MISC. 140A-40M- 5-49

FEDERAL RESERVE BANK OF NEW YORK

August 31, 1953
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Hon. Paul H., Douglas,
Senate Cifice Building,

Waskington, D, C.
Dear Senator Douglas:

There has been sent to me coples of your July corres-
pondence with Marriner Eccles and of your remarks in the Senate,
when you asked and received consent to have, this correspondence
printed in the Congressional Record, [ am writing to you because I
have valued your informed support of the Fedgral Reserve System
so highly, and because [ think soms¢ lusions Marriner has
drawn, and you seem to have drawg the Yevelopments of the
first half of this year may bhe wi

peno?ﬁzurmg which the ''aqw’ administration has been at Washington.

’ Marriner's /statement and your reamarks raise perhaps
ate

three immedi. jortant questions.

(1) Was there a change to a “hard and tight'" monetary
policy after the new administration took office; and
7L was the reduction in the money supply in the first
( L 1 ( five months of 1953 an unusual and untimely develop-
ment resulting from such a change of policy?

Q,AVLM(‘M [ww\ (2) Has there been a change since December 1952 from
p J.ww‘ ’ v the situation of high production and employment and
' ! stable prices which ia attributed to the period from
. March 1951 to December 1952, as a result of the
i monetary and debt management policies that have been

followed ?
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(3) Should the money supply vary directly and proportion-
ately with short term changes in the volume of pro-
duction and trade, or should the growth in the money
supply parallel the long term growth in the economy,
increasing less than the physical volume of pro-
duetive activity in inflationary periods, and decreasing
less (or even continuing to increass gradually) in
periods when deflationary tendencies predominate?

Recent Monetary Policy and .
Changes in the Money Supply

i

Actually the monctary policy in affsct during the first four
months of 1953 was a continuation of the policy that had been in effect
for some time, although it did bave more publicity in the later period.
For a variety of reasnns, however, gwmuu. of seasonal loan
repayments to develop on the scale had been ipated, the failure
of tax receipts to come up to expectstiong and the ean\ﬁqmnt prospect of
haavier Treasury borrowing, "ccntlnu\& large volume of corporate and
“municipal” security flotations/ and lack of clarity in or misinterpratations
of public discussions of Fedeyal Reserve policy, the money and security
markets began to show signs ef strain iaté in april. The Federal Reserve
System: was not blind to this si took action early in May to give
assurance that sufficient reserves 4 be mads available to the banking
system to meet real ne s bjrthe Government and private borrowers.

N

has declined in the fixst five months/of every year since 1946, even in years
in which many consideXthe lner?/ e in the money supply to have been
excessive, "Teasons seasonal decline in the first few months

of cach yeas apparently include heavy tax receipts and retirement of
Covernm securitics by the Truasury, a seasonal tendency toward loan
contractipn after the fall ion, and some reduction in currency
circulatign after the Chri as holiday perisd. The figures for the first
five months of sach of the/ last seven years are as follows:

“\Chapgein Money Supply during First Five Months
of Each Year

prising prl:7;ly owned demand deposits and currency)

Dellar Amount Percentage
in billions Change
l%? “z.‘ -Z.Z
l%' ‘5.‘ "*.8
19‘*9 ‘401 "3.7
1950 "105 "lo3
!951 ‘3.3 -3.8
195; ‘302 -206
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You will observe that the percentage reduction during the first {ive months
of 1953 was less than in the corresponding periods of 1948 and 1949, and
was only slightly greater than the average for the four years 1947-1950
(3.5 per cent campared with 3.0 per cent).

Since there are seasonal variations in the money supply, a
better measure of the trend is the year-to-year change. In that respect,
the increase from June 1952 to June 1953, although ungquestiocnably less than
the increase in the physical volume of production, was considerably greater
in dollar amount, and somewhat greater percentagewise, than the average
for the five ysars from June 30, 1946 to June 30, 1951 (all but three months
of which were in the period during which monetary and debt management
policies were criticized as having bean strongly, inilationary). Furthermore,
the increase during the past year followed a considerably greater increase
in the previous year -- one which clearly outstripped the rise in physcal
production. The figures for the paat seven ysars.are as follows:

TN

Change in Money Supply-during Year Litded June 30
Dolll\r smount Percentage
in billions R Change

£
1947 \\ 2.4 2.4
1948 /0.2 «0.1

1949 R W -1.1
1950 //‘\-\ W +2.9
1951 / 4.5 . 4.1
1952 | \ .68 *5.7
1953 | i +3.0 2.5

Anothe ctor to be en into account in this connection,
as Marriner and po t, is-thanges in the velocity or rate of use of
money. Thes€ changeas are not always downward, however, as Marriner's
discussion foight imply. The velecity data have been under revision in
recent mofiths and have no\ been published, but there {s reason to believe
that the rite of turnover of mooney has increascd appreciably, thus
supplementing the incre in the quantity of money over the past year,

fe Conditions

Both Marriner and you appear to regard the economic situation
from March 1951 to Decembsr 1952 as eminently sound and healthy (except for
the growth in c-nsumer and mortgage credit in that period and in preceding
years). You both profess to see a change in the direction of deflat
tendencies since the advent of the new administration, which, in your opinion,
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| made the menstary and debt management policies of the early months of
\ 1953 quite inappropriate.

So far as the actual data go, there is liitle to support that
conciusion, although we may all have our ideas as to the future, It is trus
that some of the basic commoditiss (notably farm products because of
large production and reduced sxport demand) have been weak in recent
months, but a aumber of tham were weak also in the period from March 1951
to December 1952, The general whelesale price index shanged by only
one-tenth of a percentage point from December 1952 to June 1953, while
during the period from March 1951 to December 1952 it {ell by six percemnge
points, as you stated. The consumer price index also has been almost
unchanged (slightly higher, in fact). The production index leveled off in
the second quarter of this year (perhaps partly because of the difficulty of
making proper scasonal adjustments), but the Juge index was still six points
above December and 15 points highsr than a ysariago. The gross natlonal
product, income payments to indivi . em ent continued to rise.
In short, the gensral economic si in the first half of 1953 was about
as near the ideal ene of high pr
inflation, as we ever atain, ermore) there {s at least a possibility
that, but for the tight money :

tained, and the danger and depth of a r sssion might have been increased,

Growth in the Money 3 : N
Required for Economig Stability ~

Niarriner's statement pf what he thinks should be the sbjective
of debt management monctary psiicy seems to me to have been the
objective during 1953\ Opinicns may/difier, of course, as to the action which
is called for at any given time to aghieve this objective. | would hesitate,
(R_ ( ;5 | bhowever, to ad he s ula that changes in the money supply should
LS Z’ parallel changes in production and employment on a short term basis. Dis-
W regarding the element o}uml fluctuation I the money supply, there

remains question of whsther a policy of prometing changes in the money
supply digectly proportionsts to changes in production and employment,

even on a\year-to-year is, is likely to be mest conducive to the maintznance
of stability in the econ at high levels. If that were true, there might have
for the System's fight for greater freedom of action beginning in
August 1950 and ¢ohtinuing up to the "accord" in March 1951, a fight in which
you aided so greatly. The money supply thea had been increasing rapidly, but
not 50 {ast as production and :mployment.

g
B
:
§

I would say that a better theory for the guidance of central
bankers, in seeking to make their contribution to sconomic stability, is that
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growth in the money supply should parallel the long term growth in
productive activity. Tbhat calls for a policy of resisting too rapid
expansion of bank credit and the money supply in boom: periods (which
may merely vaiidate higher costs and prices) and resisting credit
contraction in periods of recession.

I hope that you will forgive this loag letter. The importance
of the subject, to me, made it seem worth writing, The problem we faced
at the beginning of the year, as I saw it, was how to help prevent, by
monetary means, the development of a bubble on top of a boom without
adopting a deflaticnary policy. The danger was there, and it has been
avoided. As soon as our policy seemed to bs bécoming too restrictive
it was modified, and assurance was given that reserves would be available
to meet the seasonal and growth needs of credit Juring the remainder of
the yaar. Up to this moment the economy has ecoatinued {ts broad vigoerous
development, at high levels of production, income and employment, and
inflationary and deflationary forces have stayed in talance. Balance at
high levels is always precarious, wmlf we should be heading inioc a
readjustment or recession as Marriner, maybe you, seers to belicve,
I should hope it would not be blafed on the Federal Reserve System - at
least not hecause of a faulty lysis of cur/ past actions. We try to follow
the sconomic {acts of life, nobtthe electiod returns.

s faithfully,

TN

\ ALLAN SPRCUL
% \
\

Allan Sproul,
| President.
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