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Accordingly it is the hc;'n of the Committee and we believe the Congress
that the monetary officials and debt managers of our country will

in the exercise of their responsibility give careful consideration to the

achievement of all of these objective

déeciharge-of thetr responsibilities
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Provided that, the monetary and debt management
officials of the Government shall, in discharging their responsi-
bilities take fully into account the importance of promoting the
goals of the Employment Act of 1946, achieving a maximum
sustainable rate of economic growth, maintaining reasonable
stability in the purchasing power of the dollar, and assuring that
the cost of servicing the public debt is kept to the minimum

consistent with the preceding objectives.

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



July 17, 1959.

Wa. MeC. Martin, Jr.

The Honorable Robert B. Anderson,
Secretary of Treasury
mmm 2

Washington 25, D. C.

Enclosures (2)
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The Committee recognizes the importance of mdmhlng reasonable
stability in the purchasing power of our money. Mprm‘:t the -
increasing number of our citizens who are dependent upon some form of
savings, such as those represented by social ’uc‘ﬁ:r—‘ﬁy. retirement plans,
insurance annuities, and the like; in order to insure compliance with the
#R Employment Act and to maintain the continutty of employment; in
order to insure a continuation of sufficient volume of savings to meet as
nearly as possible our investment requirements, and to maintain the con-
fidence here and abroad in our currency,
| The Cgﬁ:ﬁ so recognizes the necessity of oé ‘t}ﬂ#w
mu;uam:)ﬁ'c vlr debt as economically as possible so as not
to unduly incrm#tho burden of taxation.
The Committee also recognizes that a continuing rise in the level
of interest rates is not within 1“.“&"@&&% for inflationary
pressures and that in a complex economic society mym must
be weight at the same time.
There may be those who would say that the action of this Committee

o D
will simply have the effect of co&ﬂ aé;fﬁ:sm of interest rates

This is not the case.
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The monetary officials should discharge their responsibilities in
a manner consistent with these objectives to the maximum degree that

is feasible.
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It is the sense of Congress that monetary and debt management
officials of the Government shall, in discharging their responsibilities,
take fully into account the importance of promoting a continuity of
employment opportunities, achieving the maximum sustainable rate
of economic growth, maintaining reasonable stability in the purchasing
power of the dollar and assuring that the cost of managing the public
debt is kept to the minimum consistent with these vital national

objectives.
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Concurrent Resolution Expressing the
Sense of the Congress with Respect to
the Interrelationship of Federal Re-
serve Monetary Policy and the Manage~
ment of the Public Debt

Whereas the interest charge on the national debt has
grown progressively higher, and now stands at more than §$8
billion annually; and

Whereas the administration has been unable to reduce the
amount of the debt held by the commercial banks below the
amount held in 1953; and

Whereas the proportion of the national debt which is
short~term, and thus of greater inflationary potential, has
increased since 1953; and

Whereas the Federal Reserve System has consistently
followed, and stated its intention to continue to follow, a
policy of creating necessary increases in the money supply by
lowering reserve requirements, rather than by purchases of
Government securities, and necessary decreases through sales of
Govermment securities rather than by raising reserve require~
ments; and

Whereas this method makes Government securities unattractive
to investors by bringing about undue downward fluctuations in
the prices of Govermment securities, adds to the interest burden
on the taxpayer, and exposes the Treasury to almost constant
refunding operations; and

Whereas greater reliance on purchase or retention of
Government obligations by the Federal Reserve System, where
:md monetary policy permits, is essential: Now, therefore,

it

Resolved by the House of Representatives (the Senate
concurring), That the Federal Reserve System, while pursuing
its primary mission of administering a sound monetary poliecy,
should, to the maximum extent consistent therewith, utilize such
means as will assist in the economical and efficient management
of the public debt; that purchases of Government securities
rather than further lowering of reserve requirements should be
utilized to the greatest extent possible for attaining needed
monetary expansion: and that the Federal Reserve System should
promptly and fully explore methods whereby use of the power to
set reserve requirements may become a more useful and effective
anti-inflationary tool.

.org
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BOARD OF GOVERNORS
OF THE

/FEDERAL RESERVE SYSTEM
{

Office Correspondence Date_June 15, 1959.

To Chairman Martin Subject: Effect of House Concurrent
Resolution 196 regarding Federal

From _ Mr. Hackley Reserve policies

legal effect. = A "econcurrent" resolution, unlike a "joint"
resolution, is not approved by the President and does not have the
effect of law. It evidences only the sense or purpose of Congress.
Consequently, House Concurrent Resolution 196, introduced by Repre-
sentative Reuss on June L, 1959, would not, if adopted, be le
binding on the Board and the Federal Open Market Committee.

Practical effect. - Nevertheless, as a practical matter,
the proposed Resolution might be regarded as a Congressional
directive to the Board and the Committee to conform their policies
to those indicated in the Resolution. In recent years, the Board
has often been referred to as an "agent" of Congress. It may be
questioned whether the Board is any more an agent of Congress than
any other govermmental agency including the executive departments;
all agencies and departments derive their powers from statutes of
Congress. It is true, however, that in the Federal Reserve Act
Congress has clearly vested in the Federal Reserve System an "inde
pendence" from executive control that does not characterize the
so-called executive departments. In view of this fact, disregard
of the Resolution by the System might very well be viewed as a
flouting of the will of Congress by its "agent". Such disregard
could make the System subject to criticism by Congress and lead to
the enactment of effective legislation curtailing the powers and
exercise of independent judgment by the Board and the Federal Open
Market Committee.

Inconsistency with Present Law. = On its face, the Resolu-
tion might be regarded as stating no more than the policy followed
by the System at present. Thus, it says that the System, "while
pursuing its primary mission of administering a sound monetary policy,
should to the maximum extent consistent therewith, utilize such means
as will assist in the economical and eificient management of the
public debt". That, it may be said is what the System does now,.
Moreover, the phrase "to the maximum extent econsistent therewith"
might be construed as allowing exercise of discretion by the System.
Similarly, the Resolution provides only that purchases of Govermment
securities, rather than lowering of reserve requirements, shall be
used "to the greatest extent possible" for attaining needed monetary
expansion.
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Chairman Martin -2-

However, it seems clear from the language of the Resolution,
including its "whereas" clauses, and from its legislative history that
the Resolution would be intended to restrict the exercise of judgment
by the System in several respects in a manner wholly at variance with
present law. :

First, while the Resolution would not expressly require
open market purchases of Government securities for the purpose of
supporting their market, the tenor of the resolution is in that
direction. Thus, the "whereas" clauses, after stating that the
System has consistently followed a policy of increasing the money
supply by lowering reserve requirements rather than by purchasing
Govermment securities, states that "this method makes Government
securities unatrractive to investors by bringing about undue downward
fluctuations in the prices of Government securities." On the floor
of the House, Congressman Reuss made it perfectly clear that one of the
purposes of the Resolution would be to have the System purchase long-
term Government securities as a means of maintaining a lower interest
rate on such securities in order to facilitate management of the public
debt.

Second, the Resolution is clearly intended to limit the
flexibility that now exists in the use of the instruments of monetary
control by expressly requiring greater use of open market purchases
of Government securities, rather than lowering of reserve requirements,
in order to achieve needed monetary expansion. In other words, the
discretion the System now has in determining whether open market
purchases or reductions in reserve requirements are best adapted under
particular circumstances in order to increase the money supply might
be regarded as expressly restricted. This intent is indicated by
one of the "whereas" clauses which states that it is "essential"
that greater reliance be placed on purchase or retention of Government
obligations.

Finally, the last clause of the proposed resolution suggests
that changes in reserve requirements be used only as an "anti-inflationary
tool", with the implication that reductions in reserve requirements should
seldom, if ever, be employed as a means of providing needed expansion.
Such a construction would, of course, impair the Board's discretion and
the flexibility with which changes in reserve requirements might be used.
In this respect, it would be inconsistent with the language of present
law that authorizes the Board to change reserve requirements "in order
to prevent injurious credit expansion or contraction."”
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In a much broader sense, the Resolution would be incon-
sistent with the clear intent of present law to vest in the System
full discretion in the exercise of its powers with respect to open
market operations and reserve requirements. For example, the law
requires the Federal Open Market Committee to regulate open market
purchases and sales "with a view to accommodating commerce and
business and with regard to their bearing upon the general credit
situation of the country" ; and the legislative history of the
Banking Act of 1935 makes it clear that complete discretion was
meant to be vested in the Committee. The Resolution would suggest
that open market operations be directed toward "economical and
efficient management of the public debt."” In a similar manner,
the Resolution would curtail the Board's discretion in determining
how to use its authority with respect to reserve requirements.

Congress could, of course, by statute undertake to determine
the exact manner in which open market operations and changes in re-
serve requirements should be utilized in order to influence economic
conditions. It could convert the proposed Concurrent Resolution into
statutory law (as Congressman Reuss has proposed in the form of an
amendment to the bill before the Ways and Means Committee). If
it did so, however, Congress would in effect be altering the
fundamental nature of the Federal Reserve System; the Board and the
Open Market Committee would no longer be bodies of experts in the
field of monetary and credit regulation, with authority to exercise
independent judgment in the light of current conditions.

. = The proposed Concurrent Resolution would have
no legally binding effect, but as a practical (or political) matter
it could be regarded as an expression of a Congressional directive
to the System. If so regarded, and if followed in practice, it would
accomplish a fundamental change in the philosophy of the System,
directly at variance with the language and intent of present law.
Yet, opposition to the Resolution, or disregard of it if it is
adopted, would involve taking a calculated risk of action by Congress
to convert the Resolution into positive legislation.

/,..-we/% htle,
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[CONFIDENTIAL COMMITTEE PRINT1

June 30,1959

86rH CONGRESS
1sT SEss1oN > =

\ \
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IN THE HOUSE OF REPRESENTATIVES

Juxg 30, 1959
M e introduced the following bill; which was referred to the Com-
INIARSON = E il S pmnione 0 oI

A BILL

To facilitate management of the public debt, to permit the Sec-
retary of the Treasury to designate certain exchanges of
Government securities to be without recognition of gain or
loss for income tax purposes, and for other pnrposes.

1 Be it enacted by the Senate and House of Representa-

2 twes of the United States of America in Congress assembled
g p

3 That this Act may be cited as the “Public Debt Management
4 Act of 1959”.

5 TITLE I—IN GENERAL

6 Sec. 101. The Second Liberty Bond :\ct.' as amended,

7 is amended by adding at the end thereof the following new
8 section:
9 “Sreo. 25. In the case of any offering of bonds issued

10 or to be issued under this Act, the maximum limits on the

J.42576——1
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interest rate or the investment yield or both may be exceeded
upon a finding by the President with respect to such offering
that the national interest requires that such maximum limits
be exceeded.”

SEc. 102. (a) Paragraph (2) of section 22 (b) of the
Second Liberty Bond Act, as amended (31 U.S.C., sec. T57¢
(b) (2) ), is amended to read as follows:

“(2) The Secretary of the Treasury, with the approval
of the President, is authorized to provide by regulations:

“(A) That owners of series B and H savings bonds
may, at their option, retain the bonds after maturity,
or after any period beyond maturity during which such
bonds have earned interest, and continue to earn interest
upon them at rates which (subject to section 25) are
congistent with the provisions of paragraph (1).

“(B) That series E and H savings bonds on which
the rates of interest have been fixed prior to such regu-
lations will earn interest at higher rates which (subject
to section 25) are consistent with the provisions of
paragraph (1).”

(b) The heading and first sentence of section 454 (c)
of the Internal Revenue Code of 1954 (relating to matured
United States savings bonds) are amended to read as follows:

“(¢) Marurep UNITED STATES SAVINGS BONDS.—In

the case of a taxpayer who—
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3
“(1) holds a series E United States savings bond
at the date of maturity, and
“(2) pursuant to regulations prescribed under the

Second Liberty Bond Act, (A) retains his investment

in such series E bond in an obligation of the United

States, other than a current income obligation, or (B)

exchanges such series E bond for another nontransfer-

able obligation of the United States in an exchange upon

which gain or loss is not recognized under section 1037

(or so much of section 1031 as relates to section 1037),
the increase in redemption value (to the extent not previ-
ously includible in gross income) in excess of the amount
paid for such series E bond shall be includible in gross income
in the taxable year in which the obligation is finally re-
deemed or in the taxable year of final maturity, whichever is
earlier,”

SEC. 103. Subsection (i) of section 22 of the Second
Liberty Bond Act, as amended (31 U.S.C., sec. 757¢ (i) ), is
amended by inserting after the third sentence thereof the follow-
ing: “Relief from liability shall be granted in all cases where
the Secretary of the Treasury shall determine, under rules
and regulations prescribed by him, that written notice of
liability or potential liability has not been given by the
United States, within ten years from the date of the erroneous

payment, to any of the foregoing agents or agencies whose

Federal Reserve Bank of St. Louis
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liability is to be determined: Provided, That, no relief shall,
he granted in any case in which a qualified paying agent has
assumed unconditional liahility to the United States.”

Sec. 104, The following provisions of law are amended.
by -striking out the words “on original issue at par” and.
inserting in lieu thereof the words “on original issue at the
issue price’:

(1) Section 6(g) (5) of the Act of March 24,

1934, as amended (22 U.S.C., sec. 1393 (g) (5) ) ;

(2) Section 201 (d) of the Aect of Angust 14, 1935,
as amended (42 U.S.C., sec. 401 (d) ) ;

(3) Section 904 (b) of the Act of August 14, 1935,
as amended (42 U.S.C., sec. 1104 (b)) ;

(4) Section 15(b) of the Act of August 29, 1935,
as amended (45 U.S.C., sec. 2280 (b)) ;

(5) Section 209 (e) (2) of the Act of June 29,

1956, (23 U.S.C., sec. 173 (e).(2)/) .

SEC.. 105. (a) Section 3701 of the Revised Statutes
(31 U.S.C., sec. T42) is amended by adding at the end
thercof the following: “This exemption extends to every -
form of taxation that would require that either the obliga- -
tions or the interest thereon, or both, he considered, directly

or indirectly, in the computation of the tax, except non-
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discriminatory franchise or other nonproperty taxes in lieu
thereof imposed on corporations and except estate taxes or
inheritance taxes.”

(b) The following provisions of the Second Liberty
Bond Act, as amended, relating to the tax-exempt status of
obligations of the United States, are repealed, without chang-
ing the status of any outstanding obligation:

(1) Subsections (b) and (d) of seetion 5 (31

U.8.C,, sec. 754 (b) and (d));

(2) The second and third sentences of section 7

(31 ' USB.C., sec. 747) ;

(3) Subsection (b) of section 18 (31 U.S.C., sec.

755 (b)) ;

(4) The first sentence of subsection (d) of section

22 (31 U.B.C., sec. 757¢(d)).

SEc. 106. The amendment made by section 101 shall
apply, in the case of bhonds issued before the date of the
enactment of this Aet, only in th ecase of bonds issued under
section 22 of the Second Liberty Bond Act, as amended.
In no case shall the interest rate, or investment yield, on
any bond be changed pursuant to the amendments made by
this title for any period which begins before June 1, 1959,

J. 42576——2
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TITLE II—INCOME TAX TREATMENT OF CER-

TAIN EXCHANGES OF UNITED STATES

OBLIGATIONS

S, 201, Part I11 of subchapter O of chapter 1 of the
Internal Revenue Code of 1954 (relating to common non-
taxable exchanges) 1s amended by adding at the end thereof
the following new section:

“SEC. 1037. CERTAIN EXCHANGES OF UNITED STATES
OBLIGATIONS.

“(a) GENERAL RUrLE.—When so provided by regula-
tions promulgated by the Secretary in connection with the
issue of obligations of the United States, no gain or loss shall
be recognized on the surrender to the United States of obliga-
tions of the United States issued under the Second Liberty
Bond Act in exchange solely for other obligations issued
under such Act.

“(b) APPLICATION OF SECTION 1232.—

“(1) EXCHANGES INVOLVING OBLIGATIONS ISSUED

AT A DISCOUNT.—In any case in which gain has been

realized but not recognized hecause of the provisions of

subsection (a) (or so much of section 1031 (h) as
relates to subsection (a) of this section), to the extent
such gain is later recognized by reason of a disposition
or redemption of an obligation received in an exchange

subject to such provisions, section 1232 shall apply to



= o2

o

10
11
12

13
14

16

—
——

17

7
such gain as though the obligation disposed of or re-
deemed were the obligation surrendered to the Govern-
ment in the exchange rather than the obligation actu-
ally disposed of or redeemed.

“(2) EXCHANGES OF TRANSFERABLE OBLIGATIONS
ISSUED AT NOT LESS THAN PAR.—In any case in which
subsection (a) (or so much of section 1031 (h) or (e)
as relates to subsection (a) of this section) has applied
to the exchange of a transferable obligation which was
issued at not less than par for another transferable obli-'’
gation, the issue price of the obligation received from the
Government in the exchange shall be considered for pur-
poses of applying section 1232 to be the same as the
issue price of the obligation surrendered to the Govern-
ment in the exchange.

“(¢) (Cross REFERENCES.—

“(1) For rules relating to the recognition of gain or
loss in a case where subsection (a) would apply except
for the fact that the exchange was not made solely for
other obligations of the United States, see subsections
(b) and (¢) of section 1031,

“(2) For rules relating to the basis of obligations of
the United States acquired in an exchange for other obli-
gations described in subsection (a), see subsection (d) of
section 1031,”

(b) The table of sections for part III of subchapter O

18 of chapter 1 of the TInternal Revenue Code of 1954 is

19 amended by adding at the end thereof the following:
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(¢) Section 1031 (b) of such Code (relating to gain
from exchanges of property not solely in kind) is amended
by striking out “the provisions of subsection (a), of section
1035 (a), or of section 1036 (a),” and inserting in lieu
thereof “the provisions of subsection (a), of section 1035
(a), of section 1036 (a), or of section 1037 (a),”.

(d) Section 1031 (c) of such Code (relating to loss

from exchanges of property not solely in kind) is amended

O M I D D B W N -

by striking out “the provisions of subsection (a), of section
10 1035(a), or of section 1036 (a),” and inserting in lien
11 thereof “the provisions of subsection (a), of section 1035 (a),
12 of section 1036 (a), or of seetion 1037 (a),”.

13 (e) Section 1031 (d) of such Code (relating to basis
14 in the case of exchanges of property held for productive
15 use or investment) is amended by striking out “this sec-
16 tion, section 1035 (a), or section 1036 (a),” each place it
17 - appears in the first and second sentences thereof and insert-
18 ing in lieu thereof “this section, section 1035 (a), section
19 1086 (a), or section 1037 (a),”.

20 SEC. 202. Section 4 (a) of the Public Debt Act of 1941,
21 a5 amended (31 U.S.C., sec. 742a), is amended by striking
22 out “under the Internal Revenue Code, or laws amendatory
23 or supplementary thereto” and inserting in lien thereof
24 “except as provided under the Internal Revenue Code of

25 1954”,
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Sec. 203. The amendments made by this title shall be

L

effective for taxable years ending after the date of enactment

of this Act.

o2
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[CONFIDENTIAL COMMITTEE PRINT]

Juxe 30, 1959
86rax CONGRESS
18T SEssION 5 =

A BILL

To facilitate management of the public debt,
to permit the Secretary of the Treasury to
designate certain exchanges of Government
securities to be without recognition of gain
or loss for income tax purposes, and for
other purposes.

By M e e

JUNE , 1959
Referred to the Committee on
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222 H, CON. RES. 196

IN THE HOUSE OF REPRESENTATIVES

June 4, 1959

Mr. Rruss submitted the following concurrent resolution; which was referred
| to the Committee on Banking and Currency

CONCURRENT RESOLUTION

Whereas the interest charge on the national debt has grown
progressively higher and now stands at more than $8,000,-
000,000 annually ; ‘and

Whereas the administration has been unable to reduce the amount
of the debt held by the commereial banks bhelow the amount
held in 1953 ; and

Whereas the proportion of the national debt which is short term,
and thus of greater inflationary potential, has increased since
1953 ; and

Whereas the Federal Reserve System has consistently followed,
and stated its intention to continue to follow, a policy of
creating necessary increases in the money supply by lowering
reserve requirements, rather than by purchases of Govern-
ment securities, and necessary decreases through sales of
Government securities rather than by raising reserve require-
ments; and '

v
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Whereas this method makes Government securities unattractive
to investors by bringing about undue downward fluctuations
in the priees of Government securities, adds to the interest
burden on the taxpayer, and exposes the Treasury to almost

constant refunding operations; and

Whereas, greater reliance on purchase or retention of Govern-
ment obligations by the Federal Reserve System, where
sound monetary policy permits, is essential: Now, therefore,
be it

1 Resolved by the House of Representatives (the Senate
9 concurring), That the Federal Reserve System, while pur-
3 suing its primary mission of administering a sound monetary
policy, should, to the maximum extent consistent therewith,
utilize such means as will assist in the economical and
efficient management of the publics debt; that purchases
of Government securities rather than further lowering of

reserve requirements should be utilized to the greatest

© 0 =0 o O ¥

extent possible for attaining needed monetary expansion;
10 and that the Federal Reserve System should promptly and
11 fully explore methods whereby use of ‘the power to set
12 reserve requirements may become a more useful and effec-

13 tive anti-inflationary tool.
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s [, CON. RES. 196
CONCURRENT RESOLUTION

Expressing the sense of the Congress with re-
spect to the interrelationship of Federal Re-
serve monetary policy and the management
of the public debt.

By Mr. Reuss

June 4, 1959
Referred to the Committee on Banking and Currency
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Excerpted from remarks of Mr. E. A. Goldenweiser before the
Round Table Conference meeting of the National Industrial
Conference Board, New York City, January 23, 1952, on
"What Monetary Policy for the United States?"

"It is essential, logic and experience indicate, that the
principle be widely understood and accepted that the fate of the
dollar, which is the cornerstone of our economic life, depends to
a substantial extent on the Federal Reserve's adapting its regulation
of the availability and cost of money to the economic needs of the
country, and that in the interest of all, public as well as private
debt must pay the current cost of money as it is determined in the
market.

"No change in our machinery is necessary for this purpose.
Many suggestions--good, bad, and indifferent--for its improvement
have been made. Some think that our salvation lies in the re-
establishment of the gold coin standard, though what positive result
this would have now, other than to give our enemies easier access to
our gold and thereby to weaken our financial structure and increase
their power directly or indirectly, to buy weapons with which to
fight us, is difficult to see. Some think that the distribution of
powers within the Federal Reserve System can be improved, as no
doubt it can. Others believe that the Board should be reorganized,
and probably it should. Still others want to increase the System's
powers over bank reserves or to change the method of imposing them,
or to alter their composition, or to make them applicable to all
banks that accept demand deposits.

"In the long run some of these things might be adopted to
advantage., But no legislation needs to be pressed at present. If
reforms are to be considered now, the possibility of legislation
will be both disturbing and delaying. Also there is always the
possibility that such changes as will emerge from the maelstrom of
confusion and compromise which is certain to rage if monetary
reform is under discussion, will turn out to be in the wrong
direction. Far better to make use of existing powers and existing
machinery. Their imperfections are no greater than those of most
human institutions and their performance will be no better, and
no worse, than the quality of their administrators.”
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REUSS-CLARK RESOLUTION
A resolution introduced jointly by Senator Clark and Congressman Reuss
would express the sense of the Congress that to the extent consistent with
a sound monetary policy, the Federal Reserve should "utilize such means
as will assist in the economic and efficient management of the public debt."
The resolution would specifically recommedd that "purchases of
Government securities rather than further lowering of reserve reguire-
ments ... be utilized to the greatest extent possible for attaining needed
monetary expansion. '
While this subject is one on which the Federal Reserve authorities should
comment, the following points might be noted:
(1) The applicability of the basic recommendation - that purchases of
Governments rather than reductions in reserve requirements be utilized
to accommodate desirable monetary expansion - is questionable during the
present period of high and rising business activity. So long as credit
demands are expansive and business activity continues upward, a reduction
in member bank reserve requirements is clearly inappropriate. It follows,
therefore, that any additional reserves needed to support desirable monetary
growth, consistent with a sound monetary policy, would be furnished either
through open market operations or loans to member banks. Inasmuch as
lending to member banks provides only temporary reserves to the banking
system, one would expect permanent additions to the reserve base to
represent purchases of Government securities by the Federal Reserve.
Moreover, mam%drnm.vm”m&rmm
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Reuss-Clark Resolution (2)

(2) In my judgment, the Federal Reserve during my tenure as Secretary of
the Treasury has, to the extent consistent with sound monetary policy,
assisted in the economical and efficient management of the public debt.

This assistance has been partly in the form of furnishing valuable information
and advice pertaining to market conditions, and partly through minimizing
credit policy moves that might disturb the market during a period of Trc;.ury
financing. Indeed, the desire of System authorities to avoid "rocking the boat"

during financingshas at times impinged upon the flexibility of monetary policy.

(3) The most important contribution that Federal Reserve authorities can

make to economical and effective debt management is by pursuing monetary
policies properly conceived to promote a stable price structure and relatively
full and efficient use of our economic resources. The attainment of these two
objectives would assure the conditions most suited to effective debt management.
Anything that tends to impair Federal Reserve flexibility in use of its credit

instruments impedes the attainment of such conditions,
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Summary Statement of
Objections to the Reuss Amendment
to the Public Debt Bill

Proposed amendment: Add a new section 8, as follows:

1.

2.
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"Sec. 8, It is the sense of Congress that the Federal Reserve System,
while pursuing its primary mission of administering a sound monetary
policy, should, to the maximum extent consistent therewith, utilize
such means as will assist in the economical and efficient management
of the public debt; that the System, to the greatest extent possible,
sHould bring about needed future monetary expansion by purchasing

U. S. securities, of varying maturities, rather than by further
lowering bank reserve requirements; and that the System should
promptly and fully explore methods whereby use of the power to

raise reserve requirements may become a more useable and effective
anti-inflationary tool."

The amendment is unnecessary, since the Federal Reserve in its conduct
of monetary policy now endeavors to "assist in the economical and effi-
cient management of the public debt" to the extent consistent with a
sound monetary policy.

The provisions relating to the lowering of reserve requirements would

Wz
seem to conflict with existing law and with new legislation (S.-I160),

already passed b}éatﬁfe\! Senate and wvetsd=eut—for—eonsideration=by the

House, that provi;; for flexibility in the power of the Boa?d of

Governors to raise or lower reserve requirements. Provisions of

S. 4 f;ight necessitate some lowering of reserve requirements,

(a) Lowariqg of reserve requirements in modest amounts may be
needed{at times in the future to make available reserves to
cover the long-term growth needs for bank credit and money or

the effect of a gold outflow in reducing the reserve base,
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(b)

(e)

- -

To supply additional needed reseréés entirely through Federal
Reserve purchase of U. S. securities with no lowering of re-
serve requirements would in no way increase the holdings of
Government securities by the banking system as a whole (member
bank and Federal Reserve Banks combined) in order to provide an
appropriate money supply. And if reserve requirements were
raised to higher levels, it might actually cause some reduction
in such holdings, because if member banks hold higher reserves
they would need fewer Goverrmment securities to cover liquidity
earnings needs,

Some lowering of reserve requirements may be needed to make it
possible for banks to obtain sufficient earnings to provide
adequate services to the public and to maintain capital posi-

tions essential for the protection of deposits,

3. The provision relating to the purchase of varying maturities of securi-

ties by the Federal Reserve would either be unnecessary or would be an

attempt to prescribe operating procedures that could interfere with

the proper administration of monetary policy, with debt management,

and with the effective functioning of Govermment securities market,

(a)
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It would be unnecessary because the Federal Reserve System can
and does operate in varying maturities whenever deemed appropri-
ate to facilitate Treasury financing, consistent with the purposes
of monetary policy and with the effective functioning of the

Goverrnment securities market,



(b)

(e)

(d)
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Present operating procedures of confining open market opers-
tions largely to the short-term sectors of the market were
adopted in the light of years of experience with other
procedures and after an intensive study of the functioning

of the Govermment securities market and the impact of Federal
Reserve operations on that market., The procedures now followed
were adopted by the Federal Open Market Committee in 1953 and
have been reaffirmed each jyear. They are working rules for
the management of the account and are not immutable; varia-
tions can be authorized by the Committee at any time,
Operations in short-term securities are appropriate because
the bulk of System operations to supply or absorb reserves,
though very large, are for temporary purposes and are shortly
reversed. Confining such operations to short-term securities
keeps to a minimum their impact on the structure of prices
among issues of varying maturities as determined by the market
forces of demand and supply.

Operations in varying maturities, while they could cause
erratic short-run fluctuations, would have little long-run
impact upon the structure of interest rates. Because of the
high degree of fluidity as between the various maturity sectors
of the market, fluctuations of any magnitude in one sector are

usually transmitted with considerable promptness to other sectors.



(e)

(£)

(g)
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If Federal Reserve should attempt through operations in
long-term bonds to have a substantial and continued impact
on long-term rates, the volume of operations would have to
be very large with heavy offsetting sales of short-term
securities in order to avoid undue additions to the reserve
supply. They would greatly increase the liquidity of the
economy by (1) making outstanding bonds readily convertible
into money and (2) by adding to the market supply short-term
securities, Thus the inflationary potential would be en-
larged even though the volume of bank reserves was not
increased. In the end they would have little net effect
upon either the level or structure of rates,

Fundamentally, the objection to Federal Reserve operations
in longer-term securities, is that they interfere with
market determination of interest rates that serve to bring
about adjustments in investment and saving appropriate and
essential for the maintenance of growth and stability.

It is preferable that variations in the structure of the
market-~held debt (i.e, other than those held by Government
funds and the Federal Reserve Banks) be determined by the
Treasury in its debt-management operations rather than the

Federal Reserve,
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Detailed Comments on the Reuss Amendment

The suggestion has been made fhat Congress direct the
Federal Reserve System to make reserves available for apﬁropriate
monetary expansion through the purchase of United States Govern-
ment securities, rather than through reductions in reserve require-
ments. As proposed to the Committee, this direction would not
require the System to make any purchases in periods when strong
credit demands were pressing against the supply of funds in the
market and additional bank credit and monetary expansion would‘

merely create inflationary pressures.

In this form it ie unlikely that such a direction from

" Congress would have any substantial effect on the course of

‘y::terest rates in the period immediately ahead. While it is

impossible to anticipate economic events, we appear to be in a
period of vigorous recovery, which has already carried us to
record levels of output and activity in many areas. In the light
of the substantial additions to the money supply which took place
last year and which have already occurred this year, it seems
unlikely that any substantial addition to the monetary base would
be called for under the over-riding objective expressed of
administering a sound monetary policy. Therefore, whatever the
merits of a Congressional direction to the Federal Reserve as a
long-term matter, your Committee should recognize that the adoption
of a provision of this sort would probably not have any effect on
Federal Reserve policy or on the Government securities market in

the near-term future.
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Over the longer term, the effect of a provision of this
kind would depend upon its exact wording and its position with
respect to existing law and other pending legialation. As you

Gne s, /mu__ Aoz,(m,.,:__ 4
know, the Senate has : :

Cur;ency_Cnmmit;ée-has_:ammunueh:ﬂpnrted_nut_faunnahly, a bill(cf""’°)

directed primarily to the structure of reserve requirements. JFn-

etdard
%ae—furm*tn"whie§4this bill}paa?eé—the—ﬁenate, some reduction in
the reserve requirement percentages presently applicable to central
reserve city banks, would be unavoidable. Furthermore the question
of whether the authority granted the Board in that legislation, to
permit banks to count their vault cash as a part of their legal
reserves, constitutes a "lowering of bank reserve requirements,"
would have to be resolved.

Apart from these technical questions, the fundamental
issue of whether the basic authority in the Federal Reserve Act
to increase or decrease reserve requirements, reaffirmed in the
legislation mentioned above, supersedes or would be superseded_by
the proposed amendment to the debt management legislation under
consideration, would have to be determined. It would be impossible,
of course, ﬁo make such a determination until the exact language of

both bills was finally settled, and it might be extremely difficult

even then. If it were determined that the proposed amendment to

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



-3-

<

AT m.ha-gw‘*“ ol
e p:aaegi\bil directing the Federal Reserve to operate in a certain

way superseded the provisions of the Federal Reserve Act, as amended
/1Yo

by S. }LBO/, then the effect would be to invalidate an important

/1Yo
portion of the Federal Reserve Act. On the other hand, if S. 1160

h
were determined to be controlling, we might well find oukselvea in
the position of taking actions at some time in the future, in
/lve

accordance with the provisionsof S. 116{5, which would appear to be

directly contrary to the policies directed in the proposed amendment.
—As—Congressman Reuss—pointedout—in-his—testimony-before
—+hisCommittee; he-introduced-e concurrent resolution (H: Con.
__Res+-196) earlier-this-month-to-substantially the same-effect as
«the-amendment-he now proposes—to-this bill; and-this resolution
—hag-been-referred-to—the House Committee on Banking and Currency.

"It is recognized that it is altogether appropriate for Congress
,-l‘
to enact amg&eﬁ-ia&m that it chooses with respect to the
operation of the Federal Reserve System; and, referring to the

statement that I have made many times, I will do my best, as long '

‘...amL(, i i {;‘, NAJ{A.. oy
as I am Chalrman of the Board to carry out an%%date—uh&h—w ZL.

xreceive from the-Cengresss 1 would urge in the public interest, lodhor
however, that the Congress exercise the greatest care to avoid
M"b“u&tﬂﬁ')
conflictingdéandatan because it is inevitable that legislation
in this area has a profound effect on the smooth functioning of

our financial system.
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There is one other point that.might be made hegre. The
objective of the debt management legislation proposed by the
President is fundamentally to remove overly rigid statutory
limitations upon the Treasury in carrying out its debt management
responsibilities flexibly in the public interest. It would be
indeed inconsistent to enact legislation that, on the one hand,
provided greater discretionary latitude in managing the public
debt and, on the other hand, contained provisions limiting the
abllity of the monetary authorities to exercise their responsibilities
flexibly.

With respect to the merits of providing for necessary
and desirable monetary expansion through additions to the Federal
Reserve portfolio, as contrasted to reductions in reserve require-
ments, there are a few points which I shall make very briefly;
first, the net effect on the Government securities holdings of the
banking system would undoubtedly be considerably less than might at
first appear. Relatively high reserve requirements and correspondingly
high Federal Reserve holdings of Govermment securities tend to.cauae
the commercial banks to minimize their investments in Government
securities. Lower reserve requirements and correspondingly lower
Federal Reserve System holdings of Government securities make
possible and encourage somewhat larger holdings of Government
gecurities on the part of commercial banks. For this reason, it

would be a mistake to assume that the Federal Reserve Banks and the
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commercial banks, taken together, would hold a substantially larger
amount of the public debt in ema casegiiffyfreserve requirements are
maintained in the period ahead rather than lowered. Higher reserve
requirements, on the other hand, might result in a lower combined
total of Federal Reserve and commercial bank holdings.

Member banks do not receive any interest on the reserve
balances which they are required to carry with the Federal Reserve.
Hence, the higher the percentage that these reserves represent of
their total resources, the lower their net earnings tend to be,
other things being equal. All of the bank supervisory authorities
are continually concerned that banks maintain adequate capital to
protect first their depositors, and second, the resources of the
Federal Deposit Insurance Corporation which guarantees a substantial
portion of all commercial bank deposits. An adequate rate of return
on capital invested in commercial banks is essential to the maintenance
of sound capital ratios. Hence, quite apart from any concern we might
feel for equity and fairness for those who have made funds available
to provide for capital for commercial banks in the past, we must
recognize that if bank capital is to grow in the future to provide
an adequate protective cushion for an expanding volume of deposit
liabilities, bank earnings must be sufficient to attract further
capital investment. For this reason, the levels to which reserve
requirements can be raised, or at which they should be maintained,
must be determined in consideration of the effect on capital

structure of the banking system.
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A somewhat related problem stems from the fact that we have
always had and still maintain in this country what we call the dual
banking system; that is, banks are chartered both by the Federal
Government and by State govermments, and most National banks are
free, if they choose to do so, to shift to a State charter and drop
their membership in the Federal Reserve System; and all State member
banks can withdraw from Federal Reserve membership at will. While
we believe the advantages of membership in the Federal Reserve
System are substantial, if the non-interest bearing reserves which
the member banks are required to maintain are too large in relation
to the comparable requirements on State banks, then there is a
strong incentive for banks to withdraw from the System, and the
effectiveness of the Federal Reserve as a monetary authority is
undermined.

I have testified before committees of the Congress that,

- in my judgment, the present levels of reserve requirements of
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member banks are higher than they need to be for purposes of

sound monetary management, and have indicated that as developments
provide occasion for reductions, such reduction would be appropriate
and consistent with the financing of needed economic growth. This

is, of course, a matter of judgment, but I can assure you that my
Judgment is based on what I sincerely believe to be the best interests

of the country, not on any undue concern for the banks.
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In summary, it is our sincere .judgment that an amendment
to the legislation which is now before you, which would éequire
"that the Federal Reserve System, while pursuing its primary mission
of administering a sound monetary policy....should bring about needed
monetary expansion by purchasing United States Govermment securities....
rather than by further lowering of bank reserve requirements," would
be undesirable on both technical and substantive grounds.

One other aspect of the proposal by Congressman Reuss
deserves speclal comment. The language of his amendment provides
that the purchases of Govermment securities should be of varying
maturities. As we understand it from his statement, this language
is intended to require that the Federal Open Market Committee revise
its present policy with respect to the maturities in which purchases
and sales for the open market account are normally conducted.

Congressman Reuss referred to this aspect of his proposal,

v-Res+196, only in passing. He stated,
however, that his proposed amendment as a whole would involve "no
backtracking on the Treasury-Federal Reserve Account of 1951, no
commitments to peg the U. S. security market at par, no support
measures at a time when monetary expansion would be inflationary."”
His proposal, nevertheless, raises some very basic and fundamental
questions with respect to the way in which Federal Reserve policy
is effectuated and might have very fer-reaching repercuseions in

the securities markets.
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For a number of years the System has followed an operating
procedure of confining open market operations in U. S. Government
securities to the short-term sector of the market. This procedure
was adopted after years of experience with other practices and after
a careful study of their effects upon the operation of the market
and upon the effectuation of appropriate monetary policies. It was
adopted not as an immutable rule but as a working guide to current
operations. It has been reaffirmed by the Committee each year.

Variations from the rule can be, and have been, adopted
upon vote of the Open Market Committee whenever deemed appropriate
for aiding Treasury financing or the effective operation of the
Government securities market, or for purposes of monetary policy.

In a sense then, a resolution of Congress that the System should
take such actions when consistent with its primary objective is
unnecessary.

The present working procedure was adopted because experience
and study revealed that other practices interfered with the attainment
of the System's primary objective, as well as with effective functioning
of the market and with debt management.

Federal Reserve operations in Government securities influence
price and yiéld of outstanding securities in three fundamentally
different ways. (1) They change the volume of reserves available
to member banks for making loans and investments or paying off debts,

(2) they affect the volume of securities available for trading and
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investment, and (3) they influence the expectations of market
professionals and other investors regarding market trends. These
effects are described and thoroughly analyzed in an article entitled
"Open Market Operations in Long-Term Securities" published in the
Federal Reserve Bulletin for November 1958.

Of these effects of System open market operations, the
first is by far the more important. Under our percentage reserve
system, additions to or subtractions from commercial bank reserves
have a multiple expansive or contractive effect on bank lending and
investing power. This means that any given change in System holdings
of securities will be accompanied by a change in commercial bank
portfolios of loans and investments several times as large. Thus,
the major effect of System open market operations on market prices
and interest rates will be the one that results from commercial bank
transactions in securities to expand.or contract their loan and
investment portfolios.

The effect on market prices and interest rates as a result
of an increase or decrease in Federal Reserve holdings of particular
securities and a corresponding decrease or increase in their market
supply will be relatively minor. In evaluating this latter effect,
it needs to be kept in mind that the size of System open market
operations is ordinarily smaell in relation to the volume of any

category of securities outstanding in the market.
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The third effect of Federal Reserve open market operations
in long-term securities, namely, their potential effect en market
professionals and portfolio managers, can be diaruptive'to the market.
Long-term securities are normally subject to wider price fluctuations
relative to given changes in interest rates than are short-term
issues and, therefore, trading or portfolic positions in them incur
the greater price risk. Furthermore, the System holds the largest
single portfolio of Govermment securities in the United States economy,
and it is the only investor of virtually unlimited means. If the
System conducts open market operations in longer term securities,
professional investors and portfolio managers may either step to
the sidelines or endeavor to operate on the same side of the market
as they believe--perhaps from rumor--the System to be operating.

In the former case, the Federal Reserve would become in
fact the price and yield administrator of the long-term Govermment
securities market. In the latter event, the operations might
encourage either artificially bullish or bearish expectations as
to prices and yields on long-term securities, and lead to unsusj
tainable price and yield levels that do not reflect basic supply
and demand forces. Either of these effects would permeate and disturb
the whole capital market. Consequently, instead of working as a
stabilizing force for the economy, open market operations in long-

term securities could have the opposite result.

St. Louis
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After the Treasury-Federal Reserve accord, when the Federal
Reserve for a period attempted to aid Treasury offerings of new
igsues that were closely priced relative to the market, Federal
Reserve purchases of the supported securities were often in very
large amounts. Those or other securities had to be sold in the
market to prevent undue additions to the supply of reserves, and
no useful purpose was served by the operation.

The function of the long-term capital markets is to
transmute the money savings of the economy, as supplemented by bank
credit, into real investment. Tendencies in security prices and
yields in these markets are vital and sensitive indicators of the
relative pressures of the supply of money savings and bank credit
and the demand for funds to finance real investment. If the Federal
Reserve were to intervene in the functioning of supply and demand in
order directly to administer prices and yields on long-term securities
or in a way that resulted in unsustainable prices and yields, it
would impair the usefulness of an important guide to monetary policy.

An important objective of debt management policy is to
tailor the structure of the debt so as to provide investment fof,
and to attract, various types of funds. Long-term securities are
designed to attract savings; short-term securities draw in liquid
balances. Variations in the structure of interest rates reflect
differences in supply and demand forces in the different sectors of
the money and capital markets and perform an important allocative

function in influencing the flow of funds from one to another.
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To the extent that Federal Reserve operétions attempt tq influence
these variations in interest rates in accordance with séme
arbitrary judgment, they interfere with, rather than aid, market
ad justments that are necessary to bring about an appropriate
allocation of funds to meet existing demands.

Federal Reserve operations in different sectors of the
market for the purpose of influencing interest rates in one sector
rather than in another are likely to have but little influence in
aiding Treasury debt management or affecting the relationship between
long-term and short-term rates. Because of the high degree of
fluidity as between various maturity sectors of the market,
fluctuations of any megnitude in one sector are transmitted with
considerable promptness to other sectors.

If the System should attempt, for example, to bolster
long-term interest rates by purchases of bonds and to offset the
effect on reserves by accompanying sales of short-term securities,
long-term yields would tend to decline and short-term yields to
increase. There would then be a tendency for market participahts
to shift from long-term securities to short ones. The consequence
would either be an adjustment of yields back to previous relation-
ships or the necessity for continued purchases and sales by the
System. This process could continue until the System's portfolio
was composed predominantly of long-term securities, thus hampering
its ability to operate flexibly to meet temporary variations in

reserve needs.
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Another effect of a policy of endeavoring to maintain
long-term yields, without affecting reserves, by buying long-term
bonds and selling short securities, would be to increase greatly
the over-all liquidity of the economy. Not only would the supply
of short-term securities in the market be increased, but also all
bonds outstanding would be made more liguid because they can be
more readily converted into cash as a result of Federal Reserve
open market operations.

It continues to be my Jjudgment that, in order to avoid
interfering unduly with the structure of rates as determined by
basic market factors, it is essential that System operations be
conducted in short-term securities, where the price impact of
purchases and sales is at a minimum. Also, to be prepared for
operations to absorb reserves the System must hold a substantial
portfolio of short-term securities. If the System should attempt
to cover needs for long-term growth through purchases of securities
of varying maturities, additions would probably not exceed half a
billion dollars in a whole year to cover the growth in required
reserves of member banks, plus some additional amount to cover
whatever growth there might be in currency. Allowance would need
to be made for gold movements. These needs are small relative to
the total of System operations and to the volume of securities in
the market. Moreover, they vary considerably from time to time
and are not easily measurable at any given time, because of rather

wide variations in the economy's needs for cashe
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Variations in cash needs result from changes in the
economic climate, from shifte in holdings of non-cash liquid
assets, and from other factors which influence views as to cash
demands. It is these variations that call for careful analysis
of current economic developments and for flexibility and the
exercise of a high degree of judgment in determining current

monetary policies.
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Compliance with the Employment Act, the achievement of |
maximum sustainable growth, the maintenance of reasonable
stability in the purchasing power of our money, and the necessity
of keeping our debt service charges to a minimum. The monetary
officials should discharge their responsibilities in a manner
consistent with these objectives tonthn.n:imum degree that is
feasible.
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