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theory. System spokesmen no longer publicly recognize the need
to limit the magnitude of interest rate fluctuations; nor do they
talk, as they did before the Accord, of their ability to control
: inflationary pressures by means of only very modest increases in
yiclds. Perhaps it was to be expected that the authorities, when
more comfortable in the freedom granted them by the Accord and
when no longer surrounded by a hostile political administration,
would move toward a more traditional defense of the classical
. i techniques of monetary control. But this change in attitude should
' : not be allowed to obscure the fact that the basic issue with which
! the new theory dealt — namely, the relationship between the exist-
ence of a large outstanding public debt and the use of traditional
monetary policy — continues in the present to be of considerable
relevance, Indeed, the aim of this essay is to show that the legacy
of the war years (a large national debt) remains as an obstacle to
the effective working of such a policy.
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i Perhaps the most worthwhile perspective from which to review
i post-Accord monetary developments in the U.S.A. is in terms of
' the light they shed on the “ new theory of credit control ” (1). This
i ' doctrine, developed and sponsored by the Federal Reserve Bank of
. New York in the days when the Treasury still dominated the scene, .
; was later adopted by the Board of Governors of the Federal Reserve. i
As the official System position at the time of the Accord, it served
as a justification for the Federal Reserve’s desire to abandon once- i
and-for-all the wartime pattern of rigidly pegged interest rates.
The theory’s influence on monetary policy was thus of some
significance — certainly such as to warrant a detailed examination
now that sufficient time has elapsed to provide a reasonable test

period.

The New Theory

The substance of the new theory of credit control derived
directly from the awkwardness of the position in which the Federal
Reserve found itself at the close of World War II. Nearly every-
one thought at that time that private lenders (in particular, those
: of the institutional sort), having been forced by wartime circum-
i Today, it is true, the Federal Reserve docs not defend its over- stances to take on disproportionately large quantities of government
b all policy views by deliberate reliance on the ideas of the new , securities, were anxious to achieve a better balance in their port-
L — : : folios. Tt was felt that they would certainly attempt to sell Treasury
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(1) The new theory, as it has been termed here, is also referred to as the “Roosa
doctrine * and the “ availability doctrine . R. Roosa,  Interest Rates and the Central Bank ™,
in Money, Trade and Economic Growth: Essays in Honor of John Henry William, Mac-
millan, 1951, is perhaps the single most important source, though the articles by A. Serour
(“ Changing Concepts of Central Banking ™) and H. Eius (“ The Rediscovery of Money ")
in the same welume are also of interest. In addition, some of the ideas of this doctrine can
be found in the Pederal Reserve statements presented at the Patman Hearings (known
officially as Monetary Policy and the Mamnagement of the Pabdlic Debt: 'Their Role in
Achieving Price Stability and High-Level Employment, Joiat Committee on the Economic
Report, 8and Congress, 2nd Sesston, Washington, U. 8., Government Printing Office, 1952,
4 Parts). By far the best short statement of the mew theory, together with a description
of the context in which it developed, is to be found in J. Toemv, “ Monetary Policy and

securities and acquire private obligations with the proceeds as soon
as private credit demand revived sufficiently. For the authorities
to hold to a rigid structure of interest rates in such a situation would
mean  passing the initiative for open-market operations into the
hands of private lenders, with inflationary pressures as a possible
consequence. Quite understandably, the Federal Reserve was reluc-
tant to follow such a course.

Yet, what of the alternative? Allowmg the markcts for private
and public funds to find their respective equilibrium levels, with

iif the Management of the Public Debt: The Patman Inquiry ®, Review of Fronomics and
l Statisties, V, XXXV, May 1953. Sce also Jomw H. Kansgan, “ Lenders’ Preferences, Credit
bl Rationing and the Effectiveness of Monetary Policy ®, in The Review of Economics and
Seatistics, No. 3, August 1937, p. 292

litle or no buying support, might well under then prevailing
conditions have resulted in very considerable increases in yields.

' This, apparently, is what Treasury officials feared, though not
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because they thought of interest charges as an important determinant
of investment spending. Of course, they stressed continuously the
meaning of higher rates for the cost of debt service. But more
basic to their fear was the belief that any modification of System
support operations would precipitate a wave of speculative selling
of government securities; small System-induced increases in yiclds
would, it was thought, cumulate into much larger changes, with
the result that both borrowers’ and lenders’ expectations would
be adversely affected. It was, however, precisely this interpretation
of the likely effect of a break with wartime policy that proponents
of the new theory denied. In their view, very small increascs in
yields on Treasury issues would actually check any movement out
of these securities and into private debt claims. There would there-
fore be no need for the authorities to buy heavily in defense of
any particular (i.c., slightly higher) Treasury yield curve, so that
an expansion of the money supply could be prevented by an upward
adjustment of interest rates so small as to give the Treasury no
cause for alarm.

The new theory’s version of the probable outcome of an
abandonment of market sapport rested on some specific notions
(old, as well as new) about 1) the structure of the various loanable
funds markets, and 2) the nature of institutional lenders’ asset
preferences. For example, it was suggested that since interest rates
in certain markets (notably, for bank loans) arc administered, and
therefore less flexible than market determined rates, any increase
in yields on government securities would turn relative yields against
an cxpansion of private debt claims subject to administered prices.

This, however, was not the most interesting argument adduced
in support of the contention that modest increases in yields on
government securities would restrain lenders from switching into
private obligations. Rather, the novelty of the new theory lay in
the assertion that classical monetary measures are effective because
of their influence on lenders, not borrowers, It was this emphasis
that provided a basis for the belief that lenders would hold onto
their Treasuty issues even if relative yields turned increasingly in
favor of other types of debt, or if other market pressures dictated
an expansion of private debt holdings — which, of course, was
just the sort of situation that could be expected to prevail in the
post-war period. The emphasis took the form of specific asset
preference hypotheses, although reference was also made to changes
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in the structure of the loanable funds market: specifically, the
growth of the public debt and the increase in contractual saving,
as, for example, life insurance. Yet, it does scem that the latter
are important only insofar as they increase the actual significance
of the asset preference hypotheses. That is to say, the growth of
the public debt is meaningful in this context because of the assump-
tions made by the proponents of the new theory concerning the
sensitivity of various types of lenders to fluctuations in the capital
values of government sccurities in their portfolios (see below);
similarly, the importance of the increase in “institutionalized sav-
ing ” stems from the alleged investment behavior of financial inter-
mediaries like life insurance companies.

One asset preference hypothesis of the new theory was con-
cerned with the behavior of commercial banks. It was suggested
that a small increase in yields would force commercial banks to
keep what government securities they had because it would — by
reducing the market value of such holdings, and, at the same time,
creating a fecling of uncertainty as to the course of events —
directly and indirectly impair their over-all liquidity positions.
That is, following a fall in the prices of Treasury issues, com-
mercial banks would be less able, or less willing to expand their
loan portfolios. For nonbank, institutional lenders (especially insur-
ance companies) the argument was somewhat different. Such
lenders do not have the same kind of liquidity needs as commercial
banks. But they do have to keep a sharp eye on the default-risk
character of their investments, Thus, so the hypothesis runs, Tre-
asury obligations are particularly attractive for financial interme-
diaries, provided only that they pay a sufficiently high return to
allow such lenders to meet their own (contractually determined)
obligations. This is why, according to the new theory, nonbank
lenders might reasonably be expected to tolerate an imcreasing
spread between yields on private and public securities as yields
generally rise. As a final example of the new theory’s asset prefer-
ence hypotheses, there is the so-called ¥ pinned-in.” effect,, It is an

o

argument based on a supposed irrational aversion — which is to
say, an aversion resting in turn on considerations other than relative
prices — of institutional lenders to taking capital losses. Given this
fear, small increases in yields would “pin” securities into insti-
tutional portfolios, thus preventing lenders from expanding their
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private debt holdings at the expense of their holdings of Treasury
obligations.

The brief summary given here, while not doing anything like
full justice to the richness of detail in the arguments of the new
theory, does nevertheless indicate the type of thinking which under-
lays its central thesis: that the Federal Reserve could, using classical

techniques, successfully fulfill its traditional function without creat-

ing instability in the market for government securities. In fact,
the specific hypotheses cited are not so important as such; they
should rather be taken simply as illustrations of the primary
emphasis of the doctrine. But, now, having outlined the theory,
we can turn to an examination of post-Accord developments.

The Post-Accord Experience

Bven though it is impossible in this small space to trace out
step-by-step the policy maneuvers of the Federal Reserve, it is
essential that we have in mind some idea of actual credit conditions
during the post-Accord period. Fortunately, all that is really needed
is a brief summary aimed simply at marking off in a general way
the “casy” from the “tight money” intervals; and, because of
the particular phrasing of the arguments of the new theory, the
most important criterion for distinguishing the different periods is
the Federal Reserve’s own definition of its policies. Nor is it pos-
sible, considering the same space limitations and the inadequacy
of data, to pursue in detail the specific lines of argument set out
above, or to examine the activities of all types of lenders; our atten-
tion must instcad be confined to the over-all behavior of the more
important classes of lenders. <As was suggested above, however,

the central thesis of the doctrine under review here is from the

policy viewpoint more significant than the individual hypotheses,
And the question of how lenders actually bandled their holdings
of government securities can be appraised satisfactorily even though
there is not available sufficient information to cxamine specific
hypotheses (as, for example, the “ pinned-in” effect).

In attempting to establish test periods, it is doubtless best to
ignore the four months immediately after the Accord; dominated
by very special circumstances, this interval was clearly unique.
And, as it happens, the year starting July 1951 can also be ruled
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out. (2). This was a period of growing credit ease, during which
the System followed a policy of “neutrality” rather than “res-
traint ”. For the cntire year, the modest reduction in Federal
Reserve holdings of Treasury securities affected was not sufficient
to offset the gain in bank reserves resulting from changes in the
other determinants of reserves (Table 1) (3). Then, too, the avail-

Tasre |
CHANGES IN SELECTED FACTORS AFIECTING BANK RFSERVES
BY SIX MONTH INTERVALS: JUNE 1951-DECEMBER 1956
(in billions of dollars) (x)
Federal

Reserve's Monetary C‘“'."C“CY

Government in

Securities Gold Stock Circulation

Portfolio

July-December 195t . . . . . 82 .94 ¢ .40
January-June 1952 . . . . . — .00 .65 — .18
July-December 1952 . . . . 1.9 — .16 1.4T
January-June 1953 .05 — 72 — .3I
July-December 1953 . . . . . 1.17 — .43 .66
Japuary-June 1954 . . — .88 — .ro ~- B0
July-December 1954 . . oL — .II ! .59
January-junc xgss . . . . . — 1.33 — .04 — .28
July-December w55 . . . . . .18 .01 .93
Janvary-fune rg56 . . . . . -—1.03 B3 — 44
July-December 1956 . . . . . 1.16 . .15 1.08

(1) Sowrce: Federal Reserve Bulletins, Signs indicate actual mevements, not the
influence on bank reserves.

able cvidence suggests that the inflationary pressures which devel-
oped at the outbreak of the Korean War had moderated consider-
ably by mid-xg51 (4). With the reduced demand for private credit,

(2) Because of limitations on data, “ mid-year  and “ year-end ” dates are used ex-
clusively to mark off the various periods, This practice, while not strictly accurate, really
involves no substantial distortion,

For additional background information on the post-Accord period, see the articles on
credit conditions published periodically in the Pederal Reserve Bulletin, and, for the relevant
years, the “ Economic Report of the President *,

{3y All references such as this one in { ) are to the Tables in the text.

(4) See, for example, FI. G. Hiekmaw, * The Korean War and United States Economic
Activity *, Occasional Paper 49, National Burean of Economic Rescarch.
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the upward adjustment in interest rates was less pronounced than
in the preceding year,

After mid-1952, however, conditions in the credit markets
grew progressively tighter, With the settlement of the steel strike
in the first half of 1952, industrial activity picked up sharply;
spurred by increased consumer expenditures (particularly on durable
goods), by a beom in industrial and residential construction, and
by an inventory build-up of considerable proportions, the advance
continued through mid-1g53. Against this background, the author-
ities moved increasingly in the direction of outright restraint, as
indeed the behavior of interest rates indicates. Yields on govern-
ment securities rose more over the last half of 1gs2 than in the
comparable period one year earlier, though, on the other hand,
private yields increased less. During the following six months,
however, the entire structure of rates moved up much more sharply
than in like intervals in previous years (Table II). System open-
market operations were more restrictive in the months after July

TABLE §L

PERCENTAGE, CHANGES IN INTEREST RATES FOR SELECTED SECURITIES
BY SIX MONTH INTERVALS: JUNE 1g5t-DECEMBER 1956 (x)

U, 5. Government securities Coto. Com- | Average

Certifi- | Notes l’leuni- rate mercial "E;ﬁnﬁn

Bills | “cates and (Ev%r;diz cipals Secusi. | FAPEF Lrang

.(m'.w 9-1 Zh Bonds vears) (4) des (46 fro Busi-

Issues) m;)zn)t s Y(E?H.-Tjs] () months)| ness {3)

July-December 1951 I5.3 [— IL.1 4.5 1.9 |— 5.4 3.4 4.3 6.5
January-June 1952 . . [— 17l 17|~ 24— 33| —— |~ 30| -—— 7.5
july-December 1932 . 247 167 127 5.4 143 03| —— | ——
Januvary-June 1953 . . 5.2| z2r2| 27.0( 12.4| 24.6| 4.9| 1c.0 6.3
July-December 1955 . [—26.9 |-—34.6 [~205|— 9.7 [—13.4 |~ 1.6| 18.2|— 0.8
January-June 1954 . . |—60.1 |—52.8 | —10.4 [— 9.0 |~ gz |— 6.7 [-304 ] - 4.3
July-December 1954 . Boo| 447 8.4 R2|— 3.2|— Ly |—r16.0|— 1.4
January-Tune 1955 . . 22,2 | §5.5| 249 744 3.8 7| s27| ——
July-December 1955 . 79.0! 497 | 16.9 4.3 8.4 3.1| 49.5| 104
January-June 1956 . . 1§ 5.1 1.4 ——| —— 3.6 135 5.3
July-December 1956 . 27.6| 23.8| 271 aya| 31.8] 165 7.4 5.8

(1) Source: Federal Reserve Bulletins.

(2) Also includes notes and bonds in this maturity range. :

(3) Prior to December 1951, the figure is for Treasury bonds aver 15 years to maturity.
(4) Includes Aa and A rated bonds, as well as Aaa and Baa.

(5) The average is for 19 cities, as reported by the Federal Rescrve.
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1952 than in the year before, since (with the higher level of credit
demand) total purchases failed to fully offset even the influence of
movements in the gold stock and currency-in-circulation.

Moreover, other steps were taken to put pressure on interest
rates. In October 1952 the Federal Reserve stopped direct, con-
tinuous support of Treasury refinancing operations. Then, in mid-
January 1953, the rediscount rate was increased from 134 to 2 per-
cent; along with this, System spokesmen began to make increas-
ingly clear (publicly) their unhappiness over the high level of
member bank borrowing. And, finally, in March 1953 came the
much discussed changes in open-market procedure. It was at that
time that the “bills only” doctrine — a policy which confined
System open-market dealings to the short end of the maturity dis-
tribution (Treasury bills) — was first made public. The other
modification of open-market working rules, announced at about
the same time, was a rewording of the Board of Governors’ policy
directive to its Open Market Committee. Prior to that time, the
directive had read that open-market operations were to be conducted
with the aim of “ maintain(ing) .orderly markets for U.S. Govern-
ment securities ”; thereafter, such operations were to be used only
to “ correct (any) disorderly situation in the Government securities
market”.  All of these developments were, to say the least,
unsettling.

In May-June the authorities executed an abrupt about-face, in
large part because of the crisis-like situation in the securities markets.
A good share of the responsibility for this development in the
markets, which really got underway in April, lies with the Treasury
rather than the Federal Reserve; for, one of the main causes of
the extreme unsettledness of those months was the April long-term
financing, the terms of which were set by the Treasury, not the
System. In any event, the reversal of policy was well advised, since
signs of recession began to appear in the economy. Those factors
responsible for the high level of activity over the previous year
{expenditure on consumer durables, business inventories, etc.) under-
went a significant decline in the third quarter of 1953, and did not
really recover until twelve months later; only residential and busi-
ness construction continued apace after mid-rg53. It is true that
Federal Reserve open-market operations during the year and a half
after June 1953 were again aimed only at offsetting the influence
of other factors affecting bank reserves, but, of course, until October
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1954 they were conducted against the background of a considerably
reduced demand for credit. Furthermore, reserve requirements
were lowered in July 1953 and again in July 1954, while the redis-
count rate was dropped I percent in February 1954 and again by
the same amount (to a level of 14 percent) two months later,
With all these changes, the rate structure moved steadily down from
the July 1953 high; it was not until mid-1g54 that short-term rates
began to rise again, nor until the fourth quarter of 1g54 that the
entire rate structure began to advance.

When in the fourth quarter of 1954 the economy showed signs
of revival, the monetary authorities moved first to a “ neutralist ”
policy. By the second quarter of the following year, however, it
had become one of outright restraint. And, though there have
been brief variations to compensate for temporary weaknesses in
the economy, such has been the policy right down to the present.
Over the period from January 1955 through December 1956, open-
market operations more than offset other influences on bank
reserves, so that on balance a modest restrictive effect was achieved.
During this same interval the rediscount rate was raised six suc-
cessive times, from a level of 114 percent in March 1955 to 3 per-
cent in August 1956. Pressing against these restraining influences,
an exceedingly high level of private credit demand forced interest
rates generally to new post-war highs; yields advanced very rapidly
all through 1955, and again over the last six months of 1956.

Summarizing, we have then two distinct instances of monetary
restraint which can serve as test periods for the argument of the
new theory: the year following June 1952 (but especially the first
six months of 1953), and the two year interval, January 1955 through
December 1956. In both periods the Federal Reserve was free to
influence interest rates as it saw fit, as is indicated by the increases
in yields which in one way or another it forced on the market.
It ‘would seem therefore that the preconditions for the type of
behavior which proponents of the new theory had in mind were
in fact fulfilled during these periods. Yet, as the subsequent review
will show, lenders did not behave in accordance with the pattern
outlined in the new theory.

First of all, there is on the face of things little in the activities
of life insurance companies and mutual savings banks which sup-
ports the new theory’s view. For example, over the last half of
1952 and the first half of 1953, life insurance companies reduced
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their (aggregate) holdings of Treasury issues by $.28 billion (2.7 per-
cent); and, in the two years after December 1954, they accomplished
another reduction, this time of roughly $1.5 billion (16.5 percent)
(Table 1II). Only once, over the first six months of 1955, did they

Tasre III

LIFE INSURANCE COMPANILES' TOTAL ASSETS (in billions of dollars) AND TYPES
OF ASSETS AS A PERCENT OF TOTAL ASSETS BY SIX MONTH INTERVALS:
DECEMBER 1949-DECEMBER 1956 (1)

Total u. 8. G(ii}éf‘;— Tclrtal Mot Loans

fnd of Month ota Govern- Cnt Tusiness ort- | and Other
Assots ment Secur- .‘c‘:ecur- gages Invest-
Securities itics (2) ities (3) ments

December 1949 . | $59.56 25.69, 429 38.9% 21.6% 9.6%

June 1950 . . . 61.68 24,0 41 29.1 23.9 9.8 ]
December ¥g50 . 63.89 20.9 4.0 39.5 25.2 10.1
June 1051 . . . 66,05 18.0 4.1 40.5 27.3 10.1
December 1951 . 67.98 16,1 3.9 41.2 28.4 10.4
June 1952 . . . 70.33 14.7 3.6 42.5 28.9 10.3
December 1952 . 73.95 14.0 3.4 42.0 29.1 10.5
June 1953 . . . 75.40 13.3 3.2 43.8 29.5 10.2
December 1953 78.20 12.5 3.3 44.0 29.8 10.5
June 1954 . . . 80.98 I1.5 3.6 44.1 30.1 1o.0
December 1954 . 84.07 10.7 3.6 43.8 10.8 11.0
June 1955 . . . 86.97 10.4 3.5 43.5 31.6 11.0
December 1955 . 90.22 9.5 3.4 43.2 32.6 EI.3
June 1956 . . . 92.88 8.0 3.7 40.0 33.9 II.I
December 1956 . 95.82 7.9 1.6 41.0 36.4 11.3

(1) Sowrce: Federal Reserve Bulletins.
(2) U. . State and Local and Foreign Issues.
(3) Includes Bonds and Stocks,

in the face of rising interest rates increase their holdings of govern-
ment securities, and then it was by a very small amount — $.03 bil-
lion or .3 percent. Moreover, as Table III indicates, life insurance
companics’ aggregate portfolio of Treasury obligations declined in
relative importance during each of the periods of credit restraint.

The story is substantially the same for mutual savings banks.
For, while they did in the aggregate increase their total holdings
of government securities by a very small amount over the first six
months of 1953 (at a time when interest rates were rising sharply),
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they reduced their total holdings in cvery other period of credit
tightness. And, again, such holdings declined steadily in relative
importance through the tight money intervals (Table IV).

TasLe IV

MUTUAL SAVINGS BANKS' TOTAL SELECTED ASSETS (in billions of dollars)
AND TYPES OF ASSETS AS A PERCENT OF TOTAL ASSETS
BY SIX MONTH INTERVALS: DECEMBER 194g-DECEMBER 1956 (1)

Total Total ;Ijous‘l‘ Total Total

End of Month Selgcf:te d Loans Govern- Other Cash
Assets Scrcrli?tties Securitics | Asscts

December 1949 . . . - $ 2127 30.6% 53-7% 11.29 2.19%
Jupe 195¢ . . .. . . 22,02 32.7 52.5% I1.0 3.8
December 1950 . . . . 22.15 36.4 49.1 10.6, 3.6
June 1951 . . . . . . 22.55 40.0 45.3 I1.0 1.8
December 951 . . . . 23.15 42.6 42.4 iL.1 3.8
June 1952 . . . . . . 24.0% 439 39.9 12.4 4.0
December 1952 . . . . 24,92 45.5 37.8° 13.0 3.7
June 1953 . . . . . . 25.99 46.5 36.4 13.% 3.3
December 1953 . . . . 26.79 48.3 343 13.8 3.9
June 1954 . . . . . . 27.95 49.7 ‘32,3 14.5 3.5
December 1954 - . . . 28.9¢ 51.9 30.3 14.3 3.0
June 1955 . . . - . . 29.98 53.9 29.0 13.8 3.3
December 1955 . . . . 30.87 55.6 27.4 12.9 3.2
June 1956 . . . . . . 31.68 58.3 26.0 12.9 2.9
December 1956 . . . 32.80 60.2 24.2 12.6 2.8

(1)} Soumrce:. Federal Reserve Bulletins.

A glance at the record for the entire post-Accord period shows,
however, that life insurance companies and savings banks did not
confine their attempts to reduce their portfolios of Treasury issues
to times of monetary restraint, but sold on balance during intervals
of credit ease as well, This suggests that insofar as the argument
of the new theory is concerned, perhaps the rate at which selling
took place is more to the point than simply the changes in dollar
holdings; that is, it is possible to argue that there is no difference
between 1) a situation in which holdings of government' securities
rise in periods of credit restraint and fall in periods of credit case,
and 2) a situation in which the rate of decline in holdings falls off
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in periods of restraint. And, in fact, the decline in insurance com-
panies’ and mutual savings banks’ portfolios of government secur-
ities over the year following June 1952 was less (in absolute and
percentage terms) than in the previous like intervals or in the sub-
sequent period of credit ease, But selling during the final period
of restraint (Janvary 1955-December 1956) was generally heavier
than at any time after mid-1952 - which indicates that, in this
interval at least, higher yields on Treasury obligations did not
prevent these institutions from taking advantage of increased
opportunity for acquiring additional private debt claims. Here
again, then, the evidence seems to offer no unambiguous confirm-
ation of the new theory’s argument.

Commercial banks, as a group, behaved somewhat differently
than life insurance companies and mutual savings banks during
the post-Accord period, though there is in this difference even less
support for the thesis under review here, The former. did, it is
true, show the same marked preference for private obligations over
the entire interval since the Accord; loans, as a percent of total
loans and investments, increased from roughly 44 percent in mid-
1951 to about 55 percent at the end of 1956, while holdings of
government securities, approximately 46 percent of total loans and
investments in mid-rg51, comprised only about 35 percent of this
total at the end of 1956 (5) (Table V). Interestingly enough, how-
ever, what interruptions there were in this over-all pattern occurred
during periods when private credit demand was slack. That is,
commercial banks in the aggregate were net sellers of government
securities only when the demand for loans ‘was high.

Over the first half of 1953, at the same time that interest rates
were climbing to new highs, all commercial banks reduced their
holdings of government securities by approximately $4.7 billion
(7.7 percent). Again, between the end of December 1954 and the
end of December 1956, holdings fell by roughly $10.7 billion
(15.3 percent). In only two instances were System moves in the
direction of credit restraint accompanied by increases in total com-
mercial bank holdings of Treasury issues: over the last six months
of 1952, while the authorities were really only in the process of

(5) At the end of 1945, loans were approximately 21 percent of total loans and invest-
ments for all commercial banks; goverament securities, on the other hand, made up roughly
73 percent of the total.
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switching to a tight money policy, total holdings rose $2.1 billion -

(3.5 percent); and, over the last six months of 1956, total holdings
again increased, this time by $1.7 billion (3 percent). Neither
increase was sufficient, however, to prevent an over-all decline in
cach of the respective periods of credit restraint. On the other
hand, commercial banks were actually net purchasers of govern-
ment securities over the last half of 1g51; total holdings rose $3.2

TasLE V
LOANS AND INVESTMENTS OF ALL COMMERCIAL BANKS:
BY SIX MONTH INTERVALS: DECEMBER 1949-DECEMBER 1956
(in billions of dollars) (x)
i Tot;li 'Government securitics -
1 of Mol Lua{rlls Total . Nowes ;‘)thcf'
Fre of Month et | Tomns | romt | s | CortiE ] el
ments : Bonds

December 1g4g * . |B 120,204 67.0r |§ 42.81 | $3.86 [§ 12.6¢9 [$50.35 |[fro=y
June 1950 % . . . 121.39] 44.63 65.56 4.03 6.20 55.3% I1.20
December 1950 126.68] 52.25 62.03 4.24 1.9y 55.81 12.40
June 1gs1 % . . . 125572 5471 58.33 4.00 3.16 51.20 12,68
December 1955 . 132.611 57.75 | 61.52 7.34 7.66 | 46.51 13.34
June 1952 . . . I34.44 1 50.23 61.18 6.24 7.80 | 4y.11 14,03
December 1952 141.62| 64.16 | 63.32 7.76 5.58 49.96 14.14
June 1953 . . . 137.96| 65.03 58.64 5.05 5.09 48.38 14.28
December 1953 . 145.09 | 67.59 63.43 5.00 10,24 48.15 14.6%
June 1054 .. . 146.83 | 67.34 63.51 4.570 5.5% 53.20 15.54
December 1954 155.92 | 7o.b2 68.98 5.07 5.36 58.53 16.32
June 1955 . . . 155.26| 75.18 63.24 3.22 I.71 58.33 16.81
December 1955 160,88 82.00 61.59 4.22 2.32 55.04 16.6g
June 1956 . . . 16001 86.8g 56.62 | =2.82 | 1.25 52.54 16.50
Deccember 1936 165,691 91,24 58.55 5.92 2.00 50.02 16,15

(1) Sowurce: Fedeval Reserve Bulletins,
* Data for these dates are estimated.

billion (or about 5.8 percent). Then, between mid-rg53 and the
end of 1954, when loan demand was again slack, their aggregate
portfolio of government securities increased more than $1o billion,
so that by the end of 1954 total holdings were larger than at any
time since mid-1947.

It should also be noted that commercial banks as a group did
not in the period under review make a consistent attempt to
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strengthen  their liquidity position in other ways to compensate
for the over-all shift from government securities to private loans. -
For, while they ran down their excess reserves and increased their
average indebtedness to the System during intervals of credit res-
traint, they did not vary their holdings of short-term issues (bills
and certificates) so as to offset the reductions in total holdings of
Treasury securities (Table V). Nor did they in each instance, when
private loan demand was high, attempt to increase their holdings
of government securities maturing in less than one year (Table VI).

Tasrs VI

INDICES OF COMMERCIAL BANK LIQUIDITY FOR ALL COMMERCIAL BANKS
BY SIX MONTH INTERVALS: DECEMBER 1949-DECEMBER 1956 (1)

Ratio of Tetal Heldings Rémo of Tota] HOk.h_.n 8%
. o overnment Securities
Government Securities Maturing in Loss Than
End of Month Maturing in T.ess Than g i LESS
One Year to Total
Ong Year to Total Loans L
- Demand and Imter-
and lnvestments i ;
Bank Deposits
December 1949 . . . . . 20.09 22,19
June 1950 . . . . . . . 13.2 15.0
December 1950 . . . . . 15.4 17.5
June 1951 . . . . . .. 8.1 8.9
December 1951 . . . . . 10.7 1.1
Jupe mgs2 . . L L L L 9.5 10.4
December xg52 . . . . . 12.0 12.9
June 1953 . . . . . . . 14.2 15.9
December Tg53 . . . . . 17.2 18.9
June 1954 . . . . . .. 12.1 13.8
December 1954 . . . . . 10.1 11.4
June 1955 . . . . . . . B.I 5.3
December 1955 . . . . . 4.8 5.4
June 1956 e e e 4.6 5.4
December 1956 . . . . . 7.0 8.2

(1) Source: Federal Reserve Bulletins,

Thus, there is not in the aggregate behavior of commercial
banks any appearance of consistent support for the new theory.
One can of course find isolated instances where changes in com-
mercial banks’ portfolios did conform to its predictions. Overall,
however, these institutions do not seem to have been deterred by
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increases in interest rates from expanding their portfolios of private: -

obligations at the expense of their holdings of Treasury issues. In
fact, as was indicated above, they showed interest in the latter only
during periods of credit ease, that is, when yields on government
securities were falling (6). Obviously, one could argue that com-
mercial banks -~ or, for that matter, life insurance companies and
savings banks as well — were actually deterred from reducing
their holdings of government securities by increases in interest rates,
but that other forces were sufficiently strong so as to dominate the
influence of changes in yields. This is possible, though we will
never know. Also, it is to be doubted that such an argument as
this salvages much of the new theory — insofar, that is, as its
implications for policy are concerned.

The belief, so widespread in the immediate post-war, that
institutional lenders were unhappy holding such large quantities
of government securities (given the then current structure of interest
rates) is thus seen to have been quite an accurate prediction. For
the increase in the relative importance of private obligations in
institutional portfolios has been almost uninterrupted over the entire
periods since the end of World War II, and has been carried to
the point where now private debt holdings of commercial banks,
life insurance companies and mutual savings banks are actually
slightly more important relatively than before the war. In part,
this switch was effected by the simple expedient of using new
funds exclusively for purchasing private debt claims; but, as the
previous discussion indicated, there was also a considerable amount
of selling of government securities in an attempt to speed up _he
conversion of institutional portfolios to their pre-war composition.
Of course, in the pre-Accord days, while the authorities were still
supporting the market for Treasury issues (particularly long-term
obligations) within fairly narrow limits, even heavy selling could

(6) There is in the present tax law, as it applies to corumercial banks, a partial explan-
ation for this pattern, These banks, unlike industrial firms, are allowed to deduct in full
net capital losses from income in determining taxable income; and, in addition, they are
allowed to pay the usual reduced capital gains rate on met capital gains. These provisions
provide an incentive for switching between comparable assets during periods of high interest
rates, More important, they make the prospect of a capital loss (as the “ price * of a switch

" from securities to loans) much less of an inhibiting factor. It is also possible thar general
switching for tax purposes, insofar as it gives rise to a thicker market, makes it easier for
banks wanting to make loans to find buyers for their securities.
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not be expected to influence the level of yields very much. But
more interesting is the observation that even after the Accord, when
automatic System support could no longer be counted on, the
liquidation of portfolios by institutional lenders was still remark-
ably orderly. True, fluctuations in interest rates were rather con-
siderable by pre-Accord standards; yet, only once (April-May 1953)
was there a real crisis in the market, and this was not so much
the fault of the Federal Reserve as the Treasury. It is in this very
limited sense that the most general implication of the new theory
has been born out by post-Accord developments.

It is to be doubted that this interpretation means much (if
anything) as far as the new theory itself is concerned, though, of
course, the fact that the market was kept orderly argues well for
the Federal Reserve in its application of monetary restraint. The
point is that the specific arguments on which the new theory’s
prediction was based have not been so kindly treated by post-Accord
developments. “Any explanation of the fact that the System  was
able to withdraw its support from the market for government
securities without producing intolerable instability must be rooted
more in the behavior of non-institutional lenders — an element in
the picture quite unnoticed by proponents of the new theory —
than in the hypotheses outlined above. As ‘Table VII shows, non-
financial lenders’ holdings of marketable government securities
increased approximately $22 billion (nearly 33 percent) between
mid-1951 and the end of 1956 (7). Furthermore, the sharpest
increases (absolutely and as a percent) were recorded in periods of
credit restraint. Only once during a period of rising interest rates
(the first half of 1956) did total holdings decline; and then there
was an cquivalent increase in the following six months. The other
break in this pattern of increase in non-financial holdings of Tre-
asury marketable issues took place in the first six months of 1954,
at a time when interest rates were declining; but here too there
was an offsetting increase in the following half-year interval.

{7) This group of lenders, known in the Federal Reserve statistics as “ others ®, is
dominated by the behavior of the non-Anancial sector of the economy, particularly individuals
and non-financial corporations, No separate figures are published on the *dealer and
broker * component of this category, but 8avings and Loan Asseciations’ heldings, which
are also included, are given separately; such holdings increased at a fairly cven pace from
about $r.5 billion in December 1949 to roughly $2.8 billion in December 1956,
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It is also of some interest to note the changes by “type” in
private lenders’ holdings of government securities which have taken
place, since, presumably, they represent the growing influence of

TasLE VII

OTHERS' * HOLDINGS OF MARKETABLE PUBLIC DEBT
BY SIX MONTH INTERVALS: DECEMBER 1g4g-DECEMBER 1956

(in billions of dollars) (x)

Certif-

Eod of Month Total Bills S Notes Donds
icates

December 1949 . . . . 41.8 3.9 11.0 1.8 25.0
June 1980 . . . . . . 43.7 5.8 7.3 5.1 25.3
December 1950 . . . . 44-4 7.9 1.4 10.0 24.G
June 1951 . . oo 456 8.4 3.2 8.8 22.1
December 1951 . . . . 46,7 10.1 8.8 2.5 22,1
June 1952 . . 47.4 10.3 9.1 2.6 21.6
December 1952 . . . . 51.0 12.5 G.4 5.0 23.1
June 1953 . . . . . . 53.7 13.2 6.1 5.7 24.9
December 1953 . . . . 55.2 11.4 0.5 5.8 23.9
June 1954 . . . . . . 52.1 12.2 6.5 6.5 23.0
December 1954 . . . . 55,2 12.1 9.5 7.3 22.5
June 1935 . . . . . . 59.3 15.2 4.0 12.5 23.9
December 1955 . . . . Gr.y - 16.0 7.6 14.7 23.7
June 1956 . . . . . - 64.9 I7.1 3.9 (3.4 26.9
December 1956 . . . . 6.7 17.5 6.0 £3.4 27.0

* Includes non-financial corporations {f.e., other than banks and insutancc companies),
individuals, corporate pension funds, non-profit institutions, dealers and brokers, and savings
and loan associations, .

(1) Seurce: Federal Reserve Bulletins.

non-financial corporations in the market for such issues (8). In
the interval since the Accord, holdings of short-term obligations
have increased more relatively than holdings of longer-term issues;
in particular, holdings of bills seem to have been more sensitive
to changes in the level of interest rates than were holdings of other

(8) No separate figures are published on holdings, by “ type ”, of government securities
for non-financial cerporations. The opinion seems to be, however, that business firms have
of late become increasingly active in the market for short-term government securities {cspec-
fally bitls). For a discussion of the growing influence of non-financial corporations, see Hysian
P. Mmvsky, “ Central Banking and Money Market Changes ®, Quarterly Journal of Economics,
V. LXXI, May 1957, pp. 171-88.

.
r
|
|
}
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types of government securities, This may well reflect the willingness
of non-financial corporations to switch between bills and cash,
depending on the level of the bill rate.

TasLr VIIT

FEDERAL RESERVE SYSTEM'S HOLDINGS OF GOVERNMENT SECURITIES
BY SIX MONTH INTERVALS: DECEMBER 1949-DECEMBER . 1956

(in billions of dollarsy {1)

End of Month Total Bills ?:ﬂ;fsu Notes Bonds
December 1949 . . . . $18.9 $ 4.8 $6.2 $ .0 $ 7.2
June 1950 . . . . . . 18.3 2.9 5.4 2.5 5.0
December 1g50 . . . . 20.8 1.3 2.3 12.5 4.6
June Io5T . . . . . . 22.9 .3 3.2 12.4 6.8
December 1951 . . . . 23.8 b 12.8 5.1 5.3
June 1952 . . . . . . 22.9 4 11.8 5.6 4.4
December 1952 . . . . 24.7 1.2 5.1 13.8 4.5
Jupe ¥953 . . . . . . 24.7 5 5.0 3.8 45
December 1953 . . . . 25.G 3.0 6.0 13.3 3.7
June 1954 . . . . . . 25.0 2.3 6.6 13.0 3.T
December 1954 . . . . 24.9 2.2 13.9 6.0 2.8
june 1955 . . . . . . 23.6 .9 8.3 L1.0 2.8
December 1955 . . . . 24.8 1.y 6.0 14.3 2.8
June 1956 . . . . ., 23.8 g 10,9 9.2 | 2.8
December 1956 . . . . 24.9 1.g 11.0 9.2 2.8

(1) Source: Federal Reserve Bulletins,

The Significance of Post-Accord Developments

It does seem, judging from the information presented here,
that it was the willingness of non-financial lenders to take up large
quantities of government securities at only slightly higher interest
rates which, more than anything else, kept rates from rising more
than they did. This, of course, is not to deny that there were other
influences. The simple passage of time sapped much of the force
from the dilemma in which the monetary authorities found them-
sclves in the immediate post-war. By the time of the Accord,
institutional portfolios were much more nearly in balance than
they were in mid-1945. Then, too, the Accord represented no
really sharp break with the past, since lenders were only gradually
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reintroduced to the idea of flexible interest rates. Nor did the
authorities leave the post-Accord market completely to its own
devices. Treasury debt and Trust Account operations doubtless
eased market pressures some, if only on a seasonal basis, For
while the total debt did increase from about $257 billion ir;
December 1950 to roughly $277 billion six years later, net reduc-
tions in the total were recorded for the second quarter of 1953
the first half of 1955, and the year 1956 as a whole. Moreover’
!:he Federal Reserve, besides offsetting seasonal pressures regularlyz
increascd its own holdings of government securities modestly in
the period from the Accord to the end of 1956 (g).

Without considerable buying support from the non-financial
sector, however, the System would probably have had to either
take up much larger quantities of Treasury issues than was actually
the case, which would have meant a further expansion of the money
supply, or clse allow interest rates to risc even more than they did
which no doubt it was also reluctant to do. Admittedly, this interj
pretation does assume a considerable interest-inelasticity in the pri-
vate demand for loanable funds, as well as a willingness on the
part of institutional lenders to continue to trade public for private
obligations even as yields on the former rise appreciably. But then
there have been present throughout the post-war period strong pres-
sures — in addition, that is, to rate differentials — on commercial
banks and financial intermediaries to cxpand their portfolios of
private debt claims. And the evidence of the post-Accord years
suggests that borrowers, with the possible exception of state and
?oczgl governments, are not much (if at all) influenced by changes
in 11.1terest rates per se. This, it would seem, is in accord with
previous experience, and is perhaps one of the reasons for the new

(9) System holdings of government securities increased $z billion between the end of
March 1951 and the end of December 1956, Because of the strong seasonal influence in
open»a?larket aoperations, however, this figure probably overstates some the effect of such
operations. ‘When like dates are used — ms, say, from July 1951 through June 1956, or from
January 1952 through December 1956 — the increase is seen to be about !5.8-.,9 billion
(Table VIIT). Of course, Federal Reserve holdings rose dramatically in the first three months;
of 1951 (1.1 billion) because of the unsettled conditions which prevailed immediately before
the-{\cco'rd; and, no doubt, some sales of government securities during this period were in
anticipation of actual acquisition of private obligations, so that banks probahly had available

.dm'ing the post-Accord period more reserves (supplied by System purchases) than the change
in the Systetn's portfolio wouid suggest.
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theory’s emphasis on the significance of market structure and on
the behavior of lenders rather than borrowers.

That the behavior of non-financial lenders was neglected as
an explanation by the new theory does not mean that the monetary
authorities looked upon it as an unfortunate development. Quite
the opposite, in fact. They have been content to point out that,
because of this willingness of non-financial lenders to hold Treasury
sccuritics at interest rates only slightly higher than those which
prevailed in pre-Accord years, the expansion of commercial bank
loans during periods of credit restraint (at the expense of bank
holdings of government securities) has taken place within a constant
(nominal) money supply: the presumption being that the Federal
Reserve has thus, for whatever reason, been able to hold the line
against inflation without precipitating demoralizingly large fuc-
tuations in interest rates. This, however, while in part accurate,
is really an overly simple interpretation of post-Accord develop-
ments. It does not take into. account the unfavorable aspects of
the pattern described here; nor does it, in implicitly basing monetary
policy on such a pattern, recognize the unhappy consequences
which could result from future applications of monetary restraint
by classical methods.

If one looks only at changes over time in the nominal money
supply, as of late the authorities have tended to do, the fact that
the cconomy has been making more intensive use of the given
supply during periods of monetary restraint escapes motice (o).
"This, of course, is what is involved in the transfer of government
securities from institutional lenders generally (but particularly com-
mercial banks) to the non-financial sector during the recent instances
of credit tightness. For, while relatively idle balances have been
cancelled by non-financial purchases, more active deposits have been
created by the ensuing loans made possible by the original sales,
with the result that the income-velocity of the money supply has
been increased (rx).

(10} Even a sympathetic reading of Federal Reserve statements — for example, the
“ Annuz! Reports *, of either the Board of Governors or the Federal Reserve Bank of New
York — will show a lack of concern for this aspect of the problem of muonetary control.
On this, us well as other issues raised in this section, see W. L. Swrrm, * On the Effectiveness
of Monetary Policy ?, dmerican Ecomomic Rewviesy, V. XLVI, September 1956, pp. 588-606.
{11y For evidence on this point, see Sy, #bid., pp. Boo-3.
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~ In the same vein, another interesting development is the increas-
ing use dealers in government securities have been making of
‘rcpurchase agreements with non-financial corporations to carry their
inventories (12). To the extent that securities dealers can rely on
such an arrangement, commercial bank reserves can be shifted from
the support of dealer loans to the support of business loans; and
where banks lend to industrial firms because dealers have a’lrcad};
-pbtained‘ their finance by means of repurchase agreements, an
increase in velocity results, since it is unlikely that the velocity of
dealer Joans is in general greater than the velocity of business loans.
T%le underlying assumption here (which, it seems, has some found-
ation in fact) is that dealers are for many reasons better able than
(say) industrial firms to tap heretofore idle balances, Moreover, if
a repurchase agreement is for non-financial corporations a more
suitable arrangement than an outright purchase of Treasury issues,
as has been suggested, then its widespread use makes possible a
.larger transfer of government securities (for the same change in
interest rates) than would otherwise be the case. This in turn makes
Foom fqr an additional increase in velocity through the ordinary
switching ” process described above,

It should also be pointed out that the use of repurchase agree-
ments, besides tending to increase the effective money supply, may
well have an impact on the allocation of loanable funds. In the
situation where dealers rely on repurchase agreements with non-
financial corporations, firms with good bank connections are in
a relatively more favorable position; where this arrangement is not
used extensively, firms possessing supplies of liquid asscts (Treasury
bills) are relatively better off.

An additional change in structure, the growth of the “ federal
jfunds ” market, should perhaps be commented on here, even though
it does not have quite the same significance in the present context
as the patterns outlined in the above paragraphs. This market is

‘(12) See Mrwsxy, op. cit., pp. 176-81, for a description and analysis of this develep-
ment. A repurchase agreement between a securities dealer and a non-financial corporatiapn
is, to quote Professor Minsky, “ ... ostensibly a sale of government debt instruments with a
tied-in repurchase agreement, (but) in truth the transaction is a collateral loan callable both
ways ?. The only difference between a repurchase agreement with a non-financial corpor-
ation and one with the Federal Reserve — and it is an important difference — is thatpthe

;attfr is always at the inidative of the Systern, whereas the former can be initiated by the
ealer.
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simply an arrangement for trading in member bank excess reserves,
made possible by the very efficient communications network sup-
plied by the Federal Reserve and by private correspondent relations.
Commercial banks with temporary excess reserves arc able to lend
to those with temporary deficiencies — usually on an unsecured,
over-night basis, and at a rate somewhat below the official System

discount rate (r3).
The increase in the importance of federal funds has resulted

in a more efficient use of bank reserves; banks are now able to

utilize each other’s excess reserves, whereas formerly excess reserves
could exist in the banking system and still some loan applicants
could go begging. Unlike the process of commercial bank sales of
Treasury securities, however, the increased reliance on federal funds
shows up directly as an increase in the money supply. Also, its
influence is more likely to be of a transitory nature; as soon as
the full development of the market is achieved, its significance as
a difficulty for the authorities declines. Nevertheless, in a period
in which increasing use is being made of federal funds, as, for
example, in the interval since the Accord, there is a problem. In
part, it is a problem of judgment, if that previous experience would
lead the authorities to underestimate the expansionary effect (or
underestimate the restrictive effect) of a given increase (decrcase)
in Federal Reserve credit outstanding. When increasing usc is
being made of such funds, a purely passive policy (i.e., holding
Federal Reserve credit constant) is less restrictive than it would
otherwise be, '

Behavior such as that described here, when taken as a means
of expanding the effective money supply, raises a question about
the degree of restraint actually achieved by the authorities in the
tight money periods since the Accord. It is clear that monetary
operations have not been as restrictive as a reading of changes in
the nominal money supply alone would suggest, though, obviously,
this cannot be interpreted as a necessary criticism of the Federal
Reserve. It is unlikely that the System has not in its private
calculations taken fully into account the influence of velocity
changes. Morcover, a case can be made for the view that the close
rein kept on the nominal money supply by the authorities during

(13) Mussky, bid., pp. 173-5.
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lt)izznpzflt;IAlccord intervals of expanding business activity would have
uly severe were it not for the ing i i i
Certainly this would be the opinion O(?fsettlii)rzg lsvfgas(;f);n\:ﬁk;mt :
reason, some of which are discussed below) believe an aggri*;‘irsz
;Inlonctary poh.cy to be a dangerous weapon, or, alternatively, that
onetary _Pohcy should attempt only a very modest contribution
to cconomic stabilization, It is in fact from just this perspecti
that tI;c post-Accord operations of the System come off rI;theI;' ivl:ﬁ
s schiies. That the Fadesl Resone ) Aoty o
s{derablc technical skill in reintroduzifllfg‘fcthcasmg;r:mitar;z? E; Collll :
filscomforts of flexible interest rates can scarcely lzre denieds (I)\it e
importantly, it has all along steered rather a middlecourse the 0;‘3
avoiding sudden strictures in the market in either direction ;ﬁilc
at the same time keeping the over-all liquidity of the econ
generally in tune with the needs of the moment. o
thcyY(tht}Z;l]:ttlmnsd?fl the authorities can be praised precisely because
fhey (1 }l)n Onem?rr) i I'not.try to do too much. It is only when
el Y po licy is thought of as a primary (or, indeed,
e thyd ; pon to be used against powerful destabilizing forces
that, ¢ developments outlined above become more serious in their
thcp 1c.a‘(c110ns. Tor they do prompt some considerable doubts about
wisdom of relying solely on quantitative techniques of moneta
control, as of late the Federal Reserve has preferred to do Suc?
measures, by their very nature, aim only at a control of t};e totat
nﬁmmal money supply; they cannot therefore deal effectively with
changes in the rate of spending out of a given supply. Now
prob.ably, ther‘e is some sort of institutionally defined u };cr limit
on increases in velocity, particularly in the short-run lzi ). But
qvcnllf this is 'grantcd, the difficulty is not resolved; for ii .is not
(s)lﬁgay)a qucstmn1 of squeez:ing harder on bank reserves by means
° ty l;)pcil-m'ar ket operations, thereby offsetting any increases in
ocity by holding the effective money supply constant (15). Under

14) Prof i K 14] .
aswdageg) Wi?hessg:i (I;f[msécys :}rgumen't {(tbid., pp. 181-4) is that the high intercst rates
dosociated wih [i:rn ro s o cr;edlt restraint ® breed ® institutional innovations which serve as

; creasing velocity even more, in which i imi
on velocity changes, even in the short-run, is’ less likely Fose tho exitence of an wpper limit
ety lgtljlsi)c).rOnTtli':sBpf)t:lnltl, Esec W. L. Smrrer and R, B, Mmxnsmn, * The Eﬂectivleness of Mon

| ritish Experience *, Journal of Politic '
b 35. St also, Sutrm op ot e ot f wl Economy, V. LXV, February 1957,
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present circumstances, it is altogether likely that real barriers to
a quick realization of monctary tightness do in fact exist. The
authorities just cannot proceed at a very rapid pace. A restrictionist
policy obviously cannot be applied at a rate which will demoralize

secutities markets; nor can the authorities ignore the possibility that

such action will, when it comes with suddenness, produce a greater
stringency than is really desired and disrupt economic activity
generally, The outcome of this tactic would be a policy which is
effective because it is at the same time too eflective. This, of course,
s a criticism of classical monetary policy which is often made even
where the assumption is that restrictive measures will be applied
only gradually; it is all the more relevant when the authorities are
required to excrt considerable pressure in a short space of time,

It would thus seem that the recent structural changes in the
money markets (especially the growth of the short-term public debt)
have had the effect of weakening the influence of quantitative
techniques of monetary control; that is to say, there is now a
greater interval between the time when the first move in the
direction of monetary restraint is made and the time when the
pressure is first really felt, Furthermore, there is the chance (how
serious, it is hard to judge) that these changes, in facilitating the
extension of the economy’s liquidity to support a greater volume
of spending, inject a dangerous clement of instahility into the pic-
ture. When the processes described above have gone on for some-
time, prompted, that is, by a policy of credit restraint, sudden
changes in the demand for liquidity have more far-reaching con--
sequences. The vulnerability of economic units (financial or non-
financial) to changes in asset values is also increased. And, since
the Federal Reserve (qua “lender of last resort "} deals directly
only with commercial banks, its ability to protect other types of
institutions may be too limited to prevent a decline in general
economic activity.

There appears then, on the basis of the foregoing, to be good
reason for giving serious thought to the possibility of supplementing
the classical techniques of monetary control already available with:
additional sclective controls. Unlike the former, selective measures
can prevent the financial system from increasing velocity, and
thereby reduce the “ operational lag ” of monetary policy and curb
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the above-mentioned tendency to instability (16), An example of
this type of control is the so-called “secondary reserve plan,” a
device much discussed in the early post-war period. As applied to
commercial banks, it would involve the imposition of an additional
reserve requirement to be held in the form of Treasury obligations;
like the present cash requirement, the securities requirement would
be variable at the will of the authoritics. Such an arrangement
would — depending on the level at which the reserve would be
set — prevent banks from switching out of government securities
in an attempt to expand their loan portfolios. Hence, borrowers
having access to finance through commercial banks alone could be
prevented from obtaining funds. Moreover, if careful attention
were at the same time paid to the behavior of the total money
supply, banks would not be able to supply funds by monetizing
securities,

The ultimate significance of this policy depends of coursc on
the degree of mobility in the credit markets; that is, other
institutions — particularly those possessing government securities
and having previously established contacts with the loan markets —
could take over the function of tapping idle balances when com-
mercial banks are prevented from doing so. This, however, is not
really too imposing a hurdle. If a secondary reserve requirement
were to be applied to commercial banks, there is no good reason
why it could not be extended to cover financial intermediaries.
But, recognizing this additional complication, it is likely that the
former remain the most important “ middlemen” in the process
by which idle funds are tapped; they, after all, are the lenders who
have in the past built up-their portfolios of Treasury issues during
periods of slack loan demand, thus readying themselves for the
next period of restraint. : '

Some portions of the credit markets would, it is true, be left
untouched by a secondary reserve plan, even where the requirement
is taken as applying broadly. For example, consumer credit com-
panies could, by issuing their own commercial paper, tap the idle
balances of industrial corporations. Then, too, by restraining exist-

(16} For a more detiled discussion of some of the points raised here, see the very
interesting article by Emvin Miirar, ¥ Monetary Policy in a Changing World ¥, Quarterly
Journal of Economies, V. LXX, February 1956, pp. 23-43. See also Avvin H. Hawsen, The
American Economy (McGraw-Hill, 1057), Chapter 3.
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ing institutional lenders, one might simply spawn others who would
fulfill the same function. For this reason, other selective controls
would have to be placed on specific types of credit: in particular,
consumer and real estate credit, since these kinds are of such over-
riding importance today (17). Without going into all of the com-
plexities involved, the point is simply that such an arrangement
would curh the motivation to activate idle deposits.

Other benefits would flow from an extension of the authorities
power to include the direct measures mentioned here. The reason
is simply that selective controls do not require considerable fluctua-
tions in interest rates to be effective. If it could confidently be
expected that relatively modest changes in interest rates would
provoke sharp reactions among borrowers, there would be no cause
for dwelling on this aspect of the problem of quantitative vs.
selective controls. But the appearance is that demand in many
segments of the total loanable funds market is insensitive to changes
in yields (18).

For one thing, with such a large outstanding public debt as
exists today, the question of the cost of service charges is indeed
relevant. Because it is not always possible politically (as at the
present moment) to raise tax rates sufficiently to offset increases in
debt costs, other aspects of the total government program will suffer
as a result of an increase in interest rates. There is then a problem
of income redistribution.

Furthermore, cven though the authorities currently pretend to
an indifference to the level of interest rates, they are clearly mind-
ful of it (if not for the reason given above). Thus, a downward
pressure on the prices of government obligations might well defeat
a tight money policy by forcing the System into support of the

(17) It should be noted that we have in fact had a type of selective control in the
mortgage market in this country over the post-Accord period. Since yields on government
guaranteed mortgages are sct by legislative action, they are less flexible than market-determined
rates, This is in part simply due to legislative delays, but it also reflects the feeling, shared
by many Congressmen, that such yiclds should be kept low as a subsidy to low-income
house buyers: this, in spite of the fact that in periods of credit restraint no funds are forth-
coming for such mortgages. Whatever the reason, this is clearly a form of direcr price

- control.

- (18) One of the few areas in which there has been any suggestion of sensitivity to
interest rate changes is that of state and local financing, particularly for school construction.
From the welfare point of view, this is perhaps a perversity, and one which could be over-
come only by direct intervention.
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market. Nor is this a fear for the future alone; for, while there
is a considerable operational lag in monetary policy, the switching
of government securities to the non-financial sector of the economy
cannot go on forever. Once non-institutional lenders have run
down their idle cash balances, then a failure on the part of the
Federal Reserve to buy in the open market will produce large
fuctuations in interest rates. Whether or not the authorities will
tolerate even greater increases in yields than have so far been
cxperienced is at least open to some doubt, their protestations not-
withstanding.

Finally, there is the problem of the influence of changes in
capital values, a point which has received a good deal of attention
of late (19). It arises now because, as contrasted with say the 19th
century, assets of all types are today much more liquid or more
casily transferred. From the standpoint of monetary policy, this
could be all to the good; the danger is that the magnitude of
fAuctuations in interest rates required to achieve a given effectiveness

in the credit markets will be such as to also have distinctly un- '

favorable effects on overall expectations. Since the authorities can-
not overlook the chance of introducing an even greater instability
into the economy by pursuing monetary restraint with classical
weapons alone, direct controls (as supplements) become all the
more necessary if monetary policy is to be sufficiently meaningful.

It would probably be a mistake to suppose that the authorities
are unmindful of these points favoring greater reliance on direct
controls; and perhaps in the future, when inflationary pressures
are stronger than they have been in the past few years, they will
again show a willingness to make us of them. Lately, however,
the appearance has been of an increasing reluctance to do so. Not
that this is necessarily inappropriate to current conditions, although
it does scem somewhat inconsistent when matched up against the
ever present preoccupation with the dangers of inflation. Never-
theless, it is really impossible to tell from its public utterances alone
the extent to which the System’s present desire to rely exclusively
on traditional monetary techniques is a thing of principle; all that
can be said is that it apparently does not now feel the need for
additional powers.

(19) For an interesting perspective on this point, see Hansen, op. et., Chapter 3.
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True enough, the secondary reserve proposal mentioned above
was given Federal Reserve backing in the days when Eccles was
Chairman of the Board of Governors. Yet, even then the endorse-
ment was mixed with internal opposition; and when (in 1948)
McCabe was made Chairman, official support waned, For some-
time now the System has been opposcd to the institution of this
or similar requirements. Also, the Federal Reserve only just recently
came out after long study against the reimposition of consumer
credit controls, even on a standby basis. Use was made of this
kind of regulation during the Korean War, although the necessary
power was granted the authorities before the Accord, at a time,
that is, when market pegging operations still stood in the way of.
a complete utilization of traditional techniques. Even on the ques-
tion of central bank autonomy, which is not unrelated (in attitude,
at least) to the problem of direct controls, the System has in recent
years reversed itsclf. Before the Accord, it favored the establish-
ment of a cabinet-level committee, the purpose of which would
have been to coordinate the activities of all federal bodies having
anything to do with monetary matters. But, as early as 1952, when
the Patman Sub-Committee Hearings were held, the Federal Reserve
showed no interest in such a committee. :

Before concluding some mention should be made of funding
as a technique of monetary control. For the Treasury has attempted
over the last few years to utilize it, and it has but recently received
quite a bit of attention in the literature (20). Because the process
of switching public debt boldings from financial to non-financial
lenders is in part made possible by the existence of a large short-
term debt, a funding operation could well be of help to the author-
ities. *Yet, the recent experience has been rather disappointing, and
it does seem that unless those responsible are equipped with (and
use) direct controls as an adjunct to fundings, such will most often
be the case. The Treasury did, it is true, manage to increase the
average maturity of the marketable debt slightly during the most
recent period of credit ease (1953-54). But over the past two and
a half years some ground has been lost, so that the average maturity

_ (20) See especially W. M. Dacwy, % The Floating- Debt Problem ®, Lloyds Bank Review,
April 1956, and the scries of articles by Kive, Bavoon, et. al., in the April through November
(1956) issues of The Banker.
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is now somewhat shorter than in 1952 (21). The ultimate issue is
of course that of the cost (in increased interest payments) of fund-
ing, and this raises the further question of just when a large—scglc
funding operation could be undertaken. As the recent behavior
of the Treasury (admittedly very sympathetic to this linc of attack)
shows, it is an unlikely thing to do during periods of credit res-
traint. Nor does it scem well advised to embark on such a pro-
gram during a recession or (worse) a depression, if for a different
reason; funding would tend to keep long-term rates above what
they otherwise be.

Thus, it appears that relatively lengthy interval of stability,

accompanied by low interest rates, is required if much is to be
accomplished by means of funding operations; and even then the
advantages of funding would become available only in subsequent
periods of credit restraint. If, however, use were made of direct
controls, in which case interest rates would be lower, then funding
could more reasonably be attempted as an immediate attack on
inflationary pressures.

Conclusion

The intent of the preceding discussion has been to make clear
just what the existence of a large public debt means to the monetary
authorities, To be sure, the problem is not now the same as in the
immediate post-war, though it is no less scrious for that. Over-
riding all else at the close of World War II was the fear that an
abandonment of pegging operations would bring on a collapse of
the securities markets. In fact, however, while there were some
difficult moments, nothing like this came to pass when (in 1951)
the final break with wartime policy was made. Still, it is likely
that the transition would not have been so smooth, had free markets
been imposed sooner. And, more important, the fact .that iF was
possible to return to a more traditional monetary policy without
dire conscquences cannot be accounted for in terms of the argu-
ments of the new theory. Quite the contrary; the evidence indicates
that it has been the willingness of non-financial lenders to hold

{21) See E, L. Darz, Jr., “ Managiﬁg the U. S, Dcht Is Anderson’s Big Task *, New
York Times, August 4, 1957, Section 4.
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government securities rather than the unwillingness of institutional
lenders to part with their portfolios of such issues which has made
it possible for the Federal Reserve to avoid large-scale support of
the market,

Nor is this all to the good. It has meant that offsetting
increases in velocity have accompanied attempts by the authorities
at monetary restraint, The significance of the existence of a large
public debt lies then in the fact that it has facilitated this expansion
of the eflective money supply. It has served to reduce whatever
effectiveness classical monetary policy had, since the traditional
techniques cannot deal with attempts at a more intensive utiliza-
tion of a given nominal money supply. For this reason, the very
existence of a large public debt suggests the need for a far greater
reliance on direct methods of monetary control.

The point of all this is that the Federal Reserve itsclf has, at
least in its public pronouncements, been too prone to overlook the
shortcomings of classical monetary policy. No other interpretation
can reasonably be put on its refusal to seek additional powers.
There obviously is nothing pecessarily inappropriate in this attitude,
provided only that the limitations of such a program are kept
constantly in mind: that is, if monetary policy is treated as an
auxiliary weapon, the main reliance being placed on fiscal measures.
The cause for alarm therefore is that the Accord itself, often judged
to be the vindication of traditional policy, will continue to be
misinterpreted, and that we will try to pile on more weight than
the camel can bear.

Minneapolis Joun H. KAREgEN



