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The Business Situation

The firm upward course of economic activity has con­
tinued. Despite a drop in the pace of inventory accumula­
tion, gross national product registered another substantial 
rise in the third quarter. Most of this gain reflected a 
strong rebound in the rate of increase in consumption ex­
penditures following a lag immediately after the March 
tax cut. Among the monthly indicators, appreciable in­
creases were scored in September in personal income, non­
farm payroll employment, and in the backlog of unfilled 
orders for durable goods. To be sure, the industrial pro­
duction index barely edged forward in September, but this 
modest showing was largely attributable to the General 
Motors strike, which started on September 25. That strike, 
lasting four weeks or more at the various company installa­
tions, dampened business activity again in October, as 
sharp declines in the automotive sector inhibited over-all 
production and retail sales. With all the General Motors 
labor disputes now settled—and the very recent strikes at 
a number of Ford plants expected to be of short duration— 
activity should intensify to meet the pent-up and continu­
ing demands for automobiles.

As the economy continues to move ahead, attention is 
being increasingly focused on the possibility that upward 
pressures on prices may become more intense. The broad 
price indicators have continued to reflect a substantial de­
gree of over-all stability. Thus, the consumer price index 
has increased somewhat less so far this year than in the com­
parable period of 1963, and weekly October data suggest 
that the industrial component of the wholesale index was 
only faintly above its year-earlier level, in part reflecting a 
slight rise since mid-September. Yet, announcements of 
specific price increases have become more numerous of 
late, affecting such important products as sulphuric acid, 
zinc, lead, reinforcing steel bars, and steel pipes. With very 
high operating rates in a number of industries, reports of 
shortages of several types of skilled labor, and the possible 
spread of labor cost pressures spurred by the substantial 
gains obtained by the auto workers, price stability may 
now be approaching a period of testing.

RECENT DEVELOPMENTS IN KEY 
DEMAND SECTORS

Gross national product rose by $8.9 billion in the third 
quarter to a seasonally adjusted annual rate of $627.5 bil­
lion, according to preliminary estimates of the Department 
of Commerce (see Chart I). The increase was slightly less 
than the gain achieved in each of the first two quarters of 
the year, but a bit higher than the average quarterly ad­
vance since the end of 1962. Indeed, excluding inventory 
changes, the third-quarter advance in expeditures was the 
second largest quarterly increase since 1961. Further­
more, the $2 billion decline in the rate of inventory accu­
mulation—on top of an already conservative ratio of 
stocks to sales at midyear—makes it even more likely that 
a continued rise in demand in the current period will be 
accompanied by increased output.

The most important factor in the rise in over-all spend­
ing in the third quarter was the $8.4 billion expansion in 
consumer outlays. The consumption increases were wide­
spread among durables, nondurables, and services. At the 
start of the fourth quarter, however, spending on durables 
was retarded when strike-induced shortages caused Octo­
ber new-car sales to decline by 30 per cent. With cars now 
rolling off the assembly lines at an improved rate, trade 
sources expect the automotive sector to contribute signifi­
cantly to retail volume in the final two months of 1964.

Business fixed investment has continued to be a major 
source of strength in the economy, rising at a seasonally ad­
justed annual rate of $1.8 billion in the third quarter. A 
further substantial increase in plant and equipment expen­
ditures is expected in the current quarter, according to the 
August Commerce Department-Securities and Exchange 
Commission survey of businessmen’s plans (made public 
some two months ago). Two surveys bearing on capital 
spending next year have recently been released. According 
to one, taken in July by the National Industrial Conference 
Board, major manufacturing corporations estimated that 
their third-quarter appropriations for plant and equipment
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Chart I

RECENT CHANGES IN GROSS NATIONAL PRODUCT 
AND ITS COMPONENTS
Season ally  adjusted annua l rates

V77\ C hange  from first quarter Change  from second quarter
uxA  to second quarter 1964 M B  to third quarter 1964

B illions of do llars

Source: United States Department of Commerce.

would be 14 per cent higher, after seasonal adjustment, 
than the record rate achieved in the previous three months. 
In the past, appropriations have tended to be reflected in 
actual expenditures some two to three quarters later. The 
second recent survey, taken by McGraw-Hill in October 
and early November, indicated that businessmen plan to 
raise their plant and equipment spending next year by 5 per 
cent over the level for 1964 as a whole. A year ago this 
survey pointed to a 4 per cent rise from 1963 to 1964, far 
less than the 13 per cent increase that is now expected to 
be realized. Indeed, all the previous McGraw-Hill fall 
surveys which preceded a full year of business expansion 
underestimated the extent of the rise in capital spending 
that actually occurred. On the other hand, the survey has 
tended to be on the high side for those years when the econ­
omy turned down.

Residential construction has weakened somewhat of 
late. Private housing outlays declined by $0.5 billion in 
the third quarter, following a $0.7 billion drop in the pre­

ceding quarter (both at seasonally adjusted annual rates). 
The latest forward-looking indicators of housing activity, 
moreover, do not suggest any near-term strengthening in 
this area. Thus, in September nonfarm housing starts were 
only moderately above August’s nineteen-month low, and 
the number of building permits issued dropped to its low­
est rate since February 1963. Over the longer term, of 
course, the continued rise in family formation makes it 
likely that residential construction will show renewed vigor.

In the government sector, spending at the state and lo­
cal levels continued on its long-term uptrend in the third 
quarter. This increase was almost offset, however, by a 
sizable decline in Federal purchases of goods and services. 
Over the past year as a whole, the rate of increase in Fed­
eral expenditures has been substantially less than in the 
previous several years, and current estimates suggest that 
this sector will provide little further push to economic ac­
tivity over the next few quarters.

PRODUCTION AND EMPLOYMENT

The Federal Reserve’s seasonally adjusted index of in­
dustrial production inched up by 0.2 percentage point in 
September to a record 133.9 per cent of its 1957-59 aver­
age. This was the smallest monthly advance since last 
November, but the smallness of the advance of course re­
flected the special impact of a 12 per cent drop in auto­
mobile assemblies associated with the General Motors 
strike. Had that large concern been able to meet its origi­
nal production schedules, the over-all index would have 
registered about the same sizable gain as in August. Iron 
and steel production edged up again, to its highest rate 
since the period of inventory accumulation just after the 
long strike in 1959, and output of most nondurable goods 
also increased. Moreover, business equipment output re­
mained at an all-time high despite the reduced production 
of General Motors trucks. Partial data for October indi­
cate a further 44 per cent cut in automobile assemblies but 
an additional rise in steel ingot production. The strength 
in steel output may well in part have reflected some hedg­
ing against the possibilities of a price boost and a strike 
which, under the terms of the steel labor agreement, could 
take place after April 30, 1965.

The number of persons on nonfarm payrolls increased 
by a moderate 103,000 in September (after seasonal ad­
justment). A rise in manufacturing employment and the 
increased hiring of teachers to instruct the expanding 
school population more than offset the drop in construc­
tion jobs. Compared with a year earlier, nonfarm payroll 
employment was up by 1.6 million persons, a somewhat 
greater gain than in the previous twelve-month period. In
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October, total employment (as measured by the Govern­
ment’s household survey) was unchanged, and the unem­
ployment rate remained at 5.2 per cent. Over the past four 
months the rate has averaged 5.1 per cent, or 0.5 per­
centage point less than in the comparable period of 1963.

RECENT CONSUMER! BEHAVIOR

The large third-quarter increase in personal consump­
tion outlays noted earlier suggests that the additional in­
come provided by this year’s tax cut is now being used 
more freely for consumption purposes. One of the aims of 
the new tax law was the stimulation of consumer buying 
through an increase in the amount of disposable income 
in the hands of the public. The results for the April-June 
quarter—the first full quarter in which the tax cut was in 
effect—suggested that its immediate impact on spending 
had been relatively limited. During that period, disposable 
personal income increased at a seasonally adjusted annual 
rate of some $12 billion—roughly $5 billion of which was 
directly attributable to a decline in tax payments—while 
consumer spending rose by $6 billion. Thus, only about 
half of the additional income was used to purchase goods 
and services, and the ratio of consumption expenditures to 
disposable income dropped to 91.8 per cent, the lowest 
level for any quarter since 1958 and significantly less than 
at any other time during the current business expansion 
(see Chart II). In the third quarter of 1964, however, 
consumer spending rose by $3 billion more than disposable 
income, and the consumption ratio increased to 92.6 per 
cent, very close to the 92.8 per cent average of the past 
ten years.

The behavior of consumption in relation to disposable 
income over the past two quarters should not have been 
totally unexpected. As indicated in the August 1964 issue 
of this Review, empirical studies suggest the existence of

a historical tendency for the consumption ratio to decline 
over the short run when disposable income is advancing 
very rapidly. It is still too early to attempt a definitive 
evaluation of the effects of the tax cut on consumer spend­
ing. Nevertheless, the third-quarter experience is at least 
consistent with the view that increases in disposable income 
stemming from tax reductions are having much the same 
impact on consumer spending as do increases in after-tax 
income stemming solely from an expansion of economic 
activity.

Chart II

DISPOSABLE INCOME AND PERSONAL 
CONSUMPTION EXPENDITURES

Billions of do llars B illio n s of dollars

Source: United States Department of Coranrisrco.
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The Money and Bond Markets in October

A firm tone generally prevailed in the money market 
in October, although easier conditions emerged from time 
to time during the month. The major banks in New York 
City and other important cities were under substantially 
less reserve pressure than in the previous month when they 
bore the brunt of special pressures associated with quar­
terly dividend and tax payments. Treasury bill rates edged 
upward at the beginning of the month, primarily in re­
sponse to heavy dealer inventories and high financing costs, 
but then eased as investment demand reappeared and 
special pressures subsided.

Prices of Government notes and bonds edged narrowly 
lower in quiet trading during the first half of the month, 
as participants continued to appraise cautiously the out­
look for interest rates. International developments tem­
porarily accentuated the underlying feeling of hesitancy 
around midmonth, but neither these nor domestic economic 
and balance-of-payments considerations had any major 
impact on prices. Prices rebounded later in the month as 
market participants came to feel increasingly that a near- 
term rise in the British bank rate was unlikely. In the mar­
ket for corporate bonds, a cautious undertone was evident 
through much of the month, but prices improved toward 
the close. Prices of tax-exempt issues showed little change 
until late in October when they also rose.

THE MONEY MARKET AND BANK RESERVES

Federal funds continued to trade predominantly at 316 
per cent during October, although crosscurrents in reserve 
distribution produced redundant reserves on some occa­
sions, leading to considerable trading below the 316 per 
cent level on several days, One such occasion arose during 
the week ended October 14 when float moved erratically 
around the Columbus Day partial holiday, providing an 
unexpectedly large supply of reserves that caused the Fed­
eral funds rate to drop sharply. A comparatively small 
volume of Federal funds traded during the month at 3% 
per cent, V% per cent above the Federal Reserve discount 
rate. Trading at this rate was initiated by a major New 
York City bank, which stated that it was seeking to in­

troduce greater flexibility into the Federal funds market.
Rates posted by the major New York City banks on 

call loans (in Federal funds) to Government securities 
dealers were largely in a 3Vs to 4 per cent range during 
the month. At the beginning of the month when dealer 
financing needs were quite heavy, rates were as high as 
4Mi per cent, but funds were made available to dealers at 
rates as low as 3V4 per cent in the easy money market en­
vironment of October 14. Offering rates for new time cer­
tificates of deposit issued by the leading New York City 
banks, as well as the range of rates at which such certifi­
cates traded in the secondary market, rose somewhat in 
early October but held generally steady thereafter. Rates 
on bankers’ acceptances were generally unchanged 
throughout the month, but one dealer lowered his bid and 
asked rates for bills maturing prior to the year end in 
order to stimulate a supply of shorter maturities, which 
were in good demand. Early in the month, demand from 
nonbank investors permitted dealers to work down posi­
tions considerably, but subsequently portfolios again ex­
panded.

Net reserve availability in the banking system as a 
whole averaged $88 million in the four weeks ended Octo­
ber 28, as against $84 million (revised) in the five weeks 
ended September 30. Member bank borrowings from the 
Reserve Banks averaged $305 million in the October pe­
riod, compared with $341 million the month before. Re­
serve availability bulged sharply in the week ended October 
14, as System open market operations absorbed less re­
serves during that week than were provided by unexpected 
movements in the market factors.1 In this environment the 
major money market banks, on average, were able to in­
crease their purchases of Federal funds and reduce their 
borrowings from the Reserve Banks. By the week's close, 
as “country” banks came to the end of their reserve averag­
ing period, a sizable volume of excess reserves piled up 
unused in the money centers and Federal funds traded at

1 Operating transactions (as detailed in the table), cash allowed 
as reserves, and required reserves.
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CHANGES IN FACTORS TENDING TO INCREASE OR DECREASE 
MEMBER BANK RESERVES, OCTOBER 1M4
In millions of dollars; (+) denotes increase,

(—) decrease in excess reserves

Daily averages— week ended

Net
changesFactor

Oct.
7

Oct.
14

Oct.
21

Oct.
28

Operating transactions
Treasury operations* ................................ . -1- 58 — 53 — 169 -4- 199 4- 35
Federal Reserve float ................................ — 123 4 - 55 

— 256
4-673 — 553 4- 52

Currency in circulation ............................ _  135 4- 33 4- 99 — 259
4 . 32 — 3 +  4 — 8 +  25

Other deposits, and other Federal 
Reserve aooounts ( n e t ) t .................. . — 55 4 - 102 4- 50 4- 45 - f  142

Total............................ . — 224 — 156 4- 592 — 217 — 5

Direct Federal Reserve credit transaction* 
Open market operations 

Purchases or sales t  
Government secu ritie s ...... ............... 4-392 — 17 — 623 4- 2 — 246

+  3 +  3 — 2 — 2 +  2
Repurchase agreements

+  181 — 79 — 131 _ — 29
Bankers* acceptances ........................ 4- 19 — 5 — 56 4- 27 — 15

Member bank borrow ings.......................... -j- 92 — 131 141 — 150 — 48
Other loans, disoounts, and advances . , __ — — +  1 +  1

Total........................ .. 4 . 687 — 230 -  671 — 122 — 338

Member bank reserves
— 841With Federal Reserve Banks .................. 4- 468 — 386 — 79 — 339

Cash allowed as reserves! ........................ — 344 4 - 112 4 - 82 4 - 121 — 29

Total reservo* § ................................................ 4- 119 — 274 +  8 — 218 — 870
Effect of ehange In required reservesS — 74 4-251 +  2 4-118 4- 297

Exoess reservesS .............................................. 4 - 45 — 23 4- 5 — 100 — 78

Daily average level of member bank:
Borrowings from Reserve B a n k s ............ 370 239 380 230 805||
Excess reservesS .......................................... 433 410 415 315 893| |
Free reservesS .............................................. 63 171 35 85 88||

Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash, 
t  Includes assets denominated in foreign currenolec. 
t  May also include redemptions.
I These figures are estimated.
(| Average for four weeks ended October 28, 1964.

rates as low as Va per cent. In the following week, possibly 
anticipating another end-of-week easing, many banks were 
content to accumulate sizable reserve deficiencies as the 
period progressed. At the end of that week, however, these 
banks were unable to meet their accumulated needs in the 
Federal funds market, and total member bank borrowings 
from the Reserve Banks bulged to over $1.1 billion on 
Wednesday, October 21. Subsequently, the distribution of 
reserves shifted in favor of banks in the major money cen­
ters, and total borrowings from the Reserve Banks declined.

On balance, over the four-week period ended October 
28, the weekly average of System outright holdings of Gov­
ernment securities contracted by $246 million, while aver­
age holdings of Government securities under repurchase 
agreements declined by $29 million. Average System hold­
ings of bankers’ acceptances, both outright and under re­

purchase agreement, fell by $13 million over the period. 
From Wednesday, September 30, through Wednesday, 
October 28,, System holdings of securities maturing in less 
than one year decreased by $205 million, while holdings of 
issues maturing in more than one year rose by $73 million.

THE GOVERNMENT SECURITIES MARKET

A cautious atmosphere pervaded the market for Gov­
ernment notes and bonds in early October, as market 
participants continued to appraise the interest rate outlook 
warily. The market was influenced by persisting uncertain­
ties regarding prospective balance-of-payments develop­
ments and the possible emergence of inflationary tenden­
cies. In the absence of a clear consensus about the outlook, 
many investors continued to postpone the commitment of 
funds or to limit purchases to shorter maturities. Against 
this background of light activity, which largely involved 
switching operations, prices of Government notes and 
bonds drifted lower through October 16. However, while 
investment demand was limited, selling was also light, and 
the price declines primarily reflected dealer efforts to 
stimulate some outright buying interest. Market activity 
was especially restrained around midmonth while partici­
pants digested the important developments reported from 
London, Moscow, and Peking. The market performed 
smoothly, however, and no real pressures emerged. Soon 
after mid-October, investor interest began to develop at the 
lower price levels and over-all activity picked up somewhat. 
The market’s underlying sentiment improved steadily over 
the balance of the month. It was particularly buoyed in the 
final week of the month when the British authorities chose 
to employ selective measures to deal with the country’s 
balance-of-payments problems and stated that they had no 
present intention of raising the Bank of England’s rate. 
United States bond market participants generally interpreted 
this action as diminishing the likelihood of near-term in­
terest rate increases in this country. In this improved 
atmosphere, investors—who had remained on the side lines 
earlier in the month—showed renewed interest in coupon 
issues. At the month’s close, prices of Treasury notes and 
bonds maturing before 1973 were generally %2 lower to %2 
higher than end-of-September levels, while longer term 
issues were generally %2 to higher.

On October 28, the Treasury announced a cash offering 
of approximately $9Va billion of new eighteen-month 4 per 
cent notes to be dated November 15, 1964, and priced at 
par. Subscription books for the new issue were open only 
on November 2, with payment and delivery scheduled for 
November 16. The proceeds of the offering will be used 
mainly to redeem $8.7 billion of notes scheduled to mature
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on November 15, of which only about $2.3 billion is pub­
licly held.

On November 5 the Treasury announced that subscrip­
tions for the new 4 per cent notes of 1966 totaled ap­
proximately $21.8 billion, of which $9.5 billion was ac­
cepted. Subscriptions from states, Federal Reserve Banks, 
and other official institutions, totaling $6.6 billion, will 
be allotted in full. Subscriptions from other sources will 
be allotted in full up to $100,000, while larger subscrip­
tions will be subject to a 16.5 per cent allotment, al­
though assured of a minimum allotment of $100,000. Pre­
liminary reports indicate that subscriptions subject to al­
lotment include about $8.8 billion from commercial banks 
for their own account and $6.5 billion from other sources.

A new type of instrument was floated in the market for 
Government agency issues in October when the Federal 
National Mortgage Association sold through an under­
writing group $300 million of participation certificates 
representing beneficial interest in mortgages held in the 
Government’s Mortgage Liquidation Trust. The offering 
—at yields ranging from 4.10 per cent for certificates 
maturing in November 1965 to 4.375 per cent for cer­
tificates maturing in November 1974— was accorded a 
favorable reception, with investor interest in the shorter 
maturities particularly good.

In the Treasury bill market, rates moved slightly higher 
in the early days of October. Although a moderate demand 
for bills was evident during this period, offerings continued 
to press upon the market as dealers—confronted with 
relatively high financing costs—attempted to trim their 
positions. Subsequently, an expanded demand for bills 
from public funds and corporations pared dealer supplies 
and strengthened the market’s technical position. At the 
same time, the increasing availability of corporate funds 
for repurchase agreements and the occasional easing in 
the money market brought about a reduction in dealer 
financing costs. These developments contributed to a 
steadier tone in the bill market, and bill rates fluctuated 
narrowly from October 6 through October 21, with rate 
declines—concentrated in short-dated issues—outnumber- 
mg increases.

The market took in stride the Treasury’s October 14 
announcement that it would auction on October 20 $1.5 
billion of 147-day March 22 tax anticipation bills to 
be issued on October 26. (The securities represent addi­
tions to an outstanding $1 billion issue of tax anticipation 
bills originally dated September 2, 1964.) Commercial 
banks were permitted to make 50 per cent of the payment 
for the bills through credit to Treasury Tax and Loan 
Accounts, and this had a moderate strengthening effect on 
market psychology. Only minor rate increases, largely in

March and April maturities, followed the announcement. 
In the auction, commercial banks bid strongly to obtain 
the accompanying Tax and Loan deposits—estimated to 
be worth about 15 to 20 basis points in yield—and the 
average issuing rate was set at 3.518 per cent.

From October 22 through the end of the month, rates 
tended lower. The confidence in current rate levels gen­
erated by the developments noted above stimulated both 
investment and professional demand. Over the month as 
a whole, rates on outstanding bills were generally un­
changed to 2 basis points lower, although most 1964 
maturities registered larger declines.

At the last regular weekly auction of the month, held 
on October 26, average issuing rates were 3.567 per cent 
for the new three-month issue and 3.724 per cent for the 
new six-month bill, in each case 1 basis point higher than 
the average rates at the final weekly auction in September. 
The October 27 auction of $1 billion of new one-year 
bills resulted in an average issuing rate of 3.790 per cent, 
compared with a rate of 3.773 per cent on the comparable 
issue sold in September. The newest outstanding three- 
month bill closed the month at 3.55 per cent (bid), un­
changed from the end of September, while the newest out­
standing six-month bill was quoted at 3.71 per cent (bid) 
at the end of October, compared with 3.72 per cent (bid) 
on September 30.

OTHER SECURITIES MARKETS

Prices of corporate and tax-exempt bonds moved nar­
rowly in quiet trading during most of the month but rose 
toward the close. A somewhat hesitant undertone prevailed 
during much of the period, particularly in the corporate 
sector, as participants in these markets also assessed cau­
tiously the outlook for interest rates. The new corporate 
issues publicly marketed in October as well as several pre­
vious recent offerings encountered some investor resistance, 
partly because private placements continued to absorb a 
substantial amount of investment funds from the corporate 
market. Syndicates marketing a number of corporate issues 
were terminated around midmonth, and most of the issues 
involved subsequently sold readily at the slightly lower 
prices to which they moved in free trading. In the tax- 
exempt sector, most new issues reportedly moved well dur­
ing the month, while slight price concessions stimulated in­
vestor interest in the unsold balances of recent offerings still 
on dealers’ shelves. The relatively light calendar of sched­
uled corporate and tax-exempt flotations on tap exerted a 
steadying influence on both sectors during the period. A 
sharp improvement in the tone of the corporate and tax- 
exempt markets occurred in the latter part of the month,
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largely in response to the firming of expectations regarding 
near-term interest rate stability noted earlier. Over the 
month as a whole, the average yield on Moody’s seasoned 
Aaa-rated corporate bonds rose by 1 basis point to 4.43 per 
cent, while the average yield on similarly rated tax-exempt 
bonds remained unchanged at 3,11 per cent. (These in­
dexes are based on only a limited number of issues.)

The volume of new corporate bonds floated in October

amounted to approximately $180 million, compared with 
$365 million in the preceding month and $510 million 
in October 1963. New tax-exempt flotations in October 
totaled approximately $735 million, as against $850 mil­
lion in September 1964 and $1,245 million in October 
1963. The Blue List of tax-exempt securities advertised 
for sale closed the month at $570 million, compared 
with $673 million on September 30.

Recent Banking and Monetary Developments

Bank credit and deposits continued to expand at a good 
clip in the third quarter, as the economy moved further 
ahead. Bank credit, in fact, has advanced at a relatively 
steady rate throughout the current expansion. The growth 
in demand deposits caused a spurt in the money supply 
during the quarter, but over the year as a whole the money 
supply has shown about the same rate of increase as last 
year. Commercial bank time deposits, in contrast, have 
gro wn less rapidly this year than in 1963.

The third-quarter rise in total bank credit included a 
sizable increase in loans to commercial and industrial busi­
nesses. The growth in such loans this year, though no­
where near a match for the record postwar surge in 
1955-56, has been at a more rapid pace than in earlier 
years of the current business upswing. While these recent 
developments suggest that banks for the most part have 
not felt inhibited in making new loans, the putting-on of 
these loans has gradually reduced the liquidity position of 
the banking system as a whole. Indeed, the aggregate loan- 
deposit ratio at all commercial banks at the end of Sep­
tember was at 58.5 per cent, up from 56.5 per cent a year 
earlier. Moreover, there have been reports of more fre­
quent requests by some smaller banks to have their big city 
correspondents participate in new loans, a development 
which indicates that the especially rapid rise in loan-deposit 
ratios at banks outside the money centers is already having 
an effect on lending practices. To the extent that banks as 
a whole are becoming somewhat less willing to allow their 
loan-deposit ratios to rise appreciably further, additional 
gains in bank loans may be more closely dependent on

deposit increases, and ultimately on advances in bank re­
serves, than has been true thus far in the current expansion.

CHANGES IN LOANS AND INVESTMENTS

Total bank credit at all commercial banks increased by 
$5.4 billion (seasonally adjusted) in the third quarter, or 
at an annual rate of 8.4 per cent. This gain extended fur­
ther the relatively steady upward trend in commercial 
bank loans and investments that has now persisted for sev­
eral years. Indeed, the steadiness of the growth rate in 
total bank credit over the past three years of general eco­
nomic upswing is one of the striking aspects of the current 
business expansion. Federal Reserve policy during the up- 
swing as a whole has, of course, shifted gradually toward 
supplying member bank reserves—the underlying support 
for bank credit—a little more reluctantly and toward allow­
ing credit demands to produce a firmer tone in the money 
market and somewhat higher levels of short-term interest 
rates. On the other hand, public demand for bank de­
posits and credit—stemming from the growing pace of 
economic activity—has increased. In terms of bank credit, 
the net result of these two forces has been to leave the 
actual growth rate since 1961 essentially unchanged. To 
be sure, the period can be divided into two distinct parts. 
Between the fourth quarter of 1961 and the second quar­
ter of 1963, bank credit grew at a faster rate than the 
over-all economy, as evidenced by the appreciable rise in 
the ratio of bank credit to gross national product (see 
Chart I). Since the middle of 1963, on the other hand,
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Chart I

TOTAL BANK CREDIT AS A PERCENTAGE OF 
GROSS NATIONAL PRODUCT IN THREE BUSINESS CYCLES

Note: T roughs in general business activity: 1954-111,1958-11,1961-1. Each of the lines b e g in s 
and  ends with the quarter d esign ated  as the business-cycle peak, except for the line for 
1960-64 which ends with the latest quarter a va ilab le  (1964-111). In com puting the ratios, 
bank credit is taken a s the ave ra ge s of the Figures for the last W e d n e sd a y  of the month 
preceding, and the three m onths in, each quarter.

Sources: Board  of G ove rno rs of the Federal Reserve System; United States Department of 
Commerce.

GNP and bank credit have grown at about the same rate 
and the bank credit-GNP ratio has shown only a very 
small net upward movement. In the two previous business- 
cycle expansions, in contrast, the bank credit-GNP ratio 
declined rather steadily throughout the upswing.

The third-quarter advance in total bank credit reflected 
gains in most loan categories and a particularly sharp rise 
of $2.4 billion in bank holdings of securities. Until this re­
cent rise, bank investments in securities had fluctuated 
around a $96 billion level since March 1963, as a net de­
cline in holdings of Governments was about offset by an up­
trend in holdings of other securities. Investments in other 
securities continued to rise in the third quarter (see Chart 
II), but, departing from the pattern of earlier in 1964, this 
advance was accompanied by a $1.2 billion increase in 
holdings of Governments.

Judging from data for the weekly reporting member 
banks, holdings of Government issues maturing in over 
five years have actually risen since the end of 1963, re­
flecting in part the success of the Treasury’s advance and 
regular debt refunding programs. Positions in one- to five- 
year issues and in Treasury bills and certificates of indebt­
edness, on the other hand, drifted downward through the 
end of July. During August and September, however, the 
weekly reporting banks increased their bill holdings by 
more than $1.6 billion, and this probably accoimts for a

good portion of the third-quarter rise in over-all commer­
cial bank holdings of all Government securities. Banks ap­
parently preferred during this period to invest their excess 
funds in bills rather than even more heavily in higher 
yielding long-term securities—a preference possibly re­
flecting a desire to maintain sufficient liquidity to be able 
to meet loan demands expected during the coming months. 
With Treasury bill rates up and longer term yields essen­
tially unchanged since midyear, the costs of maintaining 
such liquidity (in terms of additional income foregone) 
were not so great as they had been.

The largest rise in commercial bank loan portfolios dur­
ing the third quarter was apparently in commercial and 
industrial loans (“business loans”). At weekly reporting 
member banks, such loans rose by $1.2 billion over the 
quarter, substantially more than the increases registered 
in the comparable quarters of preceding years. After a 
rather sluggish rate of growth during the first two and one- 
half years of the current business upswing, business loans 
surged last fall; in the first nine months of this year these 
loans have been growing at an annual rate of about 10 per

Chart II

RECENT DEVELOPMENTS IN BANK CREDIT 
AT ALL COMMERCIAL BANKS

Billions of do llars; sea so n a lly  adjusted

Source: Board of Governor* of the Federal Reserve System.
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cent at all commercial banks. It should be noted, however, 
that such a growth rate still reflects a relatively moderate 
business loan demand. Business inventory accumulation 
has so far remained relatively modest, and corporations 
have generated a large internal flow of funds as a result 
of record corporate profits and depreciation allowances. 
Hence, businesses simply have not needed to borrow to 
the extent required in some earlier economic expansions. 
In 1955 and 1956, for example, business loans at all com­
mercial banks grew at record postwar rates averaging about 
20 per cent per year.

Chart III

RECENT DEVELOPMENTS IN MONEY SUPPLY 
AND COMMERCIAL BANK TIME DEPOSITS

S e a so n a l ly  adjusted  
Billions of do lla rs  P e rce n t

1962 1963 1964 1962 1963 1964

*  F irstnine months of 1964 at an annual rate.

Source: Board of Governors of the Federal Reserve System.

MONEY SUPPLY AND TIME DEPOSITS

As a closely related counterpart of the rise in bank 
credit during tie third quarter, commercial bank deposit 
liabilities also rose appreciably, which in turn contributed 
to a sizable increase in the money supply.1 On a daily 
average basis, the seasonally adjusted money supply in 
September was $158.0 billion, or $2.4 billion above the 
June average. While this recent increase in the money 
supply substantially exceeds the long-term rate of growth 
in this series, it should be noted that money supply growth 
had been fairly slow earlier in the year (see Chart III). 
For the first nine months of the year as a whole, the money 
supply grew at an average annual rate of 3.9 per cent, vir­
tually the same as the 4.0 per cent growth registered dur­
ing 1963.2

Time deposits at commercial banks also moved further 
ahead in the third quarter, but their rate of growth through­
out this year has been noticeably slower than the rapid 
increases registered in 1962 and 1963.3 Time deposit 
growth benefited in those years both from increases in in­
terest rates paid on such deposits (following changes in 
Regulation Q) and from the development of the negoti­
able certificate of deposit (C/Ds). These factors have not 
been so important in 1964. Thus, over the first nine months 
of 1964, time deposits grew at an annual rate of 11.2 per 
cent, compared with increases of 14.7 per cent during 1963 
and 18.2 per cent in 1962.

1 Defined to include demand deposits at commercial banks other 
than those of the United States Treasury (and certain other net 
adjustments) plus currency held by the nonbank public.

2 These growth rates for the full year of 1963 and for the first 
nine months of 1964 have both been computed on the basis of a 
three-month (November-January) average figure for the money 
supply at the end of 1963. Monthly averages are used for the fig­
ures for December 1962 and September 1964. The annual changes 
shown in Chart ELI are computed in the same way.

3 It might be noted that bank capital apparently has risen at a 
faster rate this year than in 1963. The effect of this acceleration 
has been to absorb a greater portion of the counterpart of bank 
credit growth, relative to deposits* than was the case in the pre­
vious year
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Special Articles by 
W. Randolph Burgess 

and Allan Sproul 

Commemorating the Fiftieth Anniversary 
of the Federal Reserve System and the 

Federal Reserve Bank of New York

I n t r o d u c t io n  by A l f r e d  H ay es 

President, Federal Reserve Bank oj New York

The month of November is of special significance to the Federal Reserve Bank 
of New York during this, the fiftieth anniversary year of the Federal Reserve Sys­
tem. It was during this month in 1914 that the Federal Reserve Banks opened for 
business, after months of intensive preparations following enactment of the Federal 
Reserve Act in December 1913.

We felt that there was no better way to mark the occasion than to make a 
contribution to knowledge and understanding of Federal Reserve history. Such a 
contribution, it was clear, could best be made by persons who are acquainted 
intimately with the System’s problems and policies during earlier decades. We 
found these persons in two prominent former Federal Reserve officials, W. Ran­
dolph Burgess and Allan Sproul; and we are deeply indebted to them for the 
articles that appear on the following pages.

Mr. Burgess, who reflects on the early development of Federal Reserve open 
market operations, is uniquely qualified to deal with this topic. After receiving a 
doctorate from Columbia University and serving as a Government statistician dur­
ing World War I, Mr. Burgess joined this Bank in 1920 as chief of the Reports 
Division and editor of the Monthly Review in what is now called the Research 
Department. Advancing rapidly, he became Manager of the Department and then 
Assistant Federal Reserve Agent in 1923. Seven years later, he was made Deputy 
Governor and placed in charge of open market operations. When titles were changed 
in 1936, he became a Vice President and was named Manager of the System Open 
Market Account, serving in these capacities until 1938. While at the Bank, he 
wrote The Reserve Bank and the Money Market and edited The Speeches and 
Writings of Benjamin Strong.

Mr. Burgess went on to a distinguished career in commercial banking until 
1952, and subsequently he occupied several important Government positions in­
cluding those of Under Secretary of the Treasury for Monetary Affairs and United 
States Ambassador to the North Atlantic Treaty Organization. Now 75 years
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young, he continues to provide leadership to a variety of private organizations that 
are devoted to the public good, including the Atlantic Treaty Association and the 
Atlantic Council of the United States. He is also Chairman of the Per Jacobsson 
Foundation, which was established to carry forward the ideas and the work of the 
late Managing Director of the International Monetary Fund.

Mr. Sproul, in writing about the Treasury-Federal Reserve 64Accord” of 1951, 
deals with one of the crucial events in the System’s history, and one that occurred 
while he was President of this Bank. Allan Sproul received his bachelor’s degree 
from the University of California, and served as a pilot in the United States Army 
Air Service during World War I. He joined the Federal Reserve Bank of San 
Francisco in 1920 to head the Analysis and Research Division and to edit the 
Monthly Review. In 1924 he was promoted to Assistant Federal Reserve Agent 
and Secretary of that Bank. An offer from Governor Harrison to come east brought 
him to this Bank in 1930, where he became Assistant Deputy Governor in the 
Foreign function, and Secretary. He became First Vice President in 1936 and, two 
years later, succeeded Mr. Burgess as Manager of the System Open Market Ac­
count. In 1941, Mr. Sproul was named President of the Bank and Vice Chairman 
of the Federal Open Market Committee. He thus became the Bank’s third chief 
executive, following Governors Strong (1914-28) and Harrison (1928-40), and he 
held this key position until he resigned in 1956 at the age of 60.

In retirement in his native California, Mr. Sproul is serving as director of Wells 
Fargo Bank and Kaiser Aluminum and Chemical Corporation. He is also continuing 
his public service in various ways. Thus, he is a member of a special committee of 
the Business Council to advise the President of the United States on the balance of 
payments, a trustee of the Committee for Economic Development, and a member of 
the Committee’s Research and Policy Committee. Throughout his career, Mr. 
Sproul has made major contributions, in speeches and articles, to our knowledge 
of monetary problems and policies. His achievements, like those of Mr. Burgess, 
have been recognized by special awards and honorary degrees.

It is indeed rare that central bankers who made history can be persuaded to 
write history. In requesting such contributions from Mr. Burgess and Mr. Sproul, 
we naturally left it to them to choose their own topics out of their vast knowledge 
and experience, and then to develop these topics as they saw fit. I hope—indeed I 
am convinced—that our readers will find these articles as absorbing and fruitful 
as I did.
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Reflections on the Early Development of Open Market Policy

By W. R a n d o lp h  B u rg e s s

Over the fifty years of its life, the Federal Reserve Sys­
tem has gradually been forged into one of the most impor­
tant instruments for making money serve the economic 
goals of democracy. Nowhere is this process better de­
picted than in open market operations. For in them are 
interwoven two great endeavors.

One of these has been the effort to manage money in 
the public interest rather than treat it as a semiautomatic 
and somewhat occult mechanism.

The second struggle has been to subject money manage­
ment to an effective unified control, while preserving the 
local and practical participation which is inherent in our 
concept of democracy. This is, in effect, the story of how 
the twelve Federal Reserve Banks, conceived in the demo­
cratic tradition as regional in spirit, learned to act in co­
ordination with a Government Board, as one unit, inspired 
wholly by public motives.

How progress was made in these two directions is re­
vealed in the early history of the Reserve System in which 
I was a young, eager, and enthusiastic participant.

ORIGINS OF OPEN MARKET PRACTICE

When the Federal Reserve System opened for business 
in 1914, there was little intimation that open market op­
erations in Government securities would become a prin­
cipal instrument of policy. The reports of the National 
Monetary Commission, known as the “Aldrich Commis­
sion”, and other writings of that period pointed to the 
virtues of a “bill market’5, meaning bankers’ acceptances, 
as an essential part of a broad international money mar­
ket. This was largely by reason of its value as a means of 
financing trade and also as an avenue for the employment 
of short-term funds, in addition to the Stock Exchange 
call loan market. A bill market was regarded as necessary 
to make the New York money market broader and more 
attractive, and competitive with London. At that time, 
New York had no such market.

Federal Reserve participation in the bill market was to 
be for the purpose primarily of creating and nurturing the 
bill market. But it was also believed that a bill market 
would provide an almost automatic mechanism, along

with member bank borrowing, for drawing Federal Re­
serve money into use when needed. This thinking followed 
closely the example set by the London money market.

One of the first people that Benjamin Strong, the first 
Governor of the Federal Reserve Bank of New York, 
sought out for his staff was a man familiar with the prac- 
tices of the London bill market. He found him in the per 
son of Edwin R. Kenzel, an officer of the Chemical Na­
tional Bank, who knew well the mysteries of the market 
and applied his knowledge to encouraging the creation of 
bankers' acceptances and to opening up a market in 
which they could be bought and sold. Mr. Kenzel became 
the high priest of the bill market, who understood 
and ministered to its highly complicated operations. We 
younger officers of the Bank sat at his feet to learn, but 
were rash enough at times to question the sanctity of his 
conclusions.

The Reserve Bank was necessarily involved in the bill 
market, because the dealers needed a place to come for 
money at times when it was not available from the surplus 
funds of banks. Without such an additional source of 
funds, a bill market could hardly develop. This kind of 
operation resulted generally in putting Reserve money 
into the market at tight periods, usually, but not always, 
at just the times when the central bank should put money 
into the market. It was on this point that differences of 
opinion arose, for sometimes the bill market needed money 
when central bank policy called for restraint.

The fact is that the effort to transplant the market for 
bankers’ acceptances into this country’s financing ma­
chinery has not been very successful. A large proportion 
of short-term financing is still done through direct bank 
loans, and the bill market has never reached such size or 
become as large a factor in the money market and in Fed­
eral Reserve policy as had been hoped.

The other potential avenue for open market operations 
was the Government security market, and that was, at the 
beginning, a closed road. For there was, at first, no sup­
ply of short-term Government securities. Total Govern­
ment debt was only about $1 billion and most of that was 
in the form of long-term bonds carrying the circulation 
privilege, which were closely held by national banks. It
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was only after the United States entered the war in 1917 
that a real supply of short-term Government securities be­
came available.

Federal Reserve operations in Government securities 
were at first dominated, not so much by broad policy con­
siderations as (1) the need to provide the Treasury with a 
market for its securities, and (2) to help the earnings of 
the Reserve Banks. So open market operations as an in­
strument of credit policy did not really appear until 1923. 
Policy before then was expressed principally by changes 
in the discount rate.

An interesting indication of the absence of an “open 
market policy” is revealed in a speech on “Credit Control” 
given by Benjamin Strong in November 1922 at the Har­
vard School of Business Administration. In that speech 
to an informed academic audience, Governor Strong did 
not mention open market operations. His discussion was 
focused on lending policies and the discount rate. There 
is a corresponding gap in the Annual Reports and monthly 
publications of the Federal Reserve Board and the Re­
serve Banks.

THE GREAT DISCOVERY

The real significance of the purchase and sale of Gov­
ernment securities was an almost accidental discovery. 
During World War I member banks borrowed heavily 
from the Federal Reserve Banks, and the interest from 
these loans brought the Reserve Banks substantial earn­
ings. But, due to the deflation of credit in 1921, a sub­
stantial return flow of currency, and heavy receipts of gold 
from abroad, the banks were then able to pay off a large 
part of their borrowings. Hence the Reserve Banks found 
their income cut to a point where they had difficulty in 
meeting their current expenses. So a number of the Re­
serve Banks went into the market in 1922 and bought 
Government securities to eke out their earnings.

Then they made two important discoveries. First, as fast 
as the Reserve Banks bought Government securities in the 
market, the member banks paid off more of their borrow­
ings; and, as a result, earning assets and earnings of the 
Reserve Bank remained unchanged. Second, they dis­
covered that the country’s pool of credit is all one pool 
and money flows like water throughout the country. Wien 
Government securities were bought in Dallas, the money 
so disbursed did not stay in Dallas, but flowed through 
the whole banking system and reappeared in New York 
or Chicago or Kansas City, and vice versa. These funds 
coming into the hands of the banks enabled them to pay 
off their borrowings and feel able to lend more freely.

Two obvious conclusions followed from these results:

first, the effect of open market operations had to be care­
fully studied as it was not what it appeared on the surface 
and, second, operations had to be treated as System pol­
icy, rather than as separate policies for each Reserve Bank.

There were no substantial historical precedents for this 
new venture in central banking. The Bank of England 
had seldom used the term “open market operations” as 
applying to Government securities, and when they did so 
they meant purchases or sales in small amounts for short 
periods for the purpose of market stabilization. Their 
funds reached the market mostly through the bill market; 
and the principal policy instrument was the discount rate 
at which bills were bought, and that was used mostly in 
response to changes in their gold reserves.

Indeed, in the early twenties, the position of the United 
States was unique in holding such large gold reserves that 
policy decisions were largely free from the dictation of 
protecting reserves. For the first time in history, a bank 
of issue could direct its policy decisions to the whole eco­
nomic picture.

USE OF ECONOMIC ANALYSIS

In this situation, it was fortunate that the Reserve Sys­
tem had introduced into its organization the tools of eco­
nomic and statistical analysis. The first Secretary of the 
Federal Reserve Board, Professor H. Parker Willis, from 
Columbia University, encouraged by Dr. Adolph Miller, a 
Board member, organized a statistical office for the Board 
(in New York) and began the publication of the Federal 
Reserve Bulletin. The New York Reserve Bank also set 
up an office for research and analysis, and began publish­
ing a Monthly Review of Credit and Business Conditions. 
I was brought into the Bank in December 1920 to edit 
that publication. At that time, we had a Statistics Depart­
ment of over fifty people, compiling and analyzing current 
statistics. Because of Congressional criticism of “fancy 
spending”, we later called it our “Reports Department”. 
The chief statistician was Carl Snyder, a man of wide 
experience and ranging mind, which he applied to a 
searching analysis of the relation of money and economic 
trends.1

Governor Strong and other officers of the Bank used

1 The extended studies by Carl Snyder and his associates of the 
relation of business activity, the volume and velocity of money, 
and the movement of prices were reported in a number of articles 
in the Journal of the American Statistical Association and more 
fully in a book, Business Cycles and Business Measurement (New 
York, 1927) and his later book, Capitalism the Creator (New 
York, 1940).
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our department to help them with operating problems. My 
first real contact with the Governor was in the summer of 
1921 when he was called before the Joint Commission on 
Agricultural Inquiry of the Congress. He kept me and 
my associates busy analyzing the pertinent statistics and 
preparing charts for his testimony on monetary policy in 
relation to agricultural problems. This was the beginning 
of a close association. His inquiring mind sought out the 
facts—and theories—bearing on the problem he was try­
ing to solve. He read widely, and loved to match wits with 
professors of economics, including such men as Sprague 
and Bullock of Harvard, Kemmerer of Princeton, and 
Hollander of Johns Hopkins. A few years later, when I 
was preparing a book, The Reserve Banks and the Money 
Market, Governor Strong, though ill and absent from the 
Bank, read every chapter of the manuscript and sent me 
voluminous and helpful comments written by hand on a 
yellow pad.

The research staff of the Federal Reserve Board was 
greatly strengthened in late 1922 by the appointment as 
its director of Walter W. Stewart, Professor of Economics 
at Amherst and a former associate of Professor Wesley 
C. Mitchell in the conduct of economic studies for the 
War Production Board. The Reserve Board’s research of­
fice (Division of Reports and Statistics) was at that time 
moved from New York to Washington. Under Stewart’s 
leadership, his office and mine worked closely together, 
and he soon gained the confidence of Governor Strong 
and other leaders in the Reserve System.

In this sort of atmosphere, the “discovery” of open 
market operations was followed promptly by a number of 
steps in their analysis, and organization for their execution.

OPERATING ORGANIZATION

At their spring meeting in 1922, the Governors of the 
twelve Federal Reserve Banks appointed a Committee of 
Governors of four of the Reserve Banks (later increased 
to five) to coordinate purchases and sales of Government 
securities at the request of the different Reserve Banks. In 
October of that year, the duties of the Committee were 
extended into the field of policy, and the Committee was 
asked by the Conference of Governors of the Federal Re­
serve Banks to make recommendations as to the purchase 
or sale of Government securities. The execution of these 
recommendations was carried out by the Federal Reserve 
Bank of New York. The Deputy Governor of the Bank 
in charge of these operations until 1930 was J. Herbert 
Case, a man of wide experience who commanded every­
one’s respect.

It was in the next few months that the people in the

Reserve System generally began to recognize the sig­
nificance of open market operations as an instrument of 
policy. This led to a clash between the Federal Reserve 
Board and the Federal Reserve Banks. The Board was 
not content to leave this potent mechanism solely in the 
hands of the Banks, and, in a stormy session with the 
Governors in March 1923, issued a ruling by which the 
Open Market Committee of five Governors was taken 
over as a Board-appointed committee and subject to its 
general supervision. In practice, this meant that the Com­
mittee would meet normally in Washington and submit its 
findings to the Board for approval or disapproval.

At the same time, the Board issued a statement of ob­
jectives of policy to make clear that open market opera­
tions should have the same aims as discount policy, m 
follows:

That the time, manner, character, and volume 
of open market investments purchased by the 
Federal Reserve Banks be governed with primary 
regard to the accommodation of commerce and 
business, and to the effect of such purchases or 
sales on the general credit situation.

In view of ambiguities in the Federal Reserve Act, dif­
ferences of opinion as to relative authorities in this and 
other matters were not surprising, and they were frequent. 
The arrangements for open market decisions arrived at in 
the spring of 1923 actually worked pretty well. They were 
supplemented in the autumn of that year by the establish­
ment, by mutual consent, of a “System open market ac­
count” entrusted to the Committee of five Governors with 
the approval of its actions from time to time by the Fed­
eral Reserve Board. The securities purchased were pro­
rated by formula among the Reserve Banks, which decided 
by vote of their directors whether to participate or not. 
This general plan was in operation until 1930, when, in 
response to pressure by several Reserve Banks, the Com­
mittee was enlarged to include the Governors of all twelve 
Reserve Banks and renamed the “Open Market Policy 
Conference”; the smaller group of five constituted the 
Executive Committee.

These various organizational steps had the effect of 
bringing about gradually the essential unity of action in a 
structure designed as regional. They moved the System away 
from the sort of semiautomatic mechanism visualized by 
the founding fathers to the exercise of deliberate decisions.

The 1923 action did leave some loopholes. Each Re­
serve Bank was permitted to decide whether it would par­
ticipate in any operation, and it could in addition have 
independent accounts of its own. These privileges were at
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times exercised at some cost to unity and effectiveness of 
action.

It would have been a miracle if the whole leadership of 
the System had thus suddenly adopted a new interpreta­
tion of their functions and policies. The theory that the 
discount and bill windows could be relied upon to put out 
almost automatically the amount of funds that the coun­
try’s economy really needed was deeply imbedded and per­
sisted. That theory coincided with each Reserve Bank’s 
pride in its own autonomy. There were also differences of 
view about the formula on the basis of which each Bank 
should participate in the System Account.

These last difficulties were finally eliminated only in the 
Banking Act of 1935, under which all Reserve Banks were 
required to participate in all System operations and lost 
the right to hold separate portfolios.

But, looking back, the process of gradually unifying the 
System in this essential operation, of making the Reserve 
System “one out of many”, was surprisingly successful. 
The managements of the Reserve Board and the Reserve 
Banks, as they accumulated experience, saw the necessity 
for unity. In the early days, the leadership of Benjamin 
Strong had great influence for cohesion. The practices de­
veloped to deal with open market operations have also 
proved a unifying force for other System operations and 
the Open Market Committee has increasingly become an 
organ for discussion of many problems.

AGREEMENTS ON PRINCIPLES

Pari passu with these changes in organization was cor­
responding progress in what may be called the ideology of 
open market operations—the understanding of principles.

As part of the basic materials, Walter Stewart, and his 
staff, began in 1922 and in 1923 a series of studies of eco­
nomic trends, including, for example, the compiling of a 
reliable index of industrial production, with the help of 
statisticians from some of the Reserve Banks, and using 
also the work of Professor Edward E. Day of Harvard. 
The liaison was especially close with the New York Bank, 
which was engaging in similar studies.

One result of Stewart’s work appeared in the Annual 
Report of the Federal Reserve Board for the Year 1923, 
published early in 1924. That Report contained a full and 
careful statement of principles and consequences of open 
market operations as a major instrument of policy, sup­
plementing the discount rate.

Of particular interest is the extent to which this discus­
sion had moved away from the concept of the Reserve 
System as a mechanism responding semiautomatically to 
the demands made upon it to that of an organization re­

sponsible for taking the initiative. This appears in the re­
view of guides to credit policy, which the Report recog­
nized as including consideration of the quantity of credit 
(as well as the quality) to see that it is “neither excessive 
or deficient in maintaining credit in due relation to the 
volume of credit needs for the operating requirements of 
agriculture, industry, and trade”. For this purpose, the 
Report said, the System must follow economic trends by 
the use of indexes of production, employment, trade, etc.

It is revealing to see how close this review of the objec­
tives of policy comes to the stated purposes of the Em­
ployment Act of 1946. I can testify that these expressions 
in this 1923 Annual Report of the Board did indeed rep­
resent the broad objectives of System policy as they were 
considered by the Open Market Committee from that time 
forward.2 Thus, very promptly after the “discovery” of 
open market operations, a mechanism had been set up for 
reaching decisions and executing them, and an understand­
ing had been achieved by leaders in the Reserve System 
of principles which should serve as guidelines.

It was at this time that my own close association with 
the Open Market Committee began. I was invited to 
meetings, first as an economist, and prepared memoranda 
for the Committee on the economic and credit situation. 
Later I became Secretary of the Committee, and Manager 
of the System Open Market Account.

EARLY OPERATIONS—1923 TO 1928

As a framework for some comments on the actual op­
erations undertaken in accordance with the foregoing or­
ganizational arrangements, it may be helpful to insert here 
two diagrams. One of these (Chart I) was included in 
the first edition of my book, The Reserve Banks and the 
Money Market, published in 1927. It was brought up to 
date and included in the second edition published in 1936. 
The other diagram (Chart II) was published only in the 
second edition. These diagrams show the principal changes 
in holdings of Government securities by the Federal Re­
serve System in relation to various factors in the economic 
situation, all of which were under scrutiny at the Open 
Market Committee meetings in the form of memoranda 
and charts.

21 should add that this same Report also included a section ad­
vocating as one policy instrument direct supervision by the Re­
serve Banks of the use of credit by member banks, a concept 
which represented the views of some members of the Federal Re­
serve Board, but was regarded by most Reserve Banks as theoreti­
cal and impractical. That difference in point of view was to im­
pair the effectiveness of Federal Reserve action in the late twenties.
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C hart I

FEDERAL RESERVE HOLDINGS OF GOVERNMENT SECURITIES 
AND BILLS DISCOUNTED IN RELATION TO COMMERCIAL 

PAPER RATE, BANK CREDIT VOLUME, AND  
WHOLESALE PRICES, 1922-35
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Source: Burgess, W. Randolph, The Reserve Banks and the Money Market (Harper, 1936), p. 251.

There is logic in discussing as one unit the first five 
years of conscious open market operations from 1923 
until Governor Strong’s death in 1928. Not only was his 
the leading voice in decisions, but also there were several 
overriding influences upon action through the period. I 
am tempted to call this the tender period, when the action 
we took appeared to produce the results hoped for. After­
wards came the tough period, when nothing we did seemed 
to work well.

The operations in the early period seem small compared 
with the huge amounts of today. The largest amount of 
Governments purchased by the System Open Market Ac­
count in this period was $510 million from December 
1923 to September 1924; and half of that was sold by 
March 1925, during a time of business recovery and ris­

ing prices. The next important operation was the purchase 
of $230 million in late 1927. This purchase came at a 
time when production and prices were showing some 
weakness, but when speculation was beginning to boil and 
bank credit was moving up.

Thus, the two major operations, after such transactions 
had become an accepted weapon of Federal Reserve pol­
icy, were in the direction of monetary ease. Both had the 
expected effects in enabling the banks to reduce their debt 
to the Reserve Banks; hence, they felt able to lend more 
freely. Money rates declined, bank loans and investments 
increased, industrial production turned up, gold imports 
slackened off.

From the point of view of hindsight, these operations 
have been criticized as having fed the fires of inflation and 
laid the base for the great speculative boom. Since Gov­
ernor Strong was the chief architect of these actions, it is 
interesting to recall his reasoning. In his mind, as I often 
heard him explain, this five-year period was one in which 
it was wise to lean on the side of credit ease, for several 
reasons.

One of these reasons was the condition of agriculture 
and farm credit. He had been greatly impressed by his 
appearance before the Joint Commission on Agriculture 
Inquiry mentioned earlier. Farm prices had taken a ter­
rific tumble; farmers were in trouble; and farm banks were 
failing throughout the decade of the twenties. Postwar 
readjustments were still going on in other industries.

A second factor of increasing importance was the

Chart 11

TIMING OF PRINCIPAL FEDERAL RESERVE POLICY ACTIONS* 
(SHOWN BY SHADED AREAS), COMPARED WITH 
CHANGES IN INDUSTRIAL PRODUCTION, 1922-35
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newly acquired international influence of United States 
financial policies. Europe was struggling for recovery and 
monetary stability after the great postwar depression, while 
America’s influence, with her new strength relatively un­
scarred from war damage, was becoming ever greater. It 
was increasingly clear that United States monetary policies5 
which tended to make money easier or dearer, affected the 
flow of funds across the Atlantic. Gold was pouring in from 
Europe and building up a base for possible credit inflation. 
It therefore seemed desirable for this country to keep 
money rates as low and its lending markets as freely open 
as was consistent with domestic stability.

Governor Strong took the leadership in establishing re­
lations between the Federal Reserve Bank and the Bank 
of England, and other central banks of Europe. He made 
a practice of taking a trip abroad every year to nurture 
these contacts, and European central bankers (Governors 
Norman, Rist, Schacht, Vissering, Franck, and Bach- 
mann) returned the visits.

I well remember a meeting of the officers of the Fed­
eral Reserve Bank in the late spring of 1924 when the 
Governor, returning from a visit abroad, discussed with us 
the relation of these factors to our policies. Not many 
months later, the New York Reserve Bank was taking the 
lead in a credit to the Bank of England, to aid the British 
return to the gold standard.

Governor Strong and others were also always acutely 
conscious of the danger of speculative inflation in this 
country built on the flood of gold imports, which in the 
three years 1921 through 1923 had increased the coun­
try’s gold reserves by 40 per cent. In fact, the economic 
discussions of that period are full of suggestions that, from 
the point of view of the world situation, an increase in 
commodity prices in the United States would be a logical 
and desirable result of these large gold imports. It would 
greatly facilitate Europe’s recovery. Of course, in that 
case, higher security prices and speculative fever, a little 
inflation, would be hard to avoid.

Governor Strong had two answers to this threat. One 
was to follow a money policy which attracted as little gold 
as possible. The other was his belief that, if inflation be­
gan to flare up, it could be damped by vigorous monetary 
policies. At the beginning of 1928, he felt this was begin­
ning to happen. In late February, George Harrison, Dep­
uty Governor, who later succeeded Mr. Strong as 
Governor, and I went to see him in Atlantic City, where 
he was recovering from an illness. As always, he had 
been studying our daily reports of operations, and told us 
very vigorously that the New York banks were getting too 
much out of debt, were expanding credit, and that more 
restraint was necessary.

To meet this situation, securities were sold from the 
System account in the early months of 1928, in larger 
amounts than the purchases in 1927, bringing the total 
holdings by the System down to a minimum and forcing 
member banks to borrow up to a billion dollars.

Governor Strong’s death in October 1928 really brought 
this period in Federal Reserve open market history to a 
close. As far as open market operations were concerned, 
the System had by that time used up almost all of its 
striking power for restraint, for it held very few more Gov­
ernments to sell. It still had the discount rate to use and 
did so belatedly, but effectively, in August 1929.

The period from the death of Governor Strong to the 
stock market crash almost a year later was an unhappy 
one in Federal Reserve history, marred by serious dis­
agreements. Since the problem was not one of open 
market policy a full discussion of it does not belong in 
this paper.

It was and is my belief that if the open market sales of 
securities in 1928, and discount rate increases early in the 
year, had been followed up promptly by further increases, 
as voted by the directors of the New York Reserve Bank 
and other Reserve Banks, the speculative boom could 
have been checked earlier, and the later terrible recession 
would not have been as severe.

But week after week by a split vote the Federal Reserve 
Board disagreed, and failed to approve the rate increases. 
The disagreement was not as to the dangers of the situa­
tion but as to methods of dealing with it. The dissenting 
members of the Board hoped that the result could be 
achieved by a kind of moral suasion upon the banks to 
reduce lending for speculative purposes, a quite imprac­
tical program. Back of this was, I believe, reluctance to 
take the responsibility for decisive action, having in mind 
the criticism incurred by the Board for increasing the dis­
count rate in 1920. In the nature of the case, a board 
sitting in Washington is more conscious of the political 
hazards of action than those closer to the banking and 
business communities.

So I leave this question to the historians and go forward 
with the open market account.

THE SECOND STAGE—
THE RECOVERY EFFORT, 1928-33

In anticipation of a possible serious break in the securi­
ties markets and business, the Open Market Committee 
began early to plan the use of its powers as an instrument 
for meeting an emergency. In a meeting with the Federal 
Reserve Board in August 1928, there was sober considera­
tion of the economic effect of the monetary pressures then
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being felt: the 5 per cent discount rate and the heavy bor­
rowing by member banks at the Reserve Banks. There 
was fear that money might not be freely available for 
moving the crops, or that there might indeed be a break in 
security prices and a serious credit strain, endangering 
the economy. It was decided that bankers’ acceptances 
should be purchased freely at the prevailing rate of 4Vi 
per cent. The purchase of up to $100 million of Govern­
ment securities if an emergency should occur was also 
authorized with Board approval. The break, however, did 
not come at that time and no securities were then pur­
chased under that authority.

The action taken at that meeting has quite properly 
been criticized as ambivalent. There was in reality no way 
of making credit easy for agriculture and business and 
tight for speculation. The money disbursed to purchase 
bills by the Reserve Banks at the AV2 per cent buying rate 
flowed into the whole credit structure and offset in part 
the pressures to check speculation. The only policy that 
might have worked to stop the boom would have been a 
prompt and vigorous use of the discount rate following the 
precedent of the Bank of England, which, whenever it 
raised its discount rate in such a situation, raised it by a 
full 1 per cent to show that it meant business.

For succeeding months, while the Reserve Board and 
the Reserve Banks quarreled over raising the discount 
rate, the Open Market Committee was largely on a stand­
by basis. Its continued meetings were useful as a medium 
for discussion of policies, but it had no ammunition to use 
in the open market.

Then at last in August 1929, the Reserve Board con- 
sented to an increase in discount rates to 6 per cent, but 
again with the compromise that bill rates should be kept 
low. But the medicine worked. In October, the securities 
and commodity markets broke, and badly. In a near panic, 
out-of-town banks, and lenders other than banks, began 
calling their loans and pulling money out of the call loan 
market. In this situation the Reserve Banks took the 
action contemplated at the August 1928 meeting: they 
bought Government securities in substantia] amounts to 
enable the New York Banks to rescue the money market 
from complete chaos. Then, and in the following months, 
the New York Reserve Bank and the Federal Reserve 
Board wanted to go further in purchases than the majority 
of the Open Market Committee was ready to go. But be­
fore long other influences operated to ease money. The 
considerable liquidation of bank loans released reserves, 
currency circulation declined, and gold came in from 
abroad.

These factors, continuing through 1930 and early 1931, 
enabled the member banks to pay off a major part of their

debt at the Reserve Banks. By the summer of 1931 money 
rates had dropped and money was freely available. But 
all was not well. Industrial production and commodity 
prices were falling at home and abroad. The Annual Re­
port of the Federal Reserve Bank of New York for the 
year 1931 described the situation as a “World Crisis of 
Confidence”.

In September Great Britain suspended gold payments. 
France began withdrawing gold from New York. Gold 
exports and currency hoarding again drove the member 
banks heavily into debt at the Reserve Banks. Rumors 
were in the air. In late September, Governor Harrison 
sent me to a meeting of the Governors of European Cen­
tral Banks at the Bank for International Settlements at 
Basle, to explain that our newly organized National Credit 
Corporation to help banks in trouble was not an engine of 
inflation. In reality, it was not half strong enough medi­
cine to cure the disease. Passing through Paris, I helped 
prepare some explanatory articles for the local English- 
language press.

This was the background against which the Reserve 
System’s most massive open market operation was con­
ceived. Carl Snyder and I had been urging such an under­
taking. Large purchases of Government securities would 
put money into the banks and enable them to lend more 
freely. The System bought less than my colleagues and I 
in the New York Bank advocated.

The amount that could be purchased at that time was 
limited by a technicality of the law. Under the then- 
existing terms of the Federal Reserve Act, the only legal 
collateral for Federal Reserve notes was gold, commercial 
paper, and promissory notes of member banks. So if pur­
chases of Government securities had the result of reducing 
borrowing by member banks, there would be a shortage of 
cover for Federal Reserve notes. Thus, in the autumn of 
1931 we found ourselves blocked from further substantial 
purchases of securities by this technicality.

By a curious set of circumstances, the way was opened 
to do something about this. Senator Carter Glass, the 
'‘father” of the Federal Reserve Act, was working on revi­
sions of that Act to prevent the recurrence of such a boom 
and collapse as that of 1929. He had asked the help of 
Governor Harrison and of Eugene Meyer, Governor of 
the Federal Reserve Board. As a consequence, I had gone 
to Washington in January 1932, and was working over 
this problem with Dr. Emanuel Goldenweiser, Director, 
Division of Research and Statistics, and Walter Wyatt, the 
Board’s General Counsel, and their staffs. We included, 
in our suggestions, amendments to the Federal Reserve 
Act which would make Government securities eligible in 
emergencies as collateral for Federal Reserve notes, and
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would thus remove the shackles which were at that mo­
ment tying the hands of the Reserve System. We also had 
drafted proposals for broadening the lending powers of 
the Reserve Banks.

In early February 1932, Governor Meyer and Ogden 
Mills, Secretary of the Treasury, who had been following 
our work, proposed lifting these sections out of the draft 
bill and putting them through Congress promptly to re­
lieve the current desperate situation. They and Governor 
Harrison, with the support of President Hoover, per­
suaded Senator Glass to introduce the legislation, as the 
Glass-Steagall Bill. He did so with reluctance, saying to 
me in his Virginia drawl, “You tell George Harrison that 
I am now just a com-tassel Greenbacker”. The bill was 
passed by the end of February.

The Open Market Committee, now renamed Confer­
ence, then agreed on a program, and the System began 
purchases the first week of March, at a too modest rate 
of $25 million a week, but stepped it up to $100 million 
a week in April, and continued buying until early August. 
Total purchases amounted to $1 billion. This resulted in 
offsetting some further gold losses, and also in cutting 
indebtedness of member banks to the Reserve Banks to 
about half a billion dollars. It brought about a substantial 
easing in money conditions and money rates. There was 
again some difference of opinion: the New York Reserve 
Bank and the Board would have preferred to carry this 
program faster and further than most of the other Reserve 
Banks. From the point of view of hindsight, I believe 
larger purchases would have proved helpful.

In a sense, this massive purchase in 1932 concluded the 
preliminary stages of the development of open market 
operations as an instrument of policy. It marked the 
breaking away from certain limits in both the law and the 
conceptions governing these operations. In this first dec­
ade, the pattern had been set both in terms of freedom of 
movement, and in terms of the organization for the prac­
tice of unity of action in the Reserve System.

In the summer of 1932, there seemed reasonable hope 
that the comer had been turned in this great recession. 
There was an upturn in industrial production and some 
other indexes. But the full force of world-wide deflation 
was not yet spent, and the banking position was weak. The 
reasons why the bank crash came in the spring of 1933 
constitute a separate and unhappy story, partly political,

The point that should be recognized here is that the evil 
forces at work in early 1933 were not ones that could be 
dealt with by open market operations. The Bank reserve 
position was comfortable, money rates were low, commer­
cial paper under 2 per cent. The principal value of the 
Open Market Conference in this period was as a medium

for the discussion of policy problems, which were many, 
rather than for open market action. The Conference did 
buy some $500 million of securities during the second half 
of 1933, but thereafter for many months the problem be­
came one of dealing with excess reserves.

The Conference was involved during 1933 in an inter­
esting chapter of Federal Reserve history having to do 
with the relation between the System and the Administra­
tion. But that is part of a separate and broader story. 
The important thing, from the point of view of our present 
subject, is that the Reserve System came through this 
difficult struggle with its integrity intact. The general pat­
tern of decision-making and operations worked out by 
practical experience over the System’s first decade pro­
vided a solid basis for making these operations the most 
flexible and pervasive tool of monetary policy in the 
United States.

S U M M A R Y

I suggest the following broad conclusions from the ex­
perience of the first decade of Federal Reserve open mar­
ket policy.

1. Federal Reserve responsibility is not just the techni­
cal one of operating a complicated semiautomatic mecb 
anism, but is more broadly the management of money in 
the public interest.

2. Open market operations have shown their great 
value in influencing the supply of money in relation to 
the country’s volume of business.

3. Usually this influence is indirect and impersonal, but 
powerful. By controlling reserves, Federal Reserve action 
affects the money supply, and this action is reinforced by 
changes in the sentiment and behavior of lenders and 
borrowers.

4. This means that the Federal Reserve, while power­
ful, is one of many influences, and its action is more or 
less effective depending on circumstances, and on public 
reactions.

5. Through trial and error, the Reserve System has de­
vised effective means of coordinating the views of twelve 
regional Reserve Banks and the Federal Reserve Board in 
the determination and execution of a unified System pol­
icy. Over the years the System has also gained greatly in 
knowledge and understanding of its function.

6. Whether this unique organization will have the wis­
dom and courage to deal promptly and effectively with 
possible future crises such as those of the late twenties and 
early thirties, will depend on the quality of its leadership 
and on the public understanding and support this leader­
ship receives.
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The "Accord”— 
A Landmark in the First Fifty Years 

of the Federal Reserve System

By A l l a n  S p r o u l

Personal recollections of the history of institutions may 
range widely, following the broad avenue of the develop­
ment of the institution itself, or the high road of the ca­
reers of individuals who served it, or they may focus on 
episodes which stand out in historical perspective as hav­
ing a special significance. Such an episode in the history 
of the first fifty years of the Federal Reserve System is the 
web of events which found its denouement in the “Accord” 
of the Treasury and the Federal Reserve System in March 
1951.

Having chosen to write about this controversial episode, 
because of special familiarity with it, I faced certain haz­
ards which I have tried to avoid. One such hazard is that 
episodes of historical significance do not spring into being 
without a past and, inevitably, they have a future. So it is 
with the “Accord”; its roots go deep into the past of the 
Federal Reserve System and its influence is still being felt 
and its results are still being challenged. Yet, in an article 
such as this, if one is to avoid the trap of trying to write a 
history of the Federal Reserve System in a few thousand 
words, it is possible only to brush over the past of the 
“Accord” and touch only lightly on its future. A second 
hazard is that in treating an episode in which one has 
participated, there is a tendency to embrace the benefits of 
hindsight. Recourse to records written at the time, and not 
since “improved”, has helped me to avoid this hazard, I 
hope. But even if the advantages of hindsight are elimi­
nated in this way, there remains the fact that most of the 
contemporary records I have consulted are the records of 
individuals or groups who were in the contending forces 
and only on one side—my side. I have had to try to avoid 
the hazard that my recollections, refreshed by a reading of 
written records, are subject to institutional and personal 
bias.

A fundamental cause of the controversy which led to 
the “Accord” was the growth in the importance of the 
overlapping responsibilities of the Treasury and the Fed- 
eral Reserve during the years 1914-51. On the one side, 
the deficit financing of two world wars had made the man­
agement and cost of the Federal debt a matter of major

economic and administrative concern, and the prolifera­
tion of Government securities of various maturities brought 
the Treasury to the market, for financing and refinancing, 
with increasing frequency. On the other side, the develop- 
ment of credit policy as one of the primary means of Gov­
ernment influence on the total economy, and the open 
market techniques which the monetary authorities evolved 
to discharge their responsibilities under law, meant that an 
overlapping area was created in which understanding and 
accommodation took the place of rigid legislative direc­
tives.

The first sprouting of the conflict inherent in such a 
situation appeared when the young Federal Reserve Sys­
tem was plunged into the problem of financing the par­
ticipation of the United States in World War I. The then 
Secretary of the Treasury notified the Federal Reserve, 
early in 1917, of his desire to float an issue of certificates 
of indebtedness at a rate well below the market, which 
meant that the issue would have to be bought by the Fed­
eral Reserve Banks. Subsequently, the Secretary “under­
took not to unload anything further on the Federal Re­
serve Banks, certainly not without notice, and in con­
sideration of his attitude in the matter it was agreed that 
every effort should be made to bring about a satisfactory 
organization for shifting Treasury requirements to mem­
ber banks and, through them, to the public”.1 A working 
entente was arranged by the System and the Treasury and, 
eventually, preferential discounting arrangements and 
preferential discount rates were established to facilitate 
Treasury financing through the banks of the country. These 
arrangements—the “bank-borrow-and-buy policy”—per­
sisted for a year after the armistice in November 1918, at 
the insistence of the Treasury, and were an increasing 
source of friction between the Treasury and the System as 
inflationary pressures built up in the postwar economy.

1 The Federal Reserve System by H. Parker Willis (New York. 
1923), pp. 1117-18.
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The System, in the euphemistic words of the Annual Re­
port of the Federal Reserve Board for 1920, was prepared 
during 1919 to “resort to the well-known method of ad­
vancing the rate of discount, as soon as Treasury exigen­
cies permitted”.

Perhaps the Federal Reserve System further mingled the 
areas of responsibility in 1937-38, when the fledgling Fed­
eral Open Market Committee, created by the Banking Act 
of 1935, announced in April 1937 that “with a view to 
exerting its influence toward orderly conditions in the 
money market . . .  it was prepared to make open market 
purchases of United States Government securities, for the 
account of the Federal Reserve Banks, in such amounts 
and at such times as may be desirable”. Since Treasury 
bills and other short-term Treasury paper had already be­
come bellwethers of the money market, this was an ac­
ceptance of responsibility for orderly conditions in the 
Government security market. In fact, the Annual Report 
of the Federal Reserve Bank of New York for the Year 
1938 stated that “the open market operations in which 
this bank participated during the past year were not un­
dertaken primarily with a view to affecting the reserve 
position of member banks, but rather with a view of ex­
ercising an influence toward the maintenance of orderly 
conditions in the market for Government securities”.

This assumption by the credit authorities of a measure 
of responsibility for maintaining orderly conditions in the 
Government security market hardened into a compact with 
the Treasury for the maintenance of a “pattern of rates” 
in that market to facilitate the financing of the United 
States participation in World War II. It was recognized 
by the parties to the compact that, insofar as it was politi­
cally and economically possible, the war should be fi­
nanced out of taxes and that, for the rest, borrowing from 
nonbank investors (borrowing of savings) would be pref­
erable to borrowing from the commercial banks. It was 
also recognized, however, that a substantial residue of 
borrowing would have to be done through the banks, and 
that this would involve an increase in the money supply 
(and in the liquidity of the economy) which would not be 
matched by an increase in goods and services available for 
civilian use. There was an inevitable inflationary factor in 
war financing, which was held in check but not removed 
by direct controls, such as materials priorities and price 
ceilings. At the time that this general approach to the 
problems of financing the war was adopted, it was also 
agreed that to the extent the Treasury had to borrow from 
the banks, it should borrow at stable, not rising, rates of 
interest such as the financing methods of World War I had 
produced. This led to the establishment of a fixed “pat­
tern of rates” which ranged from % of 1 per cent on

ninety-day Treasury bills to 2Vi per cent for 20- to 25- 
year Government bonds (excluding Savings Bonds). As a 
by-product of this pegging of prices of Government securi­
ties, the initiative with respect to the creation of reserve 
credit was shifted from the Federal Reserve to the member 
banks.

In the reconversion period, at the end of the war in 
1945, the problem facing the Federal Reserve System was 
how to proceed, and at what speed, to recapture from the 
banks of the country this initiative, and to restore the abil­
ity of the Federal Reserve Banks to place a price upon 
reserve credit and a check on its availability which could 
be varied to meet changes in economic circumstances. The 
Treasury, which had a proper concern for the functioning 
of the Government security market, which had become 
habituated to the convenience of the method used to fi­
nance the war, which still had the problems of rolling over 
the war-swollen debt, and which was dubious of the scope 
left for a flexible monetary policy in the existing circum­
stances, was reluctant to abandon support prices and a 
“pattern of rates” for Government securities. In a situation 
of overlapping responsibilities and on the basis of seniority 
in the Washington hierarchy, the Treasury assumed the 
role of final decision. The System wished to discontinue 
before the end of 1945 its preferential discount rate on 
Government securities maturing within one year. Treasury 
acquiescence was not forthcoming until April 1946. From 
the closing months of 1945, all through 1946, the System 
was pressing for an end of its artificially low buying rate 
— 3/s of 1 per cent—on ninety-day Treasury bills, but the 
Treasury would not agree until July 1947.

These small changes, important in themselves in terms 
of improving the structure of interest rates, were even more 
important as an indication of the intention of the Federal 
Reserve System gradually to restore its control over bank 
reserves and their availability. It was deemed to be an 
inevitable consequence of the great wartime increase in 
the money supply and in the total liquidity of the economy 
(of business, of consumers, and of the banking system) 
that inflationary pressures would assert themselves in 
time, and from time to time, as direct economic controls 
were removed. An appropriate credit policy would require 
restraint in the creation of additional bank reserves and 
would result in increases in short-term interest rates, in­
cluding rates on short- and intermediate-term Government 
securities.

The hesitations and refusals of the Treasury meant that 
the defrosting of the wartime “pattern of rates” took place 
distressingly slowly, and then only in steps to a higher 
fixed rate curve ending with the 2 Vi per cent long-term 
Government bonds. The supported rate of % of 1 per cent
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on one-year Treasury obligations was not raised to 1 per 
cent until August 1947, to lVs per cent in November 
1947 and to Wa per cent in October 1948. The discount 
rates of the Federal Reserve Banks had to be kept in line 
with these rates, and were raised equally slowly from 1 
per cent to XV* per cent in January 1948 and to 1 Vi per 
cent in August 1948.

A slight business recession beginning in the fall-winter 
of 1948-49 provided an opportunity to emphasize the 
change which was gradually taking place in credit policy 
and, it was thought, in debt management. An official state­
ment was published, couched in terms of the credit relaxa­
tion appropriate to a business downturn, that the “pattern 
of rates” had finally been abandoned. This was the state­
ment issued on June 28, 1949:

The Federal Open Market Committee, after 
consultation with the Treasury, announced today 
that, with a view to increasing the supply of funds 
available in the market to meet the needs of com­
merce, business and agriculture, it will be the pol­
icy of the Committee to direct purchases, sales 
and exchanges of Government securities by the 
Federal Reserve Banks with primary regard to the 
general business and credit situation. The policy 
of maintaining orderly conditions in the Govern- 
ment security market, and the confidence of in­
vestors in Government bonds will be continued. 
Under present conditions the maintenance of a 
relatively fixed pattern of rates has the undesir­
able effect of absorbing reserves from the market 
at a time when the availability of credit should be 
increased.

Unfortunately, the acquiescence of the Treasury in the 
making of this statement by the Federal Open Market 
Committee was not meant to embrace a policy of flexibility 
in credit availability and interest rates, except when the 
flexibility was on the downside. As the economic climate 
changed and business moved up from the trough of re­
cession, the System-Treasury debate over the coordina­
tion of debt management and credit policy resumed.

The persisting differences between the two agencies, of 
course, had not gone unnoticed in the Congress and in the 
public press. A subcommittee on Monetary, Credit and 
Fiscal Policies (Chairman, Senator Douglas of Illinois), 
of the Joint Committee on the Economic Report, held 
hearings during the latter part of 1949 and, subsequently, 
made a report to its parent committee which discussed 
monetary and debt management policies and took special 
cognizance of the dispute between the Treasury and the

Federal Reserve System. Among other things, it recom­
mended “that an appropriate, flexible and vigorous mone­
tary policy, employed in coordinaton with fiscal and other 
policies, should be one of the principal methods used to 
achieve the purposes of the Employment Act [of 1946]”. 
And it went on to recommend, as a means of promoting 
monetary and debt management policies that would con­
tribute most to the purposes of the Employment Act . . 
that Congress by joint resolution issue general instructions 
to the Federal Reserve and Treasury regarding the objec­
tives of monetary and debt management policies and the 
division of authority over those policies. These instructions 
need not, and in our opinion should not, be detailed: they 
should accomplish their purpose if they provide, in effect 
that, (1) in determining and administering policies rela­
tive to money, credit and management of the Federal debt, 
the Treasury and the Federal Reserve shall be guided pri­
marily by considerations relating to their effects on em­
ployment, production, purchasing power and price levels* 
and such policies shall be consistent with and shall pro­
mote the purpose of the Employment Act of 1946; and 
(2) it is the will of Congress that the primary power and 
responsibility for regulating the supply, availability and 
cost of credit in general shall be vested in the duly consti­
tuted authorities of the Federal Reserve System, and that 
Treasury actions relative to money, credit and trans­
actions in the Federal debt shall be made consistent with 
the policies of the Federal Reserve”.2 The press, on the 
whole, also was favorable to the position of the Federal 
Reserve. Bankers, insofar as they expressed themselves, 
were reluctant to take sides.

The unfortunate failure of the Treasury and the Federal 
Reserve to find common ground for meeting the respon­
sibilities delegated to them by Congress, where their fields 
of responsibility overlapped, was now approaching a 
climax. The economy was rapidly recovering from the 
slight downturn of 1949, when the outbreak of hostilities 
in Korea, in June 1950, “transformed the tone and the 
tempo of American economic life”.3 An already buoyant 
economy became surcharged with inflationary pressures; 
anticipatory spending by consumers and business reflected 
expectations of increased Government spending and Gov-

2 It should be noted that one member of the subcommittee, Con­
gressman Patman, stated that these proposals did not make th©
Federal Reserve sufficiently responsible to the Executive Depart­
ment of the Federal Government and that the Joint Committee in
its reference to these recommendations of the subcommittee recom­
mended “further careful study”.

8 Federal Reserve Bank of New York, Thirty-sixth Annual Re­
port for the Year Ended December 31, 1950, p. 5.
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emment demand for materials for military purposes; com­
modity prices were advancing rapidly; bank loans were 
rising, including business loans, as well as consumer loans 
and mortgage loans. Confronting this situation, President 
Truman, in a message to Congress on July 19, 1950 con­
cerning the Korean crisis and the defense program, called 
for primary reliance upon strong fiscal and credit measures 
to reduce the volume of private purchasing power compet­
ing with the Government for available goods and services. 
And, in his midyear Economic Report (July 26, 1950) 
there was this statement: “First of all for the immediate 
situation, we should rely in major degree upon fiscal and 
credit measures . . .  the more prompt we are with these 
general measures the less need there will be for direct 
controls. . .

So far as the Federal Reserve was concerned, these 
statements of over-all national policy confirmed its view 
of what it should be doing to help counteract the forces of 
inflation, not only by way of selective controls of con­
sumers and mortgage credit but, more important, by gen­
eral credit measures without which selective controls 
would not be effective. The Federal Reserve view, re­
affirmed and reinforced in the light of the Korean crisis, 
had been given to the Secretary of the Treasury earlier in 
July, when it was stated that the System could not main­
tain the existing rate structure in the Government security 
market while going forward with the general policy of re­
gaining control of the initiative with respect to bank re­
serves which it deemed essential; either short-term rates 
would have to rise or the long-term rate would have to 
come down, and both from the standpoint of countering 
inflationary pressures and correcting an artificial interest 
rate structure, it preferred the first alternative. The Treas­
ury reply counseled delay until the situation became clear­
er, and emphasized that the nation was waiting to learn 
what domestic programs might be needed in order to 
utilize the full strength of the country in national defense. 
The Federal Reserve System believed that the messages of 
the President had now answered the question.

The action question, which remained on the agenda of 
the Federal Open Market Committee, was what contribu­
tion it would make to the general program in its sphere of 
primary responsibility; what it would do about making 
further reserve funds available to the banking system in 
an inflationary situation which could quickly become criti­
cal and in which the effectiveness of moderate general 
credit measures of restraint would depend upon the 
promptness of their use. The Federal Reserve felt that it 
was under the compulsions of statutory responsibility to 
meet a present danger, and that it had exhausted the pos­
sibilities of devising a mutually agreeable program with

the Treasury which would have permitted credit policy 
and debt management to go forward in tandem.

So it was, on August 18, 1950, the Board of Governors 
of the Federal Reserve System approved an increase in 
the discount rate of the Federal Reserve Bank of New 
York from IV2 per cent to 1% per cent (effective August 
21), which had been held in abeyance for about a month, 
and the Federal Open Market Committee adopted a gen­
eral policy of making reserves less readily available to the 
banks of the country, and then informed the Treasury of 
what it was doing. Up to this point, the Federal Reserve 
had presented its views concerning an appropriate com­
bination of credit policy and debt management to the 
Treasury; the Treasury had decided what it was going to 
do and had then informed the Federal Reserve; and the 
Federal Reserve had followed along, attempting to adjust 
its open market operations, as best it could, to the debt 
management decisions of the Treasury. The August 1950 
decision reflected the Federal Reserve’s belief that the facts 
of the economic situation and the general economic pro­
gram of the Government demanded that it break out of 
that pattern.

Advice of the actions taken was immediately given, 
orally, to the Secretary of the Treasury by the Chairman 
and Vice Chairman of the Federal Open Market Commit­
tee (afternoon of August 18, 1950). A delayed response 
without further conference came within the hour. The 
Treasury had decided to announce its September-October 
refunding—a $13.5 billion operation—at once, maintain­
ing the existing rate of IV4 per cent for one-year obliga­
tions. (The actual offering was a thirteen-month note.) The 
result was an issue which was a market failure—the Fed­
eral Reserve had to purchase the larger part, upward of 
80 per cent—of the maturing securities in order to make 
sure that the Treasury would not have an embarrassing 
cash redemption. At the same time, as an offset to the 
effect of these purchases on bank reserves, the Federal 
Reserve sold other securities from its portfolio at prices 
and yields in line with its actions on discount rates and 
open market policy.

There followed a period of confused and confusing at­
tempts to re-establish a working formula for coordinating 
debt management and credit policy. The President of the 
United States was early brought into the embarrassing dis­
pute by the Treasury. A temporary truce was evolved 
which permitted time to observe the results of the actions 
taken by the Federal Reserve and, in November 1950, 
there was a fairly amicable agreement embracing credit 
policy and the Treasury refunding of its December and 
January maturities with a 13A per cent five-year note. As 
it turned out, the new note did not fare well and, in terms
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of the amount of the maturing issues which the Federal 
Reserve had to buy and the amount which the market re­
deemed for cash, the financing was not a success.

The Treasury evidently felt that it had been let down, 
and that some public statement had to be made to restore 
confidence in the Government security market. In a 
speech at New York, on January 18, 1951, the Secretary 
of the Treasury declared that “the delusion that fractional 
changes in interest rates can be effective in fighting infla­
tion must be dispelled from our minds”; that “any increase 
in the 2Vi per cent rate for long-term Government securi­
ties would seriously upset existing security markets”; and 
that “the Treasury Department had concluded, after a 
joint conference with President Truman and Chairman 
McCabe of the Federal Reserve Board, that refunding and 
new money issues of the Treasury will be financed within 
the pattern of that rate”. This attempted re-establishment 
of a “pattern of rates” in Government financing, and the 
implication of a commitment by the Federal Reserve to 
support the 2V2 per cent long-term rate on new as well as 
outstanding issues of Treasury securities was immediately 
challenged, most notably by Marriner Eccles, a member 
and former Chairman of the Board of Governors, in testi­
mony at a hearing of the Joint Committee on the Eco­
nomic Report which was then in session.

Amid a rising volume of public comment on, and Gov­
ernment concern over, the differences between the Treas­
ury and the Federal Reserve System, it was announced on 
January 31, 1951, that President Truman had asked the 
members of the Federal Open Market Committee to come 
to the White House that afternoon. There followed a 
bizarre exchange of contradictory reports on what had 
taken place at the meeting. A White House press secre­
tary said that the Federal Reserve had pledged its support 
to President Truman in maintaining the stability of Gov­
ernment securities as long as the emergency lasted. A 
Treasury spokesman said that the White House statement 
meant that the market for Government securities would be 
stabilized at their present levels and that these levels would 
be maintained during the emergency. These press reports, 
which left a cloud of doubt as to what had happened at 
the White House meeting, were given official sanction in a 
letter from the President to Chairman McCabe which was 
released to the press on February 1, 1951. In it the Presi­
dent wrote, “your assurance that you would fully support 
the Treasury defense financing program, both as to its re­
funding and new issues, is of vital importance to me. As 
I understand it, I have your assurance that the market on 
Government securities will be stabilized and maintained at 
present levels in order to assure the successful financing 
requirements and to establish in the minds of the people

confidence concerning Government credit”.
This was at variance with what the Federal Open Mar­

ket Committee believed had been said and done at the 
White House meeting. In a memorandum prepared im­
mediately after the meeting, the Federal Reserve recorded 
that there had been no references to recent disputes with 
the Treasury; and that at no time had the President indi­
cated that he had in mind support, or a pledge of support, 
of the financing program recently outlined by the Secre­
tary of the Treasury (January 18, 1951 at New York). 
Shocked by the public letter of the President to Chairman 
McCabe, Governor Eccles released the Federal Reserve 
record to the press on his personal responsibility, on Feb­
ruary 3, 1951.

An intolerable situation had been created in which, as 
the Federal Open Market Committee said in a letter to 
the President on February 7, 1951, “You as President of 
the United States and we as members of the Federal Open 
Market Committee have unintentionally been drawn into a 
false position before the American public—you as if you 
were committing us to a policy which we believe to be 
contrary to what we all truly desire, and we as if we were 
questioning you and defying your wishes as the chief ex­
ecutive of the country in this critical period”. The letter 
went on to say that “in accordance with our assurance to 
you, we shall seek to work out with the Secretary of the 
Treasury as promptly as possible a program which is prac­
tical, feasible and adequate in the light of the defense 
emergency, which will safeguard and maintain public con­
fidence in the values of outstanding Government bonds 
and which, at the same time, will protect the purchasing 
power of the dollar”.

Concurrently with the sending of this letter to the Pres­
ident, a meeting of the Chairman and Vice Chairman of 
the Federal Open Market Committee was held with Senate 
leaders of the Banking and Currency Committee, a sub­
committee of which had been named to inquire into the 
Treasury-Federal Reserve controversy. The general tenor 
of the senatorial advice was that it was no time for feud­
ing and no time for a Congressional hearing, but a time 
for the Treasury and the Federal Reserve to try again to 
compose their differences. The same advice was given by 
the Senator Chairman of the Committee on the Joint Eco­
nomic Report, the following day.

This counsel from members of the Congress, from which 
the Federal Reserve System derives its authority and 
powers, coincided with the wishes of the Federal Open 
Market Committee, which on the same day (February 7; 
1951) that it had written to the President, drafted a letter 
to the Secretary of the Treasury expressing a desire “to 
discuss credit policy and debt management programs which

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



232 MONTHLY REVIEW, NOVEMBER 1964

would assist in the highly important fight against inflation 
and improve public confidence in the market for Govern­
ment securities”, and suggesting a program as the basis 
for such a discussion. This letter was handed to and dis­
cussed with the Secretary of the Treasury by the Chair­
man and Vice Chairman of the Federal Open Market 
Committee. (At this meeting, for the first time, Mr. Wil­
liam McC. Martin, Assistant Secretary of the Treasury, 
took part in the discussion.)

The matters at issue were now back on the track of 
responsible discussion by the two agencies of Government 
whose overlapping responsibilities had erupted into con­
troversy, although there were still a few detours to be 
traversed. Before the proposed discussions could begin, 
the Secretary of the Treasury had to enter a hospital to 
recuperate from an operation and the Treasury sought a 
commitment from the Open Market Committee that there 
would be no change in the existing situation in the Gov­
ernment security market during the period of his hospitali­
zation. This was a commitment which the Committee felt 
unable to give in the face of mounting inflationary pres­
sures, and a Government security market which was de­
manding heavy purchases by the Federal Reserve, con­
trary to the policy and program which it thought the eco­
nomic situation required. The Committee asked the Sec­
retary to name someone at the Treasury with whom it 
could talk, in the interim, and the Secretary named Mr. 
Martin.

Negotiations now took a turn for the better. Mr. Mar­
tin suggested that members of the staff of the Treasury 
Department and of the Federal Reserve meet as soon as 
possible to go over the proposals contained in the Febru­
ary 7 letter of the Federal Open Market Committee to the 
Secretary of the Treasury, and such other ideas as might 
be brought forward. (Chairman McCabe had previously 
suggested such staff conferences, but the Secretary of the 
Treasury had said he preferred to settle matters at the pol­
icy level and then have the details worked out at staff 
levels.) A working party was created4 and progress began 
to be made toward understanding at the “technical level” 
for referral to the “policy level”, as the Treasury phrased 
it, although the negotiation faltered at times.

While these discussions were going on, the White House

4 Mr. Martin, Mr. George Haas, Director of Technical Research, 
and Mr. Edward Bartelt, Fiscal Assistant Secretary, from the Treas­
ury and Mr. Winfield Riefler, Assistant to the Chairman of the 
Board of Governors and Secretary of the Federal Open Market 
Committee, Mr. Woodlief Thomas, economist of the Committee, 
and Mr. Robert Rouse, Manager of the System Open Market Ac­
count and Vice President of the Federal Reserve Bank of New York.

again intervened. A meeting was called by the President 
on February 26, 1951, including the Director of Defense 
Mobilization, the Under Secretary of the Treasury (in the 
absence of the Secretary), the Assistant Secretary of the 
Treasury (Mr. Martin), the Chairman of the Securities 
and Exchange Commission, the Chairman and Vice Chair­
man of the Federal Open Market Committee, the mem­
bers of the Council of Economic Advisers and the special 
counsel of the President. At this meeting the President 
began by reading a memorandum (which was also released 
to the press), in which he expressed his concern with the 
problem of reconciling the need to maintain stability in 
the Government security market and the need to restrain 
credit expansion; outlined the general economic program 
of the Administration; and requested the Secretary of the 
Treasury, the Chairman of the Federal Reserve Board, 
the Director of Defense Mobilization and the Chairman of 
the Council of Economic Advisers to study the problem of 
the overlapping responsibilities of the Treasury and the 
Federal Reserve System. He also expressed the hope that 
“while this study is under way, no attempt will be made 
to change the interest rate pattern, so that stability in the 
Government security market will be maintained”. This 
intervention was different in form from previous interven­
tions and came more nearly to grips with the problem, but 
it also failed to recognize that the Federal Reserve has 
duties laid upon it by the Congress which cannot be aban­
doned to the arbitration of ad hoc committees. For­
tunately, the Treasury-Federal Reserve “Accord” was 
reached while the Presidential committee was still ponder­
ing the problem, and when its report was later completed 
it apparently was “filed”.

The tenor of informed thinking in the Congress, which 
was the only place the dispute could be decided, in de­
fault of agreement by the two agencies directly involved, 
was indicated in a powerful speech by Senator Douglas in 
the Senate chamber on February 22, 1951, which he con­
cluded with a plea “that the Treasury abate its policies 
and yield on this issue” and that “the Federal Reserve gird 
its legal loins and fulfill the responsibilities which I believe 
the Congress intended it to have”.

Meanwhile, the negotiations of the principals in the 
dispute regained their momentum. On February 28, the 
staff negotiators felt that matters were sufficiently well in 
hand to warrant presentation to their principals and, that 
evening, the Secretary of the Treasury was consulted by 
Mr. Martin and the request was made by the Secretary 
that Mr. Martin and Mr. Bartelt be permitted, orally, to 
present to the Federal Open Market Committee the re­
sponse of the Treasury to the Committee letter of Febru­
ary 7, 1951. Consideration of this report by the Commit­
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tee evoked a generally favorable response, and the staff 
group of the Committee was requested to resume its dis­
cussion with the Treasury group, in the light of the views 
expressed by the members of the Committee.

The Federal Open Market Committee met again on 
March 2 and Mr. Riefler reported the results of the final 
staff conference with the Treasury representatives. There 
ensued a further discussion of all of the points on which 
agreement was being sought, and a concise statement of a 
program acceptable to the Open Market Committee was 
written and given to Messrs. Martin and Bartelt for their 
consideration, and later discussed with them at length by 
Messrs. McCabe, Sproul, Riefler, and Thomas. A meeting 
of minds was achieved along the following lines:

1. Purpose—to reduce to a minimum the creation of 
bank reserves through monetization of the public debt, 
while assuring the financing of the Government’s needs.

2. A conversion offering by the Treasury which would 
be designed to remove a substantial amount of the long­
term restricted5 2Vi per cent bonds from the market.

3. Support of the market for the outstanding restricted 
2Vi per cent bonds by the Federal Open Market Com­
mittee at par or slightly above for a limited amount and 
only during the brief period of the conversion offering.

4. With the exception of this support, the maintenance 
of orderly market conditions, hereafter, to be without ref­
erence to the maintenance of the par value of any Treas­
ury issues.

5. Reduction or discontinuance of purchases of short­
term Government securities by the System Open Market 
Account, so as to permit yields on such securities to fluc­
tuate around the discount rate (13A  per cent) and thus 
to make that rate effective, with the understanding that it 
would not be changed during the remainder of the year, 
except in compelling circumstances.

6. Prior consultation between the Treasury and Fed­
eral Reserve on changes in debt management or credit 
policy, unless extraordinary circumstances made such 
prior consultation impossible.

7. The public statement of agreement to be brief, fi­
nancial and nonpolitical.

The terms of agreement were taken by Mr. Martin to 
the Secretary of the Treasury, at the hospital, and the pro­
gram was cleared with him and then with the members of 
the Federal Open Market Committee on March 3, 1951. 
The following statement and announcement appeared in 
the press on Sunday, March 4, 1951:

8 I.e., purchase restricted to noncommercial bank investors.

Joint announcement by the Secretary of the 
Treasury and the Chairman of the Board of Gov­
ernors and of the Federal Open Market Commit­
tee of the Federal Reserve System.

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 require­
ments and, at the same time, to minimize moneti­
zation of the public debt.

Simultaneously, the Secretary of the Treasury announced 
that there would be an offering for a limited period of a 
new investment series of long-term nonmarketable Treas­
ury bonds in exchange for the two longest outstanding re­
stricted Treasury bonds (the 2Vi per cent bonds of June 
and December 1967-72). The details of this offering were 
announced March 19. The offering was a 23A  per cent 
bond of 1975-80 which, while nonmarketable, could be 
converted at the holder’s option into five-year marketable 
notes carrying a coupon of IV2 per cent. More than two 
thirds ($13.6 billion) of the outstanding 2V2 per cent 
bonds of 1967-72 were turned in for the new 2% per 
cent bonds in this first offering. (A year later another $1.8 
billion of the new bonds were issued in exchange for the 
four longest issues of outstanding restricted bonds.)

During the transition period, over the next six weeks, 
the System Open Market Account and some of the Treas­
ury investment accounts purchased substantial amounts 
of long-term Treasury bonds at declining prices, in order 
to ease the adjustment in the market to the final abandon­
ment of the “pattern of rates” and its long-term anchor of 
2Vi per cent. By April 12, 1951 the initial price adjust­
ments were completed and the market “bottomed out”. 
Happily, the inflationary pressures which had brought 
matters to a head between the Treasury and the Federal 
Reserve subsided after the first quarter of 1951, and for 
this the release of monetary policy from the shackles of a 
“pattern of rates” received a modicum of credit.

If it is too much to say that the Treasury and the Fed­
eral Reserve have lived happily ever after the “Accord”, 
they at least have learned to get along together with a 
minimum of marital friction.

There could be discord again, of course, but it is less 
likely if the experience and lessons of the “Accord” pe­
riod are remembered. As a contribution to this remem­
brance, here are some gleanings.

1. In situations and areas where debt management and 
credit policy overlap, neither the Treasury nor the Fed­
eral Reserve System should make final decisions without
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responsive consultation and without due regard for the 
responsibilities and views of its partner.

2. Continuous communication provides the basis for 
such sharing of responsibility. In the pre-“ Accord” period 
there was a failure of communication which helped to lead 
to the breaking of this rule. The Federal Reserve thought 
it understood the position of the Treasury, but it may not 
have. There is good reason to believe that the Treasury 
did not understand the position of the Federal Reserve. 

For the latter lack of understanding, the Federal Reserve 
bore some blame. Although its basic objective was to re­
gain the initiative with respect to the creation of bank re­
serves, much of its argument with the Treasury was 
couched in terms of interest rates. The interest rate struc­
ture, of course, was the place where Federal Reserve 
policy would directly and obviously impinge on debt 
management, but concentration on small changes in inter­
est rates tended to reduce discussion to a question of “hat 
sizes” in the minds of the Treasury and, to some extent, 
of the Congress and the public. The Federal Reserve had 
come to believe, however, that with a greatly enlarged 
Federal debt and a nearly homogeneous national money 
market, an opportunity had been created for effective ac­
tion with limited variation in interest rates and that, for 
the time being, its objectives could be achieved by restor­
ing modest rate flexibility at the short end of the rate 
structure.

3. In the absence of understanding and acceptance of 
this belief, the Treasury viewed with some doubt the 
strength of purpose of the Federal Reserve to maintain 
the 2Vi per cent rate on outstanding long-term Treasury 
bonds, since the maintenance of this ceiling on the rate 
structure limited the permissible variation of rates lower 
down the maturity schedule. The Federal Reserve was 
aware of this restriction, but was willing to accept it for 
a time because of its belief that there would need to be an 
extensive shifting in the portfolios of investing institutions 
out of long-term Government securities and into corporate 
bonds, mortgages and other debt instruments of the pri­
vate sector of the economy in the reconversion period, 
and that this shift would have to be eased along if serious 
market unsettlement was to be avoided. In performing this 
orderly market service, the Federal Reserve tried to offset 
the effect of its bond purchases on bank reserves by sell­
ing equivalent amounts of short-term Government securi­
ties, and had considerable success. Continued success in 
this maneuver, however, needed the assistance of higher 
interest rates on the short-term securities being sold.

4. Finally, in the catalogue of misunderstanding, there 
was the general Treasury opinion that the credit program 
which the Federal Reserve wished to follow would be of

little use in combating inflationary pressures, particularly 
in the Korean period, and that “experimenting” with the 
interest rate structure could weaken faith in the Govern­
ment security market and in the credit of the Government 
at a time when major war financing might be necessary. 
The Federal Reserve, on the contrary, believed that faith 
in Government credit and confidence in Government se­
curities would be destroyed if it became apparent that 
monetary policy was to be prevented from fighting infla­
tionary pressures and that a dollar invested in Government 
securities would be a shrunken dollar when the securities 
matured.

Up to the time of the Korean crisis, the Federal Reserve 
was content to carry on a holding operation. It joined with 
the Treasury in opposing those who, in the immediate 
postwar years, counseled abrupt and vigorous use of credit 
policy to reduce the swollen money supply, inherited from 
the war, and to wring excess liquidity out of the economy. 
Rather, it took the position that the economy would have 
to grow up to the money supply (which it rapidly did) 
and that, meanwhile, release of inflationary pressures sup­
pressed by direct control during the war period would be 
partially offset by increases in the national product (as 
they were). In the face of the economic repercussions of 
the Korean crisis, however, such an approach was no 
longer practical.

5. The Korean confrontation focused attention on the 
core of the problem. Coequal Government agencies, with 
certain overlapping responsibilities, had been unable to 
arrive at a common policy other than by the subordination 
of one agency to the other. Various answers to this prob­
lem wTere suggested.

(a) A clearer Congressional mandate. There is no clear 
mandate to the Treasury with respect to the broader eco­
nomic implications of debt management and no clear 
mandate to the Federal Reserve System with respect to 
the maintenance of price stability and the international po­
sition of the dollar. As mentioned earlier, a subcommittee 
of the Joint Economic Committee—in 1950—recom­
mended that it be expressed as the will of Congress that 
transactions with respect to money and credit and trans­
actions in the Federal debt be made consistent with the 
policies of the Federal Reserve. This recommendation fol­
lowed the dictum of Senator Douglas that “good fences 
make good neighbors”, but when the location of the prop­
erty line is uncertain and the line may change at times, 
“good fences” are not an adequate answer.

Both the Treasury and the Federal Reserve have af­
firmed that, in addition to Congressional directives apply­
ing to them specifically, they consider themselves bound 
by the declaration of policy set forth in the Employment
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Act of 1946. What remains to be done, in terms of a Con­
gressional mandate to the Federal Reserve System, it 
seems to me, is to include a reference to price stability 
among the general guides to economic well-being in the 
preamble of the Employment Act, and to add a general 
directive with respect to price stability and the interna­
tional position of the dollar to the Federal Reserve Act.

This will not satisfy those who believe that a central 
bank should pursue a primary objective—stable purchas­
ing power of the monetary unit—without being diverted 
by a wider range of economic objectives such as are set 
forth in the Employment Act of 1946. Certainly the Fed­
eral Reserve System must have its own objectives in the 
field of monetary policy and realize its capacities and 
limitations, but I do not believe that it is possible in the 
light of the Employment Act, and what it reflects of na­
tional purpose, for the central bank to be completely free.

(b) Another suggestion for resolving conflicts of the 
Treasury and Federal Reserve, where their interest and 
duties overlap, and which usually draws considerable sup­
port, is the establishment of an interagency consultative 
committee or a national monetary and credit council, 
which would bring together the heads of a number of 
Government agencies having responsibilities related to 
credit policy and debt management. This would be ex­
pected to provide for informal collaboration, although 
the body would be without directive powers, which most 
agree would be an usurpation of Congressional authority. 
This sort of thing sounds good in conversation and looks 
good on paper, but the only people who can resolve dif­
ferences arising out of overlapping statutory responsibili­
ties are people who bear the responsibility and know what 
it is all about—that is the people at the Treasury and in 
the Federal Reserve System in this case. A committee or 
council of the sort proposed either languishes on the vine 
because of a lack of authority, or becomes a means of 
exerting executive pressure on a body (the Federal Re­
serve) which draws its powers from the Congress.

(c) There are some who think, of course, that the 
Federal Reserve System should be made more responsive 
to the Executive Branch of the Government and, pre­
sumably, that the President by virtue of his office or the 
power of his presence should be able to order a composi­
tion of contrary views held by Treasury and Federal Re­
serve officials. Whether as a three-man body, with the 
President holding the balance between Treasury and Fed­
eral Reserve, or as a council made up, on one side, of a 
number of individuals holding Presidential appointments 
and owing Presidential loyalty as a part of a political ad­
ministration and, on the other side, by a representative of 
the Federal Reserve System, this kind of proposal has little

to recommend it. In the words of a witness (Beardsley 
Ruml, formerly Chairman of the Board of the Federal 
Reserve Bank of New York) at the hearing of the Patman 
subcommittee of the Joint Committee on the Economic 
Report in 1952, bringing the President in to settle differ­
ences between the Federal Reserve and the Treasury 
would mean that one or both parties to the disagreement 
would devote their efforts to procuring a favorable opin­
ion from the President, and would lead to the use of force 
rather than reason in dealing with an agency of Congress 
which has statutory duties. “Nothing but harm to public 
confidence in both money and Government would result.” 

This is not to say that the Chairman of the Board of 
Governors should not discuss the problems of the Federal 
Reserve System with the President, alone or with the Sec­
retary of the Treasury. That is natural and, at times, de­
sirable. But to make this a regular means of coordination 
of policies can lead to dictation instead of persuasion, as 
the experience of the pre-“Accord” period attests.

(d) Then there are those who would substitute an in­
variable formula for fallible human judgment or weak hu­
man resolve in directing monetary affairs and, so long as 
the Federal Reserve followed the formula (if it retained 
its job at all), the Treasury (and everyone else) would 
have to accommodate its objectives to the working of the 
formula. Ideally, one exponent of this theory says6 “the 
surest way to achieve the aim of a stable monetary struc­
ture is . . .  to legislate a rule specifying the behavior of 
the quantity of money. The rule I favor is one which 
specifies that the quantity of money shall grow at a steady 
rate from week to week, month to month, and year to 
year”. But when this invariable formula is related to an 
existing and future state of affairs, and when account is 
taken of the lag between monetary action and its eco­
nomic effects, he says that “the problem of lag in reaction 
and the fact that the effects are spread over a period is not 
a problem that can be solved by just looking at the quan­
tity of money. In order to solve that problem or in order 
to eliminate that difficulty it would be necessary to forecast 
what is going to happen much better than we now can”. 
So, in point of fact, except as an assertion that an in­
variable formula would have made fewer mistakes than 
have been made without such a formula, he says we do 
not “know enough now to set up a formula . . . which 
would do more good than harm”. I am willing to wait, at

6 Professor Milton Friedman at the hearings on ‘The Federal Re­
serve System after Fifty Years”, held by the Subcommittee on Do­
mestic Finance of the Committee on Banking and Currency, House 
of Representatives, March 3, 1964.
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least until we have more persuasive arguments that a 
rigid invariable formula can ride through the continuing 
changes in the economic environment, without the benefit 
of human judgment and without causing major errors in­
stead of minor ones.

My own conclusion is that the experience of the “Ac­
cord” leads to a more human and natural solution of the 
problem of the overlapping responsibilities of the Treas­
ury and the Federal Reserve than any of the corrective 
devices which have been suggested. It is the solution 
which has been working since the “Accord”. It involves 
the recognition that Treasury and the Federal Reserve are 
coequals in the area of their overlapping responsibilities. 
It is based on the assumption that informed and respon­
sible men recognize that, in our form of Government, such 
sharing of responsibility requires thorough discussion of 
divergent views and every effort to merge them into a com­
mon purpose. It demands that there be open and fre­
quent communication between those who determine policy, 
that the makers of policy have staffs of the highest com­

petence which also are in open and frequent communica­
tion, and that the policy makers have a sufficient under­
standing of the theory and practice of their art to be able 
to add wisdom to knowledge when positions show signs of 
becoming unyielding. Finally, it assumes that the Congress, 
presumably through the Joint Economic Committee on 
the Economic Report, will continue to monitor perform­
ance and to provide evidence of the attitude of Congress 
toward performance because, if irreconcilable differences 
do arise, the Congress must be the final arbiter in matters 
concerning the power to regulate the “people’s money”.

The Federal Reserve challenge to the Treasury’s asser­
tion of dominance in the area of their overlapping respon­
sibilities prior to the “Accord” had its ultimate justification 
in the achievement of coequal status in these matters, and 
not as an assertion of a false independence. The Federal 
Reserve does not have, never has had, and never has 
claimed to have an independence in monetary affairs 
which divorces it from the general economic policies of 
the Government.
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Opening Day, Monday, November 16, 1914*

At 10 a.m., Monday, November 16, 1914, the Federal 
Reserve Bank of New York opened for business. The 
Bank had been incorporated May 18, 1914 and its direc­
tors elected and appointed by September 30. Pierre Jay 
had become Chairman of the Board of Directors and Fed­
eral Reserve Agent. At the first board meeting, on October
5, Benjamin Strong, Jr., President of Bankers Trust Com­
pany of New York, was elected Governor of the Bank. An 
acting deputy governor and a secretary-counsel also were 
appointed during October. Temporary offices were lo­
cated at 27 Pine Street.

On October 26, Secretary of the Treasury W. G. 
McAdoo notified the twelve Reserve Banks that the Comp­
troller of the Currency planned to authorize their opening 
on November 16. Chairman Jay replied that he would en­
deavor to assemble a temporary organization so that the 
Bank could, in fact, begin to operate that day. Governor 
Strong wired Secretary McAdoo that the need to provide 
suitable safeguards for handling the amount of money in­
volved in the Bank’s opening might make it impossible to 
comply literally with the opening date announcement. Mr. 
Jay and Governor Strong promised, however, to do every­
thing possible to meet the date.

Two weeks before the scheduled opening banking rooms 
were subleased at 62 Cedar Street. (The site of that build­
ing—a block from the Bank’s present 33 Liberty Street 
address—was on what is now the Chase Manhattan 
Plaza.) The Bank moved into the Cedar Street quarters 
only one week before opening day. On Saturday, Novem­
ber 14, John Skelton Williams, Comptroller of the Cur­
rency, signed the certificates authorizing the twelve Banks 
to open, as provided for in the Federal Reserve Act.

Secretary McAdoo commented that the opening of the 
Banks marked a new era in the history of business and 
finance in this country. Paul M. Warburg, closely identi­
fied with the birth of the System and a member of the first

* The eleventh in a series of historical vignettes appearing dur­
ing the System’s anniversary year.

Federal Reserve Board, declared that coming generations 
would commemorate the date as the beginning of financial 
emancipation. The Wall Street Journal said the openings 
marked a new banking era and commented, “with the 
opening of the Federal Reserve Banks throughout the 
country today the consummation of the long standing agi­
tation for currency reform in the United States may be 
said to have been attained”.

Seven officers and eighty-five employees, mostly bor­
rowed from banks and the subtreasury, made up the New 
York Bank’s opening day staff. A permanent staff was 
organized during the next eight weeks. The main business 
during the opening day was accepting reserve deposits 
from Second District member banks. The National City 
Bank of New York was the first city member to deposit 
reserves ($21 million including $16 million in gold). By 
the end of the day, 221 of 480 Second District members 
had deposited about $100 million in reserves, including 
$82 million in gold and gold certificates and $11 million 
in silver and silver certificates.

The Chemical National Bank of New York made the 
first application for rediscounting for the stated purpose 
of demonstrating its desire to support and use the facili­
ties of the new reserve banking system. The bills sub­
mitted and accepted for rediscount under this application 
totaled $2,182,500—the largest such operation by the 
New York Reserve Bank in its first year. At the close of 
business the first day the Bank had total assets of $105 
million, including payments on capital subscriptions re­
ceived earlier in the month. By 8 p.m. the books had been 
proved and balanced, and the first daily report and balance 
sheet were sent to Washington. Chairman Jay and Gov­
ernor Strong were quoted in the newspapers the next 
morning as commenting that everything had gone off as 
smoothly as if the Bank had been open for six months.

Years later, Governor Strong recalled the early days of 
the Bank in these words: “. . . we were a lot of ‘green­
horns’ with no guide or compass, no experience, no co­
hesion—with everything to learn and, frankly, everything 
to lose as the result of our inexperience”.
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