where final responsibility lies with the Treasury,
rather than with the l'ederal Reserve.

Early 1953

When we came to the Treasury in January 1953, we were faced with the
problem of developing a constructive prograin for the effective management of a
public debt of more than $265 billion in an economic environment during the
early months of 1953 where inflationary pressures were still running high,

Production was at a record high in the spring of 1953 and was exceeding suales,
causing a threatening accumulation of inventories in the hands of manufacturers
and distributors. Defense expenditures were high and plant and equipment
expenditures were setting new records. Unemployment was at extremely low
levels and industry was spending large amounts for overtime employment.

The Nation’s resources were fully utilized and any further sizable expansion
of credit could result only in wneconomic competition for scarce labor and mate-
rials at the risk of further price rises. At this time, consumer credit was ex-
panding rapidly dand business loans were continuing te increase as compared
with the normal expectation of seasonal contraction. New corporate and munic-
ipal security issues were at a record high and new mortgage financing was
running ahead of previous years,

Together with the prospect of a large Federal deficit, all of these factors
created inflationary pressures. In addition, controls over prices and wages had
just been lifted. This was a situation that called for monetary and credit
restraint, and that is exaetly what the Federal Reserve was applying.

Treasury action in debt management in the first half of 1953 was carefully
planned so as to tie in with a Federal Reserve monetary policy of credit restraint.
Debt-management decisions iu this period were geared to a program designed to
offer securities attractive to nonbank investors and by so doing avoid the infla-
tionary potential of increased bank ownership of Government securities. In
February, instead of offering investors who held a maturing certificate nierely an
exchauge into another 1-year certificate, the Treasury gave investors the oppor-
tunity to go into a 5-year 10-month bond. The market response to the bond
offering was encouraging and indicated that there was demand for securities
beyond the 1-year area.

As the Treasury approached its spring financing and realized that more money
was needed than had previously been expected, the Treasury offered a billion
dollars of 3%4-percent 25- to 30-year marketable bonds for cash—the first long-
term marketable securities issued since the end of World War II finaneing. In
addition, close to half a billion dollars of the 314's were issued in exchange for
those series F and G savings bonds which matured in the calendar year 1953.

The Federal Reserve policy of credit restraint, together with these debt-man-
‘agement actions, permitted the heavy credit demands in the market to make
a natural correction through the operation of a rising level of interest rates,
continuing the trend of 1951 and 1952. The Treasury, in doing its borrowing,
paid the rates required by the market in recognition of the principle that the
Federal Reserve should be free to exercise appropriate monetary and credit
poliey.
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Monetary and debt-management policy in the first part of 1953 played an impor-
tant part in checking the inflationary ground swell.

The period since May 1953

By the early summer of 1953 the situation changed. Business demand for
funds lessened and inflationary pressures receded. There were some evidences
of slowing business activity. In this new environment monetary and debt-man-
agement policies were directed toward increased availability of credit for appro-
priate business demands, As a result of the successful use of these policies,
inventory liguidation was able to proceed in an orderly fashion without fear
of a tightening up on loans and capital expansion was encouraged. Interest rates
fell and the path of legitimate credit growth was smoothed.

In its refunding operations in June, and again in August, the Treasury issued
only 1-year certificates in exchange for maturing issues to avoid any tightening
effect on the money market as it adjusted to its new environment. The only
major Treasury cash finaneing in that period was ap offering of $5.9 billion
S8-month tax-anticipation certificates to cover the seasonal low in Treasury re-
ceipts during the second half of the calendar year.

Monetary policy during the late months of 1953 and during 1954 has stressed
active ease in the money market. The Treasury, therefore, has refrained in the
past year and a half from issuing long-term securities. It has purposely done
its financing so as not to compete for or reduce the long-term money available
for private capital investment or for State and loeal highway, school, and other
construction projects. This policy has contributed appreciably to maintaining
a high level of economic activity during the last year or so.

Treasury debt management policy, therefore, has been tied in very closely with
monetary policy throughout the last 2 years, first in helping to restrain infflation
and then in helping to avoid deflation. The successful restraint of inflationary
fiorces eased the task of monetary and debt management policy in avoiding

eflation.

The Federal Reserve and Treasury actions of these past 2 years have conformed
to the principles stated by your own Joint Committee on the Economic Report,
through Senator Douglas’ subcommittee in 1950 and Representative Patman’s
subcommittee in 1952, which concluded that “* * * we believe that the advan-
tages of avoiding inflation are so great and that a restrictive monetary policy
can contribute s¢ much to this end that the freedom of the Federal Reserve to
restrict credit and raise interest rates for general stabilization purposes should
be restored even if the cost should prove to be a significant increase in service
charges on the Federal debt and a greater inconvenience to the Treasury in its
sale of securities for new financing and refunding purposes.”

That freedom has been restored, just as President Eisenhower promised it
would be in his first state of the Union message in early 1933 :
© “Past differences in policy between the Treasury and the Federal Reserve
Board have helped to encourage inflation. Henceforth, I expect that their single
purpose shall be to serve the whole Nation by policies designed to stabilize the
economy and encourage the free play of our people’s genius for individual
initiative.”

Long-run debt management objectives

In the same date of the Union message, President Eisenhower also suggested
that the long-run objective of Treasury debt-management policy was to “prop-
erly handle the burden of our inheritance of debt and obligations.” At the same
‘time that we have been working closely with the Federal Reserve in pursuing
policies which would lean against inflation or deflation, the Treasury has also
made progress toward its long-term objective of working toward a better bal-
anced maturity structure of the public debt—one that will contribute, along
with budgetary and monetary policies, to high employment, rising production,
and a stable dollar.

When the present administration came to the Treasury in January 1953, the
debt was too heavily weighted in the short-term area. Short-term securities
tend, by their very nature, to be very liquid—almost like money. When they are
relied upon too heavily, they can add substantially to inflationary pressures.

A large volume of short-term debt also means that the Treasury has to be
.almost continuously in the market refunding short-term securities. When the
Treasury has to engage in so many financings every year, it means that the
Treasury’s impact on the money market is almost continuous, either through the
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planning of a new financing, the financing itself, or the secondary market re-
sponse to it. This tends to limit the effectiveness of Federal Reserve credit
control operations. The greater the space between T'reasury financings, the less
will be the likelihood of this sort of interference.

Ix_x addition, Federal debt ownership should be broadly distributed among the
various investor groups in the economy—and within those groups as well. In
a democracy like ours, it is important that citizens participate in its responsibili-
ties as well as its benefits. With a direct stake in their Government’s tinancial
operations, either through individual or group investments in Government securi-
ties, they will tend to take o more active part in seeing that the Nation’s affairs
are managed in their best interests. That is one of the most valuable functions
that the Treasury savings bond program is performing today.

A widespread debt—in terms of maturities as well as holders—contributes to
the effectiveness of monetary policy aimed at promoting economic stability.
When the Federal debt is widely distributed, action taken by the Federal Reserve
to tighten credit during inflationary periods or to ease credit during deflatlonary
periods will tend to be more effective as its impact is transmitted through all
parts of the money market.

Improvement in debt structure

The Treasury has made progress in improving the structure of the debt during
the past 2 years, although improvement has at times been slow because of the
need for adjusting our financing to the economic situation of the moment.

The first step in spreading out the debt was taken in the February 1953 re-
funding, but a more important step was the issuance of the 34 percent long-
term bond in May. Treasury debt extension was postponed temporarily in the
summer of 1953 as thie market was unreceptive and short-term bank financing
contributed to maintaining the volume of money. In the later months of 1953,
however, the Treasury was able to make several modest moves toward lengthen-
ing the debt. On three occasions securities were offered which were attractive
principally to commercial banks who were interested in lengthening out their
own portfolios of intermediate-term CGovernment securities., In this way, §7
billion of the debt was extended for periods ranging from 314 to nearly 8 years.

Debt extension of this type was neutral with respect to Federa_l Reserve mone-
tary policy. No useful purpose would have been served in flooding the commer-
cial banks with more short-term securities than tbey wanted. Yet through
issuance of intermediate-term securities, the Treasury was able to improve the
maturity structure of the debt without competing directly in the long-term mar-
ket for funds that were needed to support a high level of capital expansion in
the economy. .

The record of debt management in 1954 follows essentially this same pattern.
Commercial banks again expressed interest in lengthening out their portfolios
and this gave the Treasury the opportunity to spread the debt further through
the use of intermediate-term seeurities. . . . .

In February 1954 investors exchanged $11 billion of maturing issues into
7-year-9-month bonds. In May, August, and October, a total of $13 billion more
intermediate-term bonds and notes were issued—partly for cash and partly in
exchange for maturing securities. The Treasury’s latest refunding offer of
8-year-8-month bonds in its December financing has just been announced (Novem-
ber 18) and we have every reason to expect that the new bond ‘Yill be wgll
received. This is the longest bond offered since the 314’s in the spring of 1953.
Bven before we include the new December bond, the Treasury has issued
$3314 billion of securities in 1953 and 1954 which were beyond the 1-year area.

As a result of these operations from January 1953 through November 1954,
the Treasury reduced the amount of marketable debt maturing or callable within
1 year from $74 billion to $63 billion—a decline of $11 billion. The Treasury
debt in the over-5-year category rose by about $814 billion during this period,
and will increase again in December. Furthermore, the average length of the
marketable debt has risen in 1954, marking the end of a steady 6-year decline
which virtually ended in 1952 and leveled out in 1953,

It is also significant that during 10 out of 12 major financings during 1953
and 1954 (excluding seasonal borrowing in anticipation of tax receipts), the
Treasury offered investors securities longer than 1-year certificates. This is quite
a contrast to the 2 preceding years, when on only 2 occaslons out of 13 were
marketable issues offered outside the 1-year area.
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Question 6. Has the debt management policy of the Treasury-—both as to objec-
tives and techuiques—been consistent with the monetary policy of the Federal
Reserve throughout the period since mid-19527
In the reply to question 1, we have already discussed the role that debt manage-

ment has played in the past 2 years to complement monetary and credit-control

action taken by the Federal Reserve, first in the period through the spring of
1953—when influtionary pressures were still running strong and credit restraint
was appropriate—and then later as the inflationary tide turned and an easier

Federal Reserve money policy encouraged the free availability of credit for legiti-

mate needs.

Fiscal and monetary policy—with an independent Federal Reserve working
in harmony with effective budgetary, taXx, and debt policy—is the mainstay
of our program for sound money in America. This is a major plank in the
program of the Eisenhower administration. It is not surprising that it was also
a major plank in the reports of both of your predecessor subcommittees studying
these matters. It is a fundamental of good goverunent. .

In 1950 your Subcommittee on Monetary, Credit, and Fiscal Policies, headed
by Senator Douglas, concluded that—

“We recornmend not only that appropriate, vigorous, and coordinated monetary,
credit, and fiscal policies be employed to promote the purposes of the Employment
Act, but also that sucl policies constitute the Governments primary and prin-
cipal method of promoting those purposes.”

And again in 1952 your Subcommittee on General Credit Control and Debt
Management, headed by Representative Patman, agreed in these words:

“We believe that general monetary, credit, and fiseal policies should be the
‘Government’s primary and principal imeans of promoting the ends of price sta-
bility and high-level employment and that whenever possible reliance should be
placed on these means in preference to devices such as price, wage, and alloca-
tion controls and, to a lesser extent, selective credit controls—all of which involve
intervention in particular markets * * * ’

We believe in this policy. Under the present administration, the Federal Re-
serve has been free to pursue a flexible credit policy conducive to stability and
economic growth.

Independence does not mean isolation. We have worked very closely with
the Federal Reserve Board, with the Federal Reserve bank officials, and with
their staffs all along the line. 'We know of no occasion in the past 2 years when
debt management decisions were not completely consistent with Federal Reserve
monetary policy.

Question 7. What considerations should dietate the maturity distribution schedule
of the Federal debt, first, as to the long-run ideal to be pursued and, second, as

@ - practical operating matter, giving weight to timing and contemporary
i conditions?

In the reply to question 1, we discussed our long-term objectives of gradually
moving more of the debt out of short-term securities into the hands of long-term
savers. In the saine reply, we also discussed our shorter-run objectives in terms
of managing the debt in a way that was consistent with monetary policy. A few
additional comments here are in order,

The Treasury’s long-term objective of achieving a better debt distribution ean-
not-—and should not—Dbe defined ln terms of any specific maturity pattern.
Changing econotic conditions require changing perspectives, and debt-manage-
1ment policies, like budgetary and monetary policies, can best serve the Nation’s
interests if they ave flexible.

An ideal maturity structure of the debt cannot be suddenly achieved or rigidly
inaintained. Improvement in the maturity structure of the debt is the com-
posite result of a multitude of financing decisions over the years. We are work-
ing with a complicated debt structure which is already in existence, We do not
have the opportunity to set up an entirely new debt structure, so progress must
necessarily seem slow at times. As President Woodrow Wilson said in his first
inaugural address:

“We shall deal with our econoinic system as it is and as it may be modified, not
as it might be if we had a clean sheet of paper to write upon; and step by step
we shall make it what it ghould be * * *»

In the attainment of an improved debt structure, the Treasury cannot arbi-
trarily set the maturity distribution of the debt by dictating the terms under
which it will borrow, The market for Government securities is to a large extent
compartmentalized. Many investors are interested only in short-term securitles,
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others prefer long-tertn securities, and still others want a more diversified port-
folio. The market expression of demand for various types of securities from
a wide variety of buyers lins a powerful effect on the maturity structure of the
debt. '

Like other borrowers, the Treasury must meet the test of a free money market.
The success of Treasury tinaneings is dependent on its ability to offer attractive
securities at those times and in those arcas where market demand exists, The
Treasury may be able to encourage investors to lengthen or to shotten their
portfolios by offering them a choice of two issues, one of which may be a little
more attractive to some investors than the other, But it is the investor who
makes the ultimate decision as to which security he will take. He may decide
not to take either one,

There are many ways in which the problem of improving the strueture of the

debt may be approached. For example, the average maturity of the debt can he
Jengthened by the same amount by putting out a billion dollars of a 30-year bond
or a larger amount of a shorter bond. Yet the particular econowmic eircum-
stances of the moment may make the shorter alternative an obvious choiee if the
long hond would work against IFederal Reserve monetary policy rather than
complement it.
, The experience of the last year and a half is again a case in point. During
the transition to a lower level of Government spending, it has been important to
economic stability that the Treasury not put out any long-terinz bonds which
would interfere with the availability of long-term funds for capital investment.
‘Under circumstances such as these, improvement of the structure of the debt
may be slowed temporarily.

Obviously, an ideal debt structure must achieve proper balance between short,
intermediate, and long-term debt. A certain amount of short-term deht is neces-
sary and desirable to meet basic liquidity needs of cominercial banks and for
nonfirancial corporations, who are building up reserves for taxes and other
short-term needs., But the amount of short-term debt should be kept low enough
so that it does not undermine action taken by the monetary authorities to restrain
-undue eredit expansion.

Furthermore, a high level of short-terin debt already outstanding could create
difficulties for the Treasury in an emergency requiring a substantial expansion
of short-term debt.

Question 8. Are the benefits and costs to commercial banks of handling Govern-
ment transactions clear enough, or can they be made clearer, to determine
whether or not the banking system is being excessively compensated or under-
compensated? What about the Treasury cash balance—its size and manage-
ment? Should the Government receive intercst on its deposits with com-
wmercial banks?

This question calls for a brief description of the Treasury depositary system.

The Treasury doesn’t make deposits in its tax and loan accounts in commercial
banks in the same way that the individual goes inte a bank and deposits nioney.
"What the Treasury does is to authorize the banks to act on its behalf as a system
of pipelines through which taxpayments and the proceeds from the sale of Gov-
ernment securities flow from the public on their way to Treasury accounts at the
Federal Reserve banks, against which checks are drawn to meet Government
expenses.

Most of the money that follows this route starts as a deposit in the commercial
banks in their customers’ nccounts. The payment of taxes or the purchase of
Government securities thus involves the transfer of a deposit from the account of
an individual or corporation to a Government account.

Some Treasury deposits in the banks are new deposits, which are created when
a bank buys Government securities from the Treasury and pays for them Dby
giving the Treasury a deposit in the bank. Dut the newly created deposits don't
stay in the banks very long, because the Treasury begins to draw them out after
a few days to pay its bills. When the Treasury pays its bills, the people and busi-
ness concerns who get the checks deposit them in their banks angd thus restore to
the bankings system the funds withdrawn by the Treasury. The round trip is
completed.

Treasnry deposits in commercial banks from these two sources are almost
continnally on the move. Semiweekly calls for withdrawal of Treasury balances
in the larger accounts, for example, frequently run 25 percent. to 50 percent of the
outstanding balance. The average balance of almost $4 billion in these tax and
loan accounts last year looks like a.great deal of money—and it is. DBut it doesn’t
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seem quite as big when you compare it with the more than $5 blllion of budget
expenditures the Treasury has to meet each month.

The extensive use of this commercial bank pipeline system provides the most
effective method yet devised for maintaining 2 smooth flow of funds from the
public to the Treasury and back again into the channels of trade through
Government disbursements with a minimum of economie disturbance.

Whenever the Treasury calls in money from the comercial banks and puts it
in the Federal Reserve banks, bank reserves are reduced. Then as the Treasury
spends the money, the disbursement out of the I'ederal Reserve causes bank
reserves to go up again, By leaving most of our money on deposit in commercial
banks rather than at the Federal Reserve, the amount of time between the with-
drawal and the restoring of bank reserves is narrowed to a practical minimum,
If the uneven flow of Treasury receipts were permitted to go directly to the
Federal Reserve, the banks would have to maintain enough idle reserves to
stand the load of these heavy withdrawals. Their lending capacity would,
therefore, be reduced and Interest rates would tend to rise. As it is, the general
public and the whole economy benefit from the more eflicient use of these Govern-
ment funds.

The prineipal reason, therefore, why the Treasury carries deposits in commer-
cial banks is to assure an orderly flow of funds through the financial community
and avoid jolts and jars. Itisin the public interest.

Bank services

The banks perform a great many services for tlie Treasury. They sell a large
proportion of Treasury savings bonds; they service many of the E-bond payroll
savings plans; they receive subscriptions for marketable Government securities
and handle maturing issues presented for redemption or exchange. Banks par-
ticipate in the weekly sale and distribution of short-term Treasury bills.

In fact, the banks are the principal salesien for all the vast billions of Treas-
ury securities. The deposits they thus retain (even briefly) are their incentive
for a vigorous sales effort. Without this arrangement the Treasury could have
to pay commissions for selling its securities. Banks also handle remittances
accompanying employers’ withheld tax receipts when they are deposited in the
Government’s account,.

These and many other services are performed by the banks without compensa-
tion other than the value of the Treasury deposit. It should be emphasized that
the size of the Treasury’s deposit in any given bank is the result of that bank’s
own actiyities in selling and buying Treasury bonds, handling the flow of taxes,
ete.

Interest on demand deposits

The question whether or not the Government should receive interest on its
demand deposits with commercial banks is related to the broader question of
interest on all demand deposits. The payment of interest on demand deposits
was specifleally prohibited by the Banking Act of 1933. This applies to Federal
Government tax and loan deposits, which average around $4 billion, and to the
$% billion balances that the Treasury carries in general bank depositaries. It
also applies to the $10 billion of State and local government demand deposits, and
to the §100 billion demand deposits of individuals and businesses,

The prohibition of payment of interest on demand deposits was partly due to
the belief that some of the serious bank failures of the twenties and early thirties
resulted to a considerable extent from the weakening effect of excessive interest
payments by banks for competitive reasons. At the time of the Banking Act of
1933, an added burden was also being placed on the banks in the form of assess-
ments for Federal deposit insurance. More important still, interest payments
on deposits forced the banks to charge higher rates for loans in order to cover
their costs. A resumption of interest on demand deposits would exert pressure
on banks to charge higher loan rates.

It is almost impossible to make a useful analysis of the cost and income of the
banks attributable to Government operations; they fluctuate widely, differ from -
bank to bank, and involve such a large part of bank activities. Bank profits have
not been high, however, compared with other kinds of business and compared
with the need to build up capital funds to protect thelr customers’ funds.

Senator FrLanpers. Following the announcement of these hearings
on November 12, the spbcomrpittee was asked_ as to whether or not
the Council of Economic Advisers had been given an opportunity to
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present its views on this important subject. The Council was given an
opportunity, but declined at this time. In order that the record may
be clear on this subject, however, I will insert at this point, without
objection, correspondence between the staif director of the Joint Com-
mittee on the Ficonomic Report and the Chairman of the Council of
Economic Advisers.

Without objection, that will be inserted.

(The correspondence above referred to is as follows:)

OcroBEr 1, 1054,
Dr. ARTHUR F. BURNS,
Chairman, Council of Economic Advisers, Washington 25, D. C.

Dear ARTHUR: Before Senator Flanders left for California last week he
asked me to explore the possibilities of 2 or 3 days of hearings in early December
on United States monetary policy—recent thinking and experience, There has
been a desire on the part of some members of the subcommittee to meet with
the Federal Reserve Board of Governors and the Federal Reserve bank presl-
dents more or less informally to discuss monetary policy. This could be arranged
with convenience in early December during the fourth quarterly meeting of the
Board and bank presidents here in Washington.

I have prepared the attached very preliminary and very confidential plan for
3 days of hearings along the lines expressed to me by Senator Flanders. As
always on such studies we like to give the Council of Economie Advisers an
opportunity to be heard either in executive or open session on the subject under
consideration. You will note that on the attached plan we have tentatively re-
served time to hear from you. We would, of course, like to hear you but will be
guided by your wishes as to (1) whether you appear or not and (2) whether
you wish a closed session or an open session.

In addition to your letting me know your desires in this connection as soon as
possible, we would appreciate any suggestions or observations which you may
have at this time with respect to the questions that will be considered in the
study and the first-day panel participants. We will welcome any and all of
your suggestions.

With best regards,

Sincerely yours,
Grover \W. ENSLEY, Staff Director.

e —

T CIAIRMAN OF TIE
CoUNCIL oF EcoN0AIC ADVISERS,
Washington, October 11, 1954.
Mr. Grover W. ENSLEY,
Stajf Director, Joint Commitice on the Economic Report,
Congress of the United States, Washington 25, D. C.

DEeAR GROVER: Thank you for your letter of October 1, in which you set out
tentative plans for lhearings by the joint committee, to be held early in De-
cember, on recent monetary happenings and policies in the United States.

I appreciate the position taken by the joint committee in leaving it up to the
Council to decide whether or not to testify.

The month of Decemnber is going to be an especially busy time for the Council,
and after weighing all sides of the question I have reached the conclusion that
it would be best for me not to appear during the December hearings. My conclu-
sion is reinforced by two facts: First, that the Economic Report is likely to convey
the Council’s general thinking on monetary policy; second, that any questions
that members of the joint committee may have about the Council’s stand could
be cleared up if I testify next year, as I did this year, at the hearings dealing
with the Economic Report.

Sincerely yours,
ArTHUR F. BURYS.

Senator Fraxpers. I regret that Congressman Richard M. Siinpson,
a member of this subcommittee, is unable to attend these hearings;
he is in Geneva participating in the General Agreement on Tariffs
and Trade Conference. Senator Fulbright, another member of this
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subcommittee, also is participating in international discussions at the
United Nations in New York and it is unfortunate that he, too, can’t
be with us. They both have expressed interest in the subcommittee’s
inquiry, however, and 1 am sure will look forward to reading the hear-
ings and the summary of this proceeding.

I do not view these liearings as resulting in a special subcommittee
report but subject to the will of the subcommittee will view them as
part of the educational functions of this committee. The hearings
will be published, and I am sure will take the same place on this sub-
ject of monetary policies and debt control that the previous hearings
have taken in colleges, on the shelves of economists, on the shelves of
others who are technically interested and technically concerned with
the problems that we are discussing today.

-I am sure that these hearings also will assist the committee in the
formulation of the committee’s annual report to the Congress which
is due on March 1.

The plan of the hearings was set forth in the announcement of
November 12. It includes a panel discussion today composed of recog-
nized monetary technicians and, I might add, of widely varying points:
of view, from universities and from financial institutions. ‘

Tomorrow morning we will hear from Secretary of the Treasury’
Humphrey and W. Randolph Burgess, Deputy to the Secretary of the
Treasury. Tomorrow afternoon we will have a roundtable discussion
on monetary policy questions with the six members of the Board of:
Governors of the Federal Reserve System and the presidents of the
12 Federal Reserve banks participating,. :

They are holding their regular fourth quarterly meeting in Wash-
ington the first part of this week, and it seemed advisable, in view of
the interest we have in getting their opinions, not to ask them to make
a separate trip to Washington when they were coming anyway, at a
time which seemed convenient to the members of the committee.

Before getting into the panel discussion this morning, I wonder if
other members of the subcommittee wish to make any introductory
remarks.

There is one other matter before I ask for preliminary comments
from other members of the committee. IWith the approval of the
subcommittee it would be my plan, unless other plans and better plans
are suggested, to hold this session until 12: 30, to meet again at 2 and
continue in session until about 4. I would hope that the presentations
of the panel could be completed this morning, with perhaps a little
time left for discussion, and that we could spend the afternoon in
discussion, particularly of the members of the panel with each other
with such observation, comment, and questioning as the members of
the committee, both the subcommittee and the main committee, may
see fit to interpose.

Is there any suggestion from other members of the committee or the
subcommittee with regard to the procedure or by way of introductory
remarks?

Representative Pararan. May I say a word, Mr. Chairman?

Senator Fraxprrs. Yes. ,

Representative PaT>aN. First, I commend the chairman for calling
this meeting. I think it is a very fine thing. I think it is well
arranged, and I am particularly glad that the Open Market Commit-
tee will be with us tomorrow afternoon. :
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I assume that is what he had in mind in suggesting that all the
residents of the Federal Reserve banks be here along with the mem-
ers of the Federal Reserve Board. All the presidents are either now

or have been or will soon be members of the Open Market Committee,
and for all practical purpose they are functioning as members of the
Open Market Committee.

Senator Franpers., That is true.

Representative Pamyrax. And I assume that we will be privileged to
ask these distinguished gentlemen questions after tliey hiave finished,
and that they will return this afternoon for any further questioning
that we desire.

Senator FLaxpers. That is the plan. The plan is to have the Treas-
ury represented tomorrow morning, and in the afternoon we will
have as long a session as may be necessary. I wouldn’t call it off at
4 o’clock if the discussion is still lively. Let’s keep going tomorrow
afternoon until we have made a good try at clearing up the various
points of interest in open market operations.

Representative Paryax, Tomorrow seems to be a very crowded day,
with Mr, Burgess and Mr. Humphrey being heard in the morning.
If we are crowded in the afternoon, will there be an opportunity to
have the members of the Open Market Committee back on Wednesday ?

Senator Fraxpers., I think we might even run through into the
evening if that seems necessary.

Representative PatyaaxN. Mr, Chairman, I ask unanimous consent at
this point to put in the record excerpts from our hearings in the past
in which I have made request, representing the Democratic members,
for the personal appearance of the Open Market Committee before
the Joint Committee on the Economic Report.

Senator FLanpers. That we will be glad to do.

(The documents above referred to are as follows:)

BackcerouNp INFORMATION 0N THE APPEARANCE OF THE OPEN MARKET
C'OMMITTEE OF THE FEDERAL RESERVE SysTeEa BEFORE THE JOINT
Codprrree oN THE Ecoxoaic Rerort, SExare Orrice Buinpive,
WasuinNeroN, D. C., Decenser 7, 1054 ’ ‘

JANUARY 1954 ECONOMIC REPORT OF THE PRESIDENT

CoXNGRESS OF THE UNITED STATES,
JoINT COMMITTEE ON THE EcoNoM1C REPORT,
Tuesday, February 2, 1954, Washington, D. C.

The joint committee met, pursuant to notice, at 10:20 a. m., in room 1301, New
House Oflice Building, Representative Jesse P. Wolcott {chairman), presiding. |

Present : Representative Wolcott (chairman), Senators Flanders (vice chair-
man), Carlson, Sparkman, Douglas, Fulbright; Representatives Simpson (Penn-
sylvania), Talle, Bender, Patman, and Bolling.

Also present : Grover W. Ensley, staff director; John W. Lehman, clerk.

» * * > > * >

STATEMENT OF HoxN. GEORGE M, HUMPHREY, SECRETARY OF THE TREASURY, ACCOM-
PANIED BY HoN, Mariox B, Iorsox, THE UNDER SFCRETARY OF THE THEASURY ;
AXD Hox. W. RAXpoLPH BURGESS, DEPUTY TO THE SECRETARY

- * *® E E L] >

Representative PATaaAN. Now, then, Mr. Chairman, I want to make a request
that we invite the entire Open Market Committee before this committee., Tomor-
row, I understand from the agendn, we have Mr, Martin. Of course, Mr. Martin
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is the Chairman of the Federal Reserve Board. But Mr, Martin is just the head
of one group that is part of the Open Market Committee. The Open Market
Committee, under the laws passed by Congress, has tremendous power. It is
composed of the Board members of the Federal Reserve System, and five I'resi-
dents of Federal Reserve banks. I believe that this is worthy of the serious
consideration by the chairman and should be granted for several reasons.

No. 1, the five Federal Reserve bank presidents that are on this Committee are
selected by the private banks. They are not directly under obligation to the
Government at all. They are constituents, we can almost say, of the private
bankers in the district where they operate. There are five of them, To have
just the Chairman of the Federal Reserve Board here, I think is incomplete.
I do not think that he is in a position to answer. Particularly is that true now
wlen the Board has only six members.

Chairman WoLcotr. Mr. Patman, I wonder if you would withhold your request
until you have heard Mr, Martin tomorrow, and ask the chairman of the com-
mittee to give further consideration to your request, following that, if you still
think it is necessary.

Representative PaTyan. I shall be very glad to yield to the request of the
chairman, but I know now, Mr. Chairman, that he cannot speak for the five
presidents of the Federal Reserve banks, He does not have the power to do so.
And since we know that he does not have this power, I would just suggest that
it might be a fine thing to have all the members of the Board of Governors and
ithe five presidents of the bank here for a panel discussion.

Chairman Worcorr. Would it not be better if we delayed any decision in that
matter until after he testifies?

Representative Parman, Certainly. Thank you very much, Mr. Chairman. I
will propound the other questions to him in writing.

" CoNGRESS OF THE UNITED STATES,
JoinT CoMMITTEE ON THE EcoNoMMIC REPORT,
Wednesday, February 3, 195}.

Chairman WorLcorT. The committee will come to order.

We have with us this morning William McChesney Martin, the Chairman of
the Board of Governors of the Federal Reserve System, and with him are Mr,
Young and Counselor Cherry,

* * * * * * *

Representative Paryan. I wiil defer as usual to the judgment of the chairman.

Now, one other line of questioning which I hope will be brief, and I will be
through.

I notice you state here on page 11 that—

“It is and must be closely coordinated with debt management, * * *

“But, so far as credit and monetary policy is concerned, we are on our own in
the Federal Reserve System.”

What do you mean there, that you are on your own? That you are kind of foot-
loose and fancy free and the System can do anything it wants to do, and nobody is
ilile mn'fter except the Federal Reserve System? Is that the reasoning, Mr.

artin?

Mr, MArTIN. No. That is what I commented on earlier. I think that we have
the sole responsibility for monetary and credit policy, and we have to exercise our
own judgment. )

Now, the monetary function is llke the function of the judiciary, as I answered
at the time of your questionnaire, Mr. Patman, and I could do no better than at
that time. It requires objective judgment free of private pressures and free of
political pressures.

Representative PATMAN. Or presidential pressure or congressional pressure?

Mr. MARTIR. Exactly.

Representative PATMAN. All of them?

Mr. MarTIN, All of them.

Representative PATMAN. In other words, you are free, almost another branch
of the Government?

Mr. MarTIN, No. You have delegated to us——

Representative PATAtAN. The Congress has.

Mr. MARTIN. The Congress has delegated th!s to us.

Representative PaTaaN. That is the reason I asked the chairman yesterday,
and I hope he does not talk me out of this one—I asked that the Open Market
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Committee appear before our cominittee, because we ought to be able to see one
time in our lives the people who are actually running the monetary credit policy
of the Government.

Chairman WorcorT. I am afraid I am going to have to——

Representative PaTaran. The Congress has delegiated the power to the Open
Market Commmittee, which you state here, and correctly so. Since we have dele-
gated that power, which the one-lundred-and-sixty-million-and-some-odd people
gave to the 531 Members of Congress, to 12 pcople, I would just kind of like to see
them at one time,

I make the request, Mr. Chairman, again, that we call them before this com-
mittee.

Chairman WorcoTT. You sald you would like to see them at one time.

Representative PaTaraN. I would like to see them before this committee.

Chairman WoLcorr., We have a problem with respect to the witnesses. We
have a tentative program right up thirough the 16th, and then the staff and the
members are going to have a terrific job to do to get this report out by March 1.
That is what has been bothering me.

Representative PATMaN, Don’t you think this is more Important than every-
thing?

Chairman Woxrcorr. I do not agree with you that the presence of the Open
Market Committee is more important than the present study during which we-
will have other witnesses on the economic report. As I see it now, we would have
to cancel some of these very important panel discussions which we are going to-
have next week to make room for the Open Market Committee. I think that
perhaps the presence of these panels representing labor and agriculture and busi-
ness and industry and finance generally—I thought, anyway, that their presence:
would be of more help to us than the Open Market Committee. That is what is:
bothering me right now. As for myself, I have not made any deflnite commitment.

Representative PATmaAn, All right, I will not insist on it now, but I do want
you to consider it, because they are “it.”

ConNGRESS OF TIIE UNITED STATES,
JOINT CoAMIITEE ON THE EcoNoMIc REPORT,
Friday, February 5, 1955.

Chairman WorcorT. The committee will come to order.

Representative Paraan, Mr. Chairman, may I make a request at this time?

On behalf of the Democratic members of the Joint Committee on the Economie
Report, Senators Sparkman, Douglas, Fulbright, and Representatives Hart, Bol-
ling, and myself,’ it is requested that the chairman caill before this group the
Open Market Comnmittee of the Federal Reserve System for questioning.

Chairman Worcort. Well, the chairman will give consideration to the request.

Senator DouerLas. The ehairman will, of course, with his customary fairness,
hold a meeting of the committee to decide?

Chairman Worcorr. I do not see any reason why we should not hold any meet-
fngs. If we can get the committee together for that purpose, I don’t see any
reason why we should not hold a meeting. But today, you know, we are running
a little short because of the committee hearings in the Senate on several matters
before committees of which members of this committee are members.

Banking .and Curreney, for example, in the Senate this morning, is working
on confirmation of members of the President’s Advisery Council.

Representative PaTaan. May I supplement that, Mr. Chairman, with one
brief statement: Mr. Sproul, in making a speech last Monday a week, I believe
it wag January 235, emphasized the faet that the Open Market Comuittee of the
Federal Reserve System are on their own; that they are almost a separate branch
of Government; that they are entitled to any eredit for good that is done, and
they should be charged with the responsibility of anything that is not good.

He made a very couragceous statement of his viewpoint, and on the day before
yesterday, when Mr. Martin was before this group, he stated emphatically that
the Open Market Committee was responsible for anything that has happened; im
other words, and with reference to any change of hard money and high interest
policy, they accepted all responsibility for it.

Since they consider themsclves kind of off to themselves they have complete
charge, according to their own statements, of the financial and monetary policy
.of our Government, we are just spinning our wheels taiking to anybody else.
They are the people we should talk to,
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Chairman WorcorT. I want to say that there is perhaps no reason why the
Open Market Committee should not come before this committee. But, as I
said the other day, I do not want that subject to get to be.a disproportionate
problem before the committee in the study that we making.

Now, we are up against time. We are expecting to devote the next 2 weeks
to open hearings, principally panel discussions, on these problems that the Presi-
dent has raised in his economic report.

There will be then not more than a week in which the staff of this committee
will have to get to do some very intensive work on the report if we are going
to meet the deadline by March 1, and I hope we can meet that deadline.

Now, I am certain that there will be no opportunity in the mornings to get the
Open Market Committee or any other witnesses, in addition to those which we
have set out in the agenda, to appear before this committee. I thought that,
perhaps, if it was convenient to the committee, if we could work it in on an after-
1noon, that we might try to do it. But we have got to take into consideration,
of course, the fact that the House and the Senate will be in session in the after-
noon. I, frankly, do not look forward with any pleasure to evening sessions,
and I am going to try to avoid as many evening sessions as I can before this
committee at all times,

Now, if we can get a reasonable number of members of the committee here on
some afternoon, as far as it is convenient, where it does not interfere with their
work on the floors, then we can give consideration to it. But I think it would
be-a grave mistake to interrupt the continuity of this schedule that has been
set up, with the hope of an entire morning, as we would have to give to the Open
Market Committee, because I think you would put a disproportionate weight on
the testimony that they would give.

X think we all know about what they would testify to anyway. But thatisa
matter that the committee can decide when we have a substantial number of
the committee here, and I will be very glad to take it up then and see what
they want to do.

CoNGRESS OF THE UNITED STATES,
JoINT COMMITTEE ON THE IEcoworic RrPORT,
Thursday, February 18, 1954.

Chairman Worcorr. The committee will come to order. We are continuing
the discussion of the President’s economic message, and this morning, as a
summary, we have with us three outstanding economists: Edwin G. Nourse,
Martin Gainsbrugh, and Alvin H. Hansen.

Representative Parman. Mr. Chairman, may I propound a parliamentary
inquiry?

Chairman Worocorr. Mr. Patman.

Representative PArMaN. In behalf of the Democratic members, I wanted to
ask the chairman if he could give us an idea about our request to have the
Open Market Committee before this committee.

Chairman Worcorr, As far as the chairman is concerned, he has not changed
his mind with respect to it. He still has the same doubts that he has already
expressed.

I shall put it this way: The question of open-market operations seems to me
a little disproportionate for us to devote an entire day or 2 days to that question.
We have to get this report out by March 1. We have to do a very quick job if
we are going to do it. Personally, it is my ambition that in this respect we break
precedent, or set a record. As far as I know, this committee has never gotten
out its report by March 1 even though the statute requires it. I though that
possibly we might be able to establish precedent this year for future reports and
get it out by March 1. We have made such good progress so far toward that
end that I would be reluctant to suggest that we devote another 2 days to a
subject which, as I said, has become disproportionate to the whole subject.

So, I would prefer that we wait until such time as we can take a little time
with them. I might say to members of the committee that whatever loose ends
there are which we will not be able to pick up in working on this report, we
might as well continue with a subcommittee. If such a subcommittee thinks
it is advisable or essential that we have the Open Market Committee before us,
then they may do so.

We know also that the makeup of the Open Market Committee will change
-materially on March 1. I don’t know whether we should have the present Open
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Market Committee down here only to have a new committee come in on March 1
or whether we should wait until March 1 to have the new cominittee,

Representative Paraan., May I suggest that I am in accord with the chair-
man’s views on getting out the report, and I shall not do anything to deter him
in that respect. I know that I am speaking tlie wishes and will of the other
Democratic members in saying that.

But at the same time, it is not necessary that we hear from the Open Market
Committee before we get out the report. We shall have a reasonable time after
we get out the report. 1 am not suggesting that it is necessary to have them
to get out this report. '

Chairman Worcorr. I might suggest, Mr. Patman, that a very short time after
we get out this report, you and I are going to be busy with the Commodity Credit
Corporation and the new housing bill. We have hearings on the Credit Corpora-
tion bill next Wednesday and immediately following that, hearings on the housing
bill,

Representative Patyax, I realize that, Mr. Chairman.

Chairman WorcorT. So, I wonder if you and I want to devote that much time
to the Open Market Committee during the ITouse eommittee hearings on com-
modity credit and housing.

Representative PaTraan. I think the Open Market Comimittee has mueh to do
with the credit situation. In other words, the Congress has delegated to thein
important powers, and I do not believe it would be bad to have them appear at
least once before a congressional committee that has never seen them to my
Knowledge.

Chairman Worcort. May we leave it this way, that at the first opportunity
when the comittee thinks it advisable we will have the Open Market Committee
down here.

Representative ParTaan, Does that mean within the next month or so, or
something like that?

Chairman Worcort. If we were to set up a subcommittee following these hear-

ings to pick up what loose ends we have, then the subcommittee can have them
before them.

Representative PaTyaN, We do not want to withdraw our request. We stil
want to urge the chairman at the earliest opportunity to have the Open Market
Committee before this committee.

- Chairman Worcorr. Do you. not think perhaps it might be better to await the
new board?

Representative Parmax, That new board, Mr. Chairman, is somewhat of a
fiction. It is Kind of one-third of a member each time.

Chairman Worcorr., Maybe it is an important one-third.

Senator Fraxpegrs. This morning we have eight economists drawn
from universities and financial institutions. They were supplied a
week ago with the Treasury and Federal Reserve replies to our ques-
tions. We would like each member of the panel to give a summary
of his views on monetary policy during the past 3 years, this summary
not to exceed 10 minutes.

Now, there are 8 of you—S8 times 10 is 80 minutes or an hour and
20 minutes. Two of these documents are a little lengthy. They can-
not be disposed of in 10 minutes, and I am wondering whether the
members of the committee present would feel like going through with
these, even the longer ones, without much interruption, so that we
can have the documents all presented during this morning’s time. I
will leave that to the desires of the committee.

Representative Patarax. We will leave it to the chairman.

Senator Franpers. I think, then, perhaps we might well do that.
And if either of those with the two longer documents feel that they
can shorten them in any way by giving a synopsis of certain para-
graphs or pages, it may leave time for discussion this morning,.

Following the opening presentation, we will proceed more infor-
mally, giving individual panelists an opportunity to expand their
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remarks or to raise questions with respect to other views and to give
subcommittee members an opportunity to question the panel.

I may say that individual members of the panel may insert in the
record that portion of their prepared statements which they did not
have time to present orally today.

Now these panel members will be called on alphabetically. I don’t
know of any fairer way to arrange that, whether it will present the

roper contrasts or opinion, I am not sure, but we will proceed alpha-
Eetically. I will list them first and then call on them 1n turn.

The first is Mr, Lester V. Chandler, professor of economics at
Princeton University, in Princeton. I may say parenthetically that
he was the economist for the Douglas subcommittee,

John D. Clark, director of the American National Bank, Cheyenne,
Wryo., former member of the Council of Economic Advisers.

Seymour Harris, professor of economics, Harvard University,
Cambridge. , '

James N. Land, senior vice president, Mellon National Bank & Trust
Co., Pittsburgh.

C. Clyde Mitchell, Jr., chairman, department of agricultural eco-
nomies, University of Nebraska, at Lincoln.

Edward S. Shaw, economist, the Brookings Institution, Washing-
ton, D. C., on leave from Stanford University, Palo Alto.

YR}ldolf Smutny, senior partner, Salomon Bros. & Hutzler, New
ork.

Frazar B. Wilde, president, Connecticut General Life Insurance
Co., Hartford.

Now, bearing in mind the desirability of getting this all in during
this morning’s session, and hoping to have a little time to spare for
discussion, I would urge those reading their documents to take advan-
tage of the provision for putting the whole statement in the record, and
where 1t seems possible, summarizing passages or pages.

The first one in the list alphabetically is Prof. Lester V. Chandler,
professor of economics at Princeton.

STATEMENT OF LESTER V. CHANDLER, PROFESSOR OF ECONOMICS,
PRINCETON UNIVERSITY

Mr. Cranprer. Monetary and debt management policies since the
Federal Reserve-Treasury accord of March 1951, may be evaluated
on two different planes. One plane might be called that of “grand
strategy”’—the selection of major objectives and the formulation of
general programs of action for the attainment of those objectives. The
other plane would be that of “tactics”; this would call for an evalua-
tion of the many individaul actions taken—the accuracy of the analy-
sis of current economic conditions, the accuracy of economic fore-
casts, and the timeliness and appropriateness of each policy action.
In the short time available for this opening presentation, I shall con-
fine my remarks to a few aspects of what I have called the grand
strategy level.

As is well known, the outstanding event during this period was a
change in monetary objectives, which necessitated the development
of new action programs appropriate to the new objectives. For
nearly a decade prior to March 1951, the dominant objective of our
national monetary policy had been to stabilize interest rates, or at
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least to hold their fluctuations within very narrow limits. "This was
a demanding objective which at times forced the neglect of all others.
Any tendency toward higher interest rates forced the Federal Reserve
to create enough new money to prevent the rise, no matter how in-
flationary the injection of the new money and loan funds might be.
Conversely, this objective called for a reduction of the money suppl
whenever interest rates tended to decline, whatever might be the et-
fects on employment, production, and price levels.

The most important thing that has happened since March 1951,
has been that considerations relating to the behavior of employment,
production, and price levels have replaced interest rate stability as
the dominant determinants of monetary and debt management policy.
This does not mean that the behavior of interest rates is unim-
portant; it means only that interest rates should be allowed to
change—and be forced by a positive monetary policy to behave—
in a way that will contribute most to attaining the desired behavior of
employment, production, and price levels.

It follows, of course, that the monetary and debt management
policies followed since the “accord” must be disapproved by those
who believe that the dominant objective of monetary policy should
be stability of interest rates, whatever else may be happening in the
economy. Their criticisms need not be based on any real or alleged
errors in tactics by the Federal Reserve or the Treasury ; these critics
must necessarily disapprove the shift of basic objectives. Those who
insist on desirability of perpetually low interest rates must disapprove
of all restrictive policies, no matter how well justified by other con-
siderations. And those who advocate stable interest rates at a liigh
level must surely disapprove of the actively easy money policy which
has been in effect for well over a year.

For my part, I approve of the shift of objectives that has occurred
since March 1951. This is not because I believe that monetary and
debt-management policies can alone assure the attainment and main-
tenance of a sutisfactory behavior of the economny. It is only because I
think that flexible monetary policies can make important contributions,
whereas a policy dominated by the objective of stabilizing interest
rates will often, if not usually, accentuate instability of business
activity and prices.

It may be in order to make a few comments concerning the types
of policies that would be appropriate to the new objectives. A shift
to the objective of promoting economic stability and growth does not
imply any decrease in Federal Reserve responsibility for developments
in the money market; nor does it imply that Federal Reserve policies
should be any less active. It is necessary to make this point because
of some puzzling official statements during the period which created
confusion and left the impression that the official policy was to be one
of passivity—of allowing the forces of private supply and private
demand to determine conditions in the money market.

High officials in the Treasury Department have at times suggested
that interest rates should be determined by the market forces of de-
mand and supply, and the Chairman of the Board of Governors made
a memorable speech describing the transition to “free markets,” which
was to include a “free money market.” This was, in my opinion, an
unfortunate choice of words. There are some respects in which the
money market should probably be largely free of continuing official
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control. For example, most of us would prefer to rely largely on
competitive market processes to ration and allocate the supply of credit
among the various competing demanders. But to allow the total
supply of money and loans, and the price of loans, to be determined
by private demand and private supply would negate the very idea of
central banking. Central banks exist because we are not willing to
allow the total supply of money and credit, and the cost of credit, to
be determined by the unregulated forces of private supply and demand.
The basic function of a eentral bank is to regulate the total supgly
of money and credit and the terms on which they are made available
Tt should be clear that the Federal Reserve can make its maximum
contribution to economic stability and growth only by recognizinE its
continuous responsibility for money market conditions, and by taking
whatever positive actions that may appear conducive to the attainment
of its objectives. There will, of course, be times when the forces of
private demand and private supply will produce in the money market
exactly those conditions that seen1 most desirable, and when no current
Federal Reserve action will be required. But there will probably be
many more occasions when the forces of private demand and supply
will produce inappropriate conditions so that an active, and perhaps
even an ageressive, Federal Reserve policy will be required. A suec-
cessful policy of economic stabilization cannot be a passive policy.

It also needs to be emphasized that a shift to the objective of pro-
moting economic stability and growth does not mean that the Fed-
eral Reserve should cease to be concerned about the behavior of in-
terest rates, nor that its control of interest rates should be any less
precise than was its control during the pegging period. The Federal
Reserve’s mistake during the pegging period was not that it con-
trolled interest rates; the mistake was in stabilizing interest rates—
in making stability of interest rates an overriding objective and in
sacrificing all other objectives. To be successful in promoting eco-
nomic stability and growth the Federal Reserve should use its power
to control interest rates, but use the power to bring about those changes
in interest rates which will best promote its purposes.

Chairman Martin quite properly emphasized, in his answer to your
questionnaire, that the effectiveness of Federal Reserve policy does not
rely solely on interest rate behavior. When the Federal Reserve in-
creases or decreases the free reserves of the banking system, the sup-
ply of money may be increased or decreased in many ways other than
by a reduction or rise of interest rates—by more restrictive or less
restrictive rationing of credit by lenders, by changing standards of
creditworthiness, and so on. Yet, interest rate behavior is important,
and the Federal Reserve should take the responsibility of forcing the
interest rates to behave in a desirable way. In some cases it may suc-
ceed in doing this solely by regulating the volume and cost of bank
reserves; in others it may need to exert a direct effect on the prices
and yields of long-term securities by purchasing or selling them. For
example, there may be times when long-term yields remain undesir-
ably high despite large excess reserves in the banking system. At
such times the Federal Reserve may usefully buy long-term bonds,
thereby tending directly to drive their prices up and their yields down.

Chairman Martin may be right in arguing that technical consid-
erations relating to the broadening and deepening of the long-term
market for Government securities justified the policy of confining
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.open-market operations to the short maturities during the transition
period. It was, however, reassuring to note in his answer to your
-questions that this is not necessarily a permanent policy, and that we
may hope that in the future the Federal Reserve will feel free to buy
and sell long-term governments when such operations promise to be
useful in promoting economic stabilization.

Senator Fraxprrs. Thank you, Professor Chandler.

The next on the list is our old friend, Dr. John D. Clark, who was a
former member of the Council of Economic Advisers, and appeared
many times before us in that capacity.

Dr. Clark.

STATEMENT OF JOHN D, CLARK, DIRECTOR, AMERICAN NATIONAL
BANK, CHEYENNE, WY0.; FORMER MEMBER OF COUNCIL OF
ECONOMIC ADVISERS

Mur. Crark. Thank you, Mr. Chairman,

We now have three official descriptions of the economic situation
‘when our monetary authorities undertook their unhappy experiment
“with a repressive monetary policy in the spring of 1953. Two come
‘to this committee from the Treasury Department and the Federal
.Reserve Board. The third is the statement of the President himself,
in the White House release of August 12,

The Treasury says that in the early months of 1953 inflationary pres-
:sures were “running high.” In the next paragraph it says that pro-
duction was exceeding sales, a condition which hardly fits into the
-description of inflation. Otherwise, in its reply to the committee as
well as in the many self-approving statements issued by the Secretary,
‘the Treasury sticks to its story that in the first quarter of 1953 we faced
inflation pressures serious enongh to require the action which halted
-economic expansion,

The Federal Reserve Board gives only faltering support to this
rationalization of fiscal and monetary policy in the spring of 1953.
It opens its response with the statement that a series of eircumstances
“threatened to develop into an unsustainable boom.” This is indeed
.4 new standard of an economic situation requiring rigorous anti-
Ainflationary action.

Later in its report, the Federal Reserve discredits its own specula-
tive fears about economic stability early in 1953. Reviewing conditions
Ain the period April 1952 to April 1953, the Board finds that credit and
nmonetary growth “corresponded closely to the capacity of the economy

. ‘to absorb more money without inflation.” Then comes the flat state-
ment that “inflation was prevented” and that “prices remained rela-
‘tively stable.” So there was neither monetary inflation nor price
inflation in the spring of 1958, according to the Federal Reserve, but
.ouly a fear that things were too good to last.

To the President, the first half of 1953 represents “the greatest
prosperity we have yet known,” and he does not conceal his yearning
for a return to the happy economic conditions to which he fell leir.
Neither the Treasury’s sense of present danger nor the Federal Reserve
pessimism about a coming storm clouded his assurance that our pros-
perity wasreal.

These conflicting evaluations of economic conditions in early 1953
fail to explain ley our new fiscal managers set out to upset the
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business boom as soon as they entered office in Jamuary 1953. An
extraordinarily stable price level certified to the soundness of a con-
dition of rising employment, production, and consumer buying. Yet
men who 2 months before Inanguration Day were advertising their
intention to use fiscal and monetary policies as antiinflationary in-
struments would not look at the real economic facts when they came
to power. .

They found eager collaborators in the Federal Reserve Board, which.
had read the election reports. Never since the war, and for a long time
before, had the Federal Reserve failed to assist an important Treasury
offering by supporting the market. This continued to be its policy
even after it had discontinued steady pegging of the market price of
Government bonds in 1951, But November 1952 changed all that.
The large refunding operation on December 1 was given no support.

The market, thus advised that the monetary authorities were not
averse to and would not act to halt the rise in interest rates for which
the financial district had long hungered, promptly started the upward
rush of rates which did not end until the crisis in the f6llowing June.
To keep it going until the new team taking over the Treasury could
swing 1mto action, the Federal Reserve raised discount rates in Janu-
ary. The tiny increase of one-fourth of 1 percent could itself have
little effect upon credit. Its purpose was to show that the Federal
Reserve intended to follow the market, not lead it as it had been doing
for years.

Fxperience with fiscal and monetary policy in the last 2 years has
not taught us much that we did not know. The tightening of credit
and inereasing interest rates smothered a business boom, as such policy
is intended and expected to do. The quick reversal of that policy and
the return to one of low interest failed to forestall the induced reces-
sion. For a long time cheap and easy credit has had no effect in in-
ducing economic expansion, as the Federal Reserve learned 20 years
ago, and so reported.

The fundamental issue between the supporters of monetary policy
as a prime anti-inflationary instrument and the old Council of Eco-
nomic Advisers still remains. In November 19350, we placed before
the joint committee our view, in which President Truman concurred,
that an important inflationary movement should be met by inereasing
the facilities and volume of production. This process requires cheap
and ample credit, and until the volume of output increases, inflation-
ary pressure will increase and must be curbed by other than monetary
measures of the kind which increase the cost of capital.

Our objection to the use of monetary policy was, of course, that the
one and only way it reduces prices is by bringing about less employ-
ment, less output, and less demand for goods and services than would
otherwise exist. .

This characteristic of monetary policy as an anti-inflationary instru-
ment can hardly be denied, but advocates of that policy believe that.
the monetary authorities can use their power with such finesse that
the inflationary movement is stopped but no real damage is done. Qur-
view was that gentle measures are futile, and strong action is dan-
gerous. ’

Very great damage has been done this time, and it is clear that the
President is unhappy over the economic decline, quite apart from the-
fact that it has cost his party the control of Congress. But the Treas--
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ury and the Federal Reserve seem to be complacent. They do not
quite subject us to the stupid and once common argument that the
recession is a “healthy corrective movement,” but they secem to feel
that way and they constantly compliment themselves that they have
done well in not bringing on a real depression.

It seems that no lessons have been learned by the monetary authori-
“ties and that we must expect that unless the Congress intervenes they
will continue to yield to the obsession with the danger of inflation
which sticks out of this and every other Federal Reserve report and
is shared by the officers currently in control of the Treasury.

They have shown a willingness to bring economic expansion to an
end when there is no inflation and they only fear inflation may be
coming. But even when they acknowledge that business needs to be
invigorated, they are willing to engage in only meager action because
they are forever beset by the fear that they will find inflation creeping
into the economy,

This haunting fear of inflation will foreclose resort by them to the
only remaining recovery action in the field of monetary policy—a re-
turn to the normal legal requirements for bank reserves. The recent
grudging decreases even when all public officials were eager to induce
greater economic activity illustrate the deep reluctance of the Board
to restore the normal legal reserve requirements and its determination
to hang on to the extra requirements despite the passing of all circum-
stances which would justify their imposition. The Board is not even
moved by the fact that if normal reserve requirements are restored,
the Board will have a much wider margin within which to maneuver
whenever the new inflation it is always expecting does arrive.

I do not know whether restoring normal legal reserve limits and
the freeing of 40 percent of the large sums now in reserves would
furnish the extra push to the economy which has been needed since
the business slide-off ended 10 months ago. DBut the other possible
sources of a major and quick-acting push upon the economy require
legislative action in the very fields where legislation moves most
slowly. Restoration of normal legal reserve requirements is the only
program which can be adopted overnight. It is the one program in
the field of monetary policy which can add to the fresh stimulus to
economic expansion which 1s coming right now from the resumption
of full-scale automobile production and the collateral improvement
in the steel industry.

Above all, it is a program which can bring trouble only if it first
produces great benefit, and if inflationary trouble does then develop,
the program can be quickly reversed. By this I mean that reducing
reserve requirements can bring inflation only if it first brings about
larger employment, higher personal income, and greater demand for
goods. Even then, there need be no increase in price levels if freer
and cheaper credit has induced the necessary increase in the output
of goods. . .

A final word about recent developments which indicate the passing
of the illusion that the Federal Reserve and other so-called inde-
pendent commissions are not subject to executive control. If orders
can be given to the Tennessee Valley Authority and the Atomic
Energy Commission, even to the point of forcing reversal of comnmis-
sion action, we may be sure that the Federal Reserve Board will be
forced, if necessary, to fall in line with any national economic policy
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which the.President determines upon. It may be, Mr. Chairman,.
that with a little urging from this committee he will tell the Federal
Reserve to give the economy a real shot in the arm, and he will take
his chance with a little inflation for a change.

Representative Pararan, Mr. Chairman, I ask unanimous consent
to insert in the record at this point a letter from Dr. Clark that was.
published in the Washington Post this morning.

Senator Fraxpers. Without objection, it is so ordered.

(The letter above referred to is as follows:)

STiMULTs To EcoxoMIc GROWTII

For the fifth time in a few vears, the Joint Congressionnl Committee on the-
Economic Report is today beginning an inquiry into the usefulness of monetary:
policy as a method to stabilize the economy,

This indicates a precarious status for a policy which only a few years ago-
seemed to be thoroughly aceredited, and less than 2 years ago was the most
loudly proclaimed of all of the policies of the new team then taking over the
Treasury.

The joint committee has become increasingly cool to the idea that the way
to halt inflation is to choke off a business boom hy making credit tight and costly.
The study by the Douglas subcommittee led to & unanimous recommendation in.
January 1950 that vizorous use of monetary policy should be “the Government’s
primary and principal method of promoting” the economic stabilization which is:
the purpose of the Employment Act of 1946.

The more ambitious ingquiry by the Patman subcommittee, with much the same-
membership, brought a divided report in June 1952 with the majority nodding-
approval of ionetary policy in theory, but sharply criticizing its praectical.
operation. )

When the full committee concluded its study in February 1954 of the actual’
use of restrictive monetary policy to smother the fine business hoom which the-
new administration inherited in the first quarter of 1933, the majority report did
not have one word to say about monetary policy or about the most dramatic and
important economic experiment of the preceding year. In separate statements,
several of the minority members challenged Treasury and Federal Reserve
policies. .

Now that unemployment, {he normal result of the successful use of monetary
policy as amn anti-inflationary instrument, has brought about the loss of adminis-
tration control of the Congress, it will be interesting to observe where the joint.
committee goes.

It will be unfortunate if the new subcommittee holds to its agenda and post--
pones discussion of the current economic situation and of appropriate recovery
programs until after the annual economic report of the President has been re--
ceived late in January. The historical survey it proposes is important, because:
history is being distorted, but of far greater immediate importanee is the prob-
lem of getting the economy off the dead center upon which it has stuck since
last January.

In the 1949 recession, the downward slide of industrial production from October-
1948 to July 1949 was immediately followed by a recovery movement which with.
almost no hesitation persisted until industrial production reached a new post-
war high in June 1930, before the Korean outbreak. In the current recession,
the drop in industrial produetion continued from July 1953 to January 1954. The
January 1954 index figure was 125, in October last it was 123, and in the inter-
vening months it was either 125 or slightly lower.

Why this difference in the course of the economy, and what does it portend?
May we, like the Government officials who each month assure us that recovery
is just around the cormer, be complacent, confident that if we are patient the
normal and powerful forces of expansion which are inherent in our economy will
sooner or later earry us off the economic plateau and in the right direction? Or
should we fear that the stalemate is permitting the process of progressive
deterioration which used to turn recession into depression to overcome the
potency of the new stabilization policies which have twice since the war sus-
tained the economy against forces of deflation? .
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Experience in the postwar economy is too limited to enable the joint committez
te find wholly satisfactory answers to these questions, but the committee can
reach a conclusion abont tlie wisdom of national action without furtlier delay.

For the third time this year, a powerful stimulus to econovmie expansion has
appeared. Neither the substantial reduction in personat income taxes nor the
extraordinarily liberal credit program for housing proved to be strong enough,
by itself, to give the economy the necessary push., We did not supplement either
of these stimuli, wlien it was new and most powerful, with additional impulses
toward recovery. Now we have the entire automobile industry Joining In a full
production program, with a corollary expansion of steel production and with
three weeks of Chiristmas shiopping upon us.

We cannot know whether this combination of powerful forces will itself get
the economy into forward stride again. That depends largely upon the consnmer.
and his verdict on the strange new car models llas not yet been given. But we do
know that this is the last oecasion for months to come, when private enterprise
will be developing powerful new stimuli to economic aetivity. After 3 wecks of
Christmas shopping we will face a season of declining employnent, of heavy tax
payments, of decreasing money supply, and of declining business horrowing. The
Federal Govermment will then have to carry the full burden of formulating and
supporting recovery programs, if recovery is still around the coruer.

_Surely, it is the part of wisdom and prudence to exploit the fine opportunlty
we now have to join the impetus arising from potent Government action to pow-
erful forces of recovery in the private economy. That opportunity wlll be lost
if we await the annual economic report of the President.

JounN D. Craxk, Washinglon.

" (Mr. Clark formerly was vice chairman of the Council of eonomic Advisers.)

Senator Fraxpers. The next speaker is Prof. Seymour Harris of
Harvard. Mr. Harris.

STATEMENT OF SEYMOUR HARRIS, PROFESSOR 0F ECONQOMICS,
HARVARD UNIVERSITY, CAMBRIDGE, MASS.

Mr. Harrrs. Mr. Chairman, since my paper is one of the longer ones,
I'shall spare you the dull period of listening to it. I would like to swin-
marize my position and save you some time, if that is agreeable, and
put my paper into the record. Is that agreeable, Mr. Chairman?

Senator Fraxpers. I am very glad that you feel able to do that,
Professor Harris. -

Mr., Harms. Let me begin by saying that in the last few years it

seems to me that the Federal Reserve has had inflationary jitters, the
Treasury has had a strong inflationary neurosis. Now, I say that this
is true, both in 1952-53, and 1953~54.
* In the first place, there was no price decline in 1951, 1952, 1953, after
March 1951, and therefore one could very well argue that there was
no case for an anti-inflationary policy. In the first half of 1953 there
was a cash surplus for the Government. There was no evidence at all
of inflationary pressures, with the possible exception of the rise in
mventories., -

Despite that fact, in the first half of 1953 the Treasury raised its
rates to such an extent that within a period of 5 months the rate of
interest rose on long-term Government securities as much as they had
risen in the preceding 7 years.

Now, I will say possibly the Federal Reserve’s bark is worse than
its bite. If you look at the total polic{, there were a numnber of anti-
inflationary policies during this period. For example, they related on
borrowing by the Federal Reserve on securities and real estate credit,
and they did not reduce the excess reserves of member banks, and
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for this reason, though the Federal Reserves were claiming a strong
anti-inflationary policy, actually it wasn’t quite so strong as claimed
and did less damage, therefore. ) .

Now, when we look at the antirecession policy which began in about
May 1953, what do we find? We find that there was a reversal of
policy, and for this both the Treasury Reserve and the Federal Reserve
deserve credit. They acknowledged their sins and are ready to give
us an expansionary policy ; but unfortunately again they are too fear-
ful of inflation. .

Tor example, in the year ending September 1953 there was a rise of
deposits of $1 billion, or less than 1 percent, in the period when the
GNP dropped by 3 percent, and relative to a full employment economy
by 6 percent. ]gurmg this same period we had a fall in the annual
rate of Government spending of $9 billion, and we have also since the
peak had a fall in private investment of $10 billion. To offset that, we
have a reduction of taxes with a lag at an annual rate of about $9
billion.

In March 1954 we reached a peak of 3.7 million unemployed, which is
roughly equivalent to 5 million in my own accounting of unemploy-
ment.

Now, during this period of inclusion of hourly cuts and-those un-
employed but not so counted concern about the economic situation, the
Federal Reserve gave us an average excess reserve in 1954 of $700
million. I would like to compare this figure with the more than 5
billions of excess reserves in 1939, when required reserves were only
one-third as large. In other words, relatively speaking, the Federal
Reserve gave us one-twentieth as large excess reserves as compared to
the 1939 situation.

Now, some may say, of course, that monetary policy doesn’t do
much good in recession, and I think that there is probably a good deal
of truth to this, but the Federal Reserve makes no such claim, and
if they are really using monetary policy, why don’t they give us a
couple billion dollars of excess reserves.

Again the chairman made a point that T would also like to make very
-strongly, namely, there is an awful lot of nonsense in the Treasury
and Federal Reserve statements about the free market. There is no
such thing as a free market in money. As a matter of fact, where
would our monetary system be without the $24 billion of earning
assets of the Federal Reserve.

Total member bank reserves are only $19 billion. You can imagine
where our monetary system would be without the $24 billion of earn-
ing assets of our central bank,

Now, you may ask: Why does the System fear to such an extent
controlling the rate of interest? Because actually this seems to be
their great fear. They are afraid to control the rate of interest.
Note their statement on intermediaries when they seem so willing to
relinquish much of their control over the rate of interest.

Modern theory of employment and output holds that above all the
authorities should control the rate of interest, and by controlling that
they control, to some extent, the total amount of investment, and if
the authorities control the total amount of investment, to that extent
they stabilize the economy and allow it to grow, and if they do not do
this, then they endanger all other markets, and if we want freedom
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in alll markets we don’t want freedom in the rate of interest, the money
marlket.

In relation to this point, there seems to be a general view in recent
years that the main objective of controlling the price of Government
securities has been to maintain the price of Government securities.
Now, this, to some extent, has been true and particularly from 1945 on
we experienced some inflation that we might not have had if this policy
had not been carried through.

But I think it is a great mistake to assume that our major objective
was to control the price of Government securities. The major objec-
tive was to control the rate of interest, and the way to control the rate
of interest was to control the Government security market, and if you
control the rate of interest then, of course, you also to some extent
control investinents.

It is a great mistake also to assume that there was a miraculous
change in poliey in 1951, because, as a matter of fact, in the precedin
year the Government was just as much interested in employment anﬁ
output as was any other government.

I am not trying to make this a political speech. The only point I
am trying to make is that Government also, for many years, had been
interested in employment and output, and we might criticize the
administration on the grounds that before 1953 they gave us a little
more inflation than we might have had, but not on the grounds that
they were not interested in maintaining employment and output.

I am very much surprised to hear the Federal Reserve announce
that they are no longer interested in the long-term rate of interest.
At least, what they are telling us is that what they are really trying
to do is to control the short term of interest, and hoping that this will
in turn control the long rate of interest and that they do not generally
intend to deal in long-term Government securities any more.

This is a surprising position. I am very much pleased that Mr.
Smutny also made a point of the difliculties involved for the dealers of
Government securities resulting from the concentration on the short-
term rate.

There also seems to be a theory held by these authorities that it is
almost immoral for banks to hold Government securities. This is
certainly not my theory, and anybody who has studied American
economic history knows this is the most absurd theory, because if you
go back, for example, to the 1940’s and take the situation in the early
1950’s, you would find there has been a tremendous increase in the
supply of money. That has made a rise possible and was a condition
for the national income of 8 times and real national economic income
of 4 to 5 times.

Now, what made this possible? What made this possible was the
purchase of Government securities by the banks, because of the total
rise of earning assets by banks during this period, two-thirds were in
public securities.

And I would also like to point out that there it is not immoral for
the banks to hold short-term issues or is it unwise to allow a large
amount of short-term issues to be outstanding because, as a matter of
fact, one of the great revolutions in the Government market has been
the increase in short-term issnes, which has been going on ever since
the twenties, and this has been one of the great contributions to bring-
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ing the rate of interest down from 4 percent in the twenties to 3 percent
in the thirties and 2 percent in the forties.

This also has been a revolution and has had a great effect on our
economy, and I think has made capitalism stronger since it reduced
what Lord Keynes used to call the dead hand of debt.

When we cousider the objectives of the authorities, the Treasury ob-
jectives; for example, what were they going to do early in 19537

Actually what these people were trying to do was to get Government
bonds out of the banks, and I would like to suggest this is a silly policy.
At any rate, what did they accomplish ¢ '

From 1945 to 1952 Government bonds held by banks declined by 30
percent. From the end of 1952 to the latest month that I could get fig-
ures for, the amount of Government bonds in the banks increased by
6 percent, so they obviously failed here. :

The Treasury also wanted to lengthen the average maturity of debt.
I don’t have the latest figures, but I wanted to point out that, as a
matter of fact, the short-term securities held by the banks are as large,
that is, securities less than 1 year, than they were at the end of 1952,
and the average maturity of the entire debt actually increased in 1953,
though there might have been some reduction in 1954.

So, in a general way, Mr. Chairman, may I conclude, and within 10
minutes, may I say that I believe that to some extent the Treasury was
responsible for our recession. To a smaller extent, the Federal Re-
serve was.

Now, I think there are some extenuating circumstances. The Treas-
ury was new at this job, and I think they were a little too anxious and
ambitious to bring us back to a free market.

I ilo hope that they will learn their lesson and learn this is not a free
market.

" I also want to agree with the poiut that somebody else is going to
make presently, namely, that the Treasury policy is going to increase
the cost of financing the debt, and this is a dubious policy for a Treas-
ury that is so strong for balancing the budget.

And one final point, namely. when you look at the total volume of
earning assets for 1952 to 1958, for example (fiscal year), you find
actually the Federal Resevve, and luckily, policy failed because of an
Increase in earning assets of $30 billion, only $38 billion were commner-
cial bank assets, and this suggests the Federal Reserve has a job
to do in trying to control the policies of noncommercial banks.

(The prepared statement submitted by Mr. Hairis is as follows:)

SUMMARY STATEMEXT OF SEYMOUR E. HaRgis, PROFESsS0OR OF EcoNoarics, HARVARD
UNIVERSITY, ON MONETARY AND F1scar Poricy SiNce THE Mippre oF 1952

{Comments on the statements of Secretary Humphrey and the Federal Reserve
Board)

SUMMARY OF SUMMARY

Whereas, in the first half of 1953, the Federal Reserve suffered from infla-
tionary jitters, the Treasury seems to have contracted a genuine inflationary
neurosis. Whereas the Federal Reserve attacked the mythical inflation with a
scalpel, the Treasury used a sledge hammer. Whereas the Reserve authorities
neutralized their anti-inflationary policies to some extent by recourse to modest
inflationary policies, the Treasury within a period of less than 6 months raised
the rate of interest by as much as it has risen in the preceding 7 years. Whereas
throughout the years 1953 and 1954 the Reserve authorities carried through their
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policies with due humility and expression of the uncertainty of results, the
Treasury expressed no such doubts.

The Treasury, much more than the Iteserve, can therefore be lield responsible
for the rise of rates in 1933, for the imposition of an anti-inflationary poliey in
the midst of a period of price stability and even price declines, in a period of
Treasury cash surpluses, and hence can be blamed to some extent for the insuing
recession,

In the period of antirecession policy beginning in May 1953, both the Iteserve
authorities and the Treasury wisely reversed their policies. And they deserve
credit for doing so. But their policies were not suffieiently bold. By March 1954,
the official unemployment had reached 3.7 millions and an aceurate estimate of
total unemployment would be at least 5 millions. Yet the Reserve authorities
provided an increase of excess reserves of but a few Lundred mlllion dollars, and
excess reserves averaged but $700 million in the first 10 months of 1954. What
danger would be involved in raising the excess even to $2 billion? (Compare the
excess reserves of $5.2 billion in 1939, when required reserves were but one-third
those of 1953-54 and hence relatively the excess reserves were 20 times as large
as in 1054, Commereial hank deposits in thie year ending September 1954 had
increased by but $1 billion, or less than 1 percent, and GNP had fallen by 3 per-
-cent in the first 9 months of 1954, Yet here where a sledge hammer should have
been used, a scalpel was applied. There was still too much fear of inflation.
With GNP 5 to 6 percent ($18 to $21 billlon) below the full employment level,
the authorities provided us with $1 billion motre of bank deposits. Ifortunately a
reduction of $§3 billion in personual taxes in 9 months (annual rate) prevented a
more serious drop. The reduced taxes at least in part offset a decline of $9 bil-
lion in Government purchases (annual rates).

In part the trouble seems to lie in a fear on the part of the Federal Reserve
(and Treasury) to control the rate of interest aggressively. Rather the Reserve
authorities insist that they merely offset undesirable movements in rates; and
they restrict themselves even within these narrow limits to Influencing the short-
term rate. Modern developments in the theory of money and output seem largely
to have escaped those responsible for monetary and debt policy. They scem to
consider the control of the rate of interest on Government securities merely as an
attempt to raise artifieially the price of these assets rather than (as they should)
consider the control on this rate as a means of determining the rate of interest
generally and lhence infiuencing investinent and output and thus increasing the
probability of freedom in all markets.

The Treasury started with a bang. They were going to reintroduce the free
market; to raise interest rates so that banks would dispose of securities and
othier purchasers would be attracted; and they would increase the maturities of
securities. There seemed to be no realization in their repeated statements of the
association of bank purchases of Government securities and the required pro-
vision of adequate supplies of money. For example from 1914 to 1951, issues
of $60 billion of Government securities to the banks were twice as important as
new loans In contributing towards a rise of $132 billion In bank deposits, in turn
contributing toward a rise of national income of 8.6 times (4 times in real
income) *

At any rate the policies of the Treasury failed. There is no evidence that the
higher rates increased the market for Govermment securities net. (The reduced
income accompanying higher rates wonld tend ultiumiately to have the opposite
effect.) Whereas bunks disposed of 30 percent of these Government securities
from 1043 to 1952, from 1952 to 1954 they actually increased their holdings, Even
the program of converting short-term into long-terin securities was not clearly
successful. The percentage of issues maturing in 1 year actually rose. Unfor-
tunately the Treasury does not seem to be aware of the revolutionary changes in
rates, with their significance for economic output and GGovernment finunce—a de-
cline from 4 percent in the twenties, to 8 percent in the thirties and 2 percent in
the forties. This is intimately tied to increased needs of liquidity and the great
rise in popularity of short-term issues.

I. ROLE OF MONETARY POLICY SINCE BUOM OF 1952

July 1952-Aprit 1953
The Federal Reserve claims that its policy was a restrictive one from the middle
of 1952 to April 1953. Evidence of restrictive policies is to be found, according

18ee my statement in the 1052 hearings on Monetary Policy and the Management of the
Public Debt, pp. 380-359.
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to the Reserve authorities (statement of November 26), in the limitation of open
market purchases of Government securities to $1.8 billion in the second half of
1952 to meet seasonal needs of banks ; the sale of $300 million net of United States
Government securities in January-April 1953 to keep member banks in debt to
reserve banks and hence force banks to be more cautious in lending; and a rise
in discount rates and buying rates on bankers' acceptances in January 1952,

This policy of the Federal Reserve raises certain questions.

One, was there a boom the premise upon which this policy was based? In 1951,
the wholesale price level was 114.8; in June 1932, 111.2; by April 1953, 109.4.
The cost of living, was also remarkably stable. In fiscal year 1952 (ending June
30), the Government’s operations were not inflationary. Its cash budget was in
balance; and in the first half of calendar year 1953 there was a cash surplus of $2
billion. There was also little evidence of inflation on the stock market. Then
where was the boom? Indeed, the index of industrial production had risen from
a low of 193 in July 1952 to 235 in December 1952 and 243 in March 1953. But
surely a rise of output accompanied by stable or declining prices is no evidence of
a boom. The Federal Reserve and the Treasury seemed to have had inflationary
jitters. .

Second, fortunately despite its large claims of an antiboom policy, it is not at
all clear that Reserve policy conformed to its professions. Perhaps the best test
of effectiveness of Federal Reserve policy lies in its effects on member bank
reserves and notably on excess reserves. ExXcess reserves in June 1952 amounted
to minus $192 nmillion (deficiency of reserves), but ranged (average daily figures)
from a minimum of $535 million (April 1952) to a maximum of $778 million (Sep-
tember 1952) from July 1952 to April 1953. That the policy (fortunately) was
not as restrictive as claimed is evident in the continued rise of bank deposits
(demand), a rise of $7 billion in the second half of 1952, A seasoual decline fol-
lowed in the first half of 1953. It is also of some interest that in Septewmber 1952
the Board suspended regulation of real-estate credit and in February 1953 re-
duced margin requirements for purchasing or carrying securities from 75 to 50 per-
cent—tlhese are scarcely restrictive policies.

May 1953-October 1954

In this period the Federal Reserve’s objective was to treat an expected reces-
sion by introducing monetary case. In May-June 1953, the System purchased
£900 million United States securities and in July-December 1958, $1.7 billion; in
July 1953, through a reduction of reserve requirements, the Reserve authorities
freed an estimated $1.2 billion of reserves and in the summer of 1954, an ad-
ditional $1.5 billion of reserves were freed. (Though the latter was offset to some
extent by sales of securities.)

Clearly the policy of the Reserve System was in the right direction at this time
and carried tnrough with adequate humility and admission of uncertainties of
effects of policies. The only criticisin I ecan make at this time is, was it enough?
By March 1954, unemployment had risen to 8.7 million (more than 2 millions
above the 1952 minimum) ; and if allowance were made for cuts in hours, the
partially unemployed, those with jobs but unemployed (not counted as unem-
ployed), the total might well be over 5 million.

Member bank reserves were allowed to decline during most of 1933, though this
was offset by relaxation of reserve requirements; and after a rise of reserves in
the latter part of 1953 they moved downward again in 1954. The important vari-
able to watch is excess reserves, They fluctuated very little from May 1953 to
October 1954 ($591 million in May 1953 to a peak of $936 million in January
1954 and generally around $700 million; $705 million average in first 10 months
of 1954). Indeed, member banks’ borrowing declined to some extent, though this
writer believes the Federal Reserve exaggerates the significance of this factor as
a contractionist force. Total Federal Reserve credit changed insignificantly net
over the 16 months ending October 1954. It is well to compare the excess reserves
of $700 million in 1954 with the $5.2 billion in 1939, the $3.1 billion in 1941, and
amounts substantially in excess of $1 billion during the war. Was not the Fed-
eral Reserve again excessively fearful of inflation and, therefore, inadequately
concerned with unemployment?

II. POLICY RESPECTING VOLUME OF MONEY

In the opening paragraph of its reply to question 4 (Memo of November 23,
1954), the Federal Reserve presents an admirable statement of the objectives of
monetary policy : to provide a supply of money “which is neither so large that it
will induce inflationary pressure nor so small that it will stifle initiative and
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growth * * * gufficient to facilitate * * * outlays necessary to sustain a high
level of production and employment * * *”  This statement marks a great
advance over the theory upon which the System was established, namely, aecom-
mwodate credit to the needs of trade or even over the objective of the 1920's,
(though not often publicly admitted) of stabilizing prices.?

But some questions may be raised conecerning policies pursued or even avowed
In the light of this admirable objective. Thus in the year ending September
30, 1954, demand deposits rose by but $1 billion, or less than 1 percent. Is this
suflicient to match expected annual growth of 3 percent? That GNP declined
by 8 percent in the first three quarters of 1954 vis-a-vis the corresponding period
in 1953, is all the more reason for making the most effective use of monetary
policy. Would it hurt to raise exeess reserves to $2 billion?

Control the rate of interest? The Federal Reserve response to question 3
{why the shift of emphasis “from maintaining orderly conditions to the view
of correcting disorderly situations?”) is disturbing to this reviewer of Kederal
Reserve policy.

It is a widely accepted view today that the fundamental job of the central
banking system is to influence the total supply of money as a means of determin-
ing the rate of interest. Moreover, this lndircet method of control should be
implemented by direct purchase and sales of long-term Government securities—
we cannot depend merely on the interrelations of short- and long-term rates to
accomplish our objectives.

Then here are our objections to the Federal Reserve poliey as suggested by
the reply to question 3:

1. The Reserve wrongly fears a control by the monetary authority in coopera-
tion with the Treasury of the return on Governinent securities (question 3, pp.
1-3, 22-24). 'They seem to lose sight of the fact that control of the return on

. Government securities is not only a means of pegging the price of these assets
but, more important, it is a means of controlling prices of all long-tertn assets
and hence influencing investment and contributing toward freedon: in all other
markets. Free markets are not likely to persist without adequate output, in
turn dependent on rates of interest and investment. The primary objective is
to control the rate of interest, not to depress rates of interest on Government
securities. But I hasten te add that the monetary authority also has some
responsibility for maintaining prices of Government securities in a world where
Governnient finance is of first-rate immportance—though this objective should be
related to other objectives of monetary policy.

2, It is absurd to assume that the money market is a free market. The Fed-
eral Reserve has created $24 billion of reserves primarily through the purchase
of securities. This has provided not only the cash required to put money into
circulation but has contributed in an important way toward the $19 billion of
member-baunk reserves which are the basis of the deposits of the country. Where
would we be without the Federal Reserve and without the IFederal Reserve
determination of monetary supplies ? ,

3. It is difficult to understand why, out of deference to the intermediaries in
the Government security market who are supposed to give the market breath
and stability and who through arbitage operations are supposed to assure a
consistency of prices of different issnes of Government securities, the Federal
Reserve should sacrifice its initiative and control of the market. The major
objective is to determine interest rates, not merely offset undesirable ¢hanges
in rates as is proposed at one point (question 4, pp. 20-21), and the way to do
this is through Federal Reserve operations.

4. At least we can say for the Federal Reserve that, though It disclaims any
intention to take the initiative, nevertheless through purehases and sales it
sometimes does. Moreover, in itg statement of policy with respect to the volume
of money, the authorities say they take into account such factors as productive
capacity, state of business expectations, and “changes in money turnover or
veloeity reflecting variations in liquidity and the demand for liquidity on the
part of business and consumers’” (question 4, p. 1). No better intent to influence
the rate of interest conld be found than a determination to offset increased
liquidity by the creation of additional money.

IIT. TREASURY DEBT FINANCING

Apparently the Treasury moved in at the beginning of 1953 even morve con-
vinced than the Federal Reserve that inflation was the great danger. It made

3 8ee my Twenty Years of Federal Reseve Policy, 1933, especially vol. 1.
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clear its obhjectives at the outset: (1) Free the Government bond market, with
rates of interest to be determined by the free market; (2) the resultant higher
rates would move securities out of the banks into the hands of the public and
thus destroy deposits and cut inflationary pressures; (3) there would follow
a great lengthening in the maturity of the Federal debt.

The Treasury showed little of the humility of the Federal Reserve. At the
very outset a Spectacular rise in short-term rates was put into effect. The
famous April 314 -percent bond issue followed, an issue which for a while demor-
alized the bond market. Indeed, whereas the Federal Reserve used a scalpel,
the Treasury had produced a sledge hammer. The resultant rise in interest
rates contributed to the recession which followed. (A supplementary state-
ment to be submitted to the Joint Committee of announced objectives of the
Treasury should be compared with Secretary Humphrey’s statement of November
1954.)

Treasury policy was based on certain misapprehensions.

First, the threat of inflation was not serious if present at all; and hence the
economy shiould not have been jeopardized by a sudden major rise in rates.

Second, the response of additional purchases of securities to any practical
rise of rates is not likely to be large. (P’urchases depeund on alternative attrac-
tions, for example, the pull of the stock market, which the authorities stimulated
by reducing marging and, in 1954, by reducing interest rates; and purchases seem
to depend on income even more than upon rates of interest., But higher rates
cut income.) .

Third, the vogue of short-term securities is explained by the vast expansion
of deposits, the need of tax anticipation securities, ete. Though at one point
the Treasury pays lip service to this need of tailoring securities to market needs,
the general meaning gleaned from Treasury statement of policy is that short-
term issues are dangerous. The fact is that, in the last generation, adapting.
securities to market needs has brought a large rise in the proportion of short-
term securities and contributed greatly toward reducing rates of interest from
the 4 percent level in the twenties, to 3 percent in the thirties, and to 2 percent
in the forties. The resunltant savings on Federal Government interest payments
are about $3 billion yearly.

Let us see how much the Treasury has accomplished.

1. Has the Treasury succeeded in forcing Government securities out of the
banks (and thus deflating deposits)? The answer is no. ‘In fact the record
from 1952 to 1954 is mueh worse than from 1945 through 1952.

U. 8. Government securities held by commercial banks
[ Billion dollars]

Percent

Change chauge
End 1945, 0.8 End 1952, 63.4 . . —27.4 —30
End 1952, 63.4. .| August 1954, 67.0_ +3.6 +6

Source: Federal Reserve Bulletin, November 1954,

What is more, other borrowers were apparently not influenced greatly by higher
rates. For example, here is the percentage of Government securities held by
insurance companies and saviugs and loan asscciations (latest figures available,
Federal Reserve Bulletin, November 1954) ;

Securitics held a8 percent of assets

December 1952 June 1953 August 1954

Life-insurance ComMpPanics. - oo o oo omocor oo cmmaarcmnan 14, 1

" 108 3.3 11.2
Savings and loan associations. « e ooooiccemiiioo 8.1 6.8

a3
<o

2. Has the Treasury succeeded in achieving substantial lengthening of matu-
rities? The answer is *No.” (Again, I rely on the last published figures, exclu-
sive of the late November refunding.)
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Major changes in Federal securities, 1945-54

[Biliion dollars]
December 1945~ December 1955=
December 1952 October 1954
Percent Percent
change change
Short-term bills and certifleates. .o ooooieeouooooiio —16.7 —30.0 —0.8 —2
Intermediate notes. ..o _.____.. +7.5 -+33.0 -+5.9 +20
Marketable bonds...._.. ~—40.7 —~37.4 +4.4 +6
Nonmarketable bonds. +0.1 +16.0 -9 -1
Special 18SUCS. . v nm et +19.15 +96.0 +3.1 +8

Source: Fedcral Reserve Bullctin, November 1954.

In making this comparison we should allow for the fact that the first period
covers 7 years, the second only 21 months (one-quarter as long). But it is clear
that the Treasury in reducing short-term issues has not been as suceessful as
the previous administration. In fact the short-term issues were 19.8 percent of
the debt outstanding in 1045, 14.4 percent at the end of 1952, and 13.5 pereent
at the end of October 1934, Against this it should be noted in favor of the
Treasury that there was a rise in the marketable bonds outstanding (but econ-
trary to objectives, in the hands of banks). But also note the large rise in notes
outstanding. The average maturity, however, declined from 10.77 years in
1946 to 6.77 years in 1953 ; but there was no improvement in 1953.%

Finally, the Treasury had to yield on its objective of raising rates., Here it
had a large success in the first half of 1953, though unfortunately a success in a
mistaken policy; but it had to retrace its steps and help depress rates in 1954,
Instead of seeking to issue long-term securities at higher rates of interest, the
Treasury now introduced a new policy, and a much improved one: they would
not issue long-term securities which might compete with the long-term private
issues.

Before the issue of April 1953 of 314-percent 30-year bonds, the Treasury had
issued a G-year 2%;-percent bond in July 19352 and a 5-year 214-percent bond.
The 3% -percent issue marked a dramatie rise in rates.

Interest rates moved as follows:

s Transiry Moody's AAA
Taxable Treasury bonds corporate bonds

Avorage 1945 2,37 2,83
December 1952 2.75 2.97
(n) 12-20 (b) 20 years
years and after
June 1953._ - 3.09 3.29 3.40

Source: Treasury Bulletin.

It will be noted that whereas the yield of taxable Treasury bonds rose by
0.38 percent in 7 years, 1945 to 1952, aside from the additional rise associated
with the rate on long-term bonds, the rise in the 6 months, December 1952 to
June 1953, was 0.34 percent, or alinost as much as in the preceding 7 years.
The later rise in corporate bonds was even more spectacular.

(‘The following statement was submitted in respounse to the chair-
man’s invitation to the panelists to extend their remarks in the record.)

SUPPLEAIENTARY STATEMEKRT BY SEYMOUR E. HARRIS

On the invitation of Senator Flanders, I make the following comments (unfor-
tunately, I have not had the time to prepuare an additional statement promised
in my written evidence) :

1. I emphasize again that what monetary policy can do in a depression is
distinctly limited. But in n boom more may be attained. Henee I suggest that

3 CED, Managing the Federal Debt, 1954, p. 10,
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excess reserves should be increased. Not as muech as Dr. Clark proposed, but
at least enough to increase purchases of assets. If the banks then purchase
more Government securities, they will then move on to other assets as the price
of Government securities rises; that is, the return declines. But what of the
stock market? asks Senator Goldwater. The market may be rising too much,
If this is so by all means deal with the market directly. Why are margins
50 percent now?

2, I stress again the point that continued rises of output are likely to mean
some inflation. Bottlenecks, wage inflation, other factors raising short-period
real costs are relevant. In periods of 15 million unemployed or even 4 million,
the effect of rising output is likely to be some increase of prices—more in the
latter condition. Those responsible for policy have to weigh the gaing against
the losses. Our objective should be growth and stability ; but we are likely to be
confronted with some inflation as we grow. I doubt that any fiscal or monetary
policy of 1955 vintage will stop the small but steady inflation except at the
expense of material unemployment. Is it worth the risk?

3. Tlien note that the major expansion of loaning assets by far in 1952-53 and
195354 (fiscal years) was made by noncommercial banks—not really under Fed-
eral Reserve control. They saved us from a much greater recession—and saved
us from excessive caution of the monetary and Treasury authorities.

4, Much was said about the importance of the rate of interest. Mr. Wilde
argued it did not matter; Mr. Smutny that it did. In my opinion, it depends.
It is important for long-term contracts (e. g., housing) and can be decisive when
there is not too much pessimism around (e. g., 1954-55).

5. Indeed, as Professor Chandler says, monetary policy should not be used to
correct structural maladjustments. But it is also well to remember that struc-
tural maladjustments are associated with price-cost relationships. And when
prices exceed costs (in, say, slightly inflationary periods) the same industries
that would have been considered structuraliy maladjusted now become adjusted.

Senator Franpers. You did well, Professor Harris, and we appreci-
ate it. :

The next speaker is Mr. James Land, senior vice president of the
Mellon National Bank & Trust Co. of Pittsburgh.

Mr. Land.

STATEMENT OF JAMES N. LAND, SENIOR VICE PRESIDENT, MELLON
NATIONAL BANK & TRUST C0., PITTSBURGH, PA.

Mr. Laxp. Monetary policy since mid-1952 has made significant
contributions to economic stability.

It is clear that the measures of monetary restraint taken in the latter
part of 1952 and the first part of 1953 had a retarding effect on the
volume of residential construction, and it is equally clear that the
policy of active ease in the money market which was nitiated in June
1953 has stimulated residential construction.

In the field of State and local public construction, there have been
somewhat similar results. Some projects were postponed or delayed
during the period of relatively tight money because of the difficulty of
finaneing under the conditions then prevailing. The advent of easier
and more readily available money turned the tide the other way and
the volume of State and local public construction is now rising at a
faster rate.

Money conditions also probably influenced the timing of business
expenditures for new plant and equipment, although to a lesser extent
than in the case of residential and public construction.

In these various areas of the economy, particularly in residential
construction, monetary regulations cut something off the peak of the
boom which culminated in the spring of 1953 and helped to some extent
to fill in the succeeding valley. - :
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Twenty years ago easy money was largely ineflective in stimulating
business. Water was put before the horse, but the horse would not
drink.

This time the horse has been drinking.

Throughout the recent period of changing business conditions, com-
modity prices on the whole have been unusually stable. Monetary
regulation undoubtedly contributed to this stability.

Those who are directing monetary and related fiscal policy are
entitled to a large measure of satisfaction over the results they have
been able to achieve through the application of such policy.

From the standpoint of the future, however, there is cause for grave
concern in some of the difficulties which were encountered in applying
a policy of monetary restraint.

In its efforts to acquire greater freedom to restrain monetary expan-
sion, the Federal Reserve, late in 1952 and during the first several
months of 1953, modified its policies with respect to United States
Government securities, seeking only to prevent disorderly markets
rather than to maintain orderly markets. Among other things, it
abandoned the practice it had previously followed of assisting in the
United States Treasury’s refunding operations by bidding a small
premium in the market for each maturing issue (other than bills) and
exchanging all of the securities so purchased for the new refunding
issue.

The Treasury was confronted with several large refunding opera-
tions in the latter part of 1952 and the first part of 1953 and in addi-
tion it had to raise a_considerable amount of cash. This financing
was accomplished under increasingly difficult conditions, reflected in
declining prices for Government securities, including new issues.

The relative aloofness of the IFederal Reserve, the record over sev-
eral months of new issues successively selling below their issue prices
and the prospect of heavy seasonal deficit financing by the Treasury
combined to produce on the st day of June 1953 a near panic in the
Government securities market. It was only with considerable dif-
ficulty that the Treasury was able to sell an issue of bills on that date.
In part the market disturbance was an overreaction by the public
to various policy statements made by Federal Reserve and Treasury
officials in preceding months. The public would have had a better
balauced viewpoint 1f it had attaclied more importance to the fact
that the Federal Reserve had begun to buy moderate amounts of Gov-
ernment securities in May 1953,

The unfortunate events of June 1, 1953, made drastic action neces-
sary, and this took the form of heavy open-market purchases of
Treaswry bills by the Federal Reserve during June, followed in July
by reductions in the percentage reserve requirements of member banks.
In early July the Treasury was able to sell quite successfully a cer-
tificate issue of nearly $6 billion.

The change in Federal Reserve policy which was made largely under
the compulsion of the crisis of June 1, 1953, coincided fairly close-
Iy with a downturn in business, and this made continuation of an easy
money policy appropriate.

But suppose the boomn had gone on unabated. Would the Federal
Reserve have been able to reinstate an adequately effective policy of
monetary restraint? I doubt that it would, in view of the con-

55314—54 5
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tinuing large financing needs of the Treasury. In my opinion, the
events which culminated on June 1, 1953, indicate that monetary
regulation by the Federal Reserve must be to a very substantial
extent the prisoner of the Treasury’s necessities when the Treasury
is compelled to engage in large and frequent operations to refund
maturities and finance deficits.

It is cause for satisfaction that the present Treasury administra-
tion regards lengthening of the debt as one of its primary objectives.
The issues which it has put out for this purpose have been limited
largely to the 214- to 9-year range, but refundings of this character
can accomplish a great deal in the way of reducing the number of
maturities per annum.

We have apparently learned to use the accelerator of casy money
quite successfully. What we now need to do is to create the con-
ditions under W{lich the brake of monetary restraint can be more
successfully applied in the future when appropriate.

If we use the accelerator too much, and the brake not enough, we
shall drift into renewed inflation.

Senator Franxvers. Thank you, Mr, Land.

Now we have C. Clyde Mitchell, Jr., chairman of the department
of agricultural economics at the University of Nebraska, in Lincoln.

I may remark that the University of Nebraska has a wonderful
collection of elephant fossils, and if anyone is driving through Lin-
coln, Nebr., I urge them to stop and see two things:

One is the wonderful State capitol, built without debt, and the
other is that marvelous collection of elephant fossils.

They show the growth of the elephants in the first period of a kind
of a long-nosed thing which apparently grubbed in the mud in the
Nile Delta, up to the present magnificent specimens which now roam
the earth.

Now we will return to our order of the day.

Senator Doueras. Mr. Chairman, would you forgive a question. I
have not had the privilege of inspecting this collection of elephant
fossils, but do they show the reason for the decline and disappearance
of the elephant from North America?

Senator Franpers. They, sir, give no untrue record of history.
DMr.1 MircneLn, We suspect it is the Nebraska winter, Senator

ouglas.

Senator FraxNpers. Now, Mr, Mitchell,

STATEMENT OF C. CLYDE MITCHELL, JR., CHAIRMAN, DEPART-
MENT OF AGRICULTURAL ECONOMICS, UNIVERSITY OF NE-
BRASKA, LINCOLN, NEBR. '

Mr. MrrcmEeLL. In agriculture the American ideal of the expanding,
prosperous economy is failing in the most obvious fashion. Monetary
policy of the past 3 years must bear a great deal of the blame. While
objecting to the restrictive monetary policy of the immediate past,
however, I desire to expand my objections to a broader subject—the
economic theory of which monetary policy is only a part——

Senator Franpers. Excuse me just a moment. I note that yours is
one of the longer presentations.

Mr. MrrcreLL. You can trust me, Senator, to keep it to 10 minutes.

Senator Franpers. I am sure I can trust anyone from Nebraska.
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Mr. Myrenern, Thank you.

Continuing my statement: T desire to expand my objections to a
broader subject—the economic theory of which monetary policy is
only a part—concepts accepted by the Federal Reserve Board and the
administration—concepts of capital formation and economic growth
which are entirely unsuited to our Nation.

If America intends to make a national policy of full-employment
work, we are going to have to revise some widely accepted but highly
unrealistic ideas about our economic system. One of them is a belief
that underlies all the opinions presented by the Federal Reserve and
Treasury officials, a belief that something called the free market rate
of interest should be a major factor in determining when and how
much our Nation should expand its economic growth.

Monetary policy is too important to be entrusted to the market.
There are three good reasons for this statement, either one of which
would be suflicient to justify it. In the first place, it is quite certain
that the real world does not fulfill the conditions necessary to create
the type of free market in which the traditional economic theorv
would have meaning; the theory, that is, of capital formation through
prior saving and its regulation through the interest rate. There is
thus no valid justification in economics for preferring the so-called
free price rather than a controlled price for capital funds.

In the second place, the traditional idea that a modern nation’s
capital-goods expansion is brought about through prior saving is
incorrect, both in theory and in the actual history of modern civiliza-
tion. In truth, for society to plan and govern its capital formation in
essential lines, and to set whatever rates of rental it desires for such
funds, are completely sensible politico-economic belavior,

Third, we have discovered, particularly since 1951, that whenever
we attempt to use the so-called indirect methods of control on capital
formation, they either do not work or work badly. This is particu-
larly true with regard to agriculture. National welfare demands
that there be made available to agriculture within the next few years,
at low interest rates, very large increments of capital funds. Other
industiries whose rapid capital growth is also essential are in the same
position. These essential industries should not have been penalized
with higher interest and curtailed fund availability in the past 3 years,
and should not in the foreseeable future.

To develop these arguments in any detail would require far more
time than is at my disposal. In this brief argument and in the longer
paper you have before you, therefore, I am devoting major attention
to arguments that seem to me to have been not so often presented.

Last February, before this committee, I objected to the adninis.
tration’s proposal for agriculture on the grounds that it was based
on unrealistic economic theory and that it was not designed to fulfill
the responsibilities placed upon the administration by the term of
section 2 of the Employment Act of 1946.

My criticism of our Nation’s monetary policy since the accord of
1951 follows identical lines. This policy has been based on the same
incorrect economic reasoning and likewise is not consistent with the
aims of an expanding economy.

The accord of 1951 placed the power of decision over an important
factor of economic growth in the hands of men and institutions
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devoted to the belief that there is something deeply significant and
valuable in the way the price of rented money is set in the market.
This belief led these men and these institutions to take action which
struck hard at two classes of citizens—farmers, and low- to middle-
income home builders. The excuse for this widely advertised hard
money policy was twofold: (1) that we were in an inflationary
period, (2) that the so-called indirect methods, particularly those
resulting in across-the-board curtailment of investment funds and in
higher interest, are the best way to slow down inflation. Underlying
these two was the implicit assumption that inflation is unquestionably
something we must prevent.

I should like to object to these two excuses and to the underlying
assumption:

(1) Whether we were in an inflationary period or merely a period
of healthy prosperity consistent with reasonably full employment is
a highly debatable subject. The definition of the terms “prosperity”™
and “controlled inflation™ are practically indentical. People who
would benefit from # stable or falling price level considered the situa-
tion inflationary, whereas people who would benefit from reasonably
full employment and a generally bullish economy considered it healthy
prosperity. Certainly for agriculture, the past 3 years have brought
severe losses. Farmers will never agree with administration spokes-
men that we have, to use their words “shifted from unsustainable in-
flation to stability.” TFor farmers, the shift has been from moderate
prosperity to depression. There is no other word that can describe a
drop of 14 percent in net income from 1951 to 1954 (from 14.5 to 12.5
billion dollars).

(2) My objection to the second excuse (that “indirect methods”
should be used) is one with which your committee is familiar; I shall
merely summarize it. Indirect methods to control eapital formation
work badly, bearing particularly hard upon some of the most essen-
tial and “conservative” industries in society, for example, farming
and home construction. TFor our Nation to follow an expanding—
economy goal and carry out the ambitious terms of the Employment,
Act demands that interest rates for capital-goods formation in worthy
industries remain at low level, preferably trending downward, but
certainly never rising.

If speculative and too-rapid capital formation in certain lines ever
needs to be curbed, for example, the building of race tracks, M.
Chairman, let it be curbed by direct means, such as materials ration-
ing, instalment-credit curbs, and other selective controls. On the
developmental side, capital funds for the things which Ammerica
urgently needs may often have to be directed positively and selectively.
This is consistent with the social and economic planning which is nor-
mal i1 our complex society. That capital funds for such essential
purposes should be rationed through the supposed impersonal oper-
ation of something called the free-price system is not an inevitable
nor even a necessary rule of our society. Yet our present national
monetary policy assumes, first, that ours is a free-price regulated
economy and, second, that intevest, the price for which money is
rented, must be set by the impersonal market.
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I suggest that we look at the world around us—that we recognize
that through political action our society itself decides (or condones
the decision by various private groups) upon many prices and pro-
duction decisions—perhaps most of them. Our general policy—if
there be one—is something like this: We leave many decisions to
private interests, of course, but we do so not becouse of any basic trust
in the “natural laws” which force private interests to decide correctly.
We do so mainly because most of these decisions left to private inter-
ests do not impress us as being important enough, or the private con-
trols obnoxious enough, to warrant intervention.

Whenever society decides that intervention is necessary in any case,
there is no valid appeal from this decision, certainly not to anybody
of absolute principles with which economics can supply us.

Whenever we are faced with a serious situation that demands the
creation of new capital goods, we create those goods. Whenever insti-
tutional rearrangements are necessary, to print money or expand credit
to aid in construction, we make them. Because our Nation, and indeed
all modern technological civilizations, always have a great deal of
underutilized capacity within them, even in wartime, this can custom-
arily be done with little or no increase in lfrices.

In the material in appendix I, below, I suggest that the process of
-apital growth in our economy, aud particularly in agrviculture. needs
to be understood and used in the national interest to achieve planned
expansion of our economy.

I object also to the underlying assumption that inflation must al-
ways be prevented. There are two main types of inflation: (1) That
with rather full employment, as in the United States during recent
periods, and (2) that with unemployment—Ilike the Chinese type. I
tale it for granted that most economists now recognize that the only
type we could have in this country is the former, the best answer to
which always lies in increasing production, and in increasing capital
funds available to the specific lines in which production inust be most
rapidly increased.

It is unfortunate that the same word, “inflation,” is also used to
describe the wild price flight that takes place when the technological
productive capacity of a country has been wrecked by physical means.
Most economie textbooks, failing to recognize the reasons for the
Chinese type, imply that it will come about as an inevitable result of
letting the United States type “go too far.” Nothing could be further
from the truth.

The only plausible objection to the full-employment type of infla-
tion in this country is that it can bring about changes in the distribu-
tive shares going to various classes of our people, pnrticularly upset-
ting to persons and institutions on pensions and other fixed mcomes.
I have discussed this problem at greater length in appendix IT, below.
I can summarize by saying that our society, if it decides that mild,
controlled inflation 1s a safer policy for implementing the Employment
Act than rigid price stability, is perfectly capable of handling the
problems such a policy creates, including the problems that prosperity
creates for fixed-income classes.
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(The unread portion of the statement submitted by Mr. Mitchell is
as follows?) »

ApprENDIX I THE ROLE OF CREDIT IN AN ExpaxpiNe EcoNoay, WITH PARTICULAR
REFERENCE TO AGRICULTURAL CREDIT

I, BUMMARY OF TIIIS APPENDIX

1. Economic progress in welfare terms (goods and services), is assamed to
be the goal toward which social planning is directed. The United States has
expressed in the Employment Act of 1946 the inteution to pursue a course of
economic progress in an expanding economy.

2, Such progress will continue to result, as it has in’the past, mainly from
the association of more (and more efficient) capital equipment with the factors
of labor and management.

3. Productive credit assists in bringing about that association (of more capital
equipment with the labor and management factors). Availability and use of
credit which facilitates the creation of mwore capital equipment is therefore a
condition of progress.

4, Serious deficiency in credit availability to various people engaged in agri-
culture is one importunt factor standing iu the way of efficient production. If
the United States is successfully to maintain an expanding economy, these
deficiencies must be made up rather rapidly. -

5. Tentative suggestions are made in this article that new and different
methods of supplying credit to agricultural producers will be needed in the
next few years. These methods at first glance appear to be radically different
from those employed by agricultural credit institutious, particularly before
1933. They are different fromn those envisioned in traditional economic theory
which frowns on capital goods accretion in the absence of prior imoneysaving,
However, a closer examination indicates that with regard to capital goods for-
mation: (1) the areas of the American economy which have made the most
progress have benefited from considerable cultural fiat and social action with
regard to production credit, and (2) the traditional theory of capital goods for-
mation containg basic logical faults and probably never deserved tlie adherence
of economists in the first place. In short, it is possible that these suggestions
are realistic rather than radical and involve only the extension to agriculture of
ideas long accepted in industrial production. )

6. More rapid progress in the field of agricultural capital formation will
probably result from social action programs additional to and of a more com-
preliensive nature than have been tried in the past 20 years. Methods should be
found to establish competent farm producers in a well-equipped productive opera-
tion at the time in their lives at which it is most likely that they will be able to
produce efficiently. .

7. If plans along the lines of these suggestions are put into effect, they will
change the nature of the obligations which the farm producer owes to the rest
of the community. A tentative exploration is made in this article into the
nature of these changes.

. A SHORT EXCURSION INTO TRADITIONAL IDEAS OF CAPITAL GOODS FORMATION

A. Robinson Crusoe and his fish net

The earliest economie thinkers were impressed with the way in which division
of labor and specialization could increase the production of any group of workers
dramatically, beyond that amount the workers might contrive without specializa-
tion. These theorists recognized the influence of capital goods upon increased
productive efficiency, and correctly reasoned that an increase in the production of
capital goods was a necessary condition of economic progress. For various
reasons, the fathers of economic thought devoted far less attention to the tech-
nological conditions of capital goods creation than they did to economic condi-
tions, rathey narrowly defined. In the famous story of Robinson Crusoe, who built
a fish net to increase his haul of fish beyrond the amounts he ecould catch with
his bare hands, theory took what is perhaps a wrong turn. In order to feed
himself while he spent 2 or 3 weeks weaving the net, Crusoe first needed a supply
of food. He saved berries. Saving thus appeared to the theorists to be necessary
prior to the construction of capital goods.
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B. Capital goods formation limited by savings

From this interpretation of flshing technology grew the idea that capital goods
formation is limited by money savings. Basic to the theory of capital goods
formation are the assumptious of the logical system in which capital goods forma-
tion is only one part: The laissez-faire system of distribution, in which prices
serve as the directing force for economic decisions and bring about both eflieiency
in production and equity in distribution of the produets of wnan's work. These
assumptions can be summarized in the phrase “perfect competition in a perfect
market,” and include, subsidiarily, mobility of factors of production, and the
economic man.

Given these assumptions, in a free society, full and efficient employment of all
factors of production would be assured as if by an unseen hand. Ior society to
progress, new capital goods needed to be introdiced into the system. Snch intro-
ductions could be made only by those who could save money. Capital goods
formation was therefore conceived to be limited by moneysaving, Moneysavers
were changed from the usurious devils of a slightly earlier age into benefactors
of society, by the writings of Adam Smith and his followers.

C. Forced savings

If money means benefaction, then could a ruler, by printing a great deal of
money, become o great benefactor? For a long time the people in chiarge of print-
ing paper money have been intrigued by the tremendous power in the finger with
which they push the starting button of the printing press. It appeared that
at a motion of this finger they could bring into being great warships, buildings,
dams, highways, and national monuments. But simple intelligence convinced
almost everyone that snch magie could not possibly be true; that these impressive
accomplishments were the product of artisans and laborers and engineers rather
than the button-pushers in the printshop.

In fact, the button-pushers, toiling not and sweating not, were deemed to be
a rather irresponsible crew in aspiring to perform magic feats. Economie
logicians took pains to point out the danger of letting the printing-press operators
direct such important human activities as calling forth warships and buildings.
Given the assumptions of the economic systein which the theoreticians believed
deseribed our world, of course, the printing-press operators were positively dan-
gerous, Although they might print money which called forth in the construction
of capital goods, their action took the entire matter of saving out of the hands
of those fortunate members of society who could save, and forced everyone, par-
ticularly the poor people, to save whether they wanted to or not, or whether they
could spare anything from their meager existence or not. The Qrmting-press
money forced savings by pushing prices up, particularly of the tl]mgs that the
poor people have to buy. This early discovery that money printing might get
new industries built was therefore never given adequate study because it was
almost from the start believed to be irresponsible and sinful.

D, Capital goods formation in an underemployed economy

However, the theoreticians discovered that in the real world, money can some-
times be printed and put into circulation to bu.ild new capital equipment without
raising prices or forcing anyone to save. This can happen whenever there are
resources which are not being fully utilized in the economy. If the amount of
underutilized resources is large, governments can print large amounts of money,
or credit-creating institutions can create layge amounts of credit, and large
amounts of new capital goods can be built, using the slpck resources. )

The admission by present-day economists educated in thg classienl trndltipn
that it is possible to bring about the crenti.on of' new capital goods by_soc.ml
action (printing money or expanding credit) without prior _moneysaving by
capitalists and without forced saving by consumers generally, points out a serlous
limithtion in the usefulness of traditional theory. It constitutes an admission
that society, acting through laws and other institutional factors, can direct our
economy and do it well. Society can do it better in the real world, from a
goods and services standpoint, that the nutpmatic and impersonal forces of
price and competition which (by the theoreticians at least) have been dppended
upon for 200 years. The theoreticians excuse themselves _by admitting that
the real world exbibits underemployment of resources, which the theoretical
world ruled out. However, a few modetn economists are reexamining the original
idea. and ask if the building of the first fish net did not itself require under-
employed resources. How did Robinson Crusoe manager to store up enough
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berries for his 3 weeks of net-making? He must have lived in & surplus-produe-
ing area—a partially underemployed economy. In a society fulfilling rigorously
the assumptions of the classical theory, it is entirely possible that there never
could have been any capital-goods creation. It is probable that in every society,
everywhere, enough underemployed resources exist (or can be freed by adoption
of new techniques) to allow great amounts of progress through social redirection
of resources.* :

E. Capitul formation by social dictate

Whether or not we believe that the theory of capital-goods formation through
prior-savings was faulty from its beginning, most economists today acknowledge
that society quite properly engages in the process of dictating a great part of the
capital-goods formation that now takes place.

Whenever our society makes the decision that certain things must impera-
tively be built, those things are built, whether or not anyone had previously
saved enough money to build them. The wartime expansion of our Nation’s
capital equipment is an excellent example, of course. The doubling of capital
equipment in the last 15 years has occurred mainly because of social direction.
That social direction included the creation of funds, the allocation of scarce
materials, Government construection of plants, guaranteed or supported prices,
preferential tax treatment, and many other similar measures. An exact measure-
ment is impossible of the extent to whichh America’s capital goods have increased
due directly and indirectly to social action. The chief economist with a large
American corporation argued that I was wrong, in an article I wrote in 1933 in
which I said that “more than half, and perhaps almost all” of America’s doubling
of capital goods has occurred because of social action. He conceded the war
plants had been built with RFC and other direct Federal money, but concluded
that the balance, much more than half, was expansion from private funds. But
that misses the point. Those private funds, profits of American business, were
a8 large as they were because of definite decisions made by the American people.
The decision to fight the war and to build war-related industry was a social
decision. Once that decision had been made, most profits became automatically
guaranteed for some years to come, not only in the war industries but also in all
the less- and non-essential industries. Practically all of these industries enjoyed
the most tremendous prosperity they had ever known. Savings from the net
profits of private corporations did of course finance a great deal of the growth,
but most of these net profits resulted directly from social decisions completely
outside of the realm of a society governed by the laissez-faire doctrine.

There can be no doubt that a great deal of such net profits resulted from the
existence of patents, trade-marks, price fixing, and otlier modifieations of pure
competition which society has deereed or acquiesced in. There can be no doubt
that rapid tax writeoffs, coupled witlt the fact that the Government directly
influences about one-fourth of the total income flow in the Nation, now guarantee
business stability at a high-profit level for much of the so-called private enuter-
prise sector. I should like to repeat my 1953 statement to which the afore-
mentioned business economist objected: “The doubling of capital equipment
that has taken place in the past 14 years lias occurred very greatly (more than
haif, and perbaps almost all) because of the creation of funds beyond the
amounts saved by capitalists, and certainly beyond the amounts capitalists
could have saved liad our economy been competitive in the classical sense.” In
other words, tlie funds for capital-goods creation were funds created by society,
or allowed to be created because society has not thought it wise to force bus-
jness to be classically competitive. In other words, the United States has
through social programs directly created or has underwritten the creation of
most of our capital goods. The effect of this great increase in capital equip-
ment has been a tremendous increase in physical productivity, in goods and
services, of the American economy. The resuits are undoubtedly better, in the
physical-produnetivity sense, than a purely competitive society could have
achieved.

III. THE CHANGING RATIO OF CAPITAL VALUE TO LAROR IN THE 20TH CENTURY

During the course of the industrial development of modern society, the money
investment in capital equipment per worker has of course increased greatly. The
average cost of capital equipment associated with each worker in American indus-
try is more than $10,000; it is almost twice this amount in railroads and utilities.

1 A better understanding of these factors can enable us to do a more realistic job In
alding the underdeveloped areas of the world to industriallze themselves.
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Investment in capital goods per worker has increased greatly in the past half cen-
tury as the size and complexity of industrial operations have increased. The
worlds of finance and industry have long been organized in such a way as to
provide these large amounts of capital equipment without requiring either the
laborer or the entrepreneur to make prior savings of large amounts of money
funds. Indeed it is almost an axiom of business that new industrial enterprises
be started with little or no money. (The entrepreneurs are expected to have pro-
duction ability, but even that is not necessary—engineers can be hired.) Promo-
tional ability is perhaps the main requisite to starting industrial enterprises, and
on so precarious a basis (in the technological sense) funds are raised from
investors. The promoters usually receive no-value copmon stock for their pro-
motional efforts; the cost of physical ptant and working funds are supplied by
investors in preferred stocks and bonds, Competent studies, such as were made
by Berle and Means and others, have shown that complete control, i. e. ownership
of all common stocks, of Amerfca’s largest industries was achieved with an invest-
ment of only about 7 percent of the real construction cost of the industries—the
other 93 percent was furnished by investors who received securities bearing little
or no right of control over the industries.

Great physical performance of the American industrial system has character-
ized past years, and profitable financial performance has characterized most of
them. These two factors have adequately justified the optimistic hopes of an
institutional system that permits entrepreneurs and laborers with ideas and abil-
ities, but without money, to associate themselves with thousands of dollars worth
of capital equipment during the best and most productive periods of their lives.
To take the different course suggested by Robinson Crusoe economics would be
unthinkable—to require an industrial entrepreneur to work up the ladder from a
common laborer to a skilled luborer to a small backyard shop to & larger shop to a
small factory to a larger factory, buying the more expensive equipment in each
case from the money savings he had made by abstaining from spending part of his
income in the prior stage. He would be senile before he had saved the price of
one forging hammer.

America’s Horatio Alger folklore to the contrary notwithstanding, that is not
the way an industrial economy makes progress. .

Progress is made because society has made a complex chain of decisions, some
lezal, some institutional, which bring entrepreneurs and work'men together to
work, during the most productive period of their lives, with capital goods which
society has decreed shall be created. .

Modern societies have learned, though most elementary economics texts avoid
this fact, that economic growth is self-financing. As the conservative London
Economist editorialized, in discussing the “lessons of the war,” we have learned
that “anything that is possible physically is possible tx_nnncn:xlly: ' This is true
because in modern societies, there are always rather highly flexible elements of
underemployment of many resources, even in the times of greatest emergency,
and further because wlen banks and governments create funds the prospect of
economic growth so increases property values as to justify the creation of the
funds.

Of course a recognition of this process does not mean that governments or
banks can safely create money by whim. If the new money i{s not matched by
real physical growth and produectivity increase, inflation results. In some cases
of forced-draft increases, as in war, considerable effort must be expended in
areas of stress by controlling some prices, allocatlr.lg sgme.materlals, and altering
some of labor’s mobility. However, the generalization is a safe one that our
technological ability to increase our capital equipment (and therefore our pro-
ductivity) makes it possible for us 1to ﬁnnmie the increases. This is tlie exact
rever hing of traditional economics.

‘&cfgp(t)sfleg: (t;;aghis ngre modern way of lookmgiat the problem of progress
and growth underlies the Employment Act of 1946. That act expresses with
the highest ceremony possible in our society, formal act of Congress signed by
the President, and implemented by a toprank professional staff, that we have
to a large extent adopted a new theory of economic develppmgnt., thnt_ we as a
sovereign Nation will do whatever is necessary to maintain an expanding,

growing economy.
IV. CAPITAL GOODS FOR AMERICAN AGRICULTURE IN THE FUTURE
If this is a realistic picture of the changed and more realistic exptanation of

the tp hnological progress made in the Western World, and in
the ngl&%n%?g:est%% part%cnlnr, to what extent has agriculture shared in these

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



70 UNITED STATES MONETARY POLICY

changed concepts? As compared with industry, agriculture has shared very
little. This generalization is not intended to belittle the great significance of
the social action programs of the last 20 years. Price supports, incentive pay-
ments, farm credit at reasonable rates, supervised credit of FSA-FHA, road
building and the REA’s—all of these have helped many farm producers to
adopt new methods, invest in new capital equipment, and greatly increase their
productivity. However, as between industry and agriculture, with regard to
their ability to do an adequate job of meeting the challenge of an expanding
economy for the next 2 or 3 decades, the gap is still great. In considering how
to improve the physical efficiency and productivity of America’s farms in the
future, I should like to direct attention to some new methods of expanding the
amount of capital equipment available to farmers.® .

Agriculture is the main residual area in which the “save first before building”
idea prevails. Twenty years of social and political concern with the farm prob-
lem has partially changed this idea, but in the main too many people still think
that there is an agricultural ladder, and that the task of climbing it need not be
materially eased by Government.

1 submit that the same general type of technological and financial revolution
that has brought our industrial society to the place it is today needs to take
place in agriculture.

On the most successful farms the physical revolution has already taken place.
The farm that can support a family in decent middle-class living now requires
an investment of more than $40,000. About the maximum that a farmer ecan
borrow for such an enterprise, without parental or other family assistance, is 50
percent. Ralising $20,000, or even $10,000, is a difficult matter for most American
farmers. For the young farmer it is usually impossible.

To improve agricultural productive efficiency for the America of the future
will require that methods be found to enable competent farm producers to asso-
ciate themselves with adequate capital equipment early in life, when their vigor
and ambition are highest. : .

As in the case of industrial Ameriea, the association should prove successful.
A farmer who can thus associate himself should ordinarily achieve physical
productivity high enough to pay his initial loan off within about 20 years. In
such cases, the increased productivity has amply justified the loan. If, howerver.
the prevailing farm-finance pattern of today is continued, those 20 years of
highest physical ability must often be partially wasted on inadequate and iil-
equipped farm enterprises.

V. IF BOCIETY TAKES A HAND

American planners should consider whether or not we should participate in
the process of making capital funds available to increase farming efficiency in an
expanding economy to an extent beyond anything contemplated in present laws
and institutions. To this end, capital funds up to 90 or 100 percent may need to
be supplied to farmers who give evidence of being good entrepreneurs. Implicit
in this proposal is, of course, the proposal that some measure of competence be
devised and applied to applicants for funds.3

Much of the new investment funds tlius made available would be from sourees
outside of agriculture, Whether the loans come from private financial institu-
tions, private institutions with Government guaranties, or Government lending
agencies, they will inevitably be more impersonal than is customary in present
farmer-country banker relationships. Outside credit will probably require, and
probably should receive, considerable guarantee of stability, as far as interes:
and prineipal payments are concerned. This stability feature in industry has
been important in the wide acceptance of the principal of outsiders furnishing
capital funds. If the principle is extended to agriculture, income stability of
farmers becomes a very important factor. Incomes in agriculture need to be
made more stable from two standpoints: (1) The quality of the entrepreneural
decisions needs to be kept high to insure productive efficiency on the individual
farm, and (2) farm incomes need to be stabilized to avoid great variations.

3 Although “equity” to farm people in access to social capital is important, productive
efficiency is the matter here under consideration.

3 Lest this be considered too radical a departure from American practice, we should
remember that soclety through both public and private action has often furnished 100
percent of the capital funds required by promoters to set up new industries. These pro-
moters very often would not have been able to give even a fraction of the evidence of
technical ability that we have customarily required for the smallest rehabilitation loan
of the Farmers Home Administration,
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If society takes a hand in the provision of capital funds for agriculture, it
will undoubtedly demand a band in the selection of the farm enterpreneurs and
in periodic examination to see how they are discharging their stewardship.*

ffurthermore, if society takes a hand in the selection and examination of farm
enferpreneurs, we will need to devote considerable study and understanding
to the problem of keeping social participation democratically responsive and
maintaining the greatest possible decentrallzation of authority and freedom of
action of the individuals concerned.

Finally, if society decides to take a hand in such matters, it will have to safe-
guard ifself from possible adverse consequences of its action. For example,
stability in lIand prices and proper land use would undoubtedly need to be achieved
through legal action—otherwise easing of agricultural credit could result in
wild bidding up of land prices, or land might be ill used for one short-run pur-
pose when social considerations would require it to be used differently for long-
run couservation ends.

CONCLUSION TO APPENDIX I

If agricultural productive efficiency is to keep up with the demands of our
expanding economy, entirely new arrangements must be devised for provid-
ing capital funds to farm operators. The point has been made here that the
prospects for growth justify the creation of capital funds by the Government and
by bauks, in much the same manner as the capital funds have been created for
America’s industrial growth. Both the amount of funds created and the interest
rate charged for the rent of these funds are subjects for social decision. There
is no valid reason for letting either of them fluctuate adversely as long as cap-
ital growth is needed in important industries,

AprPENDIX II. PRICE STABILITY AS A GOAL?

We economists are almost all honest men; we all are sincere in our quest for
roughly the same goals (adequate production, decent income, and maximum pos-
sible individual freedom) ; why is it then that we arrive at such widely different
recomnmendations? One of the main reasons is that we start with completely
different assumptions as to the nature of man and society, and we inevitably
arrive at different answers. For example, if we start with an assumption that
fs implicit in the work of most American economists that prices are the proper
governor for most economic decisions, the conclusion is bound to follow that a
policy whieh promises more price freedom at any point is always better than a
policy which promises less. This is a common feeling of economists, whether
they are discussing farm prices or the price at which money is loaned. I think
it is only fair to point out that even though the overwhelming majority of pro-
fessional economists probably believe such things, they are not true’ In our
complex soclety decisions are made under the influence of a number of forces
other than price; most of the prices which show up as a part of America’s eco-
nomie transactions are themselves influenced by forces which are either modifica-
tions or violations of, or excluded by definition from, the free market as it must
be defined by traditional economic theory.

American political reality has agreed with the foregoing analysis as to the
factors that should influence economic production and distribution for many dec-
ades—not just since 1933. The economists have ordinarily disagreed. Who
has been more nearly right. the American governmental processes, or the econ-
omists? Fconomists should at least keep their minds open. The prima facle
case for a self-regulated society whose major activities are directed by free
market prices has been wrecked both by logic and by experience.

4In industry, soclety has in some cases demanded such a hand, and in some cases not.
SEC regulations, pubiic-utility regulations, wage-and-lour laws, and hundreds of other
welfare measures are examplés of society taking a direet hand in management. An in-
direct hand is taken in the many cases in which some buslnesses are asslsted, others
{)nhiblted, by tariffs, patents, and various other oligepoly positions allowed or condoned

y soctety,

% Mostyot the economists have invested many years of their lives in Jearning the analyti-
cal tools of the pure competitive, laissez-faire, price-regulated economic system, They are
undoubtedly swayed by the fact that rctooling would be o costly for themselves that it
would be personally cheaper for them to try to change the rules under which the American
economic system operates. Furthermore, the alternative tools of the more realistic soclo-
politico-economic theories are usually ill regarded by economists—they are full of in-
exactness, psychology, soclology, political science, and other social ideas not nearly so
clean and sharp as economics, which deals precisely with prices and quantities and uses
calculus and geometry. So most economists prefer to hold on to the beautifully embel-
lished but highly unrealistic theory based on the free-market assumptions.
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Anotler questionable assumption most economic writers make is to assume
that our national economic policy sliould be aimed at price stability. Again we
find that economists and America have disagreed for well over a hundred years.
America’s political activities are influenced to a great extent by segments and
groups in our population, some inflationary in their demands, some deflationary.
In general, farmers, laborers, and entrepreneurs have been in the former cate-
gory; in the latter have been white-collar workers, pensioners, and annuitants,
both individuals and institutions whose wealtll or income was measured in fixed
dollar amounts.*

Any time a discussion of American policy begins with the assumption that a
stable price level is 2 major goal of society, it is bound to conclude that any policy
that does not work against inflation is an incorrect policy. Yet it is quite possible
that America’s physical production increases most dramatically in times of con-
trolled but nevertheless continual mild inflation, with tremendous increments
of created capital funds pumped into the system at specific points. Certainly the
inflationist idea wins in the political arena every time it is clearly presented.
The S5 percent of our people (approximately)® included in the segments which
seem to prefer a little bit of inflation have in recent years been able (aided by
the overriding urgency of depression and war) to stack the deck sometimes
against the 15 percent who would have profited by stability or deflation.! Again,
we must face the question: Who is right, the majority of the cconomists or the'
majority of the American people?

Of course, stacking the (deck against the 15 percent is to be regretted. There
have been various practical suggestions in their behalf. For example, school
teachers and other future pensioners are now encouraged to put half their
savings into common stocks and real property. Some people suggest that in-
surance companies should do the same. (None of these suggestions is helpful
to low-income people who have no savings aside from their interest in retire-
ment or social-security funds.) .

Some economists nowadays sincercly believe that to attempt to maintain a
stable price level is potentially very dangerous to our economy, and that the
wvelfare of the 85 percent should not be tied inflexibly to a stability fetish to
suarantee the purchasing power of bonds and retirement funds owned by the
smaller group. The case for controlled inflation has not yet been proved, of
course. A number of great problems (in addition to those of the endowed univer-
sities and pensioners) remains to he solved. But the case against controlled
inflation has not been proved either.

In the stable-price economy beloved by the traditional economists, private de-
cisions would govern where to, whether to, and how fast to expand Anerica’s
industrial economy. It is ordinarily admitted by such economists that periods
of stagnation and contraction might occur; but freedom from socialistic control
has always assumed to be a benefit sufficient to oflset a growth rate considerably
below the feasible and desirable. If we intend to keep America fully employed,
it is my opinion that we should maintain a slightly bullish pressure on price
levels. This, interestingly enough, will probably make governmental intervention
in capital growth less necessary, simply because it should minimize the occurrence
of the types of crisis in which the Government is called on “to do something.”
There are numnerous other good reasons for this expausive policy; for example,
foreign trade expansion probably depends on it—imports will be received in
America with far less business anguish in times of steady upward movements.

Even in an economy of controlled inflation, a large amount of decision making
as to investment will nevertheless be retained in private hands. Iowever, the
total of all investment decision making.will be kept expansionist, led by easy
credit and such incentives as rapid tax writeofls in specified lines, and pushed
by Government contracts. In a stable-price economy, reluctant, nonexpansive
corporate managers feel they cannot be badly hurt because of their reluctance,
and might, if depression ensues, prove to be men of great wisdom and parsimony.
In an economy of controlled inflation, such men are fools, and become less and
less important as their neighbors seize the torch of industrial progress and
development. The American people have recoghized the truly incredible rate

¢ Here, too, we must recognize that economists have a vested interest in the traditional
assumption. They customarily fall into one or more of the deflation-oriented groups be-
cause of fixed salaries and institutional jobs.
7 This is, of course, an oversimplification, inasmuch as tliere are many people who have
Interests in both categories. Primary interest is the point here, however.
tEbIllllltau modesty, this minority never publicly professes to want anythlng better than
stal 5. :
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at which our industrial economny has developed under controlled inflation. They
apparently do not feel that their personal freedoms have suffered too much in
the process. When truly great performance is urgently needed, even imperative
as in the case of war, there is never a serious question of whetlier to use con-
trolled inflation; it is only a question of where to set the controls and where
to pump in the incentives.

CONCLUSION TO APPEXNDIX II

At least two factors will press America in peacetime to continue mild inflation-
ism: (1) The belief that the free world must dramatieally outproduce the Soviet’s
rising industrial might; to do this, investment deeision making needs a shove
toward expansionism eomparable in scope with what it got in the war. (2) The
aceeptance, both popularly and in law (the Employment Act), of the idea that
the American economy is badly managed if it does not produce in peacetime
for peaceful purposes the expanding volume of goods and services of which three
wars have shown us capable.

One of the main—perhaps the main—argument of the Federal Reserve Systent
and the Treasury for raising the general structure of interest rates is that such
a policy is required “to fight inflation.” This appendix has suggested that these
institutions were probably fighting the wrong thing,

Senator Fraxoers. Thank you, sir.

You have kept within the normal time; you have propounded a
number of questions which I find it difficult to keep from pursuing
myself, but since we liave agreed to go through the list, we will wait
until later. .

The next one in alphabetical order is Mr. Edward S. Shaw, of the
Brookings Institution, on leave from Stanford University. Mr, Shaw.

STATEMENT OF EDWARD §. SHAW, THE BROOKINGS
INSTITUTION

Mr. Siraw. It would take Inore courage and wisdom than T can
muster to answer question I confidently and explicitly. So I take
some comfort from the fact that official answers from the Treasury
and the Federal Reserve are neither complete nor quite complimentary.
The Treasury view seems to be that restraint was necessary in early
1953 and that the May issue of 31/ percent bonds was a salutary meas-
ure of restraint. I understand the Federal Reserve to say that excess
liquidity was removed after April 1951 and that monetary growth
balanced real growth until “unduly severe” tensions developed in
May 1953. In this view the 314 percent issue was a tension that
needed offset by a roughly equivalent open-market-buying operation.
Neither of these views recurs to the theme of the Council of Economic
Advisers, in its report of last January, that signs of impending defla-
tion were evident at the turn of 1952 to 1953. . )

My own ill-defined impression is that monetary restraint was skill-
fully balanced against forces of expansion in 1951-52; that monetary
and debt restraints were pressed too hard and too long in early 1953;
and that subsequent easy finance was at least congenial to the specific
pattern taken by the late recovery. It Is still too early for the casual
observer to guess whether restraint has been renewed too quickly.

The reply of the Federal Reserve to question II is generally very
Iucid and instructive. I have a single quibble. The'rep'ly tells us
why changes in legal reserve requirements are a de_fectlve nstrument
of control. Tt does not tell why so defective an instrument is used
so frequently. There must, under some circumstances, be merits to

balance the defects.
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One does gain the impression that, in taking so skeptical a view of
both variable reserve requirements and operations in long-term se-
curities, our central bank is tending toward an immaculate, high-
church, and 19th century view of its responsibilities.

One defect allegedly is that “* * * the results [of a change in re-
quirements] affect simultaneously and immediately zll banks in each
reserve class.” In many instances results so widespread would ap-

ear desirable on a money market as extensive as ours. Now that the .
Tederal Reserve has denied itself access to the long-term market, the
pervasive effects of change in reserve requirements may be especially
valuable.

The large and infrequent changes in reserve ratios, which the Fed-
eral Reserve takes to be the result of defects in the instrument, may
instead be responsible for those defects. Open-market operations of
comparable magnitude can also be a shoek to the markets.

Question 111 and the Federal Reserve’s reply to it touch on funda-
mental issues in central banking theory. The Federnl Reserve has
made this decision: to deal only on the short end of the market; to
lend no support during Treasury operations; to imterveme in dis-
orderly markets. The result, it is said, should be to develop a pri-
vate middlemen’s inventory of Government securities that will absorb
minor market disturbances. Private enterprise will preserve orderly
markets.

Then long rates may vary less in short periods, reducing market:
risks for all investors in long-term securities. This should mean an im-~
proved market for Treasury long debt. Changes in long-term rates
should become a more reliable index of changes in the terms of trade
between savers and investors and, hence, a more reliable guide for
monetary policy. Other advantages to the Federal Reserve may be
expected, including a reduction in the turnover of its portfolio.

The Federal Reserve has bowed off on the long market. It will
no longer manipulate relative market supplies of long-term and short-
term securities. That function passes to the Treasury. The Treas-
ury proposes to push out long securities, at relatively high rates of
interest, when excess liquidity is contributing to cyclical boom. It
will borrow short, at low rates of interest, when more liquidity may
soften a cyclical recession. Debt management is stepping into the
market arena from which the Federal Reserve has withdrawn.

The Treasury, with a new look, to be sure, has apparently gained
in a new accord, prestige lost in the accord of 1951.

There are disadvantages in this particular way of dividing respon-
sibility between monetary action and debt management which are,
after all, different techniques for attaining identical results.

It raises interest costs on the public debt, because long borrowing
is done when long borrowing is dear. These extra costs appear to be
in part a social cost of reviving the middleman function on the
Government security market. The new technique may mean higher
costs, too, because the Treasury, without central banking support,
may need to put more favorable prices on its long-term issues. IFinal-
ly, Treasury techniques for managing the rate structure are less agile
than central banking techniques, so that the range of fluctuations in
rates may not be reduced after all.

In recent years commercial banking has lost ground to otlier in-
stitutional channels for lending and investing. Money has become less
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important among the financial assets that feed inflation. It is being
superseded to a degree by savings deposits, savings and loan shares,
insurance policies, and other vehicles of saving., Control by direct
or indirect means of the institutions that create and issue these media
is increasingly vital to economic stability. There has been some rea-
" son to believe in recent years that the Federal Reserve was developing
indirect controls over nonmonetary financial institutions through its
operations in long-term Treasury issues. Now it appears that the
Federal Reserve has abandoned the experiment and is limiting its
area of responsibility to the traditional commereial banking field.

Comments by the Federal Reserve on question IV and comments
in other connections by the Treasury supply a clean-cut statement
of national monetary and debt policy. Within the business cycle the
range of fluctuation in interest rates is to be increased, by Federal
Reserve action to stabilize the money supply and by Treasury policy
of refunding on the cyclical rise. Over longer periods, the money
supply is to grow along the narrow line that separates inflation from
unemployment while the public debt is to be dispersed largely in
funded form to investment-type portfolios.

The policy of cyclically variable interest rates is correct if it does
not jeopardize the recoveries that constitute economic growth. I ob-
Jject only to refunding when it is most expensive. It should be the
central bank, not the Treasury, that sells long-term securities in
cyclical recoveries. Refunding 1deally should occur in recession when
a successful operation, supported by the banking system, can assist in
reducing long-term rates of interest.

In response to question V, the Federal Reserve indicates gratifica-
tion that the money supply did not contract in the recent recession. It
traces monetary stability primarily to bank purchases of Government,
securities and suggests that hereafter the substitution of Government
issues for private securities in bank portfolios will brace the money
supply against the contractive forces of recession. My own impression
is that the money supply lLeld firm in part because the recession has
been so mild. Private borrowing at banks continued strong. With
incomes still high, the publie continued to want large money Balances.
We should not be surprised in a more decisive recession if the public
insists on economy in its cash balances, as it did in 1948-49." Nor
should we be worried about a contraction in money balances if it is
voluntary on the public’s part and if, hence, it coincides with falling
Interest rates. .

Two queries come to mind in connection with the Treasury reply
to question VI. First, issue of a 5-year, 10-month bond in February
1953 is said to have been a measure of restraint on inflation, yet issues
of comparable maturity in late 1953 are said to have been neutral with
respect to Federal Reserve monetary policy: It is not clear why
lengthening of the debt is at times a restraint and at other times
neutral in the monetary sphere. Second, if the explanation for this
anomaly is that the intermediate securities are placed away from
banks in booms but in banks during recessions, one wonders whether
it is necessary to pay the banks so well for lending capacity that
would otherwise be idle. .

In general, question VII has elicited a most helpful response from
the Treasury.  The doctrine officially laid down is a quite remarkable
advance over traditional dogma that the only good debt at any time
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is either long or long dead. I wish to question only the Treasury’s
excessive ‘modesty in claiming that it must cope with a free money
market. The bulk of official testimony in these replies has been that
the money markets, short and long, are not free and cannot safely be
left free. They are the segment of the economy that must be so
controlled as to communicate to other segments the signals that in-
flation or deflation have gone too far. These markets cannot be re-
garded as free in any important sense when they are managed and
manipulated by the instrumentalities of the central bank and the
public debt. )

The final question barely touches on the fringes of vital and highly
disputatious issues. It has to do with a minor aspect of the relation-
ship between banking and government. The maintenance of Treasury
balances with commercial banks and the various agency services that
the banks perform for the Treasury should be considered in the
broader context.

Securities of the Federal Government were over 40 percent of all
commercial-bank earning assets in mid-1954. Earnings and sale
profits on Government securities approximated 30 percent of mem-
ber-bank earnings in the first half of 1954, significantly more than
enough to cover all taxes on all banking operations. The banks are
deep 1n the business of monetizing public debt, and they are paid well
for it. Private assets in their portfolios are sheltered by Government
guaranties; excessive competition is restricted by Government au-
thority ; expensive services are provided by an independent agency of
Government. The banks, in return, provide an efficient payments
mechanism and a principal channel for allocation of the community’s
savings. My judgment is that such minor aspects of bank-Government
relationships as are suggested in question VIIT cannot be considered
judiciously apart from aspects of much deeper significance.

Senator Franpers. Thank you, Mr. Shaw.

Our next witness is Mr. Rudolf Smutny, senior partner of Salomon
Bros. & Hutzler, New York. I take it, sir, your firm deals actively
in Government securities?

Mr, Sxoryy. Mr. Chairman, that is correct.

Senator Fraxpers. Thank you; you may proceed.

STATEMENT OF RUDOLF SMUTNY, SENIOR PARTNER,
SALOMON BROS. & HUTZLER

Mr. Smourny. T would also like to say, Mr. Chairman, it is the first
time in 38 years in Wall Street that I have been called an economist.

My approach to the problems here under discussion is that of the
bond dealer who specializes in the institutional investment market,
of which United States Treasury obligations constitute so large a
part. .
 The unpegging of Government securities prices in March 1951, was
long overdue. Pegged prices, being economically unsound, simply
did not work. They destroyed the freedom of the market and made
buyers and sellers largely dependent on the Federal Reserve banks.
They encouraged some institutional investors to put short-term funds
to work in the long-term market. They tended to lodge the initiative
in the creation of reserve balances with the holders of Treasury se-
curities, and, as a corollary, to deprive the Reserve authorities from
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exercising their proper influence on the availability and cost of
credit.

In the “pegged” market dealers were many times, for all practical
purposes, merely messengers. At such times all market decisions
rested with the Federal Reserve authorities. “Unpegging” the mar-
ket restored its freedom of action, and broadened the scope of trading
activity. '

It seems to me that debt management and credit control policies
during the past 2 years have, on the whole, been sound. My only
criticism is that, during the transition period in the early part of
1953, the Government bond market was left without even nterin
token support from the monetary authorities. Moreover, and more
important, it was needlessly subjected to many utterances regarding
future financing policy which tended to upset market stability. It
seems evident, too, that the price decline in Government securities at
that time was sharper than was warranted by supply-and-demand
factors. For example, during the period January-May 1953 Treasury
214 percents of 1967-72 declined by 5.8 percent while high-grade cor-
porate bond prices decreased by about 4.875 percent. The sharp break
in prices of Government obligations naturally had an unsettling effect
on the entire money and capital market.

Fortunately the situation was soon rectified, and from mid-1933 to
the present time, the debt management policies of the Treasury and
the credit policies of the Federal Reserve have been handled with
consummate skill. They have been geared to assist the money and
capital markets and to help direct the flow of capital into corporate
securities and mortgages so that corporate capital expenditures, and
business and residential construction might be stimulated.

While the supply of Government securities is very large, the {)resent
demand for long-term Government bonds 1s not impressive. There is,
however, a very strong demand for short-term Government obligations
with maturities of not more than 1 year. This is illustrated by the
fact that from the beginning of 1954 through the first week in Novem-
ber, 40 major life-insurance companies, the leading institutional in-
vestors, purchased United States Treasury bonds to the extent of $360
million, which figure came to only 8.5 percent of their total investments
of $10.5 billion. On the other hand, they acquired bills and certificates
of indebtedness to an amount of $2,132 million, or 20.8 percent of the
total.

The incidence of greatest demand, therefore, is in the short-term
market, and a major sector of that market, United States Treasury
bills, in the chosen medium in which the Open Market Committee
operates to influence the reserves of the member banks, a factor which,
from time to time, greately intensifies demand-supply ratios in this
short-term area. So long as the economy is as active as it is today, and
building construction continues at a high level, it is doubtful whether
institutions, other than banks, will be large investors in long-term
Government bonds. Rather, they will endeavor, as in the immediate
Ppast, to acquire high-grade bonds and mortgages which afford a bgtter
return than that obtainable on United States Government obligations.
The fact that, early in 1953, Government bonds d_ecreased considerably
in price and that their marketability was materially reduced has also
lessened their popularity to some extent.

55814—54——6
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However, I believe we should not overlook even a minor opportunity
for issuing long-term bonds and lengthening the average maturity
of the Federal debt. We know that many smaller institutional in-
vestors, such as public and private pension funds, and a wide variety
of local governmental and labor-union funds are always in the market
for offerings of the highest yielding marketable Treasury security,
regardless of maturity. Over the period of time under discussion a
moderate amount of long-term bonds could have been placed with
such relatively small institutional buyers. And, I think, that had
public offerings of even lesser amounts of long bonds been made they
would undoubtedly have served to cushion the pronounced price mark-
up in the general bond market which has since occurred as a result of
the actions of the monetary authorities.

Now I should like to turn to the problem of reserve balances and
Open Market Committee operations. The reserve balances of the
commercial banks are the basis of our credit system. The most im-
portant factors which increase or reduce reserve balances and thus
expand or contract credit are: Changes in reserve requirements by
the Federal Reserve Board, borrowing by the member banks from
the Federal Reserve, and open-market operations by the Federal Re-
serve banks. Right now, I believe, open-market operations ought to
be reexamined in the light of recent experience.

As previously indicated the Federal Reserve banks in conducting
open-market operations now deal exclusively in Treasury bills. Now
the bill market is one of the most important segments of the money
market. Through it financial institutions and industrial corporations
provide for their liquidity. Banks must, of necessity, keep a large
volume of bills on hand in order to cope with their daily cash swings.
Many corporations keep their tax accruals in bills and use them to
maintain their liquid assets. As a result of this pressing financial
need for short-terin paper there is a large and constant demand for
Treasury bills. Hence, when the Federal Reserve conducts open-
market operations in the bill market it can have a pronounced effect
on yields. ,

This reliance on bills as the sole vehicle for open-market operations
is doubtless due to respect for the traditional Anglo-American central
banking practice of operating exclusively in “the nearest thing to
money”; also, perhaps to a fear of even seeming to sponsor anything
remotely resembling the discarded “pegs.” However, under present
circumstances open-market operations do not appear fully to be
achieving the desired objectives. The volume of bank loans has con-
sistently lagged, and the level of bank rates has remained unchanged.
Many corporations have cut down on bank loans and built up their
emissions of short-term paper. Therefore, when “the nearest thing
to money” is in persistent and relatively short supply, and when open-
market operations in bills in pursuit of a policy of “active ease” have
merely resulted in declines in bill and commercial paper yields while
ieaving the volume of loans unchanged, it may be surmised that some-
thing more than operating in the bill market 1s needed. -
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An arbitrary increase in the supply of bills is not the answer. I
think, rather, that it is to be sought 1n widening the scope of open-
market operations to include securities other than Treasury bills. To
this end the Federal Reserve should use its authority to buy and sell in
the open market Treasury obligations with maturities, in the first
instance, of up to 1 year, and should this prove ineffective, after suitable
trial, then be authorized to operate up to 3 years. After all, the
amount of Treasury securities due within 1 year, other than bills, is far
larger than the entire Federal Reserve portfolio of Treasury securities.

I do not believe such a liberalization of open-market operations
would do violence to the traditional central banking practice of operat-
ing solely in “the nearest thing to money.” At the same time it would
reduce undue pressure on the bill rate. I think we must all concede
that, thus far, the policy of “active ease” has had a much more pro-
nounced effect on the level of bond prices and the yields on short-term
paper than it has had on the volume of commercial loans and the level
of bank rates. I do not believe that the modest increase in the area
of open-market operations here proposed would have any significant
effect whatever on the long-term Government market. Certainly it
could hardly be construed as a return to the unsound practice of peg-
ging the prices of long-term bonds.

I would like to comment on just one more point, which, while not
covered in the questionnaire, is, nevertheless, germane to this discus-
sion. All of us—businessmen, bankers, economists, and public offi-
cials—have our jobs to do. 'We are all concerned, of course, with the
overall well-being of the national economy. However, those of us
engaged in the rugged competition of private enterprise have to think
first of making a living and keeping solvent. We have to keep our
eyes on the main objective, and, it must be confessed, the national
economy is apt to become a rather remote concern. This is only nat-
ural. Nevertheless, I think we would all agree that concern for the
well-being of the national economy is not the job of our public officials
alone. Our own actions, therefore, ought, at all times, to take into
account the public interest in our activities,

It is now amply evident, for example, that committing short-term
funds in the long-term Government market did not, in the long run,
serve the best interests of all concerned. Turning to more recent
events, it now seems apparent that raising the prime rate at a time
when conditions in the bond market were extremely critical was not
the wisest course of action. I am proud to recall that, at that time,
when Treasury 814 percents of 1938-78 fell to a discount while still
“when issued,” we at Salomon Bros. & Hutzler, and many other invest-
ment firms as well, ran advertisements in nationally circulated news-
papers unequivocally recommending their purchase.

The lesson in recent financial history is clear for all to see. The job
of managing the national economy is not solely that of the monetary
authorities. It is our job, too. To do it well we must learn to practice
the art of financial statesmanship and to conduct our private activities
within the moral as well as the legal boundaries set by our public
responsibilities.
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(The tables and advertisement referred to in Mr. Smutny’s state-

ment follow:)

TapLe I.—Life-insurance company investments (buscd on reports from 40 major

companies)
Year 1954
through week gfig‘g{
ended Nov. 6
Mortgage loans:
© Fiar%n JOBIIS . o e - sm o ccmcmmma ki dm e m e m e me s $274, 689, 200 2.6
Loans on dwellings and business property. oo oo ... e 3, 370, 030, 554 32.1
Real estate: Real estate acquired for investment. .. 117,897,175 1.1
Railroad securities:
235, 625, 813 2.2
11,612, 312 .1
861, 345, 066 8.2
220, 193, 326 2.1
ONAS e ccmeme s N S 1,733, 065, 752 16.5
BEOCKS . o me ok e 86, 980, 818 .8
Governments:
V. 8. Treastry DondS oo oo i it mr e 361, 662, 104 3.5
U. 8. Treasury bills_ . 2,065, 136,032 19.7
U. 8. Treasury certificates e et e 67,097, 253 .6
V. 8, Treasury NOtCS . oo oot m e eem e 62, 545, 477 .6
Canadian Government bonds._ . ... 108, 572, 375 1.0
Other foreipn governments. .. i oos 16, 162, 554 .2
State, county, munieipal. . ..o 432, 825,176 4.1
Miscellaneous:
Bonds... 458, 338, 238 4.4
SOCKS. e c oo en 25,571,199 .2
17 SO U 10, 509, 350, 424 100. 0
Recapitulation:
MOTLEBERS e v em e e e ececr e e mmmm e edaemmmaseeemsm o m—mm e 3, 644,719, 754 31.7
Real estate. 117,897,175 1.1
Bonds. .- 6,402, 375, 840 60.9
BEOCKS - - oo e e 344, 357, 655 3.3
L 017 OO R U 10, 509, 350, 424 100.0
TasLE I1.—Market yield on Treasury bills percent per annumn
1953 l 1954 I 1953 | 1954

December. .

TagLE III.—Interest-bearing marketable public debt of the U. S. Government of
selected maturities (as of Dec. 15, 1954—000,000)

Up tolyearin-
clusive of Dec.

15,1955 (excludes Treasury bills 1 to 3 years 3 to 5 years 1 to 5 years
Treasury bills)
. Percent Percent Percent Percent Percent
Treasury bills.....|-cooooil|ooaaaois $19,5000  100.0]a o) oiane e
Certificates of In-
debtedness....._. i

Treasury notes..

- 1 810,083 58. 4| $5 728
Treasury bonds. ...

17156)  41.6) 216, 271

26.0/1$15,701, 0.
74.0/293,447] 59

17,230 100.0| 21,999

100.0| 39, z;sl‘ 100.0

! Includes 4 issues of 134 percent notes amounting to $2,911,000,000 of which the Federal Reserve System

owns all but about $200,000,000 thereof.
2 Includes all Treasury bonds with a first redemption date within this period.
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Holdings of U. 8. Government sccuritics, including guarantecd sccuritics, of the
Federal Reserve banks (as of Nov. 24, 1954—000,000)

Arnount Percont
L85 ¢ I o U $15, 804 64. 4
ltoSyears....__ . , 321 256.7
5 years and over. 2,428 2.9
0517 24, 553 100.0

[This advertisement appeared in the New York Times, New York Herald Tribune, the
Wall Street Journal, and the New Yotk World-Telegram and Sun on April 20, 1953]

UNITED STATES TREASURY
3Y;-PercENT Boxps, DUE JUNE 15, 1983
(noncallable prior to Junc 15, 19%78)

We consider these Bonds most attractive for all investors where the maturity
meets their requirements,

We recommend that holders of Series F and G United States Savings Bonds,
maturing this year, exchange them for the new United States Treasury 3%-
Percent Bonds. This exchange privilege expires April 30, 1953.

Sarnoyox Bros. & HUTZLER
Members New York Stock Exchange
SIXTY WALL STREET, NEW YORK 5§, N. Y.
Doston; Cleveland; Chicago; San Franeisco

Mr. Ssrurxy. Mr. Chairman, I would like to request that my
detailed answers to the eight questions be made a permanent part of
the record.

Senator Fraxpers. Thank you, sir.

(The answers previously referred to follow :)

AXSWERS BY RUDOLF SMUTNY, SENTOR PARTNER, SiLoMoN Bros. & HuTzieg, To
THE QUESTIONS PROPOUNDED BY THE SUBCOMMITTEE ON ECONOMIC STABILIZATION
OF THE JoIisT CoMMITTEE oN THE EcoxoMIC REPORT OF THE CONGRESS OF THE
UNITED STATES

1. What role did monetary policy play in the period of relative stability
following the Treasury-Federal Reserve accord in 1931, in the months of boom
late in 1952 and early in 1953, and in the recession of 1953547

Answer: The 1951 accord between the Treasury and the Federal Reserve
System paved the way for the effective employment of monetary policy, first,
to combat the threat of further inflation; second, to promote economic stability ;
and third, to head off unduly deflationary tendencies in the economy. Pegged
prices for Government bonds liad a number of undesirable effects. They encour-
aged commitment of short-term funds in the long-term market. They promoted
monetization of long-term debt, thus adding to inflationary trends. They tended
to lodge the initiative in the creation of reserve balances with the holders of
Treasury obligations rather than with the Federal Reserve authorities. They
helped to make economic policy unwarrantedly subservient to Treasury finance.
They deprived the market of freedom of action.

At the time of the accord we were still in a shooting war in Korea, and our
economy was under severe pressure. Not only was there a considerable demand
for goods anud manpower on the part of the Federal Government for building
up the Nation’s defenses, but there was also a strong demand for capital and
labor from the private sector of the economy to meet civilian requirements as
well as to construct defense plants. After the outbreak of the Korean war
wholesale prices rose by 17 percent from June 1950 to March 1951.

For a few months following the accord the Federal Reserve policy continued
to be one of restraint. ‘Thereafter, however, the policy might be termed one of
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neutrality, since the authorities realized that to restrict the availability of bank
credit might interfere with defense efforts. Approximately the same policy
was followed by the Federal Reserve during 1952.

Toward the end of 1952, and particularly in the early part of 1953, the policies
of the Reserve authorities underwent a considerable change. The policy of
neutrality was again changed to one of restraint. In January 1953 the discount
rate was raised from 13; to 2 percent, the first change in nearly 214 years.
Member-bank indebtedness increased from a general level of under $500 million
in the tirst half of 1952 to over a billion dollars in the second half of 1952 and
the first few months of 1953. These changes were accompanied by a considerable
increase in money rates and a correspondingly sharp decline in prices of Gov-
ernment securities. The Treasury bill rate on new issues rose from 1.78 percent
in October to 2.13 percent in December and 2.23 percent in June 1933. The
price of the 2%-percent Victory bonds witnessed a decline of 5.8 percent from
the end of 1952 to the begining of June 1953, one of the sharpest drops on record.

The credit policy followed by the Federal Reserve also led to a decline in the
availability of bank credit. As the member banks became more heavily indebted
to the Reserve banks, they became more hesitant to extend credit. Coupled
with aggressive borrowing by the Treasury in active competition with private
borrowers, this had a decided effect on the capital market. Rates of interest on
mortgages increased. FHA-insured mortgages sold at substantial discounts and
the flow of capital into private securities and mortgages was reduced.

While it is my opinion that the Federal Reserve authorities and the Treasury
went perhaps a little too far and too fast in restraining ecredit expansion, their
objectives were achieved. The forces of inflation were brought to a halt by the
middle of 19533. This experience seems to demonstrate that if interest rates
go high enough, and portfolio depreciation in financial institutions becomes suffi-
ciently severe, inflationary booms can be halted.

‘When the Federal Reserve and the Treasury realized that tlie inflationary

forces had run their course and thut some deflationary pressures were becoming
apparent, their policies were quickly changed. Member bank reserve require-
ments were lowered in July 1953 and again a year later. Open-market purchases
were carried out on a large scale, with the result that holdings of Government
securities of the Federal Reserve banks increased by over $2 billion from April
to December 1953. Excess reserves increased by $333 million from the end of
April 1953 to the end of April 1954 and by $656 million to the end of September.
Prices of Government obligations, long term as well as short term, increased
considerably. The Treasury restricted its borrowing and refunding operations
to securities which did not compete with private borrowers, and hence stimu-
lated the flow of funds into the building industry and capital investments by
corporations.
X While, of course, other factors and governmental measures also played an
important role, the changed credit- and debt-management policies of the Reserve
authorities and the Treasury contributed materially to the fact that the readjust-
ment, despite the decline of $4.6 billion in national-security expenditures in
fiscal 1054 and a reduction of $4 billion in business inventories in 1 year, did
not go very far. The index of industrial production decreased by 10 percent
from its peak in July 1953 to the Jowest point reached in 1954. Unemployment
did not exceed 3,725,000. Commoditv prices, on the whole, remained stable and
disposable personal income actually increased.

The credit policies of the Reserve authorities and the debt-management policy
of the Treasury, from the middle of 1953 to the present time, have been skillfully
handled. Reserve requirement changes have been used sparingly and banks have
been encouraged to use their discount privileges freely. In so doing they have
apparently been brought into direct touch with Federnl Reserve thinking con-
cerning general economic conditions and the banking policy appropriate to such
conditions. Tf any criticism is to be made, it is that the change in poliey in
1953 might have taken place a month or two earlier, and that some intervention
by the monetary authorities in the Government bond market would have pre-
vented such a drastic decline as took place,

2. How has the emphasis in the nse of monetary instruments changed during
the period since mid-1952? For example, how have the various instruments—
open market operations, discount rates, and administration of discount opera-
tions, and reserve requirements—been used under varying conditions? Has
there been any reliance on moral suasion during this period?

Answer. All the credit instruments at the disposal of the Reserve authorities
have been used during the perlod since mid-1952, However, increasing use has
been made of the discount mechanism, while open-market operations have been
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used less actively. Similarly, changes in Reserve requirements were used only to
supplement the policy of ease in 1953 and 1954.

In the early part of 1953, when inflationary pressures were rather strong,
the Federal Reserve followed a policy of restraint. It made net sales of $000
million of Government securities in the first 3 months and raised the discount
rate to 2 percent. During this period, considerable reliance wags placed on
moral suasion. Various utterances were made by high officials of the Federal
Reserve System and the Treasury, all of which tended to depress the Government
bond market and to curb the willingness of the banks to extend credit.

In my opinion, the moral suasion, if anything, went too far, and at times did
more harm than good. If any lesson is to be learned from the experience of
the early part of 1953, it is that the Federal Reserve and the Treasury should
rely more on action and less on pronouncements. The actions can be studied
and their consequences ascertained. The utterances are at times enigmatic in
character and may be-—and often are—misinterpreted.

The moment the inflationary pressures began to disappear and signs of an
€conomic decline set in, the credit and debt management policies of the authori-
ties underwent a considerable change. Reserve requirements were lowered in
July 1953 and also in June-August 1954. The Reserve banks began to buy large
amounts of Treasury bills in the open market, thereby enabling the member banks

" Lot only to repay their indebtedness to the Reserve banks but also to increase
their excess reserves materialiy. "

Since the middle of 1953 the policies of the Reserve authorities and of the
Treasury have been handled with skill, and both have contributed materially to
the stability of the economy. . . . .

3. What is the practical significance of shifting pohcy_empl{asxs from the view
of maintaining orderly conditions to the view of correcting disorderly situations
In the security market? What were the considerations leading the Open Market
Committee to confine its operations to the short end of the market (not including
correction of disorderly markets)? What has been the experience with opera-
tions under this decision? . .

Answer: So long as the policy of the Reserve authorities was to maintain
orderly conditions in the Government bond market, dealers and investors more
or less knew what actions to anticipate on the part of the Fe.dernl. Reserve. So
Iax, nobody in authority has described what the term “correcting dlSOI‘derly. situ-
ations” means. The fact of the matter is that the Reserve banks have n_ot inter-
vened in the market for quite some time. Even in the first half of 1953, when
brices of Government bonds declined sharply and their marketability was mate-
rially reduced, the authorities did not find it advisublelto intervene. App_arently,
they did not consider the Government bond market (11501'qer1y at that time. It
would be helpful if some explanation were to be forthcoming from the monetary
authorities as to what comprises a disorderly situation in the bond market.

Although the Federal Reserve Board in its annual reports makes public the
deliberations of the Open Market Committee, it is extremely difficult for an out-
Sider to analyze the considerations which led the Committee to confine its opera-
tions to the short end of the market. This answer can best be given by those
responsibl r the decision. . L

’I‘D}?e expgrfgnc% wi(lith operations under this decgsion, in my opinion, has not_been
entirely satisfactory. As I stated in my opening statemept to th'e. committee,
the policy of the Federal Open Market Committee of operating only in Tr‘eagm‘y
bills has caused bills to fluctuate widely at times, and has induced corporations
to turn more to the commereial paper market thax} formerly, which has not helped
to increase the volume of loans. Because the bill rate has ﬂuctuated. soue§ten-
sively, bills have become a less desirable investment instrument for cOlpold'tl.OIlS,
Institutional investors and banks. This has also tended to reduce thg earnings
of the commerecial banks. While it is evident that Federal Rescrve policy should
Dot concern itself with earnings of member banks, it must be borne in mind ‘that
the cost of doing business for banks has increased considerably and that a 5(»u1}d
banking system is essential to the Nation’s economy. The largze cou}fnercxal banks,
in particular, play an important role in the money and capital mmke_ts. .

The operations in bills imply that consideration about totz}l bank rescrxe: is
Sufficient; it does not recognize that such open-market operations have n magni-
fied impact initially on a limited number of the (larger) banks, particularly those
in New York City. Geographical differerhces are ignored, as well as differences
betw: ¢ ank buyers and sellers.

Si:gg ?1? I;xll{ya:;&:i%i?rltrﬁl; ex;erience with Federal Reserve open-mnrkgt opera-
Hons confined exclusively to Treasury bills has not been satisfactory, I believe that
the Federal Open Market Committee should be given the power to operate in all
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Treasury obligations with, in the first instance, a maturity up to 1 year and
then, if need be, up to 8 years. This would have a stabilizing effect not only on
Treasury bills but also on the entire financial market. It would enable the Re-
serve banks to assist the T'reasury more effectively, if necessary, in its refunding
and borrowing operations.

4, What is the policy with respect to the volume of money?

Answer: As far as I can judge, from the point of view of an investment lhouse
actively engaged in the money and capital markets, the supply of money is ample.
Since the middle of 1953, the Reserve authorities have followed a consistent
policy of providing the member banks with adequate reserves to enable them to
meet all the legitimate requirements of industry and trade and the Government.
Money rates, on the whole, are easy. With the exception of fluctuations brought
about by the flow of funds and the movement of gold and currency, money rates
Lave been relatively low and have stimulated the flotation of a large volume of
tax-exempt securities, as well ag the sale of mortgages.

5. Has monetary machinery (a) worked flexibly, and (b) has the market
demonstrated flexibility in its responses to changes in policy? For example,
how has the policy of active ease been reflectedd in the level and structure of
interest rates, the volume of credit, and the roles of various types of lenders?

Answer: The policies of the Reserve authorities and the Treasury have been
highly flexible. During the first few months after the sccord, and again in the
latter part of 1932 and the first half of 1953, measures were taken to tighten the
money market and to reduce the availability of bank credit. These measures
were reflected fairly promnptly in the mmovement of interest rates, as may be seen
frou the following figures.

Aovement of moncy rates and bond yiclds, Tanvary 1951-June 1953

[Percent]

Prime
Long-term
s cou;g})eg:la] Government's
(new issues) (4-6 months) (234's)

Treasury

1.30 1.86 2.39
1,52 213 2.56
1. 59 2.31 2.63
16! 2.21 261
1.69 2.38 2.74
1.62 2.356 2.64
1.82 2,31 2.6
1.78 2.31 274
2,04 2,31 2.80
2.18 2.44 2.97
2.2 2,68 3.09
2.23 2.75 3.09

During the middle of 1953, the policies underwent a change and were directed
toward easing the money market. The lowering of reserve requirements and
Federal Reserve open-market purchases increased materially the volume of excess
reserves, Money rates went down, as may be seen from the following figures:

Movement of money rates and bond yields, June 1953-October 1954

[Percent)

Prime
Treasury 5 T.ong-term
bills conrx);x}gfml Government’s
(new issucs) (4-6 months) (234%s)

2,23 2.75 3.09

2.09 2.75 3.00

1.40 2,56 2,83

1.63 2.95 279

1.21 2.13 2.68

........... 1.05 2,00 2.51

.78 1.59 2.52

J .7 1.43 2.47
September 1.01 1.31 2.51
October. . LIl 1.03 1.31 2.52
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Lower interest rates and increased availability of bank credit, as well as the
changed debt-management poliey of the Treasury, have had a favorable effect on
thie capital market. The volume of securities offered, particularly tax-exempts,
has increased considerably, tlie mortgage market has improved, and lower interest
rates on mortgages have helped to stimulate building activity.

6. Has the debt-management policy of the Treasury-—botl as to objectives and
techniques—been consistent with the monetary policy of the Federal Reserve
throughout the period since mid-1952?

Answer: The debt-managetnent policy of the Treasury has been closely coor-
dinated with the policies of the Reserve anthoritics. For example, wlhen the
policy was one of restraint, the Treasury cooperated by floating longer term issues
(to mid-1958). Later, when active ease was desired, the Treasury shortened
its new issues and made them more attractive to banks, thus aiding an increase
in the money snpply. The use of tax-anticipation series reduced the impact of
seasonal changes in tax receipts on the money market.,

Up to the middie of 1953 both were endeavoring, to the best of their ability,
to tighten money. Since the middle of 1953 the policies of both have been geared
to Inake money easy and to stimmulate the flow of capital into corporate securities
and mortgages. The cooperation between the Treasury and the Reserve authori-
ties seems to have been carefully thought out and well handled. However, I do
think greater boldness in the issuance of long-term bonds, such asg the Treasury
3%s, might well bave been consistently undertaken. As a general thing, when-
ever a change in any atter of policy is conteniplited, there is always a temp-
tation to avoid action on the plea that “the time is net ripe.” Since the end of
the war there have been several periods during which truly long-term Treasury
bonds could have been issued. Even during the perivd of time since mid-1953
the Treasury could, at each financing period, have offered a basket of issuex which
included, in each instance, a long-term bond whose dollar amiount could have
been left to the discretion of the market place.

Doubtless there would have been very little interest in such a long bond on
the part of comumerecial bauks, snvings banks, and insurance companies. But
pension funds, both public and private, and a wide variety of local governmental
and labor-union funds are always in the market for offerings of the highest yield-
ing marketable Treasury security, regardless of maturity, and it is coneeivable
that, over a period of time, a moderately large amount of long-term bonds could
thus have been marketed. In addition, if such offerings had been m‘ulc, a
Dsychologlcal check on the pronounced malkup in the general level of bond prices
which has sinee occurred would have been set. Violent swings in the bond
market are not beneficial to overall economic stability and impose, besides,
undesirable burdens on the long-term institutional investor.

7. What considerations should dictate the maturity distribution schedule of
the Federal debt—first, as to the long-run ideal to be pursued; and, second,
as a practical operating matter-—giving weight to timing and contemporary
conditions? '

Answer: The long-run ideal in maturity distribution of the Federal debt
would be, briefly, as follows: To have an adequate amount of bills and eertifi-
cates outstanding to meet the liquidity requirements of the economy: to have
an adequate amount of Government obligations with a maturity of 1 to 10 years
to meet the needs of investors wlo desire to space their waturities ; and, finally,
to have a considerable mnount of long-term securities primavily in the hands of
ultimate investors, such as individuals, corporations, pension funds, and insur-
ance companies. Because the Federal debt was increased so rapidly during
the war, the existing maturity distribution leaves a great deal to be desired.
Delt nmnagement is a very complicated affair, however, and has to be haudled
With extreme care. The problem shiould not be approached with preconceived
lotions or the desire to establish ideal conditions within a short time.

Debt management has an important effect on the flow of capital into corporate
Securities as well as into mortgages. The supply of capital is limited to the sav-
ings of the people, unless, of course, it is desired to monetize the debt, which is
unsound and leads to inflation. Sinece the Federal debt is very large and the
amount of marketable securities coming due within 1 year totals about $60 billion,
it is evident that if the Treasury were willing to pay a high enough rate of inter-
est it could preempt all the savings of the Nation, Obviously, such a policy would

€ undesirable and unsound.

The debt-management policy must be tailored to prevailing economic condi-
ditions, Ip periods when industry is not opemtm" at capacity and there is more
than normal unemployment, the Treasury in its refunding operations should not
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compete with other borrowers for long-term funds. It should leave the capital
market to private borrowers and political subdivisions. When private borrowers,
such ag industrial corporations, home builders, and the construction industry in
general, borrow money, they use it for purposes which stimulate the economy.
The same is true of borrowing by States and loeal governments for public works.
Wlen the Treasury, on the other hand, refunds matured or called obligations
into long-term bonds, it merely mops up that amount of capital without favorably
influencing the economy.

The ghort-term money market is usually the cheapest and most easily accessible
source of funds. In principle, as far as the public debt is concerned, it would
be desirable to keep it free for emergency needs, and for the execution of depres-
sion fighting financial strategy, as, for example, when the Federal budget is de-
liberately unbalanced in an effort to maintain or to stimulate economic activity.

Under existing conditions it would seem advisable for the Treasury to cffer
some long-term bonds as previously indicated. That is, a moderate amount to
meet the requirements of State pension funds, labor-union funds, and smaller
institutional investors, whose investments consist largely of Government securi-
ties, At present, private investors, and especially ingtitutional investors, are
more interested in obtaining a higher yield than prevails on Government securi-
ties, or, in buying tax-exempt obligations. The debt-management policy of the
Treasury, particularly as regards efforts to lengthen maturities and to reduce
the volume of the floating debt, must therefore be handled with great care and
must be based on existing conditions and not on preconceived theories.

8. Are the benefits and costs to commercial banks of handling Government
transactions clear enough, or can they be made clearer, to determine whether or
not the banking system is being excessively compensated or undercompensated?
‘What about the Treasury cash balance—its size and management? Should the
Govermnent receive interest on its deposits with commercial banks?

Answer: It is difficult for a noncommercial banker to make an authoritative
statement as to whether the banking system is being excessively compensated or
undercompensated. It seems clear, however, that the banks are rendering many
services to the Treasury for which they are not being compensated. I might men-
tion, for example, the handling of E, ', G, and H bonds, which involves a great
deal of 1abor and which the banks are cheerfully doing as a patriotic duty. Also,
the banks have been in the forefront in most bond drives and have otherwise
rendered valuable services to the Treasury.

In view of the magnitude of the Federal budget, the Treasury should have a
working balance of about $3 billion in order to be in a comfortable position. A
larze cash balance can be used to assist monetary policy. For example, it can
ease the strain of heavy tax payments. Or, ity manipulation can reenforce a
contraction, for example, by shifting idle balances from commercial banks to the
Federal Reserve. If there is a temporary monetary stringency, a large cash
balance would enable the Treasury to postpone new financing until conditions
improved.

It would not be advisable for the commercial banks to pay interest to the
‘Government on ifs deposits. By the Banking Act of 1933 the commercial banks
were prohibited from paying interest on demand deposits. This was done in
order to avoid keen competition for deposits among the banks through the pay-
ment of higher and higher interest rates, which past experience indicated had had
an adverse effect on banking policies and bank lending and investing activities.
Tt would be unfortunate, indeed, if legiclation were to be nassed to enable the
‘Treasury to obtain interest on demand deposits. This might lead to a renewal
of the unsotnd practices which existed prior to 1933. TIn view of the large nnm-
ber of services rendered by the commercial banks to the Treasury, the insistence
that the banks pay interest on Government deposits would undoubtedly have an

. adverse effect on their relationship.

There are other arguments opnosing interest on deposits : One is that of favor-
itism, that the Government would be given better treatment than other demand
depositors.  Second, a cost-minded Treasury might be tempted to keep a maxi-
mum of funds with the bank tn earn the interest, drawing them out just after
payment days, instead of gradually as required. This would make for wide
swings in bank reserves, especially at interest-payment davs. And, at the same
time, the hanks’ eosts will have risen, since its interest payments to depositors
(the Government) will be higher.

In my opinion, therefore, it would be unsound for the Treasury to require that
it he paid interest on its deposits with the commercial banks.
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Senator Fraxpers. Qur next witness—I may say that all of you
have cooperated in making your brief presentations.

Our next witness is Mr. Wilde, Frazar B. Wilde, president of the
Connecticut General Life Insurance Co. .

I am interested to note, Mr. Wilde, that you are in a present office
or position which I once held myself, as Chairman of the Research
and Policy Committee of the Committee for Economic Development.

STATEMENT OF FRAZAR B. WILDE, PRESIDENT, CONNECTICUT
GENERAL LIFE INSURANCE C0., AND CHAIRMAN, RESEARCH
AND POLICY COMMITTEE, COMMITTEE FOR ECONOMIC DEVELOP-
MENT

Mr. WirpE. Mr, Chairman, I feel honored to try to be in your posi-
tion, because I am not an economist, and I do not think that the work
of our complicated civilization which we are now trying to run, is
such that any one of us has enough knowledge to carry out on our
ow1, so with the committee’s permission I wish to make a brief state-
ment with respect to this paper.

I have tried to make the following points: First, that a flexible
monetary policy is useful and constructive and is within the general
interest 1f it is operated by a central bank, and that bank is free to use
its individual judgment.

_ I'have said that I believe that a flexible monetary policy helps, and
1t has always helped in fighting inflation, and it can function in re-
straining unhealthy moves.

. It has an equally valuable positive function in that it enables an
Increase of the money supply in proportion to legitimate growth
demands of industry, trade, and commerce.

It is my opinion that the Nation could use a flexible monetary policy
as an important instrument in contributing to our objectives of growth
and high levels of employment without inflation, but this does not
mean that we should place our sole reliance on monetary policy.

A given situation will require several measures, but a flexible mone-
tary policy is important for at least three reasons. First, its timing
1smore flexible. This would contrast particularly with budget policy.
Now, I feel that budget policy is an important part of any program
for the prevention of inflation as a deterrent to sound growth. But
there are political and economic obstacles to excessive reliance on
budget surpluses as a means of controlling inflation. Monetary policy
1s the most sensitive and flexible instrument, and I do not believe that
an adequate anti-inflation program is possible without it. i

Second, as compared with direct controls or with selective meas-
ures, monetary policy has the merit of being a general, overall, imper-
sonal instrument and, as a matter of fact, direct controls are not likely
to be available except and save in.time of war, and I think are an
Inferior instrument, even if they were available, and I do not under-
stand the confidence that some of our panel members have if our coun-
Iry would permit select measures or direct controls, if they were to
have this good instrument.

. Thirdly, I believe that our recent experience with a flexible, two-
f1ded monetary policy has been most encouraging and justifies its con-
tinuation; and I think we have demonstrated that monetary policy
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can be of assistance in the development of a healthy boom, and without
developing serious consequiences.

In my opinion, the most important consequeuces of a flexible mone-
tary policy are its effects upon the stability and growth of the economy.
Monetary policy should not only attempt to counter the short-term
inflationary and deflationary movements, but should gear the money
supply to our long-run growth potential; and, I believe, therefore,
that the policy should be judged in terms of these important effects
and not in terms of who gets or who pays higher or lower interest
rates.

As a matter of fact, it is exceedingly hard to trace the income distri-
bution effects of a rise of interest rates and to make any judgment as
to the desirability of these effects. There are a number of reasons
for it.

First, the initial payers or receivers of interest are, for the most part,
not the ultimate payers or receivers. The large financial institutions
which receive interest as payments represent millions of depositors
and policyholders; in other words, we are dealing with literally mil-
lions of people who are both debtors and creditors at the same time,
which is a relatively new economic development in this country.

On the other hand, corporations and governments which pay in-
terest represent millions of customers and taxpayers. You cannot
trace and be dogmatic about who receives and who pays.

Now, secondly, the alternative to higher interest rates is not simply
lower interest rates, but lower interest rates on a larger volume of
credit. Interest rates are kept from rising when demand is active
by an expansion of the volume of credit. It isnot clear that financial
institutions would earn more from higher rates than from lower rates
on a larger volume. I make that point because there is an apparent
belief on the fyart of some students that institutions are always nar-
rowly and selfishly concerned with high rates as being more profitable.
That is not necessarily true.

Third, along with higher interest rates usually go losses on capital
accounts, that is, the market prices of investments decline. The net
effect of this would vary for different investors.

In general, the net distributional effects of higher or lower interest
rates are so diffuse and uncertain that they could not be a major factor
in deciding upon monetary policy.

In my paper I have belabored inflation, urged that we should
concentrate at all times on stability and upward growth instead of
taking undue risks with inflation.

Now, that may be a personal bias, but I am always alarmed at the
relaxation of my friends, many of whom, perhaps, may be skillful
enough to ta_ke temporary advantage of inflationary conditions, but
I read the history of the world, and I look at countries like France,
which have capable people, who have great national resources. and
the continual inflation of a country like that is one of the major
deterrents to its growth. It cannot get capital for capital expansion
which they need, when people have no confidence in the future value
of the money.

I 'may be biased becanse of the fact that my business sells money for
future delivery, and to me It 1s a pretty wicked thing to consider
the possibility that people will make present sacrifices for future pro-
tection, and then get dollars of much lower value.
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I am not talking about this country going into an extreme inflation,
but I am talking about the continuous erosion, deterioration that can
happen if we adopt what to me might be reckless monetary and fiscal
policies. :

I think it is quite unfair for large groups of the population, because
it does lead to booms and busts of employment, with human suffering
and money losses, which unemployment causes, and I am quite unable
to be relaxed and optimistic about expansion with mild inflation as
being a sound and safe thing to do.

I have developed the theme that the difficulty with providing flexi-
ble monetary policy is because there is quite a lack of public under-
standing of how it is and how it can best function. The history of
the last few years to me is evidence of the great use of monetary policy
and accompanying extensive criticisms.

It requires a combination of at least three major elements: Fa-
vorable, friendly, optimistic environment; sound, constructive fiscal
policy ; flexible, healtlly monetary credit and debt management policy.
These are the ultimates which 1n combination can lead to a steady
growth which the country desires, and which we believe it can have.

I do say that this growth should be upward progressively ; it cannot
bein a straight line without any fluctuation. It will go above astraight
line of growth and progress, and we will dip below it if we are going
to have a free society, and I do not want to have a society that is
entirely regulated and planned, because I do not think it is either
good judgment or in the American spivit.

That is the end of my remarks.

(The prepared statement of Frazar B. Wilde is as follows:)

F'LEXIBLE MONETARY POLICY AND INFLATION—STATEMENT SUBMITTED BY FRAZAR
B. WiLpE, PRESIDENT, CONNECTICUT GENERAL LIFE INSURANCE Co., HARTFORD,
CONN., ANp CHAIRMAN, RESEARCII AND PorIcy COMMITTEE, COMMITTEE FOR
EcoxoyIc DEVELOPMENT

My name is Frazar B. Wilde. I am president of Conuecticut General Life
Insurance Co., Hartford, Conn.

The views expressed in this testimony are my own, and are based on some 20
years of experience in the management of an insurance company portfolio as well
as a bank trustee, In addition to my business experience I have been for some
years active in the work of the Committee for Economic Development, a non-
Drofit organization of businessmen conducting research on economic problems.
Curvently T am chairman of the research and poliey comruittee of the CED. I
have distributed to the members of your subcommittee copies of two poliey state-
ments that our conunittee has issued on the subjects of the present hearing. I
do want to make it clear, however, that I am appearing today, in response to your
invitation, as an individual and not attempting to register the considered current
bosition of CED, which can only be done through its formal papers.

A central bank which recognizes its responsibility to contribute to economie
stability and growth, and carries out its duty by following a flexible monetary
poliey, is bound to be unpopular. Many of the reasons for this are unrelated to
the merits of a flexible policy as such. This is the climate in whielh any inquiry
into ecentral banking operations is inevitably conducted. If any useful results
are to come out of such an inquiry, we must at the outset take this climate into
consideration.

The principal reasons for this unpopularity are obvious, and yet ave constantly
forgotten by the eritics. The wost important of these arise out of the occasional
heed for restraining action on the part of a central bank.

Even those who accept a flexible monetary policy in prineiple frequently object
in practice, when restraint is the order of the day. Since people do not like to
be restrained, and since they seldom agree on the correct timing and on the extent
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of credit restriction., even though they accept the idea in theory, we find our
monetary authorities generally in liot water. The sound direction of a tiexible
monetary policy is always handicapped and troubled by.basic human emotional
characteristics.

The second reason arising out of the occasional need for restraint is that some
do not believe in the use of a restraining monetary policy at any time. They
question the effectiveness and the appropriateness of combating inflationary
pressures by the use of general monetary and credit restraints and prefer other
instruments. They feecl that relatively low interest rates are appropriate under
all conditions.

A third reason for the underlying unpopularity of a central bank is that a
large part of the public finds monetary matters difficult to understand and is
either indifferent to or confused about them. At any rate, it is easily swayed by
tlie propagandist, whether lie is the businessman or the politician.

A fourth reason is a historical tendency on the part of many groups in this
country to distrust and to criticize banks and banking. By tradition, bankers
are a convenient scapegoat.

For all of these reasons it is difficult to make a rational evaluation of central
banking operations. We should remember too that it is even more difficult, in
such an atmosphere, for a central bank to carry out successfully a flexible
monetary policy. Unfair and excessive criticism is never conducive to good
administration.

As a result, the central bank’s imposition of restraint is in practice almost
universally criticized and its expansion of the money supply, while more gen-
erally accepted, is often condemned as too little and too late. The unfortunate
thing is that a good deal of such criticism comes from persons who believe
implicitly in the theoretical virtues of a flexible monetary policy. Too often the
practical resuit of these conflicts is an excessive relinnce on easy money.

I. THE UNPOPULARITY OF RESTRAINT : 1050-51

A striking illustration of this principle—in terms of debt management as
well as of central banking practices—appeared in the fall of 1950 and the early
spring of 1951. By that time there was increasing criticism of the Treasury
and Federal Reserve, who were collaborating at the insistence of the admin-
istratlon in maintaining pegged prices for Government bonds. While there was
good reason to believe that the Federal Reserve, recognizing inflationary dangers.
had wished to discontinue the practice at an earlier date, no important action
had been taken up to the end of 1950. The majority of those who understood
the crippling effect upon the Federal Reserve of maintaining a pegged Govern-
ment securities market were in agreement that this practice should be discon-
tinued. The Federal Reserve has a major role in contributing to the maintenance
of a sound and growing economy, and fixed prices for Government bonds, which
:rllligh]: have been justified during wartime, were wholly unwarranted § years after

e war.

Those who believed that fixed prices should be maintained included several
groups. There were those partisans who felt that to change this poliey was
a direct criticism of the administration. There were others who felt that low
interest rates per se were desirable regardless of the actual and potential
d.anger of inflation they created. Few, if any, who understood the true func-
tion of central banking and the need for freedom in operations, and certainly
none who had respect for sound money, wanted the support program continued.
. At long last, In March of 1951, an accord was reached permitting flexibllity
in Government bond prices. This involved some retreat in prices. Immediately
there was a hue and cry, and it didn’t all come from politicians.

The purchaser of a marketable bond, whether an individual or an institntion,
must be willing to accept the fact that in a free, capitalistic economy, security
prices are certain to fluctuate, When there has been a heavy demand for invest-
ment funds or bank loans relative to supply, interest rates are bound to increase
land bond prices must reflect this situation, other things being equal, by going
ower.

Many buyers of Government securities had forgotten that this fluctnation is
normal. They had been spoiled by the abnormal wartime condition of pegged
prices which had existed for a long time. They grew to think that par and, in
many cases, & premium over par was the natural price for their securities. This
a.ttitude is difficult to understand—in faet, quite incomprehensible—as to institu-
tions whose buyers certainly know, or should know, the history of the market
place. It is easier to understand in the ease of individuals with little experience
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in bond buying ; but these, for the most part, were not the persons involved. The
unsophisticated investor usually held E-bonds or some other nonmarketable
security which did not fluctuate in price.

Many seasoned investors were most vociferous, particularly after the end of
the war, in contending that in a free economy tixed prices and price supports
should be abandoned everywhere. Then when tle fixed price for bonds was with-
drawn, some - of these same people expressed dismay and unhappiness that it
should happen to them and their institutions.

The fact is that many people who should have supported a flexible monetary
policy, even if it affected their own institutions, failed to do so. 'This episode is
an excellent example of the way in which human nature tends to resist, even
against the arguments of reason, any restraining pressure on.the econowy.

II. THE CASE FOR A FLEXILLE L[ONETAI‘;Y POLICY

In my opinion the Nation should view a flexible mounetary poliey as a principal
instrument for contributing to our objectives of economic growth and high levels
of employment without inflation.

This does not mean that we should place sole reliance upon monetary policy.
Any given situation will require a complex of measures. But a flexible monetary
policy is an important and especially valuable instrument in our kit of tools for
at least three reasons.

First, its timing is more flexible. This is especially true as compared with
budget policy. I would certainly agree that budget policy shounld be an important
bart of any program for the prevention of inflation. But there are political and
economic obstacles to excessive reliance upon budget surpluses as a means of
restraining inflation. BMonetary policy is the most sensitive and flexible instru-
ment and I do not believe that an adequate anti-inflation program is possible
without it,

Second, as compared with direct controls, or with selective measures, mone-
tary policy has the merit of being a general, overall, impersonal instrument.
As a matter of fact, direct controls are not likely to be available except in war-
time, and would be an inferior instrument even if available.

Third, I believe that our recent experience with a flexible, two-sided monetary
policy has been promising and warrants continuation,

In my opinion the most important consequences of a flexible monetary policy
are its effects upon the stability and growth of the economy. Monetary policy
should not only attempt to counter the short-term inflationary and deflationary
Imovements, but should gear the money supply to our long-run growth potential.
I believe therefore that the policy should be judged in terms of these important
effects and not in terms of who gets or who pays higher or lower interest rates.
As a matter of fact, it is exceedingly hard to trace the income distribution effects
of a rise of interest rates and to make any judgment as to the desirability of the
effects. There are several reasons for this.

First, the Initial payers or receivers of interest are for the most part not the
ultimate payers or recelvers. The large financial Institutions which receive
interest represent millions of depositors and policyholders. On the other hand,
the corporations and governments which pay interest represent millions of cus-
tomers and taxpayers. We do not know who ultimately receives or who pays.

Second, the alternative to higher interest rates is not simply lower interest
rates, but lower interest rates on a larger volume of credit. Interest rates are
kept from rising when demand is active by an expansion of the volume of credit.
It is not clear that financial institutions would earn more from higher rates than
from lower rates on a larger volume. : .

Third, along with higher interest rates usually go losses on capital accounts,
that is, the market prices of investments decline. The net effect of this would
vary for different investors. .

In general, the net distributional effects of higher or lower interest xzates are
50 diffuse and uncertain that they could not be a major factor in deciding upon
lonetary policy.

III. A FLEXIBLE MONETARY POLICY IN PRACTICE

How has a flexible monetary policy worked? The first 6 months of 1953 pro-
vide a spectacular illustration cembining both the techniques of debt management
and the operations of our central banking system. . .

As many read the signs, the economy was giving definite evidence of boom
in the closing months of 1952 and early spring of 1953. The demand for funds
for permanent capital and for inventory accumulation was sharply accelerated.
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Demand for residential and commercial mortgage funds, for municipal funds, and
for consumer credit was pyramiding. The situation required the cgntral banlk-
ing authorities to refrain from adding to the crg(!it supply. Their duty was
clear. If Doom and bnst was to be avoided or mitigated through bunkln_g pro-
cedures, this was a time to let the borrowers compete for \Yhatever credit was
in existence, rather than to expand credit, no matter how vociferous the demand.
Somte would have said that sharp restrictions of credit were in order. The
authorities lived np to their responsibilities. They restrained expansion of the
credit hase and. because the demand was far greater than current resources,
money and credit became scarce, and interest rates increased as a matter of
course.

During this period, in furtherance of sound debt management policy—namely
to lengthen the debt—the Treasury offered a long-term obligation. In order
to assure tlie success of this issue, it was necessary because of market con-
ditions to place a 33 percent coupon on the bond.

In April and May, and running into June, the demands for capital and credit
increased. Potential borrowers tended to stampede the capital market and in-
terest rates increased sharply. Many borrowers who really didn’t need funds at
the moment sought money or credit lines immediately, probably in expectation of
Ligher interest rates to come. A psychological situation developed which was
perhaps the more acute because tlie issue of a long-term bond coupled with a
restraining monetary policy had not been encountered in the market place for
many years. The IFederal Reserve quietly made bank reserves more readily
available in May, and the clear-cut realization by the market in June that mone-
tary policy was not a one-way street—that it indeed was flexible—brought the
stampede to a halt.

The impact of this episode on production, trade, and commerce was slight.
There was enough money available for current use in trade and commerce and
for the payment of construction bills. Some demands for future funds, it is
true, were not tet at the time. It was not imperative that they should be, and
no serious damage resulted to the country as a whole. The postponement of
new building because a commitment could not he obtained was not serious. A
new housing development or a new factory was merely postponed. This was
cntirely proper in view of the high rate of buiiding and the full utilization of
men and materials at the time, and probably contributed to thie mildness of the
subsequent recession.

The sanie observation could be made in respect to other- sectors. Furtlier
inventory accumulation would have been detrimental to the economy and would
only have aggravated the later decline.

Some strain developed in the mortgage narket in the spring of 1953. The
situation was a complicated one. When overall credit is restricted and money
becomes scarce, those sectors of the investment area which are weakest will
register the greatest difficulty. The mortgage area was weak for several rea-
sons. A large volume of mortgages had been issued for scveral years. Insti-
tutions tend to operate portfolios under the theory of diversification. Many
bhanks and insurance companies had as many mortgages in thelr portfolios as
they wanted. They were anxious to balance by buying more securities. The
mortgages in many cases, because of small size and scattered locations with
apparent greater credit risk and handling expense, were relatively unattractive
as compared to bonds. The result was a shrinkage of prices for mortgages
off(:l‘ed for sale and a reduction in the commitments made for new mortgages.

No great harm if any, resulted to the economy from deferring commitments.
Any =ound project, whether it was a new housing development or a new com-
mercial enterprise, was simply deferred and this was highly desirable in view
of the full elnployment conditions in the building trade. In the case of housing
already constructed, where the builder wished to sell and found it difficult to
arrange mortgage financing, there was a possible loss. Either he didn’t make
the sale immediately or he accepted a lower price. This was not as serious a
situation as it sounds. It did not in most cases mean an actual loss, but merely
a reduction in profit. 8o we’re back again to a basie situation ; namely, that in a
profit and loss economy there will be times of loss or reduced profits which we
must accept if they are a result of a sound overall national policy, namely,
credit restriction to prevent an unhealthy boom.

Viewed broadly, the operation of banking restraint in the early spring of 1953
is a good illustration of sound policy in the money and credit field and not, as
the crities claim, a misuse of it.

During such a period, when restraint had to be and was exercised, it is to
be expected that some administrative mistakes would be made. With the bene-
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fit of hindsight some things would be done differently. Certain isolated in-
stances might be discovered where there was actual economic damage, but the
total of these individual cases of damage would bulk very small in the whole
economy. Even overall, nonsclective restraints are not perfectly uniform in
thieir impact; it cannot be otherwise. But, overall restraints are much better
than any attempt to use selective credit restrictions in timme of peace. Under
the latter practice very great mistakes are almost inevitable and large elements
of inequity develop . ..

This experience teaches something which has been known for some time,
naniely, the need of constant efforts to improve the market for Government bhonds.
The Governinent debt is very large and will continue to be of great magnitude.
The capacity of the market mechianism to handle a large volume of longer term
issues needs improvement so that more orderly markets may prevail in periods
of strain. But this must not be done at the expense of eliminating price flue-
tuations which are vital to the success of any flexible monetary poliey.

People have said that the Federal Reserve should have publicized its inten-
tion to reverse a tight money policy if conditions indicated thte wisdom of rever-
sal. It is a fact that in May and June such a reversal was under way, but no
categorical public statement to this effect was made. I think it s important that
the basic objectives and instruments of Iederal Reserve policy be generally un-
derstood. But, publicity for day-to-day changes of direction seems to me a rather
debatable proposition. At any given time actions speak louder than words. For
the Federal Reserve to discuss fully its actions and the reasons for them at the
time they are taking place is certainly debatable, and it may be undesirable.

This much is certain—the Federal Rescrve is entitled to great commendation
for what it did. It identified changes in the situation in May and had the moral
courage to act in accordance with the changed evidence.

IV. INFLATION AND FLEXIBLE MONETARY POLICY

Belief in the desirability of a flexible monetary policy is, to my mind, neces-
sarily allied to the belief that inflation is one of the great menaces to any modern
society. The wickedness of inflation is in its gross inequity. The great majority
of people, and those least able to protect themselves, are the great sufferers in
periods of inflation—peopte who have saved, people on salaries, working people
in the majority of instances—despite the fact that certain union groups seem
strong enough at times to keep their wages in line with the depreciated buying
power of the dollar.

The impaect of inflation in the period running from the end of the war until
1953 was not felt as acutely as the depreciation in the value of the dollar would
indicate. This was due to a high rate of employment and to multiple bread-
winners in the family and other factors such as overtime; but, even with these
advantages, there was great distress among millions of workers and people who
Wwere retired and on pensions. " . .

We expect in this country an increasing group of older citizens enjoying their
retirement through income arising partly out of Government social insurance,
partly out of private insurance, and partly out of their own tl]l‘lft: Their stand-
ard of living will be jeopardized if we accept either the idea that inflation is not
a bad thing or that we cannot control it. .

The faet that monetary policy standing alone would be unable to cope with
inflation is no reason for abandoning it. Courageous use of monetary measures
is one of the most effective policies in the fight against inflation. Of course, fiscal
poliey, debt management, and growth of production are al} factors which must
be included in our attempts to conduct a successful, free society.

Congress, reflecting the ambition of our country for constant progress, has
expressed its viewpoint in the Employment Act of 1946. The Fede'ral Reserve,
along with other agencies of the Government, is expected to make its contrlbl}-
tion to the objectives of this act. No central bauk, no matter how long its experi-
ence nor how wisely executed its responsibilities, could carry out this directive
in the sense in which some interpret it. The idea that at all times—every \}'eek,
every montlh, and every year—we could liave full employment of all the citizens
in this country who might under any conditions wish to be employed is a concept
of Utopia. No free society could ever hope to attain it and the Congress itself,
as the debate shows and as the act’s statement of policy shows, did not exr)ept
it. This eountry can have, within the framework of a free, competitlve, capitalis-
tic society, a dynamic and evergrowing standard of living together with high
employment—and certainly without serious unemployment. Most of us believe
that we can do this and at the same time respect the individual and his freedom
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so that we can say that while we make material progress we are still a free
so%%é}ess will not always be in a straight line. There must be periods when
the growth will be above the line, and some when it will drop below. If we reduce
the severity of these fluctuations and still march on the upward path, our country
will make a major contribution to modern civilization.

The program necessary to accomplish this goal will require continuous collab-
oration and the maximum of cooperation between all groups in our country. No
one law or resolution passed by the Congress can hope to do it. Sound fiscal,
monetary and debt management policies, ag well as a stimulating environment,
must be included,

Senator Fraxpers. Thank you, sir.

Now we have a little better than a half hour. In order to give
time for the other members of the subcommittee, I am at this time
planning to raise only some general questions to some of which the
members of the panel may, if they wish, engage in their discussion
with other members of the panel this afternoon.

One is this: I get the impression that some members of this panel
feel that high levels of production, employment, consumption, can
only be reached through meansof inflation. If I have correctly under-
stood some of the documents which have been presented, I would hope
that that question would be discussed among you this afternoon. )

Another observation which T would like to make is that I get the
impression at times in this discussion that there is some ultimate
value assigned to stability or to inflation or to other elements of debt
management and credit control, aside from its effects on men—aside
from its human results. I would like to make the observation that
personally I cannot assign any important objectives that are not human
objectives. I am not going to catechize them at this time—I hope
the rest of you will ‘

In connection with the presentation of Professor Mitchell, I was a
little bit puzzled by his, what seemed to me to be, indication of a need
for great investment or at least considerable investment in agriculture,
without taking into account what seems to be to the onlooker a situ-
ation of agricultural surplus and overproduction at current prices.

That is all I wish to say at the present time, in general. As the man
said, I am “instigating” you gentlemen to question each other this
afternoon.

Now, Mr. Patman, have you any questions you would like to ask
at this time?

Representative PaTaran. Possibly I should raise certain questions,
Mr. Chairman, so that the panel will be in position to discuss them
this afternoon.

I think you have had some good statements filed today, Mr. Chair-
man. Ihaveenjoyed every one of them, and I have certainly profited
from the information that has been furnished. I would like to raise
this question for discussion this afternoon: Are the members of the
panel satisfied with the present Federal Reserve System as now
constituted or should changes be made?

The Open Market Committee is the most powerful Committee in
the United States; it is more powerful even than the Congress in many
fields. The Constitution gives the power to coin money and regulate
1ts value to the Congress. The Congress has, in turn, delegated that
]Saower and authority to the 12 members of the Open Market Committee.

ometimes I think it is more important that the Open Market Com-
mittee meet in Washington and do something to help the country than
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it is for the Congress, because Congress has delegated to that Com-
mittee so much of its power and authority.

Since that committee has so much power to determine whether or
not we have sufficient money or lack of money, or whether or not we
are going to have high interest rates or low interest rates, in fact
whether or not we have a depression or prosperity, the question I would
like to raise is whether we should have anyone on that board or com-
mittee except people who are charged directly and solely with pro-
tecting the public interest.

That committee, as now constituted, has 7 members of the Board
of Governors when membership of the Board is complete. Because
of the vacancy on the Board there are only 6 on the Open Market
Committee now. There are also five presidents from the Federal
Reserve banks.

The Federal Reserve bank presidents are elected by the bankers
in their districts, either directly or indirectly. The question in my
mind is whether or not a person who is in any way obligated to a
business that is to be regulated or controlled by it should have any-
thing to do with the great power and policymaking provision that the
Congress has delegated to the Open Market Committee.

I remember when the Federal Reserve Act was passed, President
Wilson referred to the fact that bankers should not run it any more
than railroad owners should run the Interstate Commerce Commission.

Of course, if railroad owners were to run the Interstate Commerce
Commission they would not only fix the rates of railroads but they
would fix the rates of the buses and the trucks and the airlines and
express companies. I just wonder if we have not gone quite far in
terms of the role the bankers play in the Federal Reserve System.
If so, is that in the public interest or should it be changed ¢

May I say further that Mr. Eccles, Marriner Eccles, was on the
Board of Governors, I guess, longer than any other one person, and
1 recall one time he made this statement:

When a Reserve bank president sits as a member of the Federal Open Market
Cominittee, he participates in vital policy decisions which affeet all banking.
So far as I know, there is no other major governmental power entrusted to a
Federal agency composed in part of representatives of the organizations wlhich
are the subject of regulations by that agency.

. Another question that has been raised here by the panel members
is z_lbout the ownership of Government bonds by the banks. I have no
objection to the banks owning Government bonds when it is necessary
to give them ample earnings. I believe in a privately owned com-
mercial banking system. I believe in a profitable banking system,
because if they are not allowed to make profits they cannot function
satisfactorily for the people, so we want a profitable banking system.

I do not object to their owning bonds, but should we allow them to
fill their portfolios with bonds to the extent that they have no desire
or not a sufficient desire to make local loans and serve the local com-
Iunities they are obligated to serve when, in fact, that is the reason
they were given charters.

The question in my mind is, with banks filled with Government
bonds like they are, and getting so much from their Government secu-
rity holdings, and they are pretty well satisfied with their earnings
as to whether or not they are performing their local functions in a .
satisfactory way. What raises my suspicions in that respect is that
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small-loan companies are springing up all over the Nation, taking
over functions that the banks, I think, should normally perform. ls
‘that due to the fact that the banks in certain localities are not taking
care of their local needs? I would like the panel to discuss that
question.

I would like a discussion, in particular, about the present setup of
the Open Market Committee and the Federal Reserve System, and
next as to whether or not the banks are ‘doing their duty and whether
or not they are persuaded or disuaded from supplying local needs
because they get so much of their income from riskless securities of
the Federal Government.

Senator Franxpers. Thank you, Mr. Patman.

Much of this discussion which we have listened to so far seems to
occur in a peculiar sort of vacuum. Ior instance, there is no refer-
ence made to the situations external to the monetary system, although
connected with the debt system, which have tremendously influenced
our whole economy.

No mention, as T remember, was made of the inflation which fol-
lowed on the beginning of the war in Xorea.

Again, no mention was made of the great drop in Government
expenditures in the fiscal year 1954, and a presumably still greater
drop in 1955, which resulted in a decrease of defense production.

Those things are things pertinent to the whole problem, and it
seems to me that monetary and fiscal policy should be considered with
reference to that war inflation and with reference to that decrease in
defense expenditures.

Senator Goldwater.,

Senator GoLowater. I have two questions that have come to me that
I think we should discuss briefly this afternoon. Throughout the
presentation of most of these papers I have been impressed with the
seeming thought of the authors that low interest will solve most of
our problems—our economic problems.

I would like the panel to give this consideration during the lunch
hour. If that is true, why did not low interest rates help or why did
they not add more between 1933 and 1939 than they did¢ The thesis
that you now hold that we should keep interest rates low, that it is an
obligation of the Government, does not. quite seem to hold water in
view of the fact that the market between 1933 and 1939 was a con-
stantly downward one, and business—the business indexes—never
recovered from the low of 1932, actually, until the start of the war.
. I have another question that comes to my mind, too, that I think
1s of importance: The desire to get money into our economy is the
most important attitude that I think we should consider—investment
capital, 1f you want to call it that.

In view of that, we should explore the fields from which that invest-
ment capital will come.

I would like to know the attitude of the panel on tax reductions
based on a sound fiscal policy as a means of getting more and more
money 1nto the economy to stimulate its growtlh. °

I am prompted to ask that question for discussion in view of the
rather healthy condition of the economy at the present time, particu-
larly in the construction business, that I personally feel was brought
about in a large measure by the relief in the recently enacted tax bill
'In the investor levels-or investor areas.
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That is all I have, Mr. Chairman. I will pursue those further this
afternoon. ‘ :

Senator Fraxprrs. Senator Douglas? ‘

Senator Dovgras. I am afraid we are raising more questions than
the panel will have time to deal with this afternoon, but I would like
to raise one general question, if I may.

It would seem to me we should hiave a dual set of goals. e should
have, on the one hand, substantial growth and substantially full em-
ployment, and, on the other hand, substantial stability in the price
level. DBoth of them are needed.

Now, I had always hoped that those two aims might be consistent.
I know that some say that they ave inconsistent; that we have to have
at least a moderate degree of inflation in order to get substantially
full employment and growth. I hope that may not be true, but, at
any rate, let us consider the question as to whether or not it is.  Others
are so afraid of imaginary dangers of inflation that they sometimes
seek a fall in the price level at the expense of growth and full employ-
ment. I would like to raise the theoretical question as to whether
1t is not possible to attain both of those goals, and, if so, how; and,
secondly, I would like to point out that period from March 1951, the
date of the so-called accord, to December of 1952 was one, on the whole,
of substantially full employment and also of substantial stability in
the price level.

I have taken a monthly record of prices and I find that on the whole-
sale index, the index fell from 116.5 in March of 1951 to 109.6 in
December of 1952, or a fall of 7 points; that in the field of consumer
Prices there was a rise from 110.4 to 114.1; and if you take an average
of 1]:110 two, there wus substantial stability or perhaps a 1-percent

ecline,

Therefore, I would like to suggest that in those 21 months we had
a successful economic policy in which those goals were combined.
Was that accidental? Was it just happenstance or were there factors
behind it ?

I would like to have some discussion both on that practical feature
and on the theoretical issue this afternoon, if that meets with the
approval of the group.

enator Fraxpers. Thank you, Senator Douglas.

l\Ili.? Talle, have you any thoughts for the consideration of this

panel ?
. Representative Tarre. Mr. Chairman, I have a couple of questions
In my mind, but I would prefer to withhold them so that we may pro-
ceed immediately to sit at the feet of this impressive faculty of
teachers,

Senator FLaxpers. We have 20 minutes or so left of the time that I
announced ; we ought to do something with it. )

Regpresentative Parsran. May I ask Dr. Clark a question, Mr. Chair-
man ¢

Senator Fraxpers. You may do so.

Representative Pararan. If T properly interpret your statements,

r. Clark, you suggest that the Federal Reserve should use reserve re-
Quirements instead of the open market operations.

Mr. Crark. Yes, sir.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



98 UNITED STATES MONETARY POLICY

Representative Paraan. Would you go so far as to fix a standard or
a guide to govern them to the extent that open market operations
would be unnecessary ?

Mr. Crarg. Open-market operations to support important Treas-
ury financing should always be undertaken by the Federal Reserve.
In order to stabilize its own holding of Government bonds, it will then
be necessary after the financing has been concluded, for the Federal
Reserve to ease out its open-market purchases, doing it slowly;
whereas their first move would have been an aggressive, rapid one.
That, I think, is the extent of open-market operations that would
benefit the present situation. It would have too small an effect upon
the total economy at this time to engage in open-market operations
for the purpose of adding to the reserves of ba,nII;s.

On the Federal Reserve action with respect to reserves, the point I
would make, first of all, is that there is not at this time any circum-
stance that justifies the imposition of reserve requirements higher than
the limits fixed by the Federal law, and under those—

Senator Doucras. When you say “normal” or “legal” limits, do
you mean the minimum limits, Dr. Clark? I notice you used the
phrase “normal,” and I was not certain what you meant by that,
whether it was the minimum that you meant.

Mr. Crark. Yes; they are the minimum.

Representative PaTaran. None of them are normal now.

Mr, Crarx. They are preseribed by the Congress, and they ought
to be respected excepting when there are circumstances that make it
necessary for the Federal Reserve to use its extraordinary discre-
tionary power to increase those limits to twofold. Now, I do not
know what would be the effect of this. It would be a massive move-
ment, and we apparently need some massive movement right now to
start the economy under way, because we have had nearly a full year
of nonexpanding economic activity. We have seen one thing which
develops in a period in which the economy lags, and that is a slow
lowering in the rate of private capital investment, a prime factor in
maintaining the economy and in bringing it upward to the level estab-
lished by the Employment Act.

Representative Pataran. I will have to admit, Dr. Clark, that I
have not looked with favor on the use of reserve requirements, be-
caulsg of what I consider to be an unfortunate experience we h
in 1936.

You will recall on June 15, 1936, the veterans of World War I were
delivered about a billion and a half dollars in money in payment of
what was called the bonus of the First World War. _

In order to offset that and acting on predictions that had been
made, unwarranted predictions and unjustified predictions by the
monetary authorities, who said it would be highly inflationary, the
Federal Reserve Board, for the first time since it had the power—
it was given the power by Congress shortly before—doubled the reserve
requirements of banks and contributed to the downturn in the early
part of 1937. Since then I have not looked with favor on the use of
the power to alter reserve requirements, but, at the same time, I recog-
nize that it depends upon how it is used and the people who have the
authority to use it.

It looks like a very effective weapon to me, a very effective weapon.
I know it worked in 1936 because I witnessed the disastrous effect it
had upon the economy.
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Mr. Crare. Mr. Patman, may I repeat what T said, that from the
standpoint of the monetary authorities themselves, it should be highly
desirable to gain leeway for action if they hereafter need to use reserve
requirements boosts in order to meet some inflationary situations.

As it is now, they have very little leeway. The reserve requirements
have been reduced so slightly in the past year

Representative Pataran. That is only 1n certain banks, Dr, Clark.

Do you think that the authorities should reduce them for certain
banks, or certain categories or should they be reduced in proportion as
Congress provided in the formula used for the reserve requirements
of banks? In other words, where it is 26 and 20 and 14, if there is
going to be any reduction, should it be uniform across the board, or
should .they be allowed to reduce the 26 if they want to one-half,
and not touch the others at all?

You know the last year or 2 or 8 years, rather, reductions have been
made in the first 2 categories, I think, but not much in the lower
ones; is that right?

Mr. Crark. Well, there was not very much leeway in the lowest
category on time deposits.

Representative Pararan. On demand deposits.

Mr. Crark. They were only 3 percent above the normal limit.

Representative Pararan. T am talking about demand deposits.

Mr. CLark. On demand deposits, they did reduce the central reserve
bank limits a little more than the others, but I was sympathetic to
that because I agree with the idea that there are no longer any condi-
tions in our banking system that make it necessary to have a higher
reserve requirement for Chicago and New York than they have for

the other so-called reserve cities. .

Representative Pararan. Well, that brings up a different theory
entirely from the congressional act. . )

Mr. Cuarx. But the larger reduction for those two cities, I think,
was just——

Senator Fraxpers. I wonder if any other members of the panel
would like to comment on this question of using to a greater extent
than, perhaps, as the primary tool, the reserve requirements rather
than other tools at the disposal of the Treasury or the Federal
Reserve? .

4 Mr. Sarorny. Mr. Chairman, may I say a word in reference to
hat ?

. Inthe first place, I do not believe the reserve requirement is a flex-

Ible enough instrument. In other words, you cannot bounce the re-

serve requirements around. In other words, you are trying to use

that as a substitute for the Open Market Committee. )

Now, if you have excess reserves, and the Federal Reserve wishes
to let some bills mature rather than doing it, would you go ahead and
change the reserve requirements that week, would you follow it the
following week by a change in reserve requirements? You would
have to confuse the banks with that situation It is not as mobile and
flexible an instrument as the purchase and sale in the open market
would be.

Point No. 2 is that the change in the central bank, the reserve re-
Quirements of the central bank is, of course, the recognition of the
difference that exists now, which did not exist in prior years, that _the
deposit relationship with the interior has, has become much more im-
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portant, the correspondent bank does not have to depend as much on
the large New York and Chicago banks, so why should they be dis-
criminated against, you might say, in having a higher reserve require-
ment as far as the central banks are concerned. I think that is some-
thing that has to be taken into consideration today.

Representative Pararan. Dr. Clark suggested that both be used.

Mr. Sarurny. Well, at times it can be, but it is not-an instrument
that should be used as actively, let us say, in my opinion.

Senator I'ranpers. Do any others of the panel wish to comment
on the question?

My, Hannrs. May I make just one comment, and that is that there
is some advantage in using the reserve requirements in that it more
or less affects the prices of all assets; whereas open-market opera-
tions tend to disturb the Govermment bond market exclusively, at
least at the beginning, and from that viewpoint, there sometimes may
be some advantage in using changes in reserve requirements as against
indulging in very large open-market operations.

Myr. Cuaxprer. May I make a couple of comments about that?

Senator Fraxprrs. Yes, sir,

Mr. Cuaxorer. The first is that I see no reason to presume that it is
better to have reserve requirements down toward the lower part of
the range than it is to have them up toward the top part of the range.
The purpose of reserve requirements is not to assure liquidity to the
individual bank; it is a device for limiting the money supply. I
think that one of the reasons why changes in reserve requirements
are so unfavorably looked upon instrument of policy is that so many
people still persist in looking on them as a means of assuring liquidity,
and that is not the primary purpose.

The other thing that should be pointed out is that the Federal
Reserve will probably be reluctant to use this instrument repeatedly
and frequently so long as the great bulk of American banks are free
to leave the Federal Reserve System if they wish to do so. Every
time the reserve requirements are raised, it creates new irritation on
the part of the member banks who feel they are unfavorably discrimi-
nated against.

Senator FLanpers. Any other comments?

Mzr. Lanp. I would like to comment on the geographical nature of
the present reserve requirements, in that they ave based on the geo-
graphical location of the banks as related to demand deposits. It
would be well if somewhere along the line they could be recast so
that they are based on the nature of the deposits and not on the location
of the deposits.

Mr. Wiipe. T would like to malke this observation about the tools
of the Federal Reserve, It seems to me, as a practical matter, in a
country that moves as fast as ours does, the open market is the most
flexible and the most useful and, then, secondly, the rediscount rate
and, third, the change in the reserve requirements.

Representative Pamarax. Excuse me, the rediscount rate is not being
used ; is it ?

Mr. Wirpe. It is occasionally used.

Representative Pararan. Seldom used.
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‘Senator Franpers. You are so classifying them with relation -to
the ease and quickness of application or with regard to the desirability
of the results?

Mr. Wiepe. I think they are practically the same, the ease and
readiness and flexibility contribute to their being the most practical
instruments, in that order.

Senator Franpers. Why is not the rediscount rate on the whole, to
the extent that it is used, more rapid and direct in its application
than the reserve requirements?

Mr. Wmpe. Well, I do not believe, Senator, that I could answer
that with conviction. As a bank director, sitting on this side, it seems
to me that it would not make too much difference. But I guess just
watching what the Federal Reserve was doing in the open market,
as to the open-market policy, was an indication of how we should
conduct ourselves more practically than with changes in the redisconnt
rate,

Senator Fraxpers. Perhaps an interesting subject, although we
can spend more time than we have this afternoon, would be, there is
some indication of the reasons for the disuse of the rediscount-rate
device, which was originally the primary device of the Federal Re-
serve System, and I have seen some indications that it is being revived
to some extent, at least, now. I do not know whether that is right or
not. If it is, the reasons for that would be of interest.

Representative Pararan. Mr. Chairman, may I suggest, of course,
the banks would have to get in debt and expect to get into debt before
that device would be worthwhile. If you will recall, at one time
the rate was raised in the early part of 1953, and the interpretation
placed on this action, and I think properly, was that it was purely a
psychological move, that they were letting the bankers of the country
k_now that money is not going to be as easy, it is going to be a little
tighter. It was what you might term an unconversational under-
standing among the monetary authorities that they were going to
make money just a little bit tighter, and if they were to 10\)'er it, it
would imply that they were going to make mouey a little bit easier.
In practice T do not think it has been worth anything except psyclio-
logcally.

Mr, Sayruryy. Mr. Chairman, may I add to what Mr. Patman said?

Senator FLaxpers. Yes. )

Mr. Sarurxy. Actually, as Mr. Patman meutioned, after all, reserve
requirements only come into use when some bank is borrowing and
at the Federal Reserve. The rediscount rates affect all the banks.

Now, therefove, would it not be a good idea to study the relation-
ship between our reserve requirements in the United States versus
those that pertain to banks in Canada and England?

f you look at those rates they are very substantially below ours;
of course, they have fewer banks, that 1s true,'but, as you know, there
are a very minor number of banks in comparison to the 11,000 bapks
we have, but nevertheless in Canada, if I recall their reserve require-
ment rates correctly, I think they are using something around 8 or 9
bercent, and in England 6 percent.
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Now, after all, we are tying up substantial funds of the assets of
a bank in the use of reserve requirements in this country in the rates
we have. .

Senator FLanpers. We have arrived at the announced time for
adjournment.

Mr. Ensley ?

Mr. Enscey. Mr. Chairman, we have received a statement from
Aubrey G. Lanston & Co. relative to the questions that the Treasury
and the Federal Reserve answered and, with your permission, we
would like to insert the statement in the record at this point.

Senator Fraxpers. Without objection, that will be done.

(The statement of the Aubrey G. Lanston & Co., is as follows:)

STATEMENT nY AUBREY G, LANsToN, AUBrEY G. Laxston & Co., Inc, New
York, N. Y.

- The contribution to monetary policy madc by earlier commitiee hearings

The earlier hearings on monetary policy under the chairmanships of Senator
Douglas and Representative Patman produced many expert points of view, &
record of events, and helpful data that otherwise would not have become avail-
able. These served to enlighten students and to broaden public knowledge. The
complex nature of the things that must be considered in evolving monetary policy
was fully demonstrated. The need for flexibility consistent with changing eco-
nomic conditions was driven home to a mass of people, some of whom had rarely
given this matter any thought. :

The conclusions reached by these earlier subcommittees lacked complete agree-
ment on some important points, but the areas of agreement were sufficiently
broad that this served as a mold by which future developments in monetary policy
could be, and have been, shaped.

The ensuing years have been marked by more than ordinary progress. They
have been years of change; of change in the direction of more widely accepted
monetary policy objectives. The methods and techniques employed, and the
workings of monetary policy have undergone change, also.

The results have been multifold. People throughout the world have become
more sure of the toughness, the resiliency, and the lasting qualities of American
economic life. The public has demonstrated a renewed confidence in the stability
of the currency. Generally, people have acquired more confidence in the longer
run economie future. People have begun to believe, once more, that the horizons
of our economic future are the widening, limitless ones of a society wherein in-
dividuals are permitted, and encouraged, to initiate new ideas and methods; to be
free to apply these with their full energy and to be rewarded more commensu-
rately—free of the hampering restrictions of a self-perpetuating bureaucracy.
At the top of these rewards is the better safeguard privilege of freedoin—freedom
to run the details of one’s own life,

Both the Douglas and the Patman subcommittees have contributed sub-
stantially to these ends because they helped to release monetary policy so that
it could do the job of which it is capable, to free it so that it might better serve
our kind of economy—the most dynamic the world has known.

I believe that these hearings, under the chairmanship of Senator Flanders,
will help to preserve the healthy changes that have been made, and to promote
further progress.

Monetary policy is a three-wwheeled vehicle

As you know, monetary policy is not a one- or a two-wheeled vehicle. It is three
wheeled. Treasury debt management can’'t do the job by itself, neither cap
T'ederal Reserve credit policy. The two of them alone can’t do it, either, at least
very well. This is because the big wheel of the vehicle is the Treasury cash
budget and the changes that occur in this; that is, whether a cash surplus or a

cash deficit comes at an appropriate time as we roll along through different kinds
of business conditions.
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It therefore would be futile to attempt to analyze, or to weigh the objectives
and the workings of debt management as though these could operate in a vacuum,
The same is true of Reserve credit policy. 'The actual and prospective results
in the Treasury cash budget cannot be ignored.

A monetary policy, or the absence of one?

In fact, the results in this budget—and I refer to both the actual and the pro-
Spective results in the cash budget—have a lot to do with the facility with which
the debt can be managed. The way the debt is managed has a lot to do with the
workings of credit policy. If the Treasury budget results are particularly bad,
such as an actual or prospectively large cash deficit during a business boom, the
impaet on the Treasury’s management of the debt is bound to produce a com-
pounding, adverse impact on Reserve credit policy. The grinding and crashing
repercussions that may be produced will be heard, felt, and seen throughout the
Nation. But these are not the workings of a monetary policy—they are the con-
sequences of not having one.

Such a situation might better be described as one wherein Treasury and Re-
serve officials are forced to struggle to prevent the big wheel of the Treasury’s
deficit from running amuck in a way that might produce anything from mild eco-
nomic fnstability to inflation or worse.

Responsibility and improvisation

Congress cannot be careless with respect to the results in the Treasury cash
budget and still discharge its responsibility for the creation and proper function-
ing of monetary policy.

If the Congress ignores whether the Treasury has a cash surplus or deficit,
and whether these results are consistent with changes in the conditions of busi-
ness, and the accompanying economic climate, the Nation is headed for trouble.

In the absence of an appropriate cash budget result, any review of the objec-
tives and workings of Treasury debt management and Reserve credit policy con-
fineg justifiable conclusions with regard to monetary policy pretty much to
whether, in the resultant adverse monetary background, Treasury and Reserve
officials have worked well together, and have done as much as might be expected
of well-intentioned, well-informed human beings. It is not a quegtion of how
well, or how badly, monetary policy may have functioned; the omission of the
required budget result means that monetary improvisation had to make up for
an absence of policy.

My review of the objectives and workings of monetary policy aims to illustrate
the part that is played by the Treasury’s cas budget resulls

It seems to me that I might best review the objectives and workings of Treas-
ury debt management and credit policy over the last few years by pointing out (1)
how, during the boom period of 1952-53, a Treasury cash surplus might have en-
abled monetary policy to contribute more to economic stability and (2) how the
Treasury’s cash deficits multiplied the problems the Treasury and the Iederal
Reserve had to resolve.

It will be seen from this, I am sure, that the Treasury and the Reserve have
done a good job.

The relationship between the Treasury security market and monclary policy

The committee asked several questions about the Treasury security market
and its use in connection with the development of credit policy. These questions,
and the answers, also develop the relationship between the Treasury market and
‘monetary policy. In the Reserve’s response to question 3 it describes the work-
ings of the Treasury market; it tells how the normal functioning of the market
was obstructed by past Reserve open-market operations; of how a return to
these would cause the market to become less rather than more self-reliant. The

eserve’s explanation is the most complete I have seen.

But, because I live with the Treasury security market throughout most hours of
the day, and sometimes the night, and because I have a sincere conviction about
the importance of an adequate Treasury market to the future welfare of our
eéconomy, I want to add some comments of my own. I want to tell you why I
believe the Treasury security market must be free—as it is now—to reflect in
Inarket prices and yields, the publie’s desire to buy and sell Treasury securities
and their transactions. No other kind of market will adequately reflect the
response of the public to business and credit conditions and to monetary policy.
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I want to say something about the kinds of alternatives that m_ight be devised
to replace the present publicly made market for Treasury securltles_. {&s 1 see
it, the alternatives are an inflexible monetary policy and consequential inflation
or an increasing number of selective controls, of diverse sort; ones thap w9uld
serve, once more, to undermine our competitive form of enterprise and to infringe
upon individual freedoms.

Should the newborn free play in the Treasury security markel be considered an
experiment or a permanent characteristic?

In the Reserve’s reply to question 3 it describes three decisions that have
been made with respect to the conduct of its open-market operations. It says
the purpose of these was to foster a stronger, more self-reliant market for
Treasury securities in order to contribute as far as possible, to the development
of a responsiveness, by that market, to monetary policy. It adds that the results,
on the whole, have fulfilled its expectations. Then it goes on to say that this
approach, te open-market operations, is still experimental, that insufficient time
has elapsed to draw firm conclusions.

As you know, a minority of Reserve officials hold that these decisions went too
far in imposing limits on the open-market operations. This minority urges a
partial return to the very kinds of open-market practices that, as the Reserve’s
replies carefully point out, abort the normal functioning of the Treasury
market. I hold the firm belief that any action taken by the Reserve which
permits the Treasury security market to more fully reflect the response of the
public to credit policy is not an experiment—unless flexible monetary policy,
competitive enterprise, and individual freedoms also are to be viewed as an
experiment. Contrariwise, if the clock were to be turned back toward more
open-market intervention in and manipulation of Treasury security prices and
yields by the Reserve banks that would be an experiment to see if the Reserve
could go back part way. The last such experiment turned out badly. I want to
discuss what might happen if we tried to embark on another,

We have a good market for Treasury securities; it still has some problems—these
can be resolved

The functioning of the Treasury market has constantly improved; it is con-
siderably improved compared with that of 114 years ago. In fact, we have a
pretty good market. I am concerned only that our aim continue to be to pro-
mote aud to improve the functioning of this market. The Reserve has helped
mightily to bring about improvement. The Treasury also has helped. Yes, we
still have some major problems to resolve.

The further help of the Reserve, of the Treasury, and of those who have either
a responsibility for or an interest in monetary policy is needed. I do not believe
I overstress the importance of an adequate public Treasury security market
when I say that failure to maintain it, and improve it, might make it more diffi-

cult to combine flexible monetary policy, competitive enterprise, individual free-
doms, and a large national debt compatibly.

Suppose the Treasury had had a cash surplus during 1952-58

‘When business activity is at a high level, as it was from mid-1952 to mid-1953,
it is not surprising to see a strong demand for capital and credit accompany the
boom. Had the fiscal poliey of the Government produced 2 cash surplus through-
out this period this surplus could have been used to reduce the Treasury debt held
by the general public. Had this been effected through the retirement of Treasury
securities held by nonbank investors, more money would have become available
with which to meet the private demand for capital and ecredit. Surplus tax’
receipts would have been channeled back into productive Investment, interest
rates would have been under less upward pressure, a lesser demand for bank
credit would bave been generated. The Treasury would have been placed in a
better position to lengthen its debt.

Had the Treasury cash surplus been used to retire Treasury securities held by
the commercial banks, the availability of private bank credit would have been
increased without the necessity for quite as much restraint in credit policy, and
without a too large increase in the money supply.

The impact on monetary policy, from mid-1952 to mid-1958, of the Treasury cash
deficits

But fiscal policy did not produce Treasury cash surpluses. For fiscal 1952 the
Treasury managed to just about break even on a cash basis. For the second ha}f
of calendar 1952 the Treasury had to finance a substantial seasonal cash deficit.
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“Thig was only partly offset by a cash surplus during the first half of calendar
1953. Moreover, the cash deficit for the second half of that ealendar year, 1953,
promised, early in the spring, to be quite large. When the market awakened to
its true size (in May) the results were explosive. These Treasury cash deficit
needs were important in the factors that precipitated the mild crisis in the money
-and bond markets in May and June (1953).2

The reasons for this were quite plain. After all, the Treasury had to raise
the money from either nonbanks or banks. Individuals could not be expected to
‘supply much, if any, of the Treasury’s cash needs. Nonfinanclal corporations
were seeking additional funds. Nonbank finanecial institutions were being asked
to supply more private credit and capital than they could raise, even by selling
Treasury securities on balance. And, so—the only remaining source of funds was
the commercial banks.

The supply of bank credit available to private borrowers had proven to be an
exhaustible amount, borrowers had begun to anticipate further increases in
borrowing costs, they began to hoard bank credit by teking more than they
‘needed—if they could get it.

With this sort of a background, in this sort of climate, how willingly and
how readily would the Reserve make available the bank reserves necessary to
support Treasury cash deficit financing through the banks? How high would
interest rates go? Was this to be the death knell of a flexible monetary poliey,
or the return to a 4-percent rate for Treasury bonds?

Belief in the stalwart resolution of Treasury and Reserve officials to prosecute
a policy of monetary restraint, to the extent necessary to cope with this new
inflationary threat, was mixed with a belief that the increasing tightness of
credit conditions would soon bring about its own correction. The latter proved
to be the case and when Reserve officials acted to shift their aim with an insight
and intuition that has been rare in central bank history, thie quick turnaround
in the availability of reserve credit produced stabilizing forces—instead of an
expectancy that might have arigen, namely, of a new rapidly spiraling inflation.

The actual and prospective results of fiscal policy in the period of mid-1952
through mid-1953 are outstanding examples of how an inappropriate fiscal
result dominates Treasury debt management and creates, for the IFederal Re-
serve, a series of difficult and hazardous decisions.

The buildup in the amount of the near-dated debt and in Treasury debt-manage-
ment problems

. The Treasury, as far back as December 1949, had recognized, apparently, the
desirability of extending the near-dated debt. During the 12 months, to Novem-
ber 1950, the Treasury came to market 3 times with securities of from 4%- to
b-year term. Thereafter throughout a period of about 15 months—Treasury-
Reserve differences, the resulting accord, and the unexpected release of the
Treasury market (from years of manipulation by the Reserve banks) made
longer-than-1-year financing impractical.

By February 1952 the Treasury found it possible to return to longer-term
financing with modest success. In May, it offered 6-year bonds, but this was
to meet a part of its eash deficit requirements; it did not serve to reduce the
near-dated debt. . .

By the time the present Treasury administration took over, in January 1953,
the amount of the near-dated debt® (in the form of marketable issues) had
approached or exceeded the peak levels of January 1, 1946 (see charts 14, 1B,
24, and 2B). B

Adverse market conditions existed during the first half of 1903.‘ These came
about partly because of the heavy demands for capital and credit. They also
Were an inevitable consequence-of the only appropriate crgdlt policy in such
Circumstances—namely one of restraint. This overall situation plus the Treas-
ury’s second half-year cash deficit requirements again prevented the Treasury
R e .

! i icture, Treasury announcements, in con-
necgf})]l(\}rsvilgx Sﬁigeogflee:?:gtogftlfgr?fjlr/i%;eigertlltlehg;lfls gid not adezuntely reflect the size of

e Treagury’s t‘orthcoyﬁing cash meeds. Re the much-debated 3% -percent offering: A
strafght cash offering of these bonds mizht have been successful. This is clearly indicated
¥ the initial reaction of bond firms throughout the country and of many professional
nvestors, Actually, however, the 314's were offered for cash and for exchange. The
terms of ‘the exchange encouraged many to convert into 314’s for the purpese of reselling
these. This sort of secondary market supply flgured importantly in the setting up of

fresh forces for a d cline in bond prices.
easured eithes by the totul‘:ille in 1 year or the total due within 2 years.
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‘from making any net reduction in its near-dated maturities in spite of tlie
change in credit policy to an easy-money objective. As a matter of fact, by
January 1, 1954, the near-dated debt had increased by a substantial amount.

Once again—the Treasury had to rely largely on the banks

The Treasury cash deficit and refunding needs of May 19853, and thereafter,
must have urged upon Reserve ofticials some greater degree of active ease than
might have been necessary otherwise. Obviously, the Treasury had to seize
upon the more favorable market conditions to reconstruct its maturity schedules.

Among what classes of investors could this be accomplished? Not much help
-eould be expected from individual investors, except through a more aggressive
campaign to sell series B and H bonds. If nonfinancial corporations were to be
persuaded to hold more Treasury securities substantial progress in this direction
meant, conversely, that a like amount of the profits and cash resources of busi-
nesses would not be turned back into investment, production, and payrolls.

Nonbank financial institutions continued to be sellers of Treasury securities
on two counts: one, to take up forward commitments entered into earlier and,
two, to meet the enlarged capital market demand emanating from toll road,
other new money financing, mortgages and, later, to refund bank loans.

Thus, once again the Treasury was forced to rely largely on the banks.

Treasury success, and a backiwsash

During 1954, the Treasury has come to market seven times. On five of these
occasions it has sold notes or bonds designed to lengthen the debt. On four such
occasions the Treasury’s financing has resulted in substantially reducing the
amount of its 1-year debt. All such operations took place in a climate provided
by a subnormal demand for bank credit and a credit objective of active ease.
In these circumstances the existence or promise of a further cash deficit did not
constitute an adverse market force.

Early in 1954, the declining trend in bank loans, the easy money policy of the
Reserve and Treasury debt-lengthening operations served to multiply the forces
which were pushing the yields of short-term Treasury securities to lower and
lower levels. There was first the normal, sharp decline that had come from the
shift in credit policy in June 1953 plus the turn-of-the-year ease. The decline ip
loans, the loan outlook, and Treasury refunding began to operate with force as
we moved through the first quarter of 1954. As a consequence of the latter, a
sharp reduction in the amount of short-term issues outstanding ocecurred.

Indeed, by June 1954, the erosion in the yields on short-term Treasury securi-
ties became so pronounced that the Reserve was forced, more or less, to employ
methods which, while they would continue to effectuate “active ease,” also would
act to prevent the yields on short-term Treasury securities from disappearing
.altogether.

Then, there was the other side of the coin, namely, a corresponding increase
in the amounts of Treasury securities outstanding in other maturity areas, nota-
bly in issues of from about 4- to 9-year term. During the latter part of 1954,
the increase in the supply of these issues had become large enough to cause
their yields, and those on most issues of longer Treasury securities, to retrace
most of the decrease that had taken place during the earlier portion of the year.

h'l‘hte'rrelative movements of such yields on Treasury securities is shown on
chart 7.

It may be noted that the differences between the yields offered on short-term
Treasury securities (of up to 2-year term) and those of longer term (5 years or
more)_ became, and remain, quite wide. In fact, these yield spreads are about
the widest on record. This was a natural result of the Treasury’s having to
take the bull by its horns if it, finally, was to be able to effect any substantial
reduction in its near-dated debt.

.The income-conscz’gusncss of banks, during 1954, plus the success of the Treasury's
debi-lengthening programs makes for a sharply triggered bond market—one
that could lead to a rather sharp decline in bond prices

Thg primary reason that the Treasury was able to effect a substantial reduction
in this portion of its debt was that bank investors, on whom the Treasury had
to rert became increasingly income minded; that is, the desire to maintain
future income, or to purchase insurance against too large a drop in earnings,

‘caused them to be willing to decrease the amount of their short-term holdings

below a level they might have wished had loans been increasing. '
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Consequently, the liquidity of banks has been sharply reduced. In terms of
deposit Habilities, the ratios for member banks (expressed in terms of Treasury
securities with a term of 2 years or lesg) are about as low as they were at the
beginning of 1951 and 1952—the low points for the postwar era. In terms of risk
‘assets the situation is about the same, (See chart 6C.)

At the present time business activity is increasing. It is expected that this
will continue—at least for some months. If it does, then the risk assets of banks,
particularly loans, may turn upward sooner than many now hope. Bank deposits
will follow suit.

The Treasury cash budget result necessary to underpin an acceptable monetary
policy in such circumstances, and the minimum result that might be necessary to
maintain general confidence would be nothing short of a balance between the
Treasury’s cash receipts and disbursements. An appropriate monetary policy
would call for a cash surplus.

A balance (in the cash budget) would mean no increase in the Treasury debt
held by the public, although an increase in the total debt would occur. A cash
surplus should permit a reduction in publicly held debt. This would be expected
to take place through the retirement of publicly held, maturing obligations. The
commercial banks are the largest holders—would such retirement be made from
bank portfolios? If so, what would be the attitude of the commercial banks
toward their longer Treasury security holdings?

In a period when both bank deposits and risk assets are rising, bank-rs may
become more conscious of their liquidity needs. Will individual banks then
seek to prevent another lowering of their lguidity ratios by attempting to sell
Treasury bonds of longer term? Who will the buyers be? Attempts by indi-
vidual banks to sell means that banks as a group—the mainstay of the present
level of Treasury security prices—will have reversed tleir position. In such
event, Treasury bonds could fall in price rather sharply, before private bank
credit expands very much. . .

Therefore, the Treasury bond market has become very sharply triggered: its
response to any relaxation in the present credit objective of active ease would be
auick—npossibly anticipatory. :

The short-term sector also is becoming more sharply triggered and any further
upturn in short-term rates could touch off a slide in the prices of longer dated
issues

As 1 mentioned earlier, several forces have operated to reduce the yields on
short-term Treasury securities—declines in loans, a credit policy of active ease
and a large, steady drop in the amount of publicly held short-term Treasury
securities. The problem of getting the near-dated debt under better control has
been pretty much accomplished. The fact that the amount of shiort-term issues
outstanding may not undergo further reduction, removes one factor that helped
to bring about the present relatively low yields on these securities. A revival
of the loan demand, or the prospect of a less than seasonal decline in loang
during the early part of 1955 would remove a second such force.

Consequently, and in spite of the reduction in the short-term debt outstanding,
yields on these and on money market securities in general may prove to be sur-
prisingly sensitive to any change away from the present degreg of “active ease.”

But, an appropriate credit policy has to concern itself with other matters
besides the condition of the market for Treasury securities; for example, the
money supply and the rate of change in it, the overall economic climate and
expectancies, and the like. So, even though an upturn in the yields on short-term
Treasury and other money-market issues might touch off a slide in bond prices,
the Reserve might nonetheless consider that economic conditions require a less
heavy accent on active ease within the near future.

Wide yield spreads between short-term and longer term issues are an invitation
to many investors to lengthen maturity but it’s a danger signal, too, in the
present situation

There ig a rather general belief among investors that extensions of maturity
§h0u1d be made largely when these can be effected at reasonably good increases
in yields. In other words, the recent and prevailing wide yield spreads between
short ang longer term Treasury issues have been a factor in making possible
the Treasury’s sales of many longer dated securities, as well as being a conse-
quence of these sales. At the same time, investors have been able to take the
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view that the higher income to be obtained on these longer issues compensated
them for the increased risk to prinecipal that had to be assumed.

Conversely, however, when interest rates are low (bond prices high) increases
in the yields of successively longer maturitics are wider than is the case when
bond prices are low. Reference to chart 7 will illustrate this—note the difference -
between the yields prevailing on Treasury securities of varying terms during
1951-52 and during the second quarter of 1953.

Conseguently, when longer term bonds are purchased (at relatively high prices
during periods of easy money) the possible loss through some subsequent down-
turn in prices is substantially larger dollarwise, than are the potential gains
(through further price increases). The compensating factor of the increase in
income that was obtained when the bonds were purchased becomes, at this time,
a thing of the past. The prospective gain versus loss equation begins to dominate
the attitude of the investor. This is particularly apt to be the case if a large
number of investors (in this case bankers) believe their portfolios have become
out of balance (too few short-term and too many longer-terin holdings) for the
current and prospective outlook.

Such a set of circumstances would make it more necessary than herctofore
that a further advance in the levels of business activity be paralleled by the
expectancy of a Treasury cash surplus. This inight be used to retire short-term
issues and thereby (1) cause banks and others to become more reluctant to
sell longer Treasury securities while (2) it also would provide banks with the
reserves needed to extend private credit.

A lot of charts

In my remarks I have referred to certain of the charts that accompany this
statement. A brief explanation of all the charts is appended to them,

Oue particular chart that shows the Treasury seccurity holdings of the Federal
Reserve banks, 1D, deserves comment before I leave this general area.

Did the Reserve bunks prefer certificates to bills?

Throughout most of the 1940’s, the Reserve’s holding of Treasury bills was
quite large proportionately. Today, and for the past several years, they have
peen quite small although the Reserve’s open-inarket practice has been to confine
its purchases and sales largely to such securities. The reasons for this are
excellently set forth in the Federal Reserve’s replies to the committee’s questions.

In the refunding of 2 weeks ago the Treasury made 2 short-term offerings,
a new 1Y%-percent certificate and an additional amount of the 134’s of August
1955, The latter was said to be largely to permit the Reserve banks to achieve
o more even distribution of their holdings, This Treasury move invites gues-
tions: Did the Reserve prefer to diversify its certificate holdings or to diversify
by a reduction in certificates and an increase in bilis? Why did the Treasur¥
offer the Reserve additional eertificates, instead of offering additional amounts
of the weekly series of Treasury bills?

A nutshell picturc of the progress madce by the Treasury in debt reconstruction
and some delayed-action problems that have becn created

The '{‘reasury has been able to reduce its near-dated debt so substantially that
the major portion of this task should be completed for now. Moreover, by with-
drawing savings notes from sale, and by permitting series I' and G bonds to
mature without receiving any specific new refunding offerings, a net decrease
may develop in the outstanding amount of the nonmarketable debt. This may
give the Treasury more leeway with which to meet the steadily mounting require:
ments of. the Government aceounts. Algo, while the short-term holdings of the
comimercial banks have been reduced at a rather rapid rate during 1954, the
specdup in the tax payments of corporations may provide some offsetting supply
of short-term securities over the next few years. )

Altogether the Treasury has gained considerable elbow room for future debt
management. The pressure of a too-large near-dated debt has been eliminated.

Some delayed-action problems may have been created. These originated In
the large cash deficits that had to be financed from mid-1952 to date. The best
way of resolving these potential problems would be for Congress to make sure
the Treasury has a substantial cash surplus should business activity continue
}11).“'511'(1. Such a fiseal policy geal could promote that sort of business trend
if 1t is gone about in a manner that is not hostile to business,
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If we get off to a bad start in the matter of the Treasury cash budget we are
bound to head for problems. Congress needs to find a way to make fiscal
policy more consistent with appropriate, flexidle monetary policy objectives

What I have been trying to say, and to illustrate by the events of the past few
years, amounts to this: Monetary policy has to begin with fiscal policy, that is,
with the Treasury budget result. As in everything else, if we get off to a bad
start we are headed for problems from there out. The results in the Treasury
budget over the past few years have compounded the difficulties of managing
the debt. They were a major factor in building a near-dated debt that was out
of all reasonable proportion. This lias not been the fault of the Treasury—re-
gardless of which administration—it was the consequence of Treasury cash
deficits.

The objectives that have guided debt management and eredit policy during the
past several years have been excellent.

In working out monetary policy, a great many human judgments obviously
were required of Treasury and Reserve officials. Human judgments are frail,
Put we should recognize that human judgments are not necessary only in con-
nection with a flexible monetary policy. They are just as necessary, and more
of them are required of a monetary policy that is inflexible—designed for infla-
tion. They are even more necessary to and far more numerous in the conduct
of most alternative forms of selective controls.

We, therefore, should not confuse concepts and objectives with judzments.
We can expect from judgments, not perfection, only good performance. We have
met with extremely good performance by Treasury and Reserve officials during
recent years.

The presently most pressing problems of monetary policy are therefore the
results that flow from fiscal policy, the Treasury cash budgets. Surely the Con-
gress can find some way to provide for changes in the rates of taxation and to
control Treasury expenditures so that the Treasury cash budget can be more
consistent in the future with the appropriate objectives of a flexible monetary
policy, one that must deal with changing economic conditions.

Now I would like to turn to the matter of the Treasury security market and
the manner in which this market ties into monetary policy.

Is the public market for Treasury securities e free onc?

Of course, the public market for Treasury securities is not “a free market,”
in the sense of the term. But the public market must be an adequate one. It,
therefore, must enjoy freedom to reflect fully, into market prices and yields, the-
transactions of the general public. Such transactions can take place only in &
market free of direct intervention from the Reserve,® because the public’s trans-
actions must reflect the competition of the market place and take place in the
environment of the actual and prospective condition of the Treasury’s budget,
the objectives and the decisions of debt management and of credit policy and of
business conditions. Only in such a market can the fluctuations in interest
rates reflect accurately the supply and demand of Treasury securities that con-
stitnte the country’s response to changes in business activity and in monetary
policy. The resulting fluctuations in interest rates are the produet of what has
bappened, what is happening, and of future expectancies. Monetary policy of
any kind would become befogged if it were not guided by interest-rate fluctuations
of this kind, Some refer to the fluctnations in interest rates as the best ther-
mometer we have by which to judge tlie health of the economy.

Of course, there are alternatives to the kind of a public Treasury sccurity smarket
we now have

Otlier alternatives to an adequate public Treasury security market can be
devised. For example, the Treasury could engage in market transactions for its
accounts, and/or for the sinking fund, and/or in the name of the stabilization fund,
for the purpose of providing a market for its securities. This conld take the place
of the public market that is maintained through the private firms that are the
intermediaries. No one can say whether the Treasury officials charged with
handling the individual transactions in a market made by the ’.I.‘reasqr_v could
or would do so in a way that these fully reflected into prices and yields the
transactions of the public. But I don't believe we could take a chance because-

———

3 Or the Treasury.
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some Treasury administration in the future might try. Even Barnum couldn't
fool the public forever, and the monetary pressures that could build up would
assert themselves in other ways—in price increases, in inflation of the usual
kinds, and in an increase in the overall costs of all of us and in the costs of
government. The Iatter, alone, would be many, many times the reduction in
Treasury borrowing costs that might come from the Treasury’s manipulation
of interest rates.

Or, the Federal Reserve banks, with their gigantic portfolio, could engage
in market purchases and sales of Treasury securities partly to provide a market,
or for the purpose of facilitating the attainment of credit-policy objectives that
some claim could be done in this fashion, or to further the success of Treasury
financing. Each of these types of open-market operations would take on, in time,
the characteristics of the past price-fixing operations—the experiment that was
such a costly failure. The Reserve then would act as some kind of a benevolent
dictatorship; so that interest rates would reflect only the assessment made by
Reserve officials as to the prices and yields on specitic issues and on maturity
sectors that were “proper.”

Are we interested in thermometer readings or the heullth of the patient?

If fluctuations in interest rates are the best thermometer we have with which
to judge the response of the public to the administrations of credit policy, then
any of these alternatives would be strange ones to adopt. Even the more mod-
erate alternatives, such as advocated by those who would broaden the scope of
the Reserve’s open-market operations, would be dangerous, in my judgment.
It would be like applying heat and cold alternately to the bulb of the thermometer
so that we could obtain the temperature readings we wanted to see. Surely,
we would learn little from this about the health of the patient.

How can the Reserve intervene to directly ajfect the prices and yields of Treasury
securities only a little and not too muchf

Some who nevertheless would have the Reserve discard its present narrow

concept of open-market operations for an expanded one claim that it is not enough
to produce and to absorb reserves; that the prices and yields on Treasury secu-
rities in the different maturity sectors are important, and may not correspond to
their judgments of a proper response from the market; that credit policy cannot
rely on what they claim to be the imperfect arbitrage within and between markets
and, therefore, the Reserve should engage in open-market operations anywhere
in the entire maturity range of the market,
. I cannot understand, and I have been unable to obtain a plausible explanation,
in practical terms, of how the Reserve could intervene just a little and be sure
suc_h intervention would be within limits that would be consistent with credit-
policy objectives; that is, any credit-policy objective except active ease.

I hgve sought and I have been unabte to obtain a plausible explanation, in
practlpa] terms, of how the Reserve might further the success of Treasury
imnnpmg by the purchase of exchangeable and newly offered securities without
running afoul of credit-poliey objectives, except ones of wanton ease. Nor has
anyone been able to tell me how deeisions would be made that this or that
Treasury financing would justify Reserve support, whereas this or that one
would not.

. I hav:e asked what would happen (1) if the Reserve were to start to buy secu-
rities in the Treasury bond market because it felt prices were below some
preconceived idea of an appropriate level, and (2) the amount of such purchases
began to exceed that which could be made consistent with the prevailing credit-
pohpy ngectlve. Should the Reserve banks in such a circumstance stop thelr
buying? Tf they did, the subsequent price decline might reach a level substan-
tially below that which Reserve officials disapproved initially.

If the Reserve started off such a buying program and purchases definitely
exceeded those that could be made consistent with the prevailing credit-policy
qb,)ectn*e, should the Reserve continue to buy on the grounds it might be imprac-
tical to stop such purchases? If so, which will have taken precedence—the
management qf the Governmen_t security market or the objectives of credit policy?

Sorpgtnmes it is s_aid that, in any such events, the Reserve could sell other
securltxe_s. If that is true then, as always happens, intervention in the normal
functioning of a market at one point, requires supporting intervention-at a second,
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and at a third point until, finally, intervention turns into the necessity of manag-
ing the entire market. That is what happened before.

I could give you illustration upon illustration of how Reserve intervention
that aimed at directly affecting the prices and ylelds of Treasury securities has
interfered with the normal functioning of the market; of how it first drives the
intermediaries to cover and then the investor and of how, in the end, the Reserve
becomes—it is inevitable—a not-so-benovolent dictator. But instead let me
remind you of what happened when the Reserve attempted to further a Treasury
financing of which Reserve officials fully approved. In November 1950 the
Treasury offered a B-year 13 -percent note—preclsely the terms the Reserve
thought the Treasury should offer. The Reserve undertook to further the success
of the financing, Before the Reserve got through, it had acquired $2.7 billion, or
40 percent of the new issue.

To this I would add that when the Reserve starts to intervene during Treasury
financing periods, investors and the intermediaries, the Government security
dealers, have no basis whatsoever for judging the market or the real reception
that might have been accorded the new issue. Many thereupon follow the
prudent course and sell. When the Reserve does not intervene, a new issue
may touch par or break it and thereby actually uncover more buying power than
the Reserve would have any desire to supply. This happened shortly after the
offering of the 134-percent notes of 1957 this fall; it happened the other day in
the new 2% -percent bonds of 1963.

43 the Reserve moves in to interveme in the prices and yields of Treasury
securitics the pudlic market beging to move out

The basis upon which the public decides to buy or sell Treasury securities in a
market that is conducted through dealers, who serve as intermediaries, is a
composite of the needs and desires of individual investors plus their evaluation
of current and future supply and demand, business conditions, and monetary
policy. When the market is subject only to these forces and is free of attempts
by the Reserve to directly affect prices and yields, we get a full response to
monetary policy, and the Treasury has the benefit of this response when it has to
engage in financing.

When, however, the Reserve moves to directly affect prices and yields, for what-
ever purpose, the public and the dealer intermediaries have to reconsider their
ability to weight supply-demand and the usual factors of response to monetary
policy. They begin, instead, to spend an increasing proportion of their time
worrying about the character, scope, and timing of the Reserve’s intervention.
In fact, they begin to ignore the significant purposes of credit objectives. The
entire public market slows down. Its normal functioning becomes increasingly
impaired. The so-called imperfect arbitrage becomes more imperfect. The
market’s responses to the objectives of credit policy become more slow, or too
quick, and sometimes these have boomeranged in such degree as to emasculate the
Reserve’s objectives.

Further, I believe it is correct to say that on about every occasion since the
‘creation of our tremendously large public debt, Reserve open market operations
that aimed to affect directly the prices and yields of Treasury securities attained
a size multifold that which was expected of these, and considerably more than
could be made consistent with the credit or monetary policy objectives of the
time,

1f the Reserve were to expand its open market operations and thereby move
in, so to speak, then the public Treasury market has no other option but to begin
to move out.

Judgmcents as to what the reactions of others will be and one actual reaction

I have heard it said that these are matters of individual judgments, that it is
a matter of individual judgment as to whether the public and dealer interme-
diaries would react along the lines I have outlined and us stated in the Reserve’s
replies. This is another one of the things I cannot understand. The study made
by an ad hoe committee of the Reserve Open Market Committee is replete, T am
sure, with innunierable instances of how dealer intermediaries (and the public)
have reacted to such intervention in the past. - Why should they react differently
in the future? :

Yet, even within recent weeks, I have heard it said that dealer firms, such as
ours, would not discontinue their endeavors to enterprise in the Treasury market,
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or to develop it, and that we would not curtail the size of thp cominitments we
normally accept. To such a judgment, I can offer a reply which has the greater
merit of being, at least, the conviction of one dealer as to what he would have to
do to conform with prudent standards of conduct. .

Were the Reserve to intervene again to directly affect the prices and ylglds pf
Treasury securities my-firm would immediately seek to employ its capital in
other fields; we could not afford to risk our capital in the same way and to the
same extent tlint we do under the present, more normal functioning of the market.
We would have to examine ihe desirability and the profitability of conducting a
lower volume of transactions as an agent or broker.

Two troublesome problems which remain unresolved

The techniques adopied by the Reserve to foster a stronger, more self-reliant
Treasury security market have contributed mightily to that objective. It is
gratifying to know that the Reserve finds its expectations to have been fulfilled,
on the whole. I think we do have a pretty good market in Treasury securities
today. But, as I said earlier, we must continue to aim to develop this market
and to enlarge its scope.

The biggest sector of the market, from the point of view of the size of transac-
tions, and the manner in which it may be used to effectuate credit policy is the
short-term1 end, and more particularly, the bill market. Al these short-term
Treusurys compete with other money-market securities, Because, short-term
Treasurys are the premier money-market investment, they usually sell to yield
less than other such instrumnents, including Federal funds. To maintain a
market of desirable breadth and resiliency thiroughout all market conditions
dealers need to carry a rather substantial inventory. But, dealers cannot afford
to do this, as a regular thing, unless the interest rates thiey pay to carry their
inventory are equal to or less than the rate of return on the securities in in-
ventory. This is not usually the case where short-term issues are involved.

When the Reserve, beginning with the end of World War I, decided to foster
and promote a broad, active market for bankers’ acceptances, it ran into exactly
this problem with the same results; when the cost of money needed to carry
inventory was higher than the rate of return received from the inventory, dealers
proceeded to reduce their holdings. Then, as now, the result is that the market
loses some of its breadth and activity, and the securities invclved are not as
suitable as they might be to many investors.

The second problem stems {rom a change that had taken place in the methods
employed by member banks to make day-to-day adjustments in their money
positions. Before securities became the principal medium for such adjustments,
the ability of one member bank to increase its reserves or to invest surplus
funds brought about corresponding changes in the reserve position of the banking=
systemn, Today, Treasury securities are the principal medium for making such
adjustments, and the results differ. Sales and purchases of Treasury bills, and
other short-term Treasury securities, undertaken by individual banks, do not
result in producing or absorbing reserves for the banking system as a whole; at
least, not in ordinary circumstances. Fluctuations oceur in the yields of Treasury
bills and short-term Treasury securities, some redistribution of excess reserves
or of borrowings at the Reserve banks takes place, but no increase or decrease
oceurs in the reserve position of the banking system as a whole. This means
that money market conditions undergo relatively minor change, if any.

The Treasury, too, has helped to proniote a better functioning Treasury security
market—it ean help more

In October 1953, Secretary Humphrey called for more enterprise in the money
and bond mark.et.s with a view to developing a broad and vigorous market in
Treasuvy securities. He pointed out that this was vitally important because
.the behavior of this market is.watched and magnified throughout the country
and the world. The Treasury has helped to promote such a market. It has
done 50 by gradually concentrating its slhort-dated maturities, other than Treas-
ury blHS,.intO four maturities a year instead of the larger number that used to be
outstanding. This served, as the Treasury reply points out, to leave the market

m(;}'e free to function normally and to reflect the public’s response to credit
policy.
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Perhaps the Treasury could help more along the same lines, For example,
it could increase the amount of its weekly bill offerings with a view to reducing
the number of its other maturities to two a year.

But there also are other ways in which the 'reasury can help. Since these are
technical I will not go into them except to say that their purpose would be to
attract more bond firms, and more young people, into the business of regular
daily dealings in Treasury securities. Although the size of the T'reasury debt
has been multiplied many times in the past 15 years there has not been much of
an increase in the number of specialists, the interiediaries, who regularly deal
in the Treasury security market. Most of us who head these firng have been
in the business for 25 years or more. The number of young people coming up to
take our pla 2es, throughout the industry, is too few.

The hard core of the public Treasury market is made by the sgpecialists and
their dealings with each other. Through these, the supply and demand flowing
into one specialist may be matched oft with that flowing into another. In such
clearances, a constant testing process is also achieved wherein the specialists
themselves derive what is called “the feel of the market.” If there were more
specialists, more intermediaries, this hard core would be, not only enlarged, but
made harder, definitely more resilient and the market would become, automati-
cally, more self-reliant. At the same time, an enlargement in the number of
firms would mean a wider opportunity for young men. The Treasury security
market needs them.

Progress has been made, more progress can be made, in the same way, with the
help of the same people and with the help of others

To sum up this portion of my remarks: The public market for Treasury secu-
rities is not “free” in the way some have misused the term. The public market is
more free than it used to be, and it must remain so because the available alterna-
tives would make it difficult to keep competitive enterprise, monetary policy,
individual freedoms and the large national debt a compatible combination.

Attempts on the part of the Reserve to intervene directly, to affect the prices
and yields of Treasury securities, would be an experiment that would amount to
seeing whether the Reserve could go only part way back to the past price-fixing
operations which proved to be a costly experiment. When the Reserve moves in
to intervene in the market for Treasury securities, the public market has no
option but to begin to move out. The normal functioning of the market becomes
impaired, and the need for further intervention on the part of the Reserve is soon
called for, It is not necessary to rely solely on human judgments for guidance
in these matters. The working papers of the Reserve System are replete with
innumerable instances of how the public and the dealer intermediaries have
reacted. Furthermore, I have told you how my firm, one such intermediary,
Wwould react.

There are some troublesome problems which still remain unresolved. The de-
cisions made by the Reserve with respect to its open wmarket operations, and the
techniques with which these have been given substance, have contributed mightily
to the resolution of some problems of the Treasury security market. The Treas-
ury has contributed in other ways. Both the Reserve and the Treasury can
contribute in additional ways, as can all who have a responsibility for aud an
Interest in monetary poliey,

APPENDIX

THE CIIARTS

Charts 1A and 1B show the maturity distribution of the marketable Treasury
Securities on two slightly different bases (1) essentially representative of the
Treasury’s potential liability to meet its maturities and (2) with certain
taxable bonds shown to their first call date.

Charts 1C and 1D show the holdings of the Government accounts and the
Federal Reserve Banks. When cousidering the problems of the reconstruction
of the Treasury’s maturities (which have to do largely with marketable issues)
these holdings should be subtracted. Over the years the amounts involved (in
-each case) are apt to enlarge. This means that unless the total Treasury debt
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increases, the amount of marketable debt that is publicly held (charts 2A and
2B) must decrease. Such decreases normally would be expected to come about
by retirement of maturing obligations (a shrinking of near-dated debt).

But, in any event, the size of the problems and of the progress made should
not be measured in terms of either the total debt or the total marketable debt.
It is better viewed as two separate problems, (1) the nonmarketable debt, and
(2) the marketable debt that is publicly held (charts 2A and 2B).

On the matter of savings bonds and notes, for the past 4 years the amount
outstanding has decreased. This is partly because savings notes are no longer
issued. Maturities of the F and G bonds have not received, recently, any specific
refunding offerings. Holders have had the choice of reinvesting in the series
J and X bonds, or the series E and H bonds subject to the various limits on
each.

At the present time the prospects, under present Treasury policy, are that
savings notes will decrease fairly steadily, as may the aggregate outstanding
amounts of series F, G, J, and K bonds. Series E and H bonds should increas,
but not sufliciently to offset the decreases in other savings bonds and in savings.
notes. This means that decreases in the total amount of such nonmarketable
obligations may make it possible for the necessary increases to occur in the
holdings of Treasury accounts, without having to eftect withdrawals of market-
able debt held by the public.

At the same time, the decrease in this nonmarketable debt may be larger than
can be placed with the Treasury accounts, and this would require an increase
in publicly held debt. If a Treasury cash surplus exists, it could be used
to meet any such net redemptions.

Chart 4 shows the lack of any visible relationships between the net current
assets of nonfinancial corporations and their Treasury security holdings. It
shows, however, a very marked correlation between such holdings and Federal
income-tax liabilities. Since the current amount of the latter should decrease
under the speedup plan for corporate tax payments, the Treasury security
holdings of businesses may decline. This would provide some increasing
amounts of short-term securities for commercial banks that might be needed in
view of the prospective further reduction in their liguidity ratios.

Charts 54 and 5B show the same two kinds of maturity distribution that ap-
pear earller, in this instance, for the holdings of nonbank financial institutions.
Chart 5C indicates that such investors have evidenced no concern about the
decline that has taken place in their holdings of Treasury securities while their
assets have been undergoing a substantial increase. We would expect these
trends to continue as long as an adequate supply of non-Treasury investments
is available.

Charts 6A and 6B show. the maturity distribution of the holdings of com-
mercial banks. Charts 6C shows the principal assets and liabilities of all -
member banks and illustrative changes in their liquidity ratios.

Chart T is largely self-explanatory—it shows the relative fluctuations in the
yields on Treasury securities of various term.
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CHART IA
OUTSTANDING MARKETABLE TREASURY SECURITIES

INCLUDING INVESTMENT SERIES B BONDS IN 4-5 YEARS

EXCLUDING TAX ANTICIPATION SECURITIES AND POSTAL SAVINGS BONDS
PARTIALLY TAX- EXEMPT BONDS TO FIRST CALL DATE
TAXABLE BONDS TO MATURITY EXCEPT WHEN ACTUALLY CALLED
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CHART 1B |
OUTSTANDING MARKETABLE TREASURY SECURITIES

MATURITY DISTRIBUTION SAME AS CHART A EXCEPT TAXABLE BONDS
WITH COUPON RATES OF 2% AND HIGHER TO FIRST CALL DATE
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Billions of Dollars

CHART IC

HOLDINGS BY U.S GOVERNMENT ACCOUNTS
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_ CHART 1D
" HOLDINGS BY FEDERAL RESERVE BANKS

PARTIALLY TAX-EXEMPT BONDS TO FIRST CALL DATE
TAXABLE -BONDS TO MATURITY EXCEPT WHEN 'ACTUALLY CALLED
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CHART 2A
OUTSTANDING MARKETABLE TREASURY SECURITIES
. HELD BY THE GENERAL PUBLIC
{EXCLUDING U.S. GOVT. ACCOUNTS AND F.R. BANKS)

INCLUDING INVESTMENT SERIES 8 BONDS IN 4-5 YEARS

EXCLUDING TAX ANTICIPATION SEGURITIES AND POSTAL SAVINGS BONOS
PARTIALLY TAX-EXEMPT BONDS TO FIRST CALL DATE

TAXABLE BONDS TO MATURITY EXCEPT WHEN ACTUALLY CALLED
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CHART 2 B

OUTSTANDING MARKETABLE TREASURY SECURITIES
HELD BY THE GENERAL PUBLIC
(EXCLUDING U.S. GOVT. ACCOUNTS AND F.R. BANKS)

UNITED 'STATES. MONETARY POLICY

MATURITY DISTRIBUTION SAME AS CHART IA EXCEPT
TAXABLE BONDS WiTH COUPON RATES OF 2 '/2 % AND
HIGHER TO FIRST CALL DATE.
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CHART 3

SAVINGS NOTES AND SAVINGS BONDS OUTSTANDING
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CHART 4
NON-FINANCIAL CORPORATIONS

Billions of Dollars

UNITED STATES MONETARY POLICY
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CHART 5A
HOLDINGS BY NON-BANK FINANCIAL INSTITUTIONS

INCLUDING INVESTMENT SERIES B BONDS IN 4-5 YEARS

EXCLUDING TAX ANTICIPATION SECURITIES AND POSTAL SAVINGS BONDS
PARTIALLY TAX-EXEMPT BONDS TO FIRST CALL DATE

TAXABLE BONDS TO MATURITY EXCEPT WHEN ACTUALLY GALLED
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_ CHART 5B
HOLDINGS BY NON-BANK FINANCIAL INSTITUTIONS

MATURITY DISTRIBUTION SAME AS CHART IA EXCEPT TAXABLE
BONDS WITH COUPON RATES OF 21/2% AND HIGHER TO FIRST CALL DATE
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CHART 5C
NON-BANK FINANCIAL INSTITUTIONS
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CHART 6A
HOLDINGS BY COMMERCIAL BANKS

INCLUDING INVESTMENT SERIES B BONDS IN 4-5 YEARS, EXCLUDING TAX ANTICIPATION
SECURITIES AND POSTAL SAVINGS BONDS, PARTIALLY TAX-EXEMPT BONDS TO FIRST
GALL DATE, TAXABLE BONDS TO MATURITY EXGEPT WHEN ACTUALLY CALLED
Billiens of Dollars
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CHART 6B
HOLDINGS BY COMMERCIAL BANKS

MATURITY DISTRIBUTION SAME AS CHART IA EXCEPT TAXABLE
BONDS WITH COUPON RATES OF 21/2% AND HIGHER TO FIRST CALL DATE
Billions of Dollors
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CHART 6C

CHANGES IN THE LIQUIDITY OF ALL MEMBER BANKS
MEASURED IN TERMS OF HOLDINGS OF U.S. TREASURY SECURITIES

TREASURY SECURITIES WITHIN 2 YEARS! MATURITY DISTRIBUTION SAME AS
CHART [A EXCEPT TAXABLE BONDS WITH COUPON RATES OF 2 1/2% AND
HIGHER TO FIRST CALL DATE

PRINCIPAL LIABILITIES AND ASSETS
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CHART 7
FLUCTUATIONS IN MARKET YIELDS OF
TREASURY SECURITIES OF VARIOUS MATURITIES
1951 THROUGH (954 TO DATE

TREASURY BILL AWARDS AS OF THE NEAREST ISSUE DATE TO THE

AND IN THE AWARDS OF TREASURY BILLS

15TH OF EACH MONTH. OTHER YIELDS FROM YIELD CURVES DRAWN AS OF

THE ISTH OF EACH MONTH.
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Senator Fr.axpers. We will return at 2 o’clock.
(Wherenpon, at 12:30 p. m., a recess was taken until 2 p. m., the
same day.)
. AFTERNOON SESSION

(Senator Flanders presiding)

(Present: Senators Flanders, Douglas, Sparkman, Goldwater, and
Representative Patman.)

(Also present: George W. Ensley, staff director, and John W, Leh-
man, clerk. )

Senator Fraxpers. The hearing will please come to order,

There is the problem of initiating a chain reaction, and the thought
that I have had in mind was this,

Sinee we worked out in the morning session alphabetically begin-
ning at the beginning of the alphabet as represented here with M,
Chandler, I think we will start the afternoon, the more free discussion
of the afternoon, commencing at the other end of the alphabet. Mr.
Wilde, I will ask you to make any observations which may seem
pertinent to you about the discussion we had this morning, and
mitially we will proceed up the line in reverse order, but with a little
mnore informality, a little more questioning back and forth, and it
would not be completely undesirable if the discussion became so
lively eventually that it had occastonally to be brought to order.

The members of the subcommittee and the main committee are
Invited to contribute to the discussion as they see constructive oppor-
tunity while the panelists are talking with each other.

So, Mr. Wilde, will you commence the discussion.

Mr. WriLpe. Senator it is very nice to be waiting in a food line to
be first, but in an intellectual feast it is better to be last and then you
102111 make a much more cogent and forceful statement than if you are
irst.

Without any particular speech to make, I would like to say that
the impact of the discussion this morning on me makes me feel that
we give too much emphasis to the probability that through very ex-
pansive monetary policy we can drive the economy forward and have
full employment.

I an1 not one who has that overall feeling. I believe that other
elements must join to accomplish that result, and I have been trying
I a small way in my formal paper to mention it. .

I am talking about such things as fiscal policy, with particular ref-
erence to the kind of a tax structure the country has, and I am talking
about the intangibles which are covered in a term that I used, “environ-
ment.” .

Those, to me, are awfully important if we are going to have the kind
of a country that we all want, and I use the three of monetary, fiscal,
aud environment as the necessary trio that will produce a successful
result, and T get, as I say, the impression that many inembers of the
Danel are more persuaded to the overriding importance of maximum
use of monetary policy on the expansion side as the device that will
accomplish more than I believe it will.

enator FLaxpers. Thank you, sir. . . )
Mr. Smutny, what struck you in the discussion this morning?
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Mr. SsrorNy. Well, I felt this. I would like rather to follow a
little bit on some of the questions that you would ask, if that is in
order, some of the things that have occurred to you.

You said development of a high level of our economy could only
be reached through inflation. I think, whether we like it or not, as
far as our setup 1s concerned, free endeavor, free enterprise, we are
bound to have a natural tendency toward inflation. It naturally feeds
upon itself, the desirability of business to expand, new operations.
Naturally, to get new jobs and the expansion of our general economy
along the lines that we hadn’t conceived of years ago

Senator FrLanpers. Are you now thinking of inflation in the sense
of a rising price level or in some other sense{

Mr. Smurny. No, I am not thinking of a rise. I am thinking of the
eX}:[mnsion of the economy itself, not a rise in the price level.

feel that it is the natural tendency in our country, after all, to ex-
pand the entire business sphere and sometimes in that expansion new
mdustry, and so on and so forth, that we have industries we hadn’t
dreamed of would develop 4 or 5 years ago, there is a misnomer of tha
use of inflation, inflationary tendency in prices.

I think we have stability, stability has been created as far as the
price level is concerned through the operations, the monetary fiscal
operations as we have seen them. I think we approve very heartily
of what has been done.

I think that the purchasing power of the dollar has been kept stable
and the price level was kept stable in an expanding economy, but the
natural tendency, however, is toward inflation basically. It has to
be as long as you are expanding.

Senator Franpers. Is it toward inflation as represented in the price
level; is that our natural tendency?

Mr. Syurny. I think it is a question of demand that has built up,
and demand begets production, and the answer to inflation is just a
single word : production. Once you have production, you don’t have
inflation.

Senator Fraxpers. So now you are using inflation in the price-level
sense.

. Mr. Syrurny. In the price-level sense. I don’t think inflation in the
price-level sense is necessary as long as our economy is free to expand,
and I differ greatly with Mr. Mitchell, who felt that our economy had
to be regulated.

We have been through an era of regulation, that regulation breaks
down no matter how good our intentions might be, through the admin-
istration thereof. Who can administer certain price levels? How do
you know one price level is correct ? A

You can’t substitute anything for the general give and take of pur-
chasing and selling of the market place, and the minute that you get
regulation, you have abnormalities created in the market place, you
11;}\ie black markets, and so on and so forth, things that we are familiar
with. )

I would like to answer Mr. Patman with reference to the Federal
Reserve System, the Open Market Committee’s power, more power
than the Congress. I think that, speaking as an individual, a tremen-
dous confidence has been created throughout our country in the opera-
tion of the Federal Reserve Systein—— i
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Senator Franpers. I don’t want to bring up anything extraneous,
but since the comparison is between the Federal Reserve System and
Congress, would you care to—well, I will end right there.

Mr. Saurxy. I would like to stick to Representative Patman’s
statement, the way he put it.

He said are we satisfied with the Federal Reserve System, and I
would say that the Federal Reserve System, the way it has conducted
itself certainly over the years has begotten itself a tremendous amount
of confidénce outside of the general banking system.

You referred to the fact that the composition of the Open Market
Committee are primarily bankers. If you look back at the history of
Chairman William MecChesney Martin of the Federal Reserve Board
as the president of the New York Stock Exchange, his experience
with the market, and so on and so forth

Representative Pararan. May I interrupt you there. I wasn’t talk-
ing about the Board of Governors. I was talking about private banks
being represented on a committee that is supposed to perform public
functions like the Open Market Committee, the five private bankers,
are the ones I was referring to.

Mr. Syxurny. In compliance with the Federal Reserve Act, on the
Federal Reserve Board you have people other than bankers that we
are familiar with, businessmen and so on and so forth, and their com-
posite opinion is valuable. I don’t think you could say John Jones,
Just because he is a banker, favors the banking industry. If anything,
he has a high regard for what is good for the Nation as a whole.

There is one other question you brought up about the ownership
of Government bonds and that banks should stick to loans locally, in
the local places where they were situated in favor of purchasing
Government bonds.

Actually I think you put the cart before the horse. They have
purchased Government bonds due to the fact that the demand for
loans has receded, and the purchase of Government bonds has a port-
folio relationship of necessity as far as the bank policy is concerned.
You have a certain percentage in governments, a certain percentage
m cash, bills, and so forth, and you wouldn’t want the banks to use
their entire assets in loans. The fact that loans in banks have receded
1s the reason that their bond portfolios have risen over the past years.

Also I think you brought out something in reference to the fact
that finance companies have asserted the privileges of the banks to
extend loans to individuals.

I have had a great deal of experience in reference to that, probably
having placed the largest amount of finance paper privately of any
of the investment bankers. All my experience has been this.

The banks have avoided going mto the personal-loan business due
to their experience in 1933, and so on and so forth. They chucked
that out the window in 1936 and 1937, which you will find was pri-
marily due to the fact they did not have the managerial experience to
£o 1nto the finance market, not that there was something prineipally
wrong with financing an individual in their time-payment plans.

It 1s only recently, of recent vintage, you might say, that some of
our large banks have gone into that market, and the finance companies
have been built up, it is true, due to their ability and experience in that
type of credit, and the banks have avoided it.
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It seems to me that confidence in the finance companies has been
justifiably established. You don’t look down the nose at somebody
who is going ahead and buying a car on time-payment plan. Now-
adays it is the general experlence that this is the way to finance
auntomobile and other purchasers, and that actually what we are doing
today is mass financing of mass production.

If you haven’t got mass financing you can’t have mass production,
and that is the basis of it, and we are comning into an atomic age when
the whole volume of financing will be expanded terrifically, when we
consider the amount of money that will be expended on atomic plants,
hundreds of millions of dolars, we will say, in one plant, then we have
some comprehension of additional mass financing and larger markets
necessary to maintain it.

I think Senator Goldwater said low interest rates didn’t solve the
problem in 1933-89. As a personal reflection on that era, it seems
to me that business wasn’t encouraged.

The difference between our present status and that status was the
approach to the individual. You said, “Here, John Jones, you will
rake the leaves from right to left and we will pay you so much, and rake
them tomorrow from left to right and we will pay you twice as mueh.”
Well, that didn’t support the economy because it didn’t produce
anything.

Actunally today we are trying to maintain general gross national
product. We are encouraging business to expand along certain lines.

The fact that money is cheap creates more employment because
business can borrow that much more cheaply, and you can go ahead
and expand your business generally, which creates employment from
that angle. .

In my opinion this seems to be the proper approach, along with the
general tax reduction.

Senator Douvgras. Mr. Chairman, may I ask a question? I think
it was not merely during the period from 1938 to 1939 that low interest

ates failed to provide the volumme of private production, but from
the outset the great depression in October 1929 to 1933 in which you
had the familiar lowering of interest rates unaccompanied by ex-
pansion in private activity, and, on the contrary, accompanied by
precipitous decline, so while I don’t wish to score any party advantage
over this point, since you picked out the period 1933-89 as a whipping
point, I would like to point out that this previous period was one in
whichi low interest rates did not effect recovery, and, as a matter of
fact, was at least accompanied by the sharpest decline in economic
activity in the known record of the world.

Mr. Sxrvrsy. May I answer that, Mr. Chairman. Tsn’t that what
this panel is here for and what we are trying to avoid today, that as
a result of tremendous expansion in business you got what was com-
monly used in the terminology of the Federal Reserve, “that a bubble
existed on top of an inflationary move,” and that is what you are try-
Ing to avoid, or at least trying not to create the same situation as we
once went through in 19297

The sum of what was said this morning, at least from my reaction
to the panel, and particularly was very emphatic in wanting to go on
record against any encouragement of regulation in our markets, Our
markets must be kept free.
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Any regulatory agencies that are built up suffer through the fact
of lack of administration, and I feel that the greatest benefit to the
country at large is to keep our markets free from regulatory bodies.

Senator Fraxpers. You will be willing to defend that thesis if it
is challenged later, I take it?

Mr. SyrurNy. Yes, sir.

Senator Fraxpers. Mr. Shaw,

Mr. Suaw. There are so many issues, Mr. Chairman, that it is hard
to know just which ones to pick on first.

Senator Fraxpers. Well, take the worst ones.

Mr. Suaw. I have listed 2 or 3 specific ones and then 2 general ones
that strike me as being of peculiar importance. First a technical
matter brought up by Mr, Clark.

He has urged that legal requirements be reduced to their legal
minima of 13, 10, 7, 3, percent. There is no peculiar virtue in these
percentages. They are a historical accident.

The etfect of lowering them would be immediately to create an
enormous volume of surplus reserves in the hands of the commercial
banks, and, in the present stage of events, I have little doubt that the
immediate reaction of the banks would be heavy buying of Govern-
ment securities, whereupon the Federal Reserve, despite present pro-
nouncements, perhaps would sell Government securities of various
maturities so that the effect would be simply transfer assets from the
Federal Reserve to the commercial banks, conceivably so reducing the
portfolio at the Federal Reserve banks that for any repressive pur-
poses under subsequent inflationary developments the open-market
operation would be immobilized and the rising reserve requirenients
would have to be used.

This is difficult, as was pointed out this morning, because uot all
commercial banks are members of the Federal Reserve.

It seems to me that this is a step toward displacing one control
instrument, open-market operations, with another control instrument,
a rising legal reserve requirement for the purpose only of adding to
the earnings of the commercial banks on their Government security
portfolios.

Senator Fraxpers. Is what you are saying in effect that the reserves
should be set at such a point that you can easily move either way?

Mr. Saaw. It should be desirable to move them in both (lll'e(;tlo}ls.
The present legal limitation is still significantly above present effective
reserve requirements, . . .

Senator Fraxpers. Have you any notion just how far above it
should be at this particular time?

Mr. Straw. I should think it would be quite adequate under present
circumstances, but I admit being very sympathetic a number of years
ago when the Federal Reserve requested the authority from the Con-
gress to set higher maxima on legal reserve requirements than are
now in effect, . . ]

A second minor and technical point, Mr. Patman’s relatively minor
point, not absolutely so, Mr. Patman. The question was raised as
to whether under some circumstances, at least, Goverument bonds
would be so attractive that banks would not lend locally. They would
choose to hold Government securities. .

Well, this is precisely what is desired under some circumstances.
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Under some circumstances where local loans have been pressed so hard
with the local resources already in heavy use that the effect does not
give more employment, but it simply brings prices u}), under such
circumstances it is desirable that the central bank should raise prices
of Government securities so that commercial banks will not lend more
for employment purposes or for output purposes on local markets, and
that in other circumstances when the generality of local areas is having
unemployment difficulties, that the central bank should make buying
and holding of bonds unattractive to banks so that they would be
under pressure to lend locally.

This is the technique of credit control, and it worries me just a
little bit that the Federal Reserve, in foregoing the use of dealings
in long securities, 1s giving up some of its grip on this particular pres-
sure, causing local banks to be more interested at the right time in
local loans and less interested at the right time in local loans.

Another relatively minor matter, the composition of the Open Mar-
ket Committee. I think it isknown in the historical context originally
the Federal Reserve was not known at all as we regard it now. In
fact, a comparison of the present hearings with the hearings of
1912-14 would indicate very great advances in our understanding of
how central banks operate.

At that time the central bank was supposed to be essentially a passive
instrument in the money market, giving accommodation to legitimate
business, commerce, and agriculture when it should need it. It was
not supposed to be, it was not intended to be, an aggressive agent

. . . -]
increasing or decreasing the supply of money for some such goal as

stabilizing price levels.

Since it was felt the central bank was set up to insure there would
be adequate credit accommodation for major economic interests in
the country, those interests were represented, and since it was a mecha-
nism for bringing the commercial banks together into a tightly knit
organization no longer suicidally inclined, it was felt the commercial
banks should be represented, all this quite validly, I think, under that
original conception of central banking.

This is no longer the conception of central banking that it should
feed credit to certain specific interests, so I think the Congress might
well consider some of the stipulations in the Federal Reserve Act
regarding the representation of certain specific groups from which are
omitted, let’s say, labor unions and college professors.

We should review those regulations to see whether something more
relevant to the general interest might not be substituted.

And one final minor matter: We have been debating a good deal the
role of monetary policy in 1952-53. I don’t think anyone of usisina
position yet to say how great the effect of the change in interest rates
running from 1946, for that matter, will be when easy money was
terminated. I don’t see how anyone of us can say how powerful the
punch was that this progressively tightening monetary policy brought
or how powerful the punch has been in terminating the recession.

As one looks at the superficial data, he is inclined to say that mone-
tary policy probably was not very important. The decline in gross
national product apparently was concentrated in two major fields:
(1) The spending of the Federal Government in relation to its receipts,
and (2) in the accumulation of business inventory.
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The demand for residential housing slumped very little. The
demand for consumer durables slumped very little. It doesn’t appear
because of the specific place where recession occurred that monetary
policy could have been primary phenomenon.

To the professional economist this looks like an inventory cycle—
a very minor inventory cycle of the type that we expect in a free-enter-
prise society.

Now, as to two general issues, there has not been in this country for
a vlgry long time an intelligible debate on the ultimate goal in monetary
policy.

Some people have an absolute goal in mind—lengthening the public
debt; other people have another goal in mind-—stabilizing interest
rates; other people have in mind stabilizing price supports; other
people have a different goal—stabilizing employment. These are not
mutually compatible goals. If one stabilizes employment, he cannof.
stabilize prices. :

Senator Doucras. Do you feel that firmly?

Mr. Smaw. I feel that quite firmly, that 1f one is going to stabilize
employment in a technologically developing society where unit costs
are falling, then he perhaps is going to have falling prices.

On the other hand, money wage rates and farm prices are being
pushed ahead of rising productivity in a growing economy, then full
employment is going to need a rising cost level.

It seems to me that full employment and price stability except under
the very special circumstances where there is no net change in techno-
logical productivity and no net change in price—

Senator Douaras. May I take up your first proposal, increasing
efficiency. Isn’t it possible to absorb the increased output per man-
hour through increased money wages and money distribution, which
n turn would be financed through an expansion of bank credit com-
mensurate with the increase in production so that the price level would
be kept relatively constant, :

Mr. Smaw. If factor prices rise.

Senator Doueras. In money terms as well as in real terms.

Mr. Smaw. Yes, this isn’t offset. I should put my answer in net
terms,

Senator Douvaras. Isn’t that really the point. During a period in
which output is expanded botl in terms of total and hours, output per
hour as well as total output, you should have commensurate expansion
In tota] monetary purchasing power to help stabilize the price level.

Mr. Seaw. I think this is probably the rather fortuitously success-
ful result of policy. I don’t think it can be counted upon that factor
prices will rise perfectly in step with technological advance.

Senator Doucras. Of course, this cannot be done in perfect step,
but if there is validity, and there seems to be long-run validity in the
approximately 8 or 4 percent increase in output per year, doesn’t that
pomnt to approximately a 8 or 4 percent increase in the supply of money,
assuming the velocity to be constant? Isn’t that a fairly good rule,
granted that the adjustment isn’t perfect?

Mr. SHaw, Well, my answer would still be, I think, Senator Doug-
las, that if our goal is full employment, then—and let me put it this
way. Maintenance of stable prices is going to require that there be a
closely comparable rate of increase in productivity technically to go
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right along with the increase in factor prices which is determined
really by factors other than an increase in productivity.

Senator Doucras. Excuse me, My, Chairman. Perhaps T am pro-
longing this discussion unnecessarily. ]

Representative Pararax. Itisa very important point.

Senator Douveras. You speak of prices in terms of money. You
have got to have an increase in the money supply and in factor prices.
If you assume that the banking mechanism determiues the total supply
of money, then the increase in factor money prices is contingent upon
a prior increase in the supply of money, and therefore it seems to me
that it is perfectly consistent to have expanding output and stable
prices.

The other problem, however, is where you have to have some fever,
where you have to have some inflation to get full utilization. T hope
this will be very seldom. But it presents a different question. I still
see no necessity for falling prices.

Mr. Smraw. No, I would rather expect rising prices, Senator. I
would rather expect that if we were to succeed in maintaining con-
sistent full employment, which would mean consistent pressure upon
the total available supply of resources, that it would be highly im-
probable that the prices of those resources would stay stabilized within
the limits of rising productivity. I would expect money factor
prices to gain more rapidly than physical productivity.

Senator Douaras. Why is that inevitable?

Myr. Srraw. Simply because of the bargaining position on the part
of the supply factors as against the demand factors.

Senator FLaxpers. We have here a most important question. Sup-
pose we make mental or physical note of it and continue on, and then
come back to it.

Mr. Mrrewror. My first remark, Senator Flanders, wounld be on
one of the two questions you raised, and of course it would be on the
sz%me thing that Mr. Shaw and Senator Douglas have been speaking
of.

I would like to see if I can’t provide one of the little bricks that
would fill the chinks in their argument.

Senator Flauders mentioned before lunch those of us who suspect

that some inflationary pressure, however mild, is necessary if we are
really to maintain full employment. Senator Flanders asked if high
Ievels could be reached and maintained only with inflation.
_ Now, I wouldn’t say it that strongly. It is possible logically and it
is historically a fact that for a time at least they perhaps can be
maintained without inflation. But I believe that the chances for
steady growth are better if a mild but certain upward pressure is
kept on prices.

It makes several things possible, for example, that are not possible
if we try rigorously to keep a very delicate balance, exactly on keel
as far as prices are concerned.

Agriculture, Senator Douglas, is one of the things that appears to
me to be ehronically depressed even when the general price level is
stable. In that year you picked for illustration before lunch, 1951-
52, when the general price level was pretty steady, agriculture lost
seven points from parity.

Senator Doveras. It shot up tremendously in the preceding year.
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My, Mrrenern, Well, that is quite true, but the drop hurt worse
than the rise had helped, because marketing margins had become rigid
at the higher level. IHowever, I think one of the points that would
make me agree with My, Shaw is the fact that this Nation isn't a
chart like the economists like to draw with such a thing as wages and
factor prices falling neatly in place. It is a combination of hundreds
of different charts and some major industries behave in quite different
ways.

I would say that I am about to be convinced by some figures that
I have been studying for the past year and a half——

Senator FLaNDERs. You feel it coming, do you?

Mr. Mrrenern, That the general economy must rise about 314 to
4 percent in physical productivity, and about 114 to 2 percent on top
of that in price inflation for a total of 5 to 6 percent gross national
dollar product a year for agriculture to hold its own.

Agriculture, it seems to me, is a chronically depressed industry for
a number of factors whicli 1 have gone into in the papers I presented
before this committee in February, if we try to maintain a very deli-
cate stable price,

Senator Dovernas. You mean because of the inelastic demand?

My, Mircngrn, That and several other factors, Senator Douglas;
for example, the tendency of the marketing margin always to grow.

Another point, we recognize that there will be fluctuations up and
down because of the sheer administrative impossibility of keeping
national indexes exactly level.

Now in that case there are bound to be some depressed and somnie-
what underemployed periods, if we try to hold exactly level and avoid
inflation as the plague.

1t we plan a slightly rising trend for prices in this country, fluc-
tuations would go for a period below the trend line, but can still
nevertheless be kept above the line of acute trouble.

What I am saying is that at times wlen we are above the trend line,
we will be overemployed. ,

I think you all recognize what a flexible thing this full-employment
coneept is.  You can be overemployed by bringing women out of the
homes and older people out of retirement, and so on. )

There will be periods of somewhat overemployment alternating
with periods of less employment, but still well within the limits of
reasonably full employment, and the result will average out pretty
well, and T think we could still say it would fulfill the requirelents
of the Employment Act. .

Another point, imports are much easier in a long period of gradu-
ally rising price levels, and if we mean what we say, that we want
to improve our international trade position, if we want to increase
our international trade, we liave got to find some way to keep business
fl'()lll yelling so hard whenever we make an attempt to open our
borders to a few more foreign commodities. ]

In time of a steadily rising price level, as other economists have
bointed out, particularly Sumner Slichter in an August 1951, I believe,
Harper's article, “How Bad Is Inflation.” Slichter points out, I think
correctly, that we cannot really have an inereasing international trade
m this country unless we have a slightly rising price level.

Our local manufacturers, farners, laborers, and merchants simply
won't allow it.
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Senator Franpers. If I may say, the experience of New England
with free trade as compared with the South has left us with the distinct
impression that it is a very painful thing.

enator Doucras. Well, since that issue has been injected, may I
say that while I sympathize with the plight in which New England
now finds itself, and while I would like to see a revival of New Eng-
land industries and am against the special favors which the South
gives, I would like to point out that New England for generations re-
ceived special favors from the Government by means of the tariffs
which the textile and other New England industries were able to im-
pose, and that in a sense New England is now suffering or being pun-
ished for the sins of their fathers and grandfathers. They levied
tribute upon the United States for decades.

Senator Franpers. Those favors were accessible to anyone, and
when the South finally began to take advantage of them, New England
suffered very naturally, but I still say that it suffered from internal
free trade.

Senator Doucras. May I say that from the time of Henry Clay and
the foundation of the Whig Party, which later became the Repub-
lican Party, New England prospered at the expense of the rest of
the United States, and I think in a sense the protection which New
England received during that period atrophied their will, their cour-
age, their resolution and desire for experimentation, and combined
with the system of trusteeship which they built up in Boston, and
which Mr. Marquand has characterized in his novels, this is partially
to blame, although not wholly, for the plight. that New England now
finds itself in.

Now I say that, and at the same time I do not approve of the unfair
tax advantages and the excessive protection against wage scales which
some of the southern communities hold forth to entice industry from
New England.

Senator Searman. Don’t look so straight at me, Paul. We don’t
do these things in Alabama.

Senator DoueLas, My good friend from Vermont, when he enters
this piteous plea about the hardships of removing the tariffs, leaves
me somewhat cold,

Mr. Suaw. May I come back to the discussion for just a moment?

Senator FLaANDERS. Yes.

Mr. Sutaw. It seems to me, Mr. Douglas, in illustrating full employ-
ment and continuous full employment, the odds favor inflation, an
that if it is not New England or the South, then it will be agriculture
or trade unions that will be insisting on a larger share than the one
they have, a more fair share of the national output. This means a
rise in their money returns and inflationary pressures.

Senator Doucras. This is a fundamental point, and it goes back to

the issue that Mr. Patman has raised.
. In a period of comparatively full employment where the danger
is inflation, I would like to have the bankers run the banking system
of the country, and I would trust them more than the politicians to
determine the total amount of bank credit to be created.

But in a period of recession or depression, if we are unfortunate
enough to have a depression, I am afraid that the conservative poli-
cies of the bankers would probably not then be adequate to expand
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active purchasing power, and if they did not then I would favor the
politicians stepping in.

It is a somewhat humorous way of putting the matter, but I am
suggesting a 2-platoon system to run the Federal Reserve System.
Let the educated bankers run it during the period of prosperity and
the educated politicians run it during the period of depression.

Senator Fraxpers, Who makes the shift?

Senator Doucras. The people.

Mr. MarceeLL. I must disagree with Senator Douglas. I am afraid
if we did it that way, the bankers by their action would make certain
that there would be a shift.

Senator GoLpwarer. Mr. Chairman,

Senator Franxpers. Had you finished %

Senator GOLDWATER. I just wanted to ask Senator Douglas if he
called that the two-platoon system.

Senator Doucras. That is the two-platoon system.

Mr. SauTNy. Actually, when you come right down to it, the basic
ingredient of prosperity or continuity of prosperity is confidence.

Confidence has been gained by our banking system through, I think,
the leadership of the Ifederal Reserve. Although we have looked at
tﬁ@s possibility in a slightly humorous light here, it is a very serious
thing. .

Confidence in the banking system must depend upon the action of
‘the Federal Reserve, in my opinion.

. Mr. CeaxprLer.-Mr. Chairman, may I make a comment on the
Implication that general monetary policy should be used to cure
structural defects in the economy.

It seems to me that general monetary policy, was never designed for
that purpose and could never accomplish it. .

or example, if it be true today that the farmers are not getting
their share of the real national income, I do not see how you can pos-
sibly cure their situation by having a continuous and perhaps a cumu-
lative inflation, because this would be a situation in which everybody’s
money income would be going up, in which everybody’s prices would
be going up, and I can’t see anything about, the process that would
raise the price of farm products relative to the price of other things.
The farmers’ trouble is not a low absolute price level; it is a low price
level for their products relative to the prices of things they have to
g“}’- And it seems to me it might get continuously worse rather than

etter,

The other point relates to those American industries that suffer
tompetition from imports. ’ .

.An inflationary situation would raise costs as well as prices, and the
rsing costs would be suffered by the American industries competing
with imports just as well as by the other industries. )

So it ‘seems to me we may get into very great difficulties here by
€Xpecting general monetary policy to cure structural defects that ve-
quire a reallocation of resources. L Lo

ome of these adjustments may be made easier if we maintain full
employment, but not necessarily by a rise in the price level, and I am
Not yet pessimistic enough to think you must have continuously rising
Prices to have something like full employment.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



140 UNITED STATES MONETARY POLICY

Senator Franpers. May T make just two observations on my own.
One is that if the thesis is maintained that a continuously, even though
slightly rising price level, is the simplest and best way to maintain a
high degree of employment, I think it is also trne that anything ap-
roaching full employment by the interaction of the labor market
}euds to higher prices.

Now, the Lord, I think, made the hen before He made the egg, but of
that I am not quite sure. Maybe ITen made the egg first, but 1 think
He made the hen first, and this is a hen and egg proposition.

The other thing is just a matter of tactics. Itisinadvisable for those
who feel that an increase in foreign trade is good in itself to attempt to
make great gains except in times of high employment. It just can’t
be done, so 1 think that that had better be put down as one of the facts
of life.

Mr. Wirpe. Mr. Chairman, T wanted to ask, in view of Mr.
Mitchell’s emphasis on the chronic depression of the farmer, whether
that is a correet premise.

Now, our company has been in a farm business, or was in a big way,
owning over 1,500 farms, when I became president in 1936, so I have
had personal experience.

Commencing with the Second World War, in 1942, the farmer has
had a high degree of overall prosperity, and it ran through the fifties,
and it is still quite high, relative to any historical periods. In other
words, it has been about 12 years where agriculture, instead of chronic
distress, has been generally prosperous.

Now, individual farmers through the vicissitndes of weather have
not done well, but on an overall basis agriculture has been good. If we
have chronic distress, I don’t understand the term.

We do have a problem with agriculture which is partly political and
partly economic, looking into the future, because of the relative inflex-
1bility of demand, and a great deal of this prosperity that I claim the
farmers had arose out of an abnormal demand.

So it was perfectly natural that in the last 2 or 3 years, with a re-
duced worldwide demand for agricultural produects, there would be
a reduction in profit, but to say depression and chronic depression, I
do not understand.

Senator Fraxpers. Now, I wounld suggest, since there are 4 who
have not been heard from formally aud 8 who have not been heard
from either formally or informally, that we ask M. Mitchell to con-
clude within the next few minutes, and we will move on.

Mr, Mrtonrnn., I would like to suggest that T wait until the next
time around, because the next question is the one you raised, Senator
Flanders, on why 1 think a great agricultural investment revolution
is needed in the face of the apparent surplus.

Senator IFLanpers. You promise to keep that in mind.

Mr, MrrcuerL. Right.

Senators Franpers. Thank you.

Mr. Land?

Mr. Laxp. I would like to address myself first to Mr, Patman’s
question as to the effect of banks’ holding securities on banks’ willing-
ness to make loans.

. I think under normal couditions there is very little effect, that is,
in the sense of restricting a bank’s willingness to make loans.  Banks,
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if they are going to stay in business, have got to attract and hold
deposttors, and there is no better way to do that than by making loaus.

No bank that I know anything about under normal conditions
decides that it will not make a good loan because it wants to retain

a Government security.

There is one condition, however, under which banks may tend to
turn down loan requests, and that is when the Government securities
market is down in price. If Govermment securities are selling mate-
rially below what banks paid for them, then banks may tend to turn
down loan requests. But that is exactly the time when that is the
right thing to do.

In other words, that is the period of monetary restraint, and that
is the right policy for banks to be following. That is the policy which
the Federal Reserve intends that they shall follow at that time.

As far as banks taking care of personal loans, that has been devel-
oped to a very large extent in this country. Our bank is thought of
as being a bank for big business, and it is a bank for big business, but
we have gone directly into the personal loan business in the last 8 or
10 years, and indirectly we have gone into it to a very large extent.

By that I mean we make loans to finance companies all over the
country. Most of the money which finance companies lend is bank
money.

In other words, the finance companies borrow from banks aud re-
lend it to customers, so that really a very large amount of bank money
is being put out on small personal loans. My question about it is not
whether it is enough but whether maybe we are not becoming too
adept at it.

Also, I would like to say that I agree very largely with what Mr.
Patman had to say about the discount rate. 1 think within recent
Years its effect has been mainly psychological. It has had very little
Practical bearing.

Banks, us a_matter of policy, borrow as little from the Federal Re-
serve and as infrequently as they can, so what the rate is 1s not too
much a practical matter with the banks, but it has a general psycho-
logical effect, and that is all it has had in recent years. .

In addition to what Mr. Smutny had to say about why low interest
rates (id not work in the 1930’s, I would like to malke this observation.
The 1980’s followed a period in which many people got in trouble by

OITOWINg money. )

Most people had a psychology of wanting to stay away from debt,
1ving some very bitter experience in borrowing money. The wiil to
orrow was lacking. .

. Now, we have had a period of time when practically nobody has got
1 trouble by borrowing money, and a lot of people have made a lot
of money by borrowing money.

We have entirely a different psychology now, and easy money does

stimulate business under these conditions, whereas in the 1930’s it had
substantially no effect. )
. Senator FLANDERS. May I ask you a question there? The question
15: In the case of borrowing money, is there any difference either in
the psychology of the borrower or the lender where the project from
which the money borrowed is something whose results are easily
caleulable ¢

83314—54——10
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For instance, a bond issue for a utility plant or a soundly based real-
estate operation, on the one hand, or, on the other hand, something
in which there is an element of venture or risk.

Doesn’t the effect of a low interest rate apply almost wholly to those
easily calculable undertakings? What difference does it make as be-
tween 215 and 4 percent on something which, if it works out, will bring
in a great deal more? Take a manufacturing operation, not a wildeat
operation. '

Mr. Lanp. I was going to say, as far as business expenditures are
concerned, I think the rate of interest has practically no effect.

In other words, whether business pays 3 percent or 314 percent for
money really hardly could be found in the final result, there are so
many other factors of so much more importance.

Easy money produces its greatest effect in two areas of the economy,
residential construction and State and local public construction.
There the interest element is a big part of the total cost, and I think
we have seen that working in the last year.

Senator FLanpers. It becomes more important as the length of the
aniortization is extended ?

Mr. Laxp. That’s right, where the interest element is a large part
of the total.

In business the interest element is not a large part of the total. In
residential carrying charges and. in State and local carrying charges
interest is a very important part. '

Mr. Smoryy. Mr. Chairman, might I interpose there for a moment?

1 beg to differ. T think that the interest element is very important,
as far as business is concerned.

T can bring out through experience that in 1953, when interest rates
started to run up competition for loans on the part of the Treasury
we immediately found that industry rushed into the market and did a
tremendous amount of financing. ‘

Subsequent to that, this year of 1954, we have seen some instances
where industry has called the obligations that were issued in 1954
becaunse they could be refunded at a lower rate, so therefore the interest
rate does really become an important factor.

Mr. Laxp. Only as to timing,

Mr. Syurny. I know there is a great deal of difference when you
borrow on money and pay 31/ percent or 434 percent.

_ Mr. Lawp. T have never seen a corporate budget where the rate of
interest made one bit of difference. In other words, you see all sorts
of corporations laying out budgets for the next year or so.

Senator Doveras. Are you speaking of working capital now or fixed
capital? I can see that in the case of working capital a change in
the interest rate is not particularly important, but on a long-time
investment would not a’change-—

Mr. Lawp. I have never seen a corporation make up two sets of
figures, one based on this assumed interest rate, and on the other—

Senator Douaras. But for current operations; isn’t it ?

Mr. Lanp. For working capital?

_Mr. Syuryy. In 1953 we had two instances of the largest corpora-
tions of the United States deferring issuance of bonds because of the
interest rate. ‘

Mr. Lax~p. I grant you that a period of disturbed interest rates, a
period of disturbed market prices, can affect the timing of business
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expenditures. Tt can cause things to be put off, but on the question of
whether expenditures are going to be made or not made, I think
interest rate is almost immaterial.

Mr. Wicpe. Mr. Land, I see no evidence in our current experience
that interest rates on housing are vital, within quite some range.

A house today is bought as a package. The significant thing is the
downpayment and the monthly payment, and the buyer doesn’t in-
quire about the rate of interest. He will buy it at 414 percent just as
quickly as at 4 percent. More houses are being financed this year than
when the rate was 4 percent.

It isin the cost, but it is so small spread over the years that the buyer
doesn’t know it or doesn’t bother about it. “¥ow much do I have to
pag down, how much do I have to pay monthly ¢” .

enator Franpers. He doesn’t inquire, then, as to the period re-
quired for amortization ?

Mr. WiLpe. Not particularly. He is principally interested from the
straight merchandising angle, “How much do I have to pay down,
how much do I have to pay a month?”’ He buys his automobile the
same way.,

Senator FLanpers. Is he thinking of his monthly payments, really,
in terms of rent?

Mr. Wmpe. Yes, he does, and that is why he doesn’t regard the
components of it as important. It is: Can he pay that monthly rent
from his paycheck? .

. Mr. Laxp. I grant you he doesn’t break up the monthly charge into
its components, and yet interest is undoubtedly the largest component.

Mr. Wirpe. Itis a very large component, but if we hadn’t had quite
so much easy credit, I think the gross cost of a house wouldn’t have
been as high and he might have had a better buy.

Senator Fraxpers. Thank you, Mr. Land.

Now, Mr. Harris. o

Mr. Harris. Senator Flanders, I want to make you a little happy
and tell you that here is an economist who agrees with you on New
England tariff. I might say you may be interested to know that I
am going to Washington next week to represent the six New England
Governors on this issue, to point out to the Tariff Commission that
the tariff is only one part of national policy, and that when you are
doing a job on New England you ought to take into account not only
the tariff but everything else the Federal Government has done to
New England. )

This is the present, Senator Douglas. I am not talking about the
past.

Senator Doucras. New England always wants to have the past
forgotten. : .

Mr. Harrrs. And I might say, Senator Dpuglas, and I thlnk_I told
you this before, that if New England continues to lose its textile in-
dustry at the rate of the last 8 or 4 years, there will be no textile pro-
duction left in New England in 10 years, and it would be a sh:upq, if
through a tariff, a reduction of the tariff, the amount of competition
the New England textile industry has to face ‘would be increased.
Although I still call myself a free trader, I think you can’t be too
doctrinaire about these issues.

Senator FLANDERs. May I interpose a moment?
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There was a certain watchdog of the Treasury in the House many
years ago; 1 forgot his name and 1 forgot who made the remark, but
e opposed every appropriation in the rivers and harbors bill until
it came to an appropriation for the Illinois River, wherenpon he
favored it, and someone got up and said:

"is gweet to hear the watchdog's surly growl turn bark of welcome as we
near our home.

You and I are in the same box, but I think we have a modicum of
reason on our side.

My, Hagrs, T am sure we do—a great deal.

I might say, Senator Flanders, if you will continue in this position
you will be ruled out of the trade association of economists, as I am
about to be.

Now, getting back to the issue we have been discussing, I think both
Senator Douglas and Senator Flanders raise the issue, and several
others, of whether we can have both stability and growth. I think
Mr. Wilde expressed some doubts on this issue.

Now, I am inclined to think—of course, this is a matter of judg-
ment—you weigh one against the other.

For example, in the campaign—I am not saying this for political
reasons, either—the statement was made often in 1952 that the dollar
was only a 50-cent dollar, This, of course, was true and was a legit-
imate charge to make against the Democrats.

On the other hand, nobody did say there were four times as many
dollars around, which is also an important part of the whole story..
Of course, you don’t expect the whole story in campaigns.

At any rate, this is the problemn, that inflation does to some extent
contribute to growth, and it is very difficult, if you are interested in
arowth, to draw the line exactly, and assure no price increase. 1f you
go back to 1913 you would find that we have had a price increase of
about 125 percent over a period of about £0 years. In that same
period we have increased our real income by 4 times, and had 2 major
wars.

Now, is this really such a bad record? This amounts to a cumula-
tive compound increase of prices of only a little bit more than
2 percent,

Let me also point out to yon that between 1948 and 1954, there has
been an inerease in prices of only ¢ percent, which is quite a remark-
able degree of stability, considering all the activity we have had.

Let me also point ont that from 1951 through 1953 we had an in-
crease in gross national product of 10 percent, in addition to price
stability, and this is also a rather remarkable thing.

Senator Doucras. Mr. Harris, that is just the point that I would
like to appeal to, that for 21 months we did have au approximate price
stability at approximately full employment and growth, and the ques-
tion I would like to raise is whether that was purely accidental or
whetlier things weren’t done pretty well during that period prior to
the change of heart on the part of the Federal Reserve Systenu and the
development of a new regime at the Treasury.

Senator Fraxpexrs. Senator Goldwater.

Senator Gorpwarer. I would like to ask your opinion of whether
or not the majority of that gross national produet—I won’t say the
miajority, a large portion of it—went into nonconsumer goods, didn’t’
have somnte effect on that so-called period of stability?
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We were prodneing, as I recall it, from 14 to 35 percent of our gross
national product during that 10-year period for national defense or
nonconsumer goods.

Mr. Harris, That’s correct, Senator Goldwater, and T just jotted
down some figures for 1951 to 1953,

Here we had an increase of GNP of $37 billion, increase in con-
sumption was $21 billion, a little more than half: investments were
down by $3 billion ; Government was up by $21 billion.

There is no doubt about the high level of Government spending
having a good deal to do with it, just as I would say the fall of $9 bil-
lion in Government spending last year has certainly helped to bring
about recession, but this has been ofl'set by a corresponding decline in
taxes with a small lag, so you might say the net effect of these Govern-
ment operations was zero,

There was some small fall-off in investment, so I would say in a
general way I don’t know, Senator Douglas, whether it was aceidental
or whether this was all planned. ]

I think there was certainly some planning in it.  We had our Presi-
«dent’s Council of Economic Advisers.

The thing certainly worked beautifully, and it suggests that the
thing is possible, and certainly we had all kinds of fiscal and monetary
policies, although I myself feel monetary policies can be pretty power-
ful on the rise, but not too powerful on the decline. Our experiences
seem to indicate this, .

Mr. Wilde said a great deal about the danger of inflation. France
has had a devaluation of 99 percent in 33 years. Latiu America had
an increase in prices of 500 percent, on the average, since 1939. People
don’t save under these conditions, but when you look at our own price
history, we have had too much inflation, we_could have had less, bug,
on the whole, considering what we have achieved, the inflation hasn’t
really been too bad. )

I can understand why an insurance man would be worried about
inflation, but you have to look at the whole thing, not only the stability
of the dollar but the amount of growth and how much the small
amonnt of inflation we have had has contributed toward that gr(_)wth.

I am sure we have had more growth because of the amount of mfla-
tion we have had. Iam not trying to defend inflation. I think we have
had too much of it, but I don’t think we should leave out of account
what has accompanied inflation. . o X

Senator Doueras. Mr. Chairman, would I be impolite if T filed o
demurrer.

Senator Fraxpers. You don’t mean a demurrer—a brief.

. Senator Dovaras. To the degree that you stimulate growth through
mnflation, you have done it by transferring pur_chnsmg power from
those who have fixed incomes, notably the s_ulul‘led groups, and also
those whose incomes come from bonds, pensions, and so on.

Senator Fraxvers. Don't forget the widows and orphans. )

Senator DovcLas. They are included in these other two categories.

And you have transferred income from them to the adventurous
classes of society, with the result that you have undoubtedl_y stimu-
lated investment, but you have also increased _mghtc]pb spending, too,
i the same way, and I question whether this is a policy which should

e consciously followed.
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It seems to me that it is something that should be avoided, if it is
at all possible, and that we should try to hold to a doctrine of price
stability, yet substantial, full employment, with investment financed
out of savings rather than through transfer of income or the creation
of additional short-time capital.

Senator FrLaxners. Senator, not to interrupt, but would you say
that again? There were three points. One was maintenance of em-
ployment, maintenance of production, and expansion out of savings*

Senator DoucLas. Well, price stability.

Senator Franpers, Price stability; that’s right.

Senator Doueras. Economic growth, and substantially full em-
ployment. _

Sst,mator Fraxpers. Economic growth and substantially full em-
ployment.

And the increase of employment and production that comes from
the increase of population, do you expect that to come from savings
or would you allow a corresponding growth in the credit money?

Senator Doueras. Oh, you have got to have a corresponding growth
in credit money. _

Mr. Myircusrn. If it were financed all out of savings, the price
would drop, so you have to have an equivalent inflation of credit.

Senator Doteras. That’s right. I wonld not call it inflation, but
rather an increase in mouey to stabilize prices.

Senator FLanpers. I just wanted to get that clear.,

Senator Gorpwarer. Mr. Chairman, isn’t it true—and I direct
this to you, Mr. Harris—we have only had in our economic history
one very short period of so-called stability in prices? We have just
gone through that, and that was brought about by very, very unusual
circumstances, and I think you and I agree.

T don’t think it is an experiment that we want to continue. I agree
with these other gentlemeun that price stability is something that is
rather impossible, just as employment stability has proven to be
impossible in the past, but maybe we can work out the secret. '

Mr. Harris. Senator Goldwater and also Senator Douglas, I would
say this: -

I think we are all aiming at the same thing. I think, for example,
the Federal Reserve is trying to give us growth, high employment,
and price stability. T think they have tried to give us price stability
but they also have given us some unemployment. This is the issue.

I would be inclined to risk a certain amount of price instability,
say, even an increase of 2 or 3 percent, and get rid of, say, one or two
;n;lhon unemployed. I would be ready to take that risk. The author-
ities don’t seem to be ready to take that risk, or they would give us &
much higher level of excess reserves, it seems to me. '

Senator Fraxpers. Then, in brief, on this question, you feel that
the opportunities for the maintenance of employment, and I presume
of production and a stabilized standard of living, is improved if there
is a slight expansion of inflation ? )

Mr. Harrrs. That’s right: a slight mflation is what we want.

Senator Fraxpers. That is what I wanted to get clearly in mind
from you.

Senator GoLpwarter. Mr. Chairman, would that be in excess of
what we would consider normal inflation?
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Mr. Harris. I wouldn’t worry too much about 1 or 2 percent a year.
I would certainly try to keep it down to that.

I would say 125 percent over the last 40 years is a little too mucl,
but we must not forget we had these two major wars, and I once made
an estimate of how much inflation we had in World War IT compared
to World War I, on the basis of the percentage of the economy going
to war and compared with the Civil War, and our record in World
War II is 4 times as good as in World War I, and 12 times as good as
in the Civil War,

Senator GorpwaTer. Where did the dangers of inflation come in
this last period ; during the second war or the second war and Korea ?

Mr, Harris. It was sort of a postponed inflation whiclh we should
have had in World War II, in the absence of controls, so I would
count as part of the World War II inflation some of the inflation
we had after World War IT.

I will try to answer 2 or 3 more questions rapidly because I don’t
want to take too much time.

Congressman Patman raised an interesting question about whetler
it would be a good thing for the banks to have a large volume of
public securities which kept them from lending money to the publie.

I was talking about public securities in terms of giving us an
appropriate amount of money. In other words, the banks have to
hold adequate earning assets to create adequate surplus of money.

Now, I would agree with Congressman Patnian that if they were to
do the job by lending to the public, as originally suggested by the
Federal Reserve Act, that is one thing, but since they don’t seem to be
able to do this, I would say it is important to hold & certain amount of
public securities, or inadequacy of money will injure the economic
system. :

On the issue Senator Goldwater raised, why didn’t the low interest
rates in 1933-39 do us any good, I would say it didn’t do us much good,
and the reason is there are sometimes factors that are much more

-Important than interest rates. . . .

If businessmen lack confidence, if prices are falling steadily, if their
anticipations are very pessimistic, then you can cut the interest rates
down to zero and it wouldn’t have much of an effect. But it would
have a greater effect in the situation we are in now where there isn’t
this widespread pessimism. . . )

Now, the other point I wanted to make, a point I made this morning,

want to emphasize very much, and I think it is a very fortunate
thing, it would be an awfully good thing, for example, one might
argue it would be a very good thing if the net result of the Federal

eserve policy was that they control not only the commercial banks.
but all other lenders of funds, but the fact of the matter is that they
don’t do a very good job—I seem to have lost a sheet on which I had
these notes, but I can give them to you—if you look, for exaxpple, at the
1952-53 fiscal year when they were trying to restrict credit, you will
find there was an increase of $30 billion in loans and advances, and of
these $30 billion the commercial banks provided only $3 billion. .

In other words, we had some expansion, fortunately, during this
Periodz despite the attempts to restrict the total supply of ﬁnapcmg,
and this was because of the fact that the Federal Reserve bank did not
control the noncommercial bank lenders, and exactly the same thing
has happened in 1953-54.
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In fact, virtually all loans in the fiscal year 1953-54 have been made
by noncommercial bank lenders, and this is something we have to keep
in mind.

Senator FLaNpERs. Arve you saying, in eftect, that you would like to
see the Federal Reserve control expanded over noumember banks, and
perhaps over some other lending institutions?

Mr. Harris. 1 will be a little more subtle than that, Senator. I was
trying to say I wonld like to see them take over this control if they do
f good job.

If they don’t, I think it is just as well that the control lies with the
insurance companies and the savings and loan associations, and so
forth, but this is an area, it seems to me, where the Federal Reserve
System hasn’t really got to first base.

One final point and I will quit, and that is, I was talking to one of
the gentlemen of the Federal Reserve right after lunch, and he said:
“Don’t you know that we know you have to control the rate of
interest !”

Well, all T can say is I wish anybody would read page 24 of the
answer to the intermediaries in this. I won’t bother to read it to yon
now, and see if you feel it is an adequate statement of what Federal
Reserve policy should be on the rate of interest.

I am glad to know that some of the high authorities believe that
they should control the rate of interest, but I defy the Congress to
read this reply and say that there is a clear statement the Federal
Reserve is ready to go out and control the rate of interest, rather than
wait until something disorderly happens.

Mr. Sarurny. Mr. Chairman, may I inject something here, please?

Senator FraNpers. Yes.

Mr. Syourny. That is the following: I don’t think any statement
has been made here either on the panel or any recognition has been
made of the fact that savings are institutionalized now.

Years ago the individual saver was quite a factor in the bond
market. Today actually a vast amount of funds available for invest-
ment is not through the individual in the bond market. but through
nstitutions of deposit insurance companies, and so forth.

_ Wedo not sell bonds to the individual. We sell bouds to the institu-
tions, the savings banks and insurance companies, and a vast change
has taken place in our entire investment market, and thereby the effect
of the operations of the open-market operations of the Federal Reserve
on bond prices is so important because the vast savings of the people
have beconie institutionalized. I think that is a factor that should
have due recognition.

Senator Franpers. Thank you.

Now, Mr. Clark. .

_Mr. Crarg. Mr. Chairman, I feel that the concentration of atten-
tion upon what monetary policy has done and can do in a period of
mflationary danger gives a sense of unreality to this meeting.

No one is bothered about inflation today. We are bothered about
the fact that the economy under monetary and other policies has not
been progressing since the first of the year, and unemployment has
not been cured, and the number of employed has not been rising at all,
let alone in step with the large increase in the labor force and the
working foree.
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Now, the agenda for the meeting bars us from discussing and
analyzing the condition today as it may lead to our proposing policies
to bring about economic recovery other than monetary policies, but
surely we do within the limits here imposed have oceasion to consider
whether monetary policy during the past year has advanced the cause
of prosperity in this country, whether there is now some condition
which may be improved by monetary policy, and if so, what monetary
policy can do for us.

I have suggested one monetary policy which now might be adopted,
that would have terrific impact upon the economy and perhaps would
give us the additional drive which we need to get out of the stalemate
which has existed since January. We are going to have the industrial
production figures for November in a few days. The circumstances
which made 1t possible to bring out these figures before the end of
October hardly exist now, so we have to wait until well into December.

And those are going to be tricky figures that you must look at with
considerable sophistication. YWe know that there hus been a very
large increase in employment in the automobile industry, and we know
that there has been an attending increase in steel production, an in-
crease in employment in steel production.

And if the economy otherwise has done nothing more than continue
on the dead center which it has oceupied since January, we are bound
to have a noticeable increase in the industrial production index, and
it will fool the casual observer into thinking that it means that long-
awaited recovery has finally come around the corner.

Senator FLaNDERs. Excuse me just & moment.

Mr. CLark. Yes, sir.

Senator Franpers. But was not the recession in part due to the
decrease in unemployment in just these same industries? Why
shouldn’t you take it on the upturn as well as on the decrease?

Mr. Sxyroryy. No, sir.

Mr. Crarg. Now, Mr. Chairman, to answer that, I have to again
caution you against the acceptance of bare statistics. ) ]

. This apparent decreased unemployment, we find, occurs in a situa-
tion wlhere the labor force is not expanding. We know actually
the working population is growing; we know that in the past 2 years
1t has increased by a net of more than a million and a half, but we
do not find that in the official statistics, and the unemployment figure is
Inerely a residual figure, the difference between the number who say
they are hunting for jobs and thereby are qualifying for inclusion in
the labor force, and the number of those who say they have jobs.

Why is it that the labor forces does not show an expansion in
the statistics? It is because in periods of slow business, many people
who otherwise would be looking for jobs, knowing that now there
18 10 need to do it because they cannot get them, do not classify them-
selves when interrogated, as being people who look for jobs, so that
leaves them out of the labor force.

Senator Douvcras. Would you amend that statement to say do
hot so classify themselves or are not so classified by the enumerators?

Mr. Crarx. T do not know that that is just what happeus, Senator.
I think they are asked; I do not believe the interrogators undertake
to classify them, excepting ont a basis of their own responses. Maybe
that is not what happens.
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Senator I'LaNpers. Arve you taking into account the seasonal de-
crease in the labor force on the part of those who seek employment
during the vacation, and go back to school ?

Mr. Crark. Well, of course, that is a real reduction in the labor
force; we must take that into account. But having consideration for
all of these factors, Mr., Chairman, I think that the figures on unem-
ployment are understated.

Senator Doucras, That is correct.

Mr. Crarx. And if we took those real figures, could get the real
figures, we would find there has been no improvement in unemploy-
ment.

How could there be when production has not been increased? And,
along with that, since you asked me to comment upon the subject, I
take advantage of the opening, I read the other day a story about a
Government release relating to the number of people who are no
longer on the list of those continuing claims for unemployment insur-
ance because they have exhausted their rights.

It was a very surprising figure of people wlho did have unemploy-
ment insurance no longer are receiving benefits and, therefore, are
not listed in that statistical item, which has been dropping somewhat,
and who are, perhaps, not unemployed at this time.

I do not want to overdraw the pessimistic picture of the economy
today. A year ago, I think I was, perhaps, the most outspoken of
the optimists who saw a fine business year ahead in 1954.

If the agenda permitted us to discuss the situation that, I think,
Mr. Chairman, if you will permit me, ought to be engaging the inter-
est of the committee today, I think I could point out the reason for
the error in my optimistic view that the slideoff would soon end, and
that immediately thereafter, as happened in 1949, business recovery,
business expansion, would begin.

Now, perhaps November is going to put us over the hump ; perhaps
the tremendous impulse to the economy which will come from the
combination of increasing production and employment in the auto-
mobile industry, increasing production and employment in the steel
industry, and the 8 weeks of frantic Christmas shopping which is
ahead of us, will give the economy the push it needs. The basic
factors have all been there all the time, and I wish that we could see
some way to add to these forces of the private-enterprise system, which
are now giving us the third chance this year to.come out of the
doldrums, that we will be able to add to these forces some impulse
from Government action.

Senator FLanpers. Do you see that impulse as coming in the mone-
tary and debt-management field ?

Mr. Crarx. Iseenosign of it, and that is what I mean.

d Steenator Franpers. I mean, you do feel that it should come from
1at,?

Mr. Crark. No, indeed. T think the suggestion I made of one
monetary policy which would be well worth trying was suggesting to
you the poorest of the three major actions which are possible and
which, I think, ought to be taken ; but it is the poorest. I do not know
what would happen—I rather agree with Mr. Shaw, that the effect of
increasing free reserves, freeing reserves, would be no increase in
lending; there is no indication that bank lending is in any way re-
stricted now by the reserve situation. The banks would simply put
the money into Government bonds,
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I do not agree with him that that would mean that the Federal Re-
serve would have to furnish the bonds. Why should it?

If the banks went into the market and bought the Government bonds,
it would mean a substantial increase in the price of bonds, a reduction
in the rate of return, and Mr. Humphrey would have that day he has
been so eager. He would be able to refund succeeding maturities on
a market that would not destroy the 214 percent rate of the Victories.

-Mr. SyuTxey. In my opinion, this 1s an endorsement on your part
of the policies of the Federal Reserve and the Treasury, in direct con-
travention of your first statement.

.Senator Fraxpers. Now, then, vou do feel that so far as the existent
or nonexistent recession is concerned, that in the field of our inquiry
today, we might well consider the change in the excess reserves of
the banking system? ’

Mr. CLark. Yes, sir; and that it could not do harm. It wonld have
to create prosperity, full employment, a larger purchasing power
before it could reach the point where inflationary danger was appear-
ing. You cannot have inflation

Representative Pararax. May T interrupt the gentleman?

Mr. Crarg. Yes.

Representative Pararax. I agree with Mr. Shaw’s statement that
reserves should not be reduced to the lowest point, but there should
be a point in between so that in tlie event it was necessary they could
be either lowered or raised in the future to take care of the situation,

Mr. Crark. No; I think if you are going to be daring enough to
move, because you feel it is necessary to move, you had better use all
your ammunition. I see no advantage whatever in retaining any
margin above the legal minimum. ’

Representative Pararax. Would you reduce it right down to 7, 10,
and 13¢

Mr. CLarg. I would, for this reason, Mr. Patman: We can see right
now from our experience since last August—and we learned, as Sen-
ator Goldwater pointed out, int the thirties, that the action to reduce
the rate of interest is of itself of very little significance in a period
of depression or recession.

So the only reason that we should preserve for the Federal Reserve
some larger opportunity to act would be to enable it to act in the other
direction, to impose restraints through the addition to reserve re-
Quirements which, I can tell you, is an action that does hurt banks.

here is not any difficulty coming to a bank when you reduce the
reserve requirements; it i1s a harmless process, it enables the bank
to buy some more Government bouds.

But when you raise reserve requirements, since all banks try to kee
;f“11‘1y close to their reserve limit in their investments and their lend-
ing. it means that they have got to dispose of Government securities
or they have got to withdraw from some profitable loans in order to
neet the new reserve requirements, and there is not any doubt about
that being a repressive action.

Let us give t]he Federal Reserve enough leeway so that they can act
that way instead of having them caught, as we were in 1947 and 1948,
when some of us were joining the Federal Reserve in approving the
Eccles’ plan, an action which he had to propose because they were up
10 their limit already on legal reserve requirements.

Senator FLANDERS. Well, Mr. Clark, we thank you.
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Representative Pararan. May I ask him one question?

Senator Fraxpers. Yes; you may. )

Representative Pararan. Do you mean to say that we are in for
serious trouble if we do not take drastic action like that, Mr. Clark?

My, Cramk, NojIsaid that it may be that this very important addi-
tional economic activity in the automobile and steel industries in
November will be found sufficient to get us over the hump; but if it
is not, there will not be a similar opportunity coming to us for several
months, because 3 weeks from today we enter upon a period of seasonal
business letdown. ,

Senator Gorpwarter. Mr. Chairman, I would like to ask just one
question. '

Senator Fraxpers. Senator Goldwater.

Senator GoLpwarter. What are we talking about in terms of money,
in numbers of billions of dollars, in this suggestion of yours?

Mr. Crark, The decrease to the legal minimwn of 3, 7, 10, and 13
percent would mean freeing approximately 40 perceut of the present
reserves, aid that would be $7 billion.

Senator GoLpwaTkr. What was the amount of the last release, I
think, in May or June of 19531

Mr. Flarris. The total was 214 billion, I think, of all releases.

Representative Pararan. Senator Goldwater, would you yield for
just a question there since it is an opportune time?

Senator (FOLDWATER. Yes.

Representative PardraN. You state about $6 billion in reserves that
would be released.

Mr. Crarx. §7 billion. X

Representative Patyax. That means a potential $42 billien in
added credit then in the banking system. The banking system can
expand to minimum of 6 to 1, and it might well be 10 to 1. That
would mean a Potentinl credit expansion of about $70 billion.

Mr, Crarx. $70 billion of lending power.

_Representative Pataan. That is what I mean: it is not just $7
billion, it is 10 times that. ’

Mr. Crark. It is §7 billion added reserves. Yon are assuming too
much, Mr. Patman, if you convert that directly into increased lending.

Representative Pararax. What I mean it is possible.

Mr. Crark. They will not make the loans wlien they have excessive
reserves there today. Why should the addition of excess reserves
send them on a spending spree?

Repre‘fsentah've Pamran. They could buy more viskless securities.

Mr. Crarx. They could buy Government bonds, aud wouldn’t that
be a good thing. ILet us help the Secretary refund on a long-term
basis a lot of these coming maturities.

)M}', SMU"I‘.\‘Y. Mr. Chairman, can I ask one question, please, of
Professor Chandler becanse of the fact that he referred in the middle
of the talk there about the fact that we were in a recession again, and
quoted the figures that the unemployed were somewhere around 3
million people.

After all, we recognize in 1953 that every time we got up to bat
we knocked a home run, but you cannot expect to continue that, and
m 1954, with 3 million unemployed, against a relationship, if you go
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back to the records, where unemployed persous would run up as
high as 9 million, and in 1933, 13 million—3 millien with 60 million
employables does not seem to me to be too far out of line.

Senator Franpers. It is not out of line statistically, but I think
whenever we look at statistics of that sort we have to make them human
and it is too much.

Senator GorLpwarter. Mr. Chairinan, one other question: I was
prompted to ask this because of a story in this morning’s paper indi-
cating some concern about the situation in the stock market.

Now, I neither subscribe to that nor do not subseribe to it. What
do you think that the release of this money would do to the stock
market ?

Mr. Crark. The immediate effect would be on the bond market.

Senator GOLDWATER, Yes.

Mr. Crars. And usually, I think, they believe that the shifting of
interest from the one market to the other cools off the first market—
the one they are moving out of.

I am not able, though, to add any useful comment upon the rela-
tionship of the stock market and its boom to our economic problem.

Within a few weeks, within less than a month, after the first Council
of Economic Advisers was appointed, the business world greeted us
with a market collapse. We wondered what that portended—that
was in September 1946—there was a very serious collapse.

_Well, it did not portend anything except great prosperity, and ever
since then I have been willing to exclude the stock-market condition
from my analyses of economic conditions.

Senator GoLpwarkr. Do you think that there should be any concern
then today about the stock market’s being a little bit on the high side?

Mr. Crarx. Well, I do not feel any myself, Senator.

bSenator GowLpwarer. I do not either; I just wondered how you felt
about it.

Mr. Wicpe. Mr. Chairman, I would venture a guess that, based on
historical precedents, if you had a radical change in reserve require-
ments, it would be interpreted as more inflation out of Washington
that tends to drive the stock market higher.

Mr. La~p. I would like to add my agreement to that. I feel that
that would be the result.

_ Senator Franpers. Now, there is a patient man at the end of the
line, Mr, Chandler. He did dip into the discussion once, but he is
entitled to enter it on his own account. .

Mr. CHaxpLEr. Mr. Chairman, I hope I may be pardoned if I do
hot make any comments on American tariff policy or the policy of the
Southern States in attracting industry.

Senator Fraxpers. I also call your attention to the fact that we
have not talked about the cold standard yet.

Mr. Cuaxprrr. I should like to neglect that, too, if I may.

First I should like to make a comment or two about the proposal to
reduce reserve requirements to the minimum permitted by law. It has
already been brought out that this would add something in the neigh-

orhood of 7 to 714 billion dollars to the volume of excess reserves
which ig already well over a half billion, making something in excess
of $8 billion in excess reserves. )

One thing that shoud be a primary rule in central banking is that
You must always leave yourself some way of reversing your policy if
the situation calls for it. To try to move from a situation of 8 or 814
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billion dollars of excess reserves to one of mild restraint, which would
call for a degree of finesse that I doubt any central banker has.

T am sure that he could not eliminate that volume of excess reserves
by inereasing reserve requirements, and do it with such finesse as to.
avoid adverse results,

This would be using a most inflexible kind of expansionary instru-
ment of a type that could not be used in the other direction without
great potential danger.

Senator Fraxpeks. In other words, are you saying that you would
tend to keep the bank reserves not too far—-the bank reserve require-
.ments not too far—away from the actual situation; is that what you
are saying?

My, Cuanprer. A specific prescription is always dangerous, but
I would suggest the thing to do is to Jeave the reserve requirements
where they are today, and if any further easing is necessary, to do that

. through open-market operations that have high flexibility attached
to them.

T would like to make a comment on one other topic which has turned
out to be a key to our discussion this afternoon. That is whether
full employment and relative price stubility are consistent with each
other.

There are certain circumstances in which it, obviously—where they
obviously contradictory. For example, the situation you had in 1939
was one of widespread unemployment: it was perfectly obvious that
one needed not only an inerease in demand, but some rise of prices,
at least of some prices. to get anything like full employment. In
that kind of situation we need some price rise in order to get, or even
approach, full employiuent levels.

But some of our economists, and the public at large, have learned
the wrong lesson from that experience. They assume that when you
already have full employment you cannot maintain full employment
without having further price rises. ‘ :

Now, it is for that reason that I would dismiss, as largely without
meaning, the statistics presented by Professor Harris, indicating the
great rise in real income per person today as compared with that in
1939. I do not think there is a person at this table who would want to:
return to the 1939 level.

Mr. Hargis. I never gave 1939 figures in my statement, My, Chan-
dler; I gave 1914 and 1951, : ‘

Mr. CiaNpLer. 1914¢

Mr. Harris. Yes.

Mr. CranNpLer, Well, T would submit that a very considerable part
of that increase was achieved during the twenties when you had rela-
tively stable commodity prices. )

There were certain other periods of price stability in which the rate-
of growth was also quite satistactory.

We come to a much more ticklist question when we approach the:
one that was uppermost in Professor Shaw's mind: YWhen vou already
have full employment, can you maintain it without further price
inflation ?
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We do not have the ability to forecast, yet there is, I think, one
real ray of hope in the point that Professor Shaw brought out, namely,
the continuing technological improvement and the rising productivity
which would give us room for wage increases offset by increases in
output, so that we can perhaps have relatively stable prices and rising
wage rates at the same time, while maintaining full employment.

I have just one further point on that subject. It is often stated
that we would have a better chance of maintaining full employment
if we had controlled inflation at the rate of 2 or 3 percent a year or
some other relatively modest fizure. I do not see any magic in those
numbers.

It seems to me that an annual increase of zero percent is, perhaps,
just as feasible as 2 or 3 percent.

What reason do we have to believe that we cau set up expectations
of 2- or 3-percent rises in price levels a year and still maintain full
employment? Wouldn't you have exactly the same problem of costs
-tending to outrun prices, and so on, so that you would get unemploy-
ment unless you speeded up the rate of growth ?

I do not know of any economist who has analyzed the problem
of maintaining full employment while you have automatic escalator
clauses in every contract; but I see no reason to believe it would be
any easier than operating within the framework of a relatively stable
price level. )

Senator F'LaxpERs. Well, we have been through the list.

Representative Pararax. Mr. Chairman, may I ask if it it would

e asking too much of the chairman to find out from the panel by a
lifting of hands or some similar way as to how they stand on free
convertibility of gold? .

Senator Fraxpers. I am sorry I mentioned it.

Representative Pataran. Well, the chairinan mentioned it, and I
know from that it is a very important question which should be
considered. ‘ s

Senator FLaxpers. Let me first have an introductory show of hands.
How many of those across the table wish to raise their hands on that
(uestion? Will you raise your hands to show your willingness to
express yourself ¢

éThel'e was a showing of hands.)

enator Fraxpers. A majority of them. )

Mr. Harrs. Will you define the term. What does this mean? Do
you mean United States present convertibility ?

Representative Pararax. Yes. L

enator FrLaxpers. The present convertibility of gold. .
_ Mr. Suaw. May I ask for a more explicit definition? At what price
1 gold to be freely convertible, and to whom?

Representative Patran. The same price as it is now.

Mr. Smaw. And to whom and from whom?

Representative Pararax. Domestie, of course.

Senator Franpers. That expresses itself to me, Mr. Patman, as
b?lng able to go to the bank and getting a $20 gold piece for a

hristimas present.
epresentative Pararax. That is right.
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Senator FrLanpers. I do not know what the economic significance
of that is, but that is what free convertibility means to me.

Representative Paryan. Just like it was before we did not have it.

Senator FrLaNDERs. Yes.

We are now taking a poll on that subject. All of those who believe
that I ought to get a $20 gold piece to give away at Christmas when
1 go to the bank, please raise your right hands.

Senator Doucras. Just a minute, Mr. Chairman, you certainly
wonld not limit the convertibility of gold to a desire for Christmas
presents, would you?

If you convert money into gold, it could be for any purpose. This
is a very apt illustration of it, but it is too restricted.

Senator Goupwater. Mr. Chairman, I think Professor Shaw raised
a very good point there as to the time element. I know in our
discussions last year

Senator Franpers, In my lifetime.

Senator GoLpwater (continuing). In the Committee on Banking
and Currency—in your lifetime, well, that is a long time.

Senator Franpers. Thank you.

Senator GorLpwarer. But that was one of the important things
raised last year in our hearings, is when. There was not much
question——

Mr. Smaw. The price, of course, is a highly critical, factor, and
also given the price, what collateral changes there may be in the
reserve requirements of the Federal Reserve banks, because depend-
ing on the price and on these reserve requirements, this can be a highly
deflationary operation.

Senator Doucras. I suggest we poll the experts on $35 an ounce.

Senator FLaxpers. I would like to put this question properly.

Representative Paraax. Leave out the Christmas present.

Senator FLanpers. All right.

Is this the question that you gentlemen would be willing to express
yourselves on:

Can you conceive of any proper action to be taken within the near
future which would lead desirably to a free gold, interchangeability
of gold with dollars? Isthata good way to state that ?

Now, all in favor say “aye,” or raise your right hand.

(No response.)

Senator Franpers. All opposed, raise their right hands.

(There was a showing of seven hands.)

Senator Franpers. I noted there was one person not voting. I do
not know what to do about him,

Mr. Laxp. I probably was the one not voting ; T do not think it makes
much difference whether gold-coin convertibility is restored or not.

Mr. SyorNy. Mr. Chairman, could I bring in something that has
not been brought up today ?

Senator Fraxpers. Yes.

Mr. SMUT‘.\-'Y. I do not think there has been really any recognition
of the extension of maturity of obligation of the United States Gov-
ernment by the Treasury.

In all Treasury refundings in which we participate, there has been
an attempt on the part of the Treasury to extend the debt, and t0
recduce the amount and the number of refundings in each year, and
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with the last refunding operation, December 2’s, which, as you know,
amounted to some $17 billion, you will find that the average maturity
of United States Government marketable securities outstanding now
has been increased to the longest maturity period of time that they
have had, I think, in quite some years, if you go back to statistics. ;

At present the average maturity 1s somewhat over 4 years, being
4 years and 3 months.

Senator Franpers. How far does it go back before we again ap-
proach that average length of maturity, can you say offhand?

Mr. Sayurxy. You mean how does this compare with what it was
in 19337

Senator Fraxpers. Yes;if that average length of maturity is higher
than it has been in the recent past——

Mr. Syrorny. That is vight.

Senator FraNpers (continuing). How far back do you have to go
to {ind a similar average length of maturity ¢

Mr. Syrorxy. In 1951 average debt of United States marketable
bonds was 4 years and 4 months.

Senator FLaxpers, Well, that is interesting.

Mr. Hagris. Mr. Chairman, may I make one comment, since Mr.
Chandler commented on my views on full employment and the price
level? It will take a half minute. '

I just want to say that on the basis of experience, where you have
a rise of output, whether it is at a low employment level or a high,
although greater at a high, there is a tendency for prices to rise.

This is true of our own history, and I simply say let us try to get
a stable price level and growing employment, but in practice what
you are likely to find, especially as a result of wages to inflation, and
despite technological improvement; you are likely to {ind when out-
put rises, on the average, you are likely to have some price rise. This
15 one of the costs of progress.

Senator FLanpers. Now, there is a raised hand. Some of the mem-
bers of this panel have engagements which they must meet. It had
been my plan to adjourn at 4 o’clock; it is 4 now.

I hate to discourage one upraised hand.

Mr. Murenris. This is on that agricultural question; I can get it
over with in 2 minutes, if you wish.

Senator Fraxpkes. Two minutes?

Mr. Mircnen., I am recognized for 2 minutes?

Senator Fraxprrs. You are recognized for 2 minutes.

Mr. MrromerL. Senator Flanders asked why T was recommending
4 great agricultural investment surge in the face of our apparent
surpluses,

Well, as my paper, presented to this committee in February indi-
cated, I do not think there is any such thing as a surplus in the human
Sense with regard to food and fiber, only in the economic sense, which
means that we have got to find the answer not by cutting down pro-
duction but by discovering better ways to distribute what American
Abundance can produce.

America will need a half more dairy food; we will have to get out
of butter, but we will have to produce more fluid milk, and get it into-
the mouths of great numbers of American children who do not have
enough of it for good teeth, bones, an adequate diet.

55314-—54——11
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America will have to have one-third more meat, two-thirds more
fruits and vegetables, if decent diets are to be attained, and I assume
they will be under a fully employed economy.

Iiven wheat and cotton, which are export products, will still be
needed in the world, and there again it is a problem of distribution,
not one of curtailing production.

But consider the credit needs of the agricultural producers, at least
half of them, 214 million farmers. If we aim that way the next 10
years, they need to undergo a virtual revolution in their way of pro-
ducing, and they are going to have to get out of the cash crops into
daivy, fruits, vegetables, and livestock products. They are going to
need $5,000 to $10,000 each over the next 10 years in new credit to
achieve this kind of revolutionary production change.

Now, banks are not making that type of loan, they do not, they can-
not. These are 7- to 10-year loans, and banks eannot, under banking
laws and statutes and lending habits.

I wish they could. A number of banks in the Midwest are finally
hiring farm managers to help in the revolutionary type of farm-
inanagement change that will go with that kind of intermediate credit

oan.

In the past, whenever we have needed revolutions in credit for
farmers, such as we needed to assist low-income farmers who were bad
credit risks for the usual commercial banks, we found that credit, plus
supervision, was necessary. 1 am suggesting that that will be neces-
sary for the middle third of American agriculture, too, in the future.
If private banks are not able to revolutionize their own way of doing
business, and if they do not change their ideas of the proper lengtlh
of time: in other words, if they do not change to a 7- to 10-year reor-
ganization loan, there is going to be a demand for Government once
again to get into the agricultural credit field.

Senator Fraxpers. I was just going to say that T was about to thank
you for your 2 minutes’ worth, and you have explained yourself, I
think, quite clearly.

Now, I take it, you are not quite through with your explanation?

Mr. Mrrcuernn, Not quite. .

Senator FLANDERS. You can extend it in the record.

Mr., MrrereLL, My article goes into that, so I think that is enough
time for me.

Thank you.

Senator Franpers. We thank you all.

Representative Parsan. Mr. Chairman, all of them will be per-
mitted to extend their remarks?

Senator Frawbers. Yes; all will be permitted to extend their re-
marks in the record, and I—in fact, it is allowable to extend the debate
in the record, to one degree. That, is, I do not think we would want to
extend it by each one reading what the other had said about him, and
coming back twice. Once will do.

. We have had a very—for the chairman at least—pleasant and an
informative roundtable, and I hope that we may meet again.

. Everyone has made a contribution. I am sure that the Representa-
‘tives and Senators join me in that statement. i

The meeting is adjourned until 10 o’clock tomorrow morning.

(Whereupon, at 4: 05 p. m., the subcommittee recessed, to reconvene
at 10 a. m., Tuesday, December 7, 1954.)
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UNITED STATES MONETARY POLICY: RECENT
THINKING AND EXPERIENCE

TUESDAY, DECEMBER 7, 1954

Coneress oF THE UNITED STATES,
JoinT ComMITTEE ON THE EcoNomic RErorrT,
SuscomyaTiEE 0N EcoNoMIc STABILIZATION,
Washington, D. O.

The subcommittee met, pursuant to recess, at 10:10 a. m., in room
318, Senate Office Building, Senator Ralph E. Flanders (chairman
of the subcommittee) presiding.

Present : Senators Flanders (chairman of the subcommittee), Wat-
lli)ins, Goldwater, Sparkman, Douglas; Representatives Talle, and

atman,

Also present : Grover W. Ensley, staff director; and John W. Leh-
man, clerk.

Senator Fraxpers. The hearing will please come to order.

Yesterday we had a panel of economists and bankers who discussed
their various points of view, and I think everyone who was here will
agree these points of view were various, on the monetary and credit
policies of the two branches of the Govermment which are most con-
cerne((ll with those questious, the Treasury and the Federal Reserve

oard, '

. Today we pursue the line of thought and the line of questioning
Introduced yesterday.

Having been informed and stimulated by these widely varying
ponts of view, we will have before us today the two branches of the
Government concerned, who have very kindly offered to explain their
Positions, and defend them to the extent that they believe defense
IS necessary, We also greatly appreciate the fine cooperation we
have had from both the Treasury and the Federal Reserve Board in
the Preparation of their answers to the questions provided by this sub-
Committee prior to the hearings. These materials were inserted in
the record at the opening of the hearings yesterday (pp. 3, 30).

We are first privileged to have with us this morning, Mr. George

umphrey, Secretary of the Treasury, and with no further intro-

uction,’ Secretary Humphrey, will you open this discussion.
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STATEMENT OF HON. GEORGE M. HUMPHREY, SECRETARY OF THE
TREASURY, ACCOMPANIED BY W. RANDOLPH BURGESS, UNDER
SECRETARY FOR MONETARY AFFAIRS; DAVID M. KENNEDY,
ASSISTANT TO THE SECRETARY; EDWARD F. BARTELT, FISCAL
ASSISTANT SECRETARY; AND ROBERT P. MAYO, CHIEF, ANALY-
SIS STAFF, DEBT DIVISION

Secretary Humpnrey. Mr. Chairman, with your permission, 1
would suggest that we might make more progress if I made a relatively
short statement, and then if Mr. Burgess would go through some charts
with explanations which he has to offer and then, after having laid out
that program, we would both be here and available for questions. I
think that, perhaps, we would save time if questions could be post-

oned until we had finished that, and then the whole matter would be
hefore you, and it would be much easier to answer questions in that
way rather than, ]ierhaps, to anticipate some of the things that we may
answer as we go along.

Senator Fraxpers. We operated on that basis yesterday; I think
we found it satisfactory, although we do hope that there will be a little
time left after your uninterrupted flow of information.

We will proceed on that on that basis, ‘

Secretary IHHusemrey. In that case, Mr. Chairman, I will be glad to
start with this statement.

We welcome this opportunity to appear before your subcommittee to
review the fiscal and debt management policies of the Treasury from
the point of view of their economic influence.

At the outset and before considering in detail the activities of the
Treasury during the past 2 years, I want to make a few general com-
ments on the direction of our entire fiscal program as well as the prin-
ciples guiding us in the management of the public debt.

The administration’s budgetary and tax policies, along with its debt
management policies, have all been designed to promote high employ-
ment, rising produetion, and a stable dollar.

We have in fact been following the policies advocated by your
predecessor subcommittees that—as stated in the Douglas report of
January 1950, in language reaflirmed in the Patman report of June
1952, as follows: “appropriate, vigorous, and coordinated monetary,
credit, and fiscal policies” should “constitute the Government’s pri-
mary and principal method” of promoting the purposes of the Xmploy-
ment Act, and further, their additional recommendation—

!:hat Federal fiscal policies be such as not only to avoid aggravating economic
instability but also to make a positive and important contribution to stabilization,
at the same time promoting equity and incentives in taxation and economy if
expenditures, .
_Governinent spending programs hiave been cut by billions of dollars.
Waste and extravagance have been eliminated in many areas
Jconomy in Government and efforts to get the Federal budget under
even better control are continuing without letup. These efforts are 9f
great 1mportance to the future of our country and are fundamental in
the administration’s honest money program. .

Major tax reductions and comprehensive tax revisions, along with
the ending of price and wage controls, are removing barriers to eco-
nomic growth and restoring individual initiative and enterprise.
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Savings in Government spending which have been returned to the
people in the form of tax cuts are helping sustain the economy, increase
employment and production.

Progress is being made toward getting our huge public debt in
better shape, so that its maturities can be handled more easily and
debt operations will not stimulate either inflation or deflation. Treas-
ury financings have been designed to tie in with action taken by
the Federal Reserve System to keep the supply of money and credit
in line with the needs of the country.

The principles we have been following in the management of the
large public debt are not new. They are, likewise, principles that
have been laid down by your predecessor subcommittees after exten-
sive study and careful consideration of the fundamental role they can
play in effective monetary policy.

The first principle is that monetary and debt management policies
should be flexible. To be effective they must lean against inflation
as well as deflation. As put by the Douglas subcommittee and reaf-
firmed by the Patman subcommittee, and I quote once more:

Timely flexibility toward easy credit at some times and credit restriction at
other times is an essentinl characteristic of a monetary policy that will promote
economie stability rather than instability.

The second principle is that Treasury debt management operations
should be consistent with current monetary and credit control policies
of the Federal Reserve. This means close cooperation at all times
between the Federal Reserve and the Treasury.

The answers which we have already submitted to your subcom-
mittee’s questions detail the actions we have taken in cooperation
with the Federal Reserve during the past 2 years in carrying out
these principles. They show the manner in which our debt operations

“have been designed to complement monetary action taken by the Fed-
eral Reserve to promote economic stability, first by helping to restrain
inflation and then later by helping to avoid deflation.

The record has not always been as impressive. As you know, at
the time of the earlier congressional hearings on monetary policy
and debt management, the ecorromy had been under strong inflation-
ary pressures. Monetary policy had been largely ineffectual in help-
Ing to control inflation because of the previous administration’s policy
of selling mostly short-term securities and using the powers of the
Federal Reserve System to hold down interest rates artificially. A
fundamental conclusion of both of your predecessor subcommittees
was that such action was not in the best interests of the Nation. This
was tbeir considered judgment in language used in their report. )

his administration has followed these principles because we believe
them to be fundamental principles of good government. We believe
the record of the past 2 years has indicated their effectiveness in giving
us honest money and laying a firm foundation for the sound growth
and prosperity of our country. . )

hat concludes my statement. T will ask Mr. Burgess if he will
tal'{e up the matter of his charts with explanations that will illustrate
1S point,
.Mr. Burcrss. Mr. Chairman, I hope this does not look too much
ike a television show, but it seems to us, perhaps, the best way of
Presenting the facts of what we have been trying to do so that we
¢n lay them before you.
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