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November 5, 1954

Professor Euner Voood,
University of Missourt,
Columbia, Missouri.

Dear Proisssor Wood:

For some time | have been inténding to write to you
about your paper sn “Hecent Hionstary Jolicies’” which came to ine
about two months ago.

I am delighted, of coursz, that you are enough intercasted

\ in the recent vicws and acticns »f the o cderal Reserve system to stuay
and write about them, and pleased that your gencrai ideas apout a ,
“free! inoncy market appear 1o be sumilar to waine. v
if I raise one or two gusstions aboul your paper,
therefore, it is within the frawse of iy delight and mny pleasure that
you wrote it at ail. First, 1 think your interpretation of the historical
racord suffers froun comprossion, anc {rowm [ wnping together ajl
sfficiala of the Federal Reserve System. This thought of mine is
atfocted, | know, by personal considerations, Lut [ believe & rzading
of the annual reports of the Fuderal Reserve Sank of New York and
of wur, Roosa's and mxy papers in the John Williams' ¢ssays, would
give you a som«what different picture {ron: the one you have sketched.
One specific point [ would mention here is that I have aot blamed the
inflation which occurred after the war on "continusd heavy Goverament
spending”, but I have blamod it on the swollen oney supply created
during the war which [ did not think we could shrink without grave
risk of deflating the zconomy at the wrong timme. {("iionctary contraction
is such a terribly lethal weapon, it should be used with great moceration.'')
ancther point which you do not mention, is the {act that sur support
operations during the postwar #0's not anly gave the commercial banks
autonatic or scmi-automatic access to reserve funds, but also gave
others such as ipsurance companivs and saviogs banks the same sort
of access, which did present a danger outsice »f the ordinary operatioas
oi central banks.
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These and similar smaller points are not why I am
writing you, however. [ am writing because I think, that after exposing
the lunitations and inconsistencics of present majority thinking in the ‘ /
i edzral Reserve, you have proposed an over-simplified alternative,
I do not believe we can enjoy the luiury of a fixed formula of monstary
management in our complicated money economy.

It scemns to me to be neither possible nor desirable
to try to reduce all of the conflicting considerations which have to be
reconciled in formulating monetary policy to the selection of a single
ratc curve. [ agrce, of course, that interest rates are a most important
guide to policy and i{ts exccution, and that open market operations are
likely to be the most effective tool of the Federal Reserve System,
most of the time, in relation to rates. But I also think that there are ,
guides to policy other than int:rest rates, and that the discount rate
and bank borrowing have their uses as well as open market operations.
Most often the discount rate and open mnarket operations can be used
J | together; the discount rate to symbolize the policy adopted, and open
market operations to keep markct ratcs and member bank borrowing
in appropriate relstion to the discount rate, At timus of credit case,
this would mean sensitive money market rates below the discount
rate and infrequent and minor borrowing in response to teumporary
n:eds of individual banks. s+t timas of credit restraint, it would mean
sensitive money market rates (except Federal funds) at or maybs
above the discount rate, with mmember banks having to borrow fairly
frequently and in reiatively large amounts so that, in the aggregate,
they would be in debt more or l:ss continuously. There are different ‘
kinds of reserve dollars and differences in the response of the banking
‘ system to their availapility. We should take advantage of these diifzrences.

i p——

Similarly, I think you go too far when, after demolishing
the tceca of leaving interest rates to "'natural forces'' you condemn un-
necessarily ''fortuitous changss" in rates - the “continual minor changes
in rates which serve no purpose whatever {rom the standpoint of credit
regulation.’” Here, too, I s¢ce a middle ground. Rate changes in the
market can serve a useful purpose, as a guide to distribution and uses
of funds within each sector of the market as well as between scctors
of the market. It makes a difference, for example, whether the Treasury
bill rate is 1/4 or 1/2 51 | per ceat below the discount rate, and whether
deaier loan rates arc above or below the Treasury bill rate, or whether
the Fediral funds rate is above or below the bill rate, and where the time
deposit rate is in relation to other short term rates. We need to watch
rates and rate movements, and the varying interrelations among diffcrent
rates, as inuications of the prevailing responsc to general policy, and as
guides to whether more or less resurves are needed to carry out the
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intentions of credit policy, but we do not need to try to pick out a single
sct of rates for each phase of credit policy.

Finally, I think you dismiss "uncertainty’ too readily

as a legitimate influence. You may be right in saying that for every

"change in uncertainty” there is a specific change in rat: which would
achieve the same effect, but must our effects always be achizved i{n the
same way? [s thire not rooin for uncertainty as a substitute for actual
rate change? If there is - if uncertainty at times reinforces current
policy - need we reject it? Furhaps I am too much imbued with the idea
of central banking as an art, but when you refer to the need for gauging
policy in terms of degrac¢s of pressure, are you not also writing of an
art which cannot always express itself in ont way and which could take
advantage, at times, oi a littl= uncertainty?

With appraciation of your paper and its stimulating
presentation of your views concerning recent monctary policy,

Yours faithfully,

ALLAN  SPRUUL

Allan Sproul,
President.

P.5. lam looking forward to seeing you at Princeton on
November 21 when the Commitiee on the History of the
Federal Ruserve System will be meeting with you and

Dopp and Chandler.
A .S.
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