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Preface

THIS LITTLE BOOK is a study in modern economic policy-
making. It has two main purposes. The first is to re-
port in some detail a recent extensive study of the
process of Federal Reserve monetary and bank-super-
visory policy formation. The second is to look analyti-
cally at the policy-making experience of the past quarter
century to see what lessons it may have for the future.

No one who has participated in the economic policy-
making of modern government needs to be warned
against the fallacy of a neat dichotomy between “policy
formation” and operating government. Congress sel-
dom passes statutes on economic questions which
clearly define policy and require no de facto administra-
tive policy-making. “Economic policy” is not some-
thing neatly separated from political, social, and other
kinds of policy. And the positions held by other officials,
agencies, and pressure groups often unfortunately pre-
clude even serious attention to careful analyses made
by professional economists in the agencies formally re-
sponsible for policy-making. Nor is it so clear as it may
appear superficially that in a democratic society where
the various branches of government manage, however
imperfectly, to mirror many of the pressures of mani-
fold public demands, economic policy ought somehow
to be set apart from and protected from these other
forces.
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Preface viii

Whatever “should” be in the eyes of the professional
economist (who sometimes views with condescension
anything below the pure “policy formation” level),
most economic policy is something hammered out, or
arrived at by default of positive action, in negotiations
among men representing different agencies, different
interests, different points of view. Much of the de facto
policy-making occurs in the administration of congres-
sionally approved directives. What goes on here is often
only loosely related to the formal organization charts,
careful statutory language, and textbook descriptions on
which the outsider must rest so heavily for information.
Monetary policy is made by human beings, often not
very “expert” ones, in human situations and as part
of a complex, operating government. It would be a mis-
take to overrate as determinants of policies the organ-
izational arrangements and informal processes in the
executive branch of the government. But it is surely
also a mistake to neglect completely this practical side
of economic policy-making.

The primary concerns of this monograph are the
processes of policy formation and their impact on the
policies that evolve, not monetary theory or an evalua-
tion of different monetary policies. But it will not take
a very sharp eye to detect that predilections on mone-
tary theory and policy are basic to most of the examina-
tion—predilections that monetary policy does matter
and that some kinds of monetary policy are clearly pref-
erable to others. The whole study, so far as I am con-
cerned, rests explicitly on the crucial importance of the
question: Have the present organization and proce-
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dures been conducive to the formation of “good” mone-
tary policy, and how could they be bettered from this
point of view.

This monograph is presented, therefore, as a report
of a case study of this aspect of American governmental
policy formation in the monetary and bank-supervisory
areas. So far as I know, there is no other similar pub-
lished account of the working, informal processes,
within the Federal Reserve and in its relations with
other agencies, by which monetary and supervisory
policy decisions are actually framed, adopted, and car-
ried out. Hence, as a modest supplement to the many
works on formal organization of the Federal Reserve
and on monetary theory and policy per se, I hope this
monograph may prove of some benefit to students—
professional economists, political scientists, college stu-
dents, and others—of modern monetary and banking
developments, and to those who are just interested in
how modern government works. To aid those who are
relatively unacquainted in the field of money and
banking, the first two chapters of the book provide a
brief account of the history and present formal organ-
ization of the Federal Reserve System, aimed at pro-
vidingthe background essential to an understanding of
what ®mes after. Readers well acquainted with the
Federal Reserve will do well to start directly with
Chapter III, which plunges into the monetary policy
issues involved. Parts Two and Three of the book are
purely descriptive of the internal and external aspects,
respectively, of Federal Reserve policy-making. Part
Four contains the analysis of these findings.



Preface X

This monograph rests in considerable part on a study
of the Federal Reserve System which I conducted in
1948 for the Hoover Commission (Commission on Or-
ganization of the Executive Branch of the Govern-
ment). In some parts, it is substantially identical with
the report prepared for that commission, though the
present book is broader in its orientation throughout
and is not concerned with numerous more narrowly ad-
ministrative matters that were of importance in the
commission study.! But here, as in the commission
study, I find it impossible to separate what I found in
the formal 1948 study from the larger body of facts,
attitudes, and impressions on Federal Reserve opera-
tions and relations with the external world obtained
while I was a member of the board’s staff during the
immediate prewar and war years. I suspect that most
of what insight I have comes from this earlier experi-
ence, but I have rigorously avoided the inclusion here
of anything that is not completely public information,
either through release of the Hoover Commission study
or otherwise.

My debts of gratitude for information and insights
into Federal Reserve policy-making thus are mainly to

* The report to the Hoover Commission was presenté®to Con-
gress as a working paper, “The Board of Governors of the Federal Re-
serve System,” attached to the report of the Task Force on Independent
Regulatory Agencies (Appendix N of the commission’s final report),
which contains a brief summary of the reasoning and recommenda-
tions of the more detailed working paper. The commission itself
adopted some of the basic coordinative recommendations made, but
took no action on most of the substantive recommendations for in-
ternal Federal Reserve changes, forwarding the Task Force report
without comment on these points.
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the many Federal Reserve officials with whom I was in
contact during my years there and who were so gen-
uinely coopcrative during the Hoover Commission
study. To name one without many others is improper,
but not to mention Drs. E. A. Goldenweiser, Woodlief
Thomas, and R. I. Robinson, and Governor M. S.
Szymczak would be inexcusable. Various other high-
level Washington officials provided valuable informa-
tion and advice during the extensive Hoover Commis-
sion interviews, and the friendly cooperation of the
Task Force on Independent Regulatory Agencies of the
Hoover Commission should be recorded. Beyond these,
I am particularly indebted to Messrs. Homer Jones and
J. E. Reeve for penetrating criticisms and suggestions at
many points throughout the study.

G. L. BacH

Pittsburgh, Pennsylvania
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PART ONE

Federal Reserve Organization and Policy
Responsibilities






I
Development of Federal

Reserve Functions'

Prior to the Federal Reserve Act of 1913, central
banking and the concept of positive credit policy aimed
at protecting the public interest were essentially absent
in the United States. Since the inception of banking in
this country, the banking system, which issued part of
the circulating currency as well as holding deposits,
had been subject to intermittent crises and ensuing
waves of liquidation and depression. During these
periods, the public demanded gold and currency from
the banks. Such wholesale cash drains the banks were
not prepared to meet. The pressure of withdrawals
forced individual banks to call loans and liquidate
other assets, putting deflationary pressure on businesses,
individuals, and the security markets. This in turn in-
tensified the aura of pessimism and uncertainty, lead-
ing to further currency withdrawals, and so the defla-
tionary spiral went.

Recognition of the problem of mitigating monetary
deflations was widespread, and banking had long been

! Chapters I and II are intended primarily to provide a minimal
background of information on the history, functions, and organization
of the Federal Reserve System for nonspecialists in monetary eco-

nomics. Those well acquainted with the Federal Reserve will do well
to begin directly with Chapter IIL
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subjected to a variety of restraints as to capitalization,
stockholders’ liability, types of holdable assets, reserves,
and other such matters. But these restraints had ap-
parently accomplished little. Awareness of the unsatis-
factory banking organization was intensified by the
sharp financial crisis of 1907, when the country was
apparently saved from still more disastrous panic
mainly by the pooled efforts of a few dominant private
financiers headed by J. P. Morgan.

In this atmosphere, the National Monetary Commis-
sion, headed by Senator N. W. Aldrich, was established
by Congress to recommend a more effective banking
organization for the nation. The extensive report of
this commission in 1912 recommended adoption in the
United States of a system of centralized bank reserves,
centralized note issue, and central banking facilities
for the rediscount of commercial paper to provide com-
mercial bank reserves in times of stress—advantages of
existing European banking systems that had been long
recognized by students of banking theory. Nevertheless,
a profound distrust of the whole idea of central bank-
ing was widespread in America. There was broad an-
tagonism to the thinly disguised central-banking pro-
posals of the Aldrich Commission, heightened by belief
that Senator Aldrich was a spokesman for the powerful
eastern financial groups which had long dominated
the banking scene.

President Woodrow Wilson and the Democratic
Party were elected in 1912, pledged against a central
bank or a central reserve association. It seemed ap-
parent that the problem of American banking reform
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was largely to get a reasonably unified monetary system
and to pool bank reserves without loss of local preroga-
tives. The experts were agreed on the need for the
former; the public seemed adamant on the latter.

The Federal Reserve Act of 1913

The outcome of this situation was a compromise, a
federally established regional banking system with cer-
tain elements of loose central control. In the words of
its preamble, the purposes of the Federal Reserve Act
were: “To provide for the establishment of Federal Re-
serve Banks, to furnish an elastic currency, to afford
means of rediscounting commercial paper, to establish
a more effective supervision of banking in the United
States, and for other purposes.” More specifically, it was
generally agreed that the new legislation was aimed at
accomplishing four major goals. These were:

(1) Provision of an ‘“elastic” currency, that would
expand as business activity grew seasonably or cyclically
and would contract as the need for currency dimin-
ished, thus avoiding periodic crises as the public wanted
to withdraw more currency than the banks could pro-
vide.

(2) Centralization of bank reserves, in order to
“pool” the system’s reserves for common use in periods
of credit stringency—in contrast to the preceding
situation where at any suggestion of credit stringency
each bank felt obliged to “hoard” its own reserves and
thereby helped intensify deflationary pressures, and
where the concentration of most bank reserves on de-
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posit in the large private New York banks put drastic
deflationary pressure on New York when other banks
concertedly tried to withdraw their reserves to mect
their own depositors’ withdrawals.

(3) Establishment of an effective interregional check
and currency clearing system.

(4) Provision of adequate banking facilities for the
federal government, which had previously used nine
subtreasuries and some 1,500 depositary banks under
an inefficient system that was also subject to political
favoritism in the deposit of public funds.?

In substance, the act provided (1) for a new form of
currency, the Federal Reserve note, which would ex-
pand and contract with the “needs of business,” as
commercial banks rediscounted customers’ notes and
other paper at Reserve banks when business borrowing
expanded; and (2) a regional system of twelve Federal
Reserve banks, loosely supervised by a Federal Reserve
Board in Washington, which together were to pool the
reserves of the banking system, provide an interregional
clearing system for currency and checks, and act as fiscal
agent for the federal government, in addition to issuing
Federal Reserve notes as required by the public.

The act as passed represented not only a compromise
between regionalism and centralism, but also a com-
promise between the philosophies of credit accommo-
dation and of control. While the desire to mitigate
financial crises and depressions was apparent through-

2 Various other advantages were widely claimed. For example,
it was hoped that generally lower interest rates would follow from the
more effective use of bank reserves and a more efficient monetary
system.
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out, contemporary banking theory and popular feeling
on the whole agreed that improved currency and re-
serve arrangements, coupled with “sound” individual
banking practices (restriction of lending to the security
of short-term, seclf-liquidating commercial paper), were
all that were needed. If banks accommodated their cus-
tomers soundly, on the basis only of short-term, self-
liquidating paper, and if facilities were provided to
ease the stringencies of financial crises, the proper
amount of money to meet business needs would be
automatically forthcoming, and no other conscious
control would be needed. In the background, the gold
standard provided a basic determinant of the volume
of bank reserves, again a largely automatic control
requiring little conscious centralized “monetary” or
“credit” policy.

Reflecting this philosophy, the original act paid little
explicit attention to what has since become the main
purpose of the Federal Reserve authorities—the es-
tablishment of a national monetary and credit policy
conducive to maintenance of general economic sta-
bility. Instead, the act was mainly concerned with what
are now generally termed “service” functions—pooling
reserves, clearing interregional checks and currency,
providing currency, and serving as fiscal agent for the
government. Credit control, in so far as it was en-
visaged in the act, was seen largely as a problem of
establishing “sound” banking practices. The act did
provide for various powers, including changes in re-
discount rates, open-market operations, and examina-
tion of member banks, that were aimed at promoting
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“sound” credit conditions. But, on the whole, these
were secondary to the basic gains expected from pro-
vision of an elastic currency and centralization of bank
reserves. Determination of the proper amount and use
of currency and bank credit was felt to be provided by
adherence to the gold standard plus sound commercial-
banking practices. With little recognition of the need
for any conscious policy of credit control, only minor
emphasis was given to the possible need for a unified
national credit policy, and only general supervisory
powers were placed in the Federal Reserve Board to
control the credit policies (rediscount rates, open-
market operations) of the twelve Federal Reserve banks
which dealt directly with the member (commercial)
banks.®

s Detailed, authoritative accounts of the background of the act
are provided by H. Parker Willis, The Federal Reserve Sysitem (Ron-
ald Press, New York, 1923) and Paul M. Warburg, The Federal Reserve
System (Macmillan, New York, 1930). Mr. Warburg was a prominent
banker who served for four years on the newly established Board.
Professor Willis is geneially considered to have been immediately
responsible for converting the prevailing banking theory of the period
into legislative form. As a major draftsman of the act, he worked
primarily with and through Representative Carter Glass, who spon-
sored the bill in Congress and before the public, and who for over
three decades thereafter played a leading congressional role in any
legislation concerning the system. Carter Glass’ An Adventure in Con-
structive Finance (Doubleday, New York, 1927) records the inner
history of the adoption of the act, and the majority report of the
House Banking and Currency Committee which he presented on the
floor provides an authoritative statement of the act’s philosophy and
purposes. The best account of the development of banking theory in
the United States underlying the act is that of L. W. Mints, History
of Banking Theory (University of Chicago Press, Chicago, 1945), cs-
pecially Chapters XI and XII; this study also provides a penetrating
critique of the theory of the act.
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The Federal Reserve Act Since 1913

Like most written law, the Federal Reserve Act has
developed and changed through the process of admin-
istration, interpretation, and gradual acceptance of
precedents. Only once has the legislation itself been
basically altered; that was during the early years of the
New Deal in 1933-35. As with most other govern-
mental functions in this country, the drift has been
toward greater centralization of policy-making powers
through both practice and legislative amendment. This
process of change falls roughly into three periods, after
the embryonic years of the World War I period.

The 1920’s,* a decade of mild experimentation in
banking policy, were followed by the depression of the
early ’thirties and a corresponding wave of despair con-
cerning prevailing monetary and banking arrange-
ments. The beginnings of a Federal Reserve drift
toward both greater unification of policy-making and
a more active policy attitude were evident by the mid-
twenties. As early as 1923, the Reserve Banks estab-
lished an informal open-market investment committee
to help coordinate their newly developing open-market
operations. This five-man committec, though it had
no legal basis, gradually grew in power and status.
Finally in 1930 it was replaced by a more formal open-
market committee, on which all twelve banks were

¢ The most authoritative, yet brief, account of the development
of Federal Reserve policy through the 1920’s is C. O. Hardy, Credit

Policies of the Federal Reserve System (Brookings Institution, Wash-
ington, 1932).
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represented and which had recognized, though still
nonlegal, power of directive to unify the twelve banks’
open-market operations.

During most of the 1920’s, policy decisions of the
system appear to have been dominated in considerable
part by the New York Federal Reserve Bank, under
Benjamin Strong, then governor of the bank. In 1928
and 1929, a growing controversy between the Federal
Reserve Board in Washington and the New York Re-
serve Bank over the proper role and tools of credit
policy in the light of general business conditions and
the inflated stock market burst into open conflict. The
board in Washington asserted its authority over redis-
count rates, in an attempt to tighten the flow of credit
into speculation. The balance of power on open-market
operations, basically the more powerful tool, remained
with the banks. During these years and into the ensuing
deflation of the early 1930’s, this division of authority,
with indecision and argument, prevailed in spite of
considerable progress during the ’twenties toward
unified open-market policy.

Meanwhile, the passive credit policy role implied by
the act for the Reserve authorities was increasingly
questioned. Academic economists challenged the “com-
mercial bills of credit” doctrine (that lending on only
short-term, self-liquidating paper would automatically
provide the proper money supply to meet the legiti-
mate needs of business) as an adequate basis either for
guaranteeing sound banking practice or for providing
a proper volume of money (currency and bank de-
posits) to meet the economy’s needs. The allegedly
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“legitimate” business demand for such loans, said
these critics, was largest in inflationary booms, just
when restraint was needed. Similarly, the demand for
such loans vanished in depressions, just when easier
credit was most needed. Moreover, even if loans were
restricted to such borrowers, what would keep the new
credit out of other “inflationary” uses once it was spent
by the original borrowers? The over-all impact of these
criticisms of the basic banking philosophy of the Re-
serve Act pointed strongly in the direction of more
conscious Federal Reserve policy to maintain greater
stability in the money supply.

At the same time, doubt was arising concerning the
adequacy of gold flows as the primary detcrminant of
bank reserves and thus of the nation’s money supply.
According to gold-standard tradition, the movements
of gold into and out of a nation’s bank reserves were
the best index of that nation’s credit conditions. A
gold inflow indicated a need for monetary expansion;
a gold outflow the reverse. But even under the gold
standard, central banking officials needed to exercise
some discretion. Obviously temporary and minor gold
movements, for example as a result of seasonal trade
factors, were properly offset by central-bank credit
policy to avoid unnecessary disturbances to the domes-
tic banking system and money supply. Only bona fide
gold movements should be permitted to affect the
domestic economy.

As the gold-standard philosophy broadened to make
the cause and anticipated duration of gold flows crucial,
the automatic gold criterion for the nation’s money
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supply was gradually supplanted by the need for dis-
cretionary central banking decisions. Within and out-
side the government controversy was widespread about
whether the Federal Reserve should take positive steps
aimed at checking booms or recessions rather than
passively permitting gold flows to ease or tighten credit.
In 1923, and on several occasions between 1925 and
1929, the Reserve authorities directly intervened to
offset gold flows by credit policy, though the action was
mild and the exact objectives of Federal Reserve policy
were far from clear.

The Banking Acts of 1933 and 1935

The ’twenties had seen some development of an
active Federal Reserve credit policy. But only the
disastrous financial collapse of the early 19g0’s suc-
ceeded in impressing vividly on monetary experts and
the public, though less strongly on the banking com-
munity, the necessity for a unified central banking
organization with the major purpose of consciously
helping to mitigate general economic instability and
with more adequate powers to accomplish this purpose.
Following the 1929 crash, Federal Reserve authorities
took moderate steps to ease monetary conditions, and
in early 1931 intensified these policies. But financial
panics abroad and falling gold reserves at home led to
what now appears to have been a disastrous reversal of
monetary-fiscal policy in the autumn of 1931. Interest
rates were increased by the Federal Reserve authorities,
and increased taxes intensified the deflationary pres-
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sure. Whatever the basic causes, tightening credit was
accompanied by a new plunge in business and financial
activity, culminating in the complete financial collapse
of early 1933.5 As the new Democratic President and
Congress came to office, there was no doubt about the
desire of the country for prompt, drastic, and central-
ized action on the banking front. The public and the
experts were convinced of the need for strong central
action to open the banks, to keep them open, and to
reverse the disastrous credit deflation. The gold stand-
ard as an automatic arbiter of the money supply had
lost much of its glamour, both abroad and in the United
States.

Reflecting this changing conception of the role of
central banking, the Banking Acts of 1933 and 1935
and the Securities and Exchange Act of 1934 made two
major changes. First, the Federal Reserve System was
given important new powers aimed at more effective
control over the total quantity of bank credit and the
uses to which it could be put. The most important of
these were: (a) power to vary legal reserve require-
ments against deposits held by member banks between
the levels previously established by statute and twice
those levels; (b) power to prescribe margin require-
ments applicable to trading in securities; and (c) power
to make working-capital loans directly to business en-
terprises in exceptional circumstances where the busi-
ness could not obtain funds at a reasonable rate through

°See the careful analysis of H. H. Villard, “The Federal Re-

serve System’s Monetary Policy in 1931 and 1932,” Journal of Political
Economy, December 1937.
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regular banking channels. In addition, further bank
regulatory powers were granted, aimed at lessening the
use of bank credit for “speculative” purposes and at
lessening “unsound” interbank competition for bank
deposits.

Second, control over the system’s credit-policy de-
cisions was vested more completely in the Federal Re-
serve Board (renamed the Board of Governors of the
Federal Reserve System). In effect, this represented a
shift in the locus of power to the “public” board, whose
members were appointed for fourteen-year terms by
the president with the consent of the Senate; it moved
power away from the Reserve bank presidents, elected
through each Reserve bank’s board of directors by the
commercial banks of each district subject only to the
approval of the Board of Governors. Power over open-
market operations was vested in a Federal Open Mar-
ket Committee, composed of the seven board members
plus five Reserve bank presidents. This formalized the
existence of the Reserve bank governors’ (later presi-
dents’) informal open-market committee and moved to
a joint bank-board basis policy-making decisions on
open-market operations. Simultaneously with this in-
creased centralization of responsibility and power in
the hands of the Board of Governors, the “independ-
ent” status of the board was strengthened by removing
from membership the Secretary of the Treasury and
the Comptroller of the Currency, who had previously
served ex officio.

As part of the same wave of legislation, federal in-
surance of bank deposits up to $5,000 for each de-
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positor was established under the Federal Deposit
Insurance Corporation, which was also given joint
supervisory powers over all insured banks. This com-
plicated further the already complex division of au-
thority among national and state supervisory authori-
ties.®

World War II and Postwar Developments

Since 1935 there have been only minor changes in
the structure of the Federal Reserve System and in the
general nature of its responsibilities. During the recent
war period, as during World War 1, the system turned
largely to the problem of helping finance the war effort.
It provided this assistance primarily by furnishing a
huge volume of additional reserves to the commercial
banks through Federal Reserve purchases of govern-
ment securities, in order to permit the commercial
banks to extend additional credit to the federal govern-
ment. In total, the banking system bought roughly
$95 billion of government securities (40 per cent of
the total amount borrowed), creating ‘thereby a cor-
responding amount of new bank deposits for expendi-
ture by the government. This vast expansion of the
money supply prevented any effective anti-inflationary

¢ For careful analyses of the banking legislation of this period,
sce J. Viner, “Recent Legislation and the Banking Situation,” and
J. H. Williams, “The Banking Act of 1935,” both in the American
Economic Review, Proceedings, March 1936. A detailed account of the
legislative history of the acts is given by A. W. Crawford, Monetary
Management Under the New Deal (American Council on Public Af-
fairs, Washington, 1940), especially Chapter VIIIL
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credit policy. But in 1941 the board was given power
to regulate the extension of consumer credit by banks
and other institutions,” and exercise of these controls,
together with other policy actions, exerted some resist-
ance against the steadily growing mass of inflationary
monetary pressure.

The pattern of war finance demonstrated clearly the
intimate relation between the credit policies of the
Federal Rescrve on the one hand and the fiscal and
debt policies of the Treasury on the other. As during
World War I, during World War II it became clear
that credit policy could exercise little anti-inflationary
force as long as the Federal Reserve felt obliged to
help the Treasury finance the war at low interest rates.
This intimate relation has continued to dominate the
credit-policy picture since V-] Day. Any realistic state-
ment of the present responsibilities and powers of the
Federal Reserve to control the supply of currency and
credit must reckon with this war-finance legacy as a
major and perhaps dominant factor. Just as changing
economic developments and concepts of central-bank
responsibilities during the 1920’s led to an important
change in the Federal Reserve Act, so the events of
the past decade appear to have developed new attitudes
toward central-bank powers and responsibilities. Rec-
ognition of these relations is crucial to an understand-
ing of the position in which the Federal Reserve now
stands, even though little recognition of the de facto

?This power, granted on August g, 1941, by Executive Order
No. 8843, lapsed on November 1, 1947, in accordance with a joint
resolution of Congress approved on August 8, 1947. It was reinsti-
tuted in 1948 on a “temporary” basis, and expired in 1949.
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situation appears in the statute, last extensively revised
over a decade ago.

Out of the developments of the past two decades
have come other Treasury-Federal Reserve interrela-
tions not foreseen by the framers of the act. The Treas-
ury itself now has powerful direct instruments of con-
trol over bank reserves and hence over the volume of
bank lending and deposits. With federal receipts and
expenditures now billions of dollars each month,
merely by permitting its cash balances with the Reserve
banks to increase or decrease moderately the Treasury
can sharply decrease or increase the volume of com-
mercial bank reserves. Through its handling of the
various government trust funds, which now hold $35
billion of government bonds, it can exert a similar
effect. By changing the volume or character of govern-
ment sccurities available for bank purchase, the Treas-
ury can influence the pattern and volume of commer-
cial-bank investments. Through operations of the
so-called Exchange Stabilization Fund,® it can regulate
the impact of the international gold flows and foreign-
exchange transactions on the domestic banking struc-
ture and influence the volume of bank reserves. If it
desired to use these instruments, the Treasury’s “credit
policy” powers could largely negate or greatly intensify
any credit policy measures likely to be taken by the
Federal Reserve.

s When the gold content of the dollar was reduced in 1934, the
nominal “profit” of $2 billion was used to establish a “Stabilization
Fund,” administered by the Treasury, to purchase and sell gold and

foreign exchange “for the purpose of stabilizing the exchange value of
the dollar.”
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Current Functions and Powers of the Federal Reserve

The responsibilities of the Federal Reserve have
recently been summarized as follows by the Board of
Governors in an official publication:

The principal purpose of the Federal Reserve is to regu-
late the supply, availability, and cost of money (currency
plus bank deposits) with a view to contributing to the
maintenance of a high level of employment, stable values,
and a rising standard of living.?

Central banking is essential to the economic stability of
any modern country. The central banking organization
may be a single bank, as in England, or a system of regional
banks with a national governing body, as in the United
States. The main central banking function, however, is
similar in all countries. It is to endeavor, within the powers
granted by law or vested by custom, to see that the money
supply is neither too large nor too small for the main-
tenance of stable economic progress.1©

The Reserve Board thus today recognizes as para-
mount this general credit-policy objective, which is
only implicit in the statute.’! Including this goal, the

®The Federal Reserve System—Its Purposes and Functions
(Board of Governors of the Federal Reserve System, Washington, D.
C, 1947) p- 1.

1 Ibid., p. xi.

" The statute does include various partial directives, mainly
inserted in the revisions of 1933, 1934 and 1935. For cxample, the
Board is authorized to change reserve requirements “in order to pre-
vent injurious credit expansion or contraction” (Sec. 19 (6)); each
Reserve Bank is directed to “keep itself informed of the general char-
acter and amount of loans and investments of its member banks with
a view to ascertaining whether undue use is being made of bank credit
for the speculative carrying of or trading in securities, real estate, or
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major current functions and powers of the Federal
Reserve may be summarized as follows:12

1. Regulation of the total supply and cost of credit,
primarily through regulation of the volume and use of
commercial bank reserves:

a. Through open-market operations in (that is
purchases and sales of) United States govern-
ment securities

b. Through changes in legal reserve requirements

c. Through changes in rediscount rates and policy
on direct advances to commercial banks

d. Through direct pressure, or ‘“moral suasion”
on banks and borrowers

2. Regulation of the use to which bank credit is
put:13

a. Through varying margin requirements for se-
curity transactions

b. Through varying down payments and pay-
ment periods for “consumer” credit, extended
through both direct loans and credit on con-
sumer purchases

commodities, or for any other purpose inconsistent with the mainte-
nance of sound credit conditions” (Sec. 4 (8)); and the Board is
authorized to change margin requirements on security transactions
“having due regard to the general credit situation of the country”
(Sec. 7 (b) of the Securities and Exchange Act).

12For a more complete description of these functions and
powers, see The Federal Reserve System—Its Purposes and Functions
(1948), and Banking Studies (1941), both published by the Board of
Governors of the Federal Reserve System. The former is brief and
simple; the latter goes into the various functions and powers in more
detail. A list of the main statutory powers and responsibilities of the
Board of Governors is given in Appendix I, below.

1 Often termed “qualitative” credit controls, as distinct from
the “quantitative” controls listed in the preceding group.
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c. Through regulations and ‘“moral suasion”
against “unsound” loans and investments, par-
ticularly through bank examination policy

3. Supervision of member banks:

a. Through issuance of regulations, examinations,
requirements of reports, designation of reserve
cities, control over bank holding company vot-
ing permits and exercise of trust powers, and
so forth

4. Direct loans to business:

a. For working capital purposes under special cir-
cumstances only (Sec. 13 (b) of the Federal Re-
serve Act)

b. During the war period, Federal Reserve guar-
antee of loans and advances to war contractors,
closely akin to direct loans (Executive Order
of the President No. g112)

5. Service functions:

a. Issuance and distribution of currency

b. Clearance and collection of checks

c. Hold legal reserves of member banks

d. Fiscal agent for the United States government

e. Depository and fiscal agent for foreign central
banks and international organizations

6. Provision of economic and statistical informa-
tion: 4

a. Many of the data and analyses compiled for
general credit policy decisions are made avail-
able to other government agencies, banks, busi-
ness, and the general public

¥ This function is not prescriped by the statute.
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Structure of the Federal

Reserve System

As constituted by law to carry out its functions, the
Federal Reserve System is composed of the following:
1. The Board of Governors
The twelve Federal Reserve Banks
The Federal Open-Market Committee
The Federal Advisory Council
The Member Banks

QU N

The Board of Governors

Broad supervisory powers over the operation of the
entire system are vested in the Board of Governors,
which has its offices in Washington. The board is com-
posed of seven members, appointed by the president
and confirmed by the Senate. Members are appointed
for fourteen-year terms, with one term expiring every
two years. According to the act, they are removable by
the president only “for cause.” Members are not eligi-
ble for reappointment after completing a full term. No
two members of the board may come from the same
Federal Reserve District, and the president is required
to give “due regard to a fair representation of the
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financial, agricultural, industrial, and commercial in-
terests” of the country in making appointments. One of
the board members is designated by the president to
be chairman and another to be vice-chairman, each for
a term of four years.! According to the act, the chair-
man of the board “shall be its active executive officer.”

Expenses of the board’s operations are paid by assess-
ments on the twelve Federal Reserve banks, in accord-
ance with the statute.? At the end of 1949 the board’s
staff totaled about 525, and its total budget (exclusive
of reimbursable expenses incurred for other govern-
ment agencies) was about $3 million, of which over
$2 million went for salaries.

It is the board’s responsibility to formulate the
major credit policy decisions for the system, except for
open-market operations which are controlled by the
Federal Open-Market Committee. The board is a
policy-making body; it has virtually no operating func-
tions. Operating functions are performed by the twelve
Federal Reserve banks, acting under regulations and
general supervision of the board (and the Open-Market
Committee). Beyond its major credit-policy delibera-
tions, the board carries out its statutory responsibilities
primarily through the issuance and maintenance of
regulations, supplemented by direct examinations of

! Apparently unintentionally, these terms begin in the last year
of each presidential term.

* Thus the system receives no government appropriated funds.
Since the earnings of the Reserve banks are now predominantly from
government securities, however, the Board of Governors’ as well as
the Reserve banks’ operations are indirectly financed in large part
from government funds.
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the Reserve banks and of a few other institutions speci-
fied by the statute. The board represents the Federal
Reserve System in most of its relations with executive
departments of the government and with congressional
committees, although on some occasions the Reserve
banks act directly in these connections. The board is
required to exercise special supervision over foreign
contacts and international operations of the reserve
banks. The Board members are also members of the
Federal Open-Market Committee.?

A more detailed description of the board’s organiza-
tion is presented in Appendix II.

The Federal Reserve Banks

< There are twelve Federal Reserve banks, each serv-
ing a Federal Reserve District. Ten of the banks have
branches, of which there are a total of twenty-four to
facilitate contacts with the member banks of their dis-
tricts. Although the stock of these Reserve banks is
owned, by law, by the member commercial banks of
the various districts, the intent of the law is clearly that
the Reserve banks shall be operated in the public in-
terest. Reserve-bank earnings now arise largely from
interest on government securities purchased and on

8 Prior to the Banking Act of 1935, the Federal Reserve Board
consisted of eight members, including the Secretary of the Treasury
and the Comptroller of the Currency, ex officio. In 1923 the number
of members was increased from seven to eight, reflecting pressure from
agricultural interests for representation. The Banking Act of 1935
eliminated the two ex officio members of the board, reduced it to

seven members, and added the requirement for due representation of
financial, agricultural, commercial and industrial interests.
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funds advanced to member banks. The earnings of the
Reserve banks are used, by law, to pay the operating
expenses of the banks themselves and of the board, to
pay a fixed 6 per cent dividend on stock held by mem-
ber banks, and to build up the surplus accounts of the
Reserve banks. Since April 194%, however, in accord-
ance with a policy adopted by the board, the Reserve
banks have paid into the federal Treasury approximately
go per cent of their net earnings after expenses and
after payment of the dividend prescribed by statute on
all stock held by member banks.* This action reflected
the fact that the Federal Reserve’s large net earnings
are now received almost exclusively from interest on
United States government securities held as the result
of open-market operations during the war and the de-
sire of the Reserve officials to be entirely free of any
suspicion that they were endeavoring to make profits
at the expense of the treasury.

~Each Federal Reserve bank has nine directors, three
each in classes A, B, and C. Class C directors are ap-
pointed by the Board of Governors, and one of them
is de31gnated by the board as chairman of the Board of
Directors! ‘Class A and B directors are elected by the

¢ Until 1933, 9o per cent of the Reserve banks’ net earnings were
recaptured by the Federal Treasury under a special franchise tax. As
part of the banking legislation of 1933, $140 million of Federal Re-
serve surplus was transferred by act of Congress to help set up the
capital account of the Federal Deposit Insurance Corporation. At that
time provision was made for all Federal Reserve bank net earnings to
remain in surplus accounts of the Reserve banks. In case of liquida-
tion, all Reserve bank surplus after payment of obligations becomes
the property of the United States.
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member banks of the district. The three class A di-
rectors are bankers, representing the large, medium,
and small banks of each district, respectively. The three
class B directors must be actively engaged in the district
in commerce, agriculture, or industry, and none of the
B or C directors may be officers, directors, or employ-
ees of any bank, nor may any class C director be a
stockholder in any bank?”

Under the original Federal Reserve Act, it was ap-
parently contemplated that the chairman of the Board
of Directors would be the chief officer of each Reserve
bank, directly representing the Federal Reserve Board
as “Federal Reserve Agent.” He was originally paid a
large salary, at the discretion of the Federal Reserve
Board, and was expected to devote a substantial portion
of his time to the position. In practice, however, the
chief administrative duties in each Federal Reserve
bank tended to fall into the hands of the governor
(later president), who is a full-time employee elected
by the Board of Directors of each bank, subject to the
approval of the Board of Governors. Thus, the Bank-
ing Act of 1935 specified the president as the chief exec-
utive officer of each bank. The chairman is no longer a
paid official and he serves mainly as the chief public
representative in the deliberations of the board of di-
rectors. Salaries of presidents of the twelve Reserve
banks, on the other hand, are now $50,000 per year for
the president of the New York Reserve bank, $35,000
per year for Chicago, and $25,000 per year for each of
the other banks, in contrast with the members of the
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Board of Governors in Washington, who are limited
to salaries comparable to those of other top govern-
ment officials—specifically, to $16,000.

Decentralization is an important characteristic of the
Federal Reserve System. Each Reserve bank and each
branch office is a regional and local institution as well
as part of the nation-wide system. This arrangement is
maintained to give effective representation to the views
and interests of the various parts of the country as well
as to provide an efficient system for carrying out the
policy decisions made by System authorities.

Most of the Reserve banks’ 19,000 employees are en-
gaged in rendering the many routine services provided
by the banks—clearing checks, handling currency, and
taking care of the fiscal affairs of the Treasury (on a
reimbursable basis). In 1948, over two billion checks
totaling nearly $goo billion were cleared; over seven-
teen million United States government bond coupons
were paid; $322 billion in government securities were
issued, redeemed, or exchanged; and about $24 billion
of currency was handled.

Beyond these service activities, the Reserve banks
carry out the commercial bank supervisory responsibili-
ties vested in the Board of Governors; provide the sys-
tem’s loan, rediscount, and guarantee facilities; carry
on the system’s open-market operations; advise and
counsel the member banks; and generally act as the
operating units of the system and the primary liaison
between the Board of Governors and the banking and
financial system, all under the general supervision of
the board and the Open-Market Committee. The main
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statutory responsibility of the Reserve banks for gen-
eral credit policy is through their participation in the
Federal Open-Market Committee, though the Federal
Reserve Act is sprinkled with directives to protect the
“soundness” of the banking and credit system. In prac-
tice the participation of the Reserve banks, especially
the New York bank, has been greater than is suggested
by the language of the statute.

Federal Open-Market Committee

The Federal Open-Market Committee, consisting of
the seven members of the Board of Governors and five
representatives elected by the Federal Reserve Banks,’
was created by the Banking Act of 1935 to exercise
control over open-market operations by the Federal
Reserve. It grew out of a comparable informal Reserve
bank committee which had developed over the preced-
ing decade. The Federal Reserve banks are required by
law to carry out the decisions of the Open-Market Com-
mittee. The committee meets in Washington four times
a year, or oftener if necessary, and reviews the entire
business and credit situation.

In practice, the full committee makes only broad
policy decisions; the more detailed operations are car-
ried out by an executive committee of five members,
three of whom are from the Board of Governors and

® The president of the New York Reserve Bank is now by law
always a member of this committee, and serves as vice-chairman of
the committee, in view of his strategic position in the nation’s security
markets. The other four presidential openings now rotate in the an-
nual elections held by the Reserve banks.
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two from the presidents. The executive committee also
makes recommendations with respect to financing poli-
cies of the Treasury and consults with the Treasury on
matters of debt and financing. As a practical matter,
the deliberations of the Open Market Committee in-
evitably touch on all questions of credit policy, since
the several credit instruments available to the Federal
Reserve authorities cannot be considered realistically
in isolation from one another.

Although not provided by the statute, a conference of
chairmen of the boards of directors of the Federal Re-
serve banks and a conference of presidents of the Fed-
eral Reserve banks meet frequently in Washington to
discuss common problems and to consider with the
board the problems of credit policy currently facing
the system. The conference of presidents, in particular,
has attained a role of substantial importance as a de-
vice for coordinating the views and activities of the
several Reserve banks. The board also, as occasion re-
quires, invites conferences of businessmen, bankers, or
others to Washington to consider with it problems of
credit policy and their effect on the nation’s economy.

The Federal Advisory Council

This council consists of twelve private commercial
bankers representing the member banks of each district.
One member of the council is selected annually by each
of the twelve Federal Reserve banks. The council meets
with the Board of Governors at least four times a year
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to advise the board on general business and credit
conditions and to make recommendations on Federal
Reserve policies. In connection with this function, the
council has legal power to call on the board for in-
formation on these issues. The council’s function is
purely advisory; it has no power to force the Reserve
authorities to act on its recommendations.

“The major purpose of establishing the council was to
guarantee to the member bankers adequate hearing on
all matters; a second purpose was to expose board de-
cisions to the public view whenever the council deemed
desirable"The mechanism has served the first of these
purposes. As to the second, the council has taken little
action, probably because the board gives extensive
publicity to its own views and policies. While the
council was specifically established to advise the board,
open-market operations are specified by statute as
within its purview, and its advice to Board members
is clearly intended to cover also their roles as members
of the Open-Market Committee.

The Member Banks

At the end of 1949 about 7,000 banks were members
of the Federal Reserve System, out of a total of slightly
over 14,000 commercial banks. Member banks thus con-
stituted about half the total, but they held nearly 85
per cent of all commercial-bank deposits. All national
banks (banks chartered by the federal government) are
required to be members of the Federal Reserve System;



Federal Reserve Policy-Making 30

state banks may become members if they so desire. At
the end of 1949, about 5,000 national and 2,000 state
banks were members. Thus, the Federal Reserve Sys-
tem contains most of the banking assets and deposits of
the country, including those of all national banks, but
nonmember banks operating under nonstandardized
state regulations still constitute a substantial bloc.®
Each member bank is required to buy and hold stock
in its Federal Reserve bank equal to 6 per cent of the
member bank’s capital and surplus; it receives an
annual 6 per cent dividend on this stock.” Each member
bank is also required to maintain its legal reserves with
the Federal Reserve bank in its district and is subject
to regular supervision by the Federal Reserve authori-
ties. Member banks are on the whole subject to more
stringent reserve requirements and operating regula-
tions than are nonmember banks. Moreover, their min-
imum capital requirements are generally higher. On
the other hand, member banks are able to borrow
from the Federal Reserve banks when they need addi-
tional funds; to use Federal Reserve facilities for col-
lecting checks, settling balances, and transferring funds;
to obtain currency as required; and to participate in
the election of six of nine directors of each Federal
¢ Under the legislation of 1933 establishing federal deposit in-
surance, a provision was included requiring all banks to become mem-
bers of the Federal Reserve System if they wished to obtain federal
deposit insurance. As the result of extended controversy within and
outside of Congress this requirement was several times postponed and
finally removed before it was scheduled to become effective.

"To date only half this legal subscription has been called by
the Reserve banks.
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Reserve bank. Membership in the system also confers
prestige and has publicity value.’

8 Nonmember banks utilize large city “correspondent” banks for
some of these purposes; they are permitted to use Federal Reserve
check clearing facilities directly upon compliance with certain regula-
tions. For a more detailed analysis of the advantages and dcterrents
to Federal Reserve membership, see The Federal Reserve System—Its
Purposes and Functions, pp. 48-51, and Banking Studies, pp. 273-94.
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The Role of Monetary Policy

The major purpose of this study is to describe the
operations of the Federal Reserve as a policy-making
organization, and to suggest how these operations might
be more effectively carried out. It is therefore essential,
as a basis for evaluation, to specify the policies under
consideration and to set forth relevant criteria of
“good” policy-making.

Three major policy functions usually specified for
the Federal Reserve, aside from routine service func-
tions, were indicated in Chapter I:

"1. To regulate the availability, cost, and use of
money,! both in the aggregate and in segments, so as to
make a maximum contribution to high-level economic
stability (roughly, high-level employment of men and
productive capacity without inflation).

2. To supervise member banks so as to prevent “un-
sound” banking practices and to aid in maintaining
high-level economic stability.

3. To engage in direct lending to business, or to

1“Money” is here used throughout to include currency plus
demand and time deposits held by the nonbanking public. The Fed-
eral Reserve figure of “Adjusted Deposits of All Banks and Currency
Outside Banks, Less U. S. Government Deposits” (e.g., p. 539 of the

May 1949 Federal Reserve Bulletin) provides an easily accessible sta-
tistical series approximating this concept.
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guarantee such loans, in cases where “regular” financing
channels fail to provide adequate credit at a reasonable
cost. ¥

Although such was probably not the intention of
the framers of the Federal Reserve Act, monetary
(credit) control is the main policy responsibility of the
Federal Reserve, and it is this policy function that is
the main concern of the present monograph. Both bank
supervision and direct lending may be viewed as, in
part, subsidiary devices of monetary policy, though they
have important independent goals. Since monetary
policy is the prime concern of the Federal Reserve, the
balance of this chapter is devoted primarily to it. More
detailed examination of the possible objectives of bank-
supervisory and direct-lending policy are deferred un-
til the later sections dealing specifically with those
areas.

What Is Monetary Policy?

Monetary (or credit) policy is usually defined as
control of the availability, cost, and use of money; it
thus encompasses both *“quantitative” and *“qualita-
tive” controls. But both experience and modern mone-
tary theory suggest that this definition is too narrow to
be of maximum use. There is no sharp line between
“money” and a variety of other liquid assets, especially
federal government securities. Moreover, many of the
policy measures aimed at controlling the supply of
money inevitably have offsetting or reinforcing effects
on other types of liquid assets. “Monetary policy” may
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be strictly limited to control of the money supply,
taking into account, as a separate stage of analysis, the
wide range of money substitutes. But for most analyt-
ical purposes it is more realistic and more useful to
recognize the cross effects of federal monetary measures
on a somewhat broader range of liquid assets.

Commonplace examples illustrate this point. If ad-
ditional reserves are provided to induce new commer-
cial-bank lending to business, resulting new loans
will correspondingly increase the money supply in the
hands of the public. But they will also increase the pub-
lic’s liabilities to the banking system. In contrast, federal
governmental borrowing from the banks to finance
expenditures also increases the public’s money supply,
but without any offsetting public liability to the banks.3
A third possibility is government borrowing from the
nonbanking public to finance expenditures. This, like
balanced-budget tax-financing, has no effect on the
money supply, but it does increase the public’s supply
of liquid assets (government securities) by the amount
borrowed.

In the first two cases there is an increase in the money
supply; in the third there is not. Yet in the first case the
offsetting private liabilities may mean that the public’s
future propensities to consume and invest may be in-
creased less than in the third case where there is no
increase in the money supply. Certainly this may be
true where the convertibility of government securities

® Except in so far as the public debt may be said to constitute
such a liability. This, even if so considered, would be vastly different
in degree from the preceding case, as seen from the individual or busi-
ness viewpoint.
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into cash at par is guaranteed, as at present. In many
respects, the most significant figure for monetary policy
may be the sum of currency, deposits, and federal gov-
ernment securities less private loan and investment
liabilities to the banking system; this would give a net
publicly held liquid-asset figure.* In any event, it is
clear that the total position of the nonbanking public
on liquid assets and the composition of those assets
are likely to be more significant for many purposes
than merely the money-supply figure.

Monetary policy, therefore, may be most usefully
taken to cover those actions by the federal authori-
ties that importantly affect the volume and composition
of liquid assets (currency, deposits, and federal govern-
ment securities) held by the nonbanking public.® This

¢For practical purposes, this is essentially federal government
currency and interest bearing debt outstanding, plus those deposits
produced in a 1 for 1 ratio by gold inflow. In other words, it is federal
government debt liabilities to the public, including currency, plus
deposits based directly on gold. “The public” is used throughout to
mean the non-commercial-banking public, including state and local
governments.

8 There is, of course, no necessary reason for stopping with gov-
ernment securities; other highly liquid assets could be included. But
in all other cases, any privately held liquid asset is matched and to
some degree offset by a privately owed liability (including state and
local governments in the private sector). Moreover, as a practical
matter, a good deal can be said for drawing the line after government
securities, both because of the easy availability of data on this liquid-
asset group and because government securities are probably about the
only liquid asset considered as very near money by almost everyone
in the population; nearly every other form of near money tends to be
somewhat specialized to one group or another.

A strong case can be made for broadening the definition to include
actions affecting the public’s demand for, as well as supply of, liquid
assets. In principle monetary policy can equally well work on either
the demand or supply side. But again, as a practical matter, inclusion
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implies focus on the public’s liquidity position—on the
relation between the public’s demand for, and supply
of, different types of liquid assets. Steps to increase
the supply of such assets, ceteris paribus, will generally
increase the public’s propensity both to consume and to
invest; a shrinking supply, ceteris paribus, will have
the opposite effect. Measures to change the composition
of the assets held can also have varied effects on the
public’s propensities to consume, save, and invest.

So defined, monetary policy obviously encompasses
the usual Federal Reserve credit-policy operations—
open-market operations, reserve requirement and dis-
count rate changes, selective credit controls, and “moral
suasion.” It also includes nearly all federal debt policy
which, except for intragovernment transactions and
direct refundings, necessarily affects the public’s sup-
ply of liquid assets; and it includes the impact of
federal cash deficits or surpluses. Lending policies of
government agencies are also obviously encompassed
unless government loans merely replace private lend-
ers. Thus in contrast with traditional concern with
the supply of money, what are usually called “mone-
tary” policy and federal “debt” policy must be con-
sidered inseparable when the public’s total position on

of the demand for liquid assets would so broaden the concept as to
bring in a wide range of policy measures commonly considered far
outside the monetary area (e.g., imposition or removal of price ceil-
ings which would clearly affect business and consumer demands for
liquid assets) and so lessen its usefulness in focusing policy responsi-
bility. For strictly analytical purposes, inclusion of both the demand
and supply sides would be advantageous.



37 The Role of Monetary Policy

liquid assets is taken into account. And the line be-
tween traditional “monetary” policy and federal ‘“fis-
cal” and “lending” policies becomes highly artificial
in many cases, because of the large liquid-asset effects
of fiscal and lending policies. Similarly, effective fiscal
policy, which aims directly at affecting the income
stream, increasingly appears to require appropriate
changes in the supply and composition of liquid assets.

Absence of Statutory Obijectives for
Monetary Policy

There is no clear-cut mandate or set of standards
prescribed by the statute as objectives for the exercise
of the Federal Reserve’s broad powers of monetary con-
trol. The Federal Reserve Act itself, replete with vast
detail on the system’s service functions, provides little
information on what the system’s monetary-policy
duties are. This situation reflects partly the early em-
phasis on the gold standard and the commercial bills
of credit doctrine of “sound” banking as quasi-auto-
matic guides to Federal Reserve behavior. It reflects
also the failure of Congress to specify standards or
precise directives for monetary policy in the Banking
Acts of 1934 and 1935; this congressional failure rested
partly on the strong protests of Federal Reserve officials
against any specific directives that would tie their
hands. Outside of the original preamble and sprinkled
admonitions against undue use of “speculative” credit
and unsound banking practices, which suggest a policy
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attitude rather than prescribing clear-cut standards,
there is little in the way of a congressional mandate.®
Directives to help achieve full employment, prevent
inflations, or mitigate business fluctuations are con-
spicuously lacking.

Until recently, the Treasury had even less specific
guidance from Congress on the exercise of its debt
management responsibilities. Treasury officials appear
generally to have taken minimization of interest cost,
together with protection of good will for possible future
borrowing, as their major goals in the area, but clear-
cut general policy statements are scarce. On fiscal policy
(current taxes and expenditures) the Treasury has, for
the last decade at least, consistently advocated policies
oriented, in the judgment of Treasury officials, toward
obtaining maximum output and employment with
minimal inflation; but in the end it is Congress, not
the Treasury, that determines taxes, expenditures, and
the size of the cash deficit or surplus. Inconsistency be-
tween announced Treasury objectives and actual meas-
ures in the fiscal and debt policy areas has been re-
peated and conspicuous since the 1930’s.

Under the circumstances, it is not surprising that
Federal Reserve and Treasury officials have often dif-
fered about the proper exercise of their respective and
joint monetary-policy powers over bank reserves, open-
market operations, and debt policy. The directives to
the various governmental lending agencies, moreover,
are for the most part narrowly stated in terms of assist-

¢ The act includes a few scattered particular directives for the
exercise of particular powers. See footnote 11, p. 18.
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ance to some particular borrowing group (farmers,
home buyers, veterans, and so forth). These provide no
common bond for federal monetary and lending poli-
cies. On the contrary, they assure conflicting policies in
inflationary periods if restrictive monetary policies are
attempted by the Federal Reserve or Treasury. This
failure of Congress to establish and apply generally a
rcasonably clear mandate for guidance in formulating
monetary policy underlies in a very fundamental sense
the continuing conflicts in the formation of credit
policy by the Reserve, of debt policy by the Treasury,
and of lending policies by the various lending agencies.

The Employment Act of 1946,” which declares that
“it is the continuing policy and responsibility of the
Federal Government to use all practicable means con-
sistent with its needs and obligations and other essential
considerations of national policy . . . to promote max-
imum employment, production, and purchasing
power,” remedied somewhat this lack of directive.
Nevertheless, the implications of the act for Federal
Reserve policy are not prescribed, and the “quasi-
governmental” Federal Reserve authorities have little
specific statutory guidance or mandate in the complex
field of monetary policy. Thus, sharp differences of
judgment about appropriate monetary policies are still
certain to arise, both within the system, among the
various government agencies concerned with the prob-
lem, and between the Reserve authorities and such
nongovernmental groups as the commercial bankers.

In judging the effectiveness of the Federal Reserve

" Public Law 304, 79th Congress, 2nd session.
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as a monetary policy-forming organization, therefore,
we have virtually no usable legislative standards of ref-
erence. Under the circumstances, we may say provision-
ally® that the prime objective of monetary policy should
be to make its maximum contribution to continuing
high level employment of men and of productive ca-
pacity without inflation. This statement would pre-
sumably be acceptable to most monetary experts, and,
while it leaves unsolved many of the possible conflicts
among goals, it will provide a general test of “good”
monetary policy to bear in mind while investigating
the processes and problems of the formation of mone-
tary policy.?

Traditional Objectives and Methods of
Monetary Control

It has been recognized for many years that commer-
cial banks, acting in accord with their accepted goals
of earning profits through lending and investing, may
produce serious destabilizing effects on national in-

8 Pending more intensive analysis of possible conflicting objec-
tives in monetary, as well as bank-supervisory and lending, policies
in Part Four.

® Writing in 1932, C. O. Hardy listed nine aims of credit policy:
(1) Prevention of panics—"“unquestionably the most important objec-
tive”; (2) stabilization of business conditions; (8) stabilization of the
price level; (4) stabilization of the money market itself; (5) assistance
to Europe in the establishment of stable currencies; (6) keeping money
cheap for “legitimate” borrowers; (7) prevention of stock speculation;
(8) helping the Treasury borrow on advantageous terms; and (g) re-
form of bank lending practices toward use of self-liquidating, short-
term commercial loans.—Credit Policies of the Federal Reserve Sys-
tem, pp. 16-17.



41 The Role of Monetary Policy

come, employment, and prices. Lending and investing
by commercial banks creates a corresponding volume
of checking deposits on which borrowers may draw
through writing checks; the borrower ordinarily takes
his loan in the form of a checking deposit. In short,
bank lending creates new money which can be spent
and respent from one recipient to another as long as
the loan and corresponding money are not wiped out
by repayment to the original lending bank. The bor-
rower gives his statement of indebtedness (promise to
pay) to the bank, and in exchange receives the bank’s
promise to pay, which is acceptable as circulating
money in the form of checks. The effect of the new
deposits (that is, purchasing power) on the borrower’s
and the economy’s propensity to spend may be partly
offset by the borrower’s corresponding debt to the loan-
ing bank, but the economy’s liquidity on balance is
pretty clearly increased by such bank lending. This
increased liquidity is wiped out by repayment to the
lending bank of the loan outstanding.

This power of banks to vary the nation’s money sup-
ply leads generally to an increased volume of money in
boom periods and to a decrease in deflationary periods.
Bankers are human beings. When business is booming,
prices are rising, and the outlook is rosy, naturally many
loans that might be (and will be) questioned in darker
days look sound and profitable. Thus bank credit ex-
pands during expansionary periods—periods when pur-
chasing power is often already outrunning the supply
of goods available. Whether such bank lending is said
to be a cause, or merely a contributory factor, in the
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inflationary boom, its expansive role is clear, even
though each individual banker acts with what seems
at the time to be complete conservatism and pro-
priety.

On the other hand, in a period of recession and gen-
eral liquidation, the banker must look to the protection
of his solvency and his depositors’ and stockholders’
funds. Loans that looked good in more prosperous
times are called for payment instead of renewed as
prices fall and business markets shrink. Each borrower
in turn must endeavor to liquidate his assets (inven-
tories, securities, accounts receivable, and so forth) to
get money to meet his bank obligations, which in turn
means withdrawals from other banks in the system as
he collects from his debtors. Again, whether contraction
of bank loans and investments is considered a cause
or merely a contributory factor, the liquidation pres-
sure on the economy is clear. And again, the banker is
neither a scoundrel nor a fool. He is merely fulfilling
the requisites of sound banking practice in an endeavor
to keep his doors open and to protect his depositors
and stockholders against loss from bad loans.

If commercial banks kept on hand one dollar of cash
reserve for each dollar of deposits, the destabilizing ef-
fect of our present form of banking would be much
less, since the banker then could always pay off his
depositors without difficulty should they want their
money. But in fact the commercial banking system
operates on cash reserves equal to less than one-fourth
its total deposits, with the remaining deposits offset
primarily by the loans and investments whose exten-
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sion gave rise to the deposits. Thus, continuation of this
ratio means that each dollar of additional reserves can
serve as the basis for over four dollars of new bank
loans and investments, which means also a correspond-
ing volume of new deposits.!°

Viewed from another angle, the volume of reserves
the banks have limits the volume of deposits they can
legally hold, and thus the volume of loans and invest-
ments they can make. All banks must meet certain min-
imum legal cash reserve requirements—for Federal Re-
serve member banks these requirements are set by the
Board of Governors, for nonmember banks by the state
supervisors concerned.! Given any volume of reserves
held by the commercial banks, an increase in these
legal reserve requirements will restrict the potential
credit the banks can extend. This is because the in-
crease will wipe out part or all of any reserves the banks
have in excess of legal requirements, which were pre-
viously available to back additional deposits. Without
“excess” reserves no bank can increase its outstanding
loans and investments. A decrease in legal reserve re-
quirements has the opposite effect, since it provides new
reserves for lending. Or the Federal Reserve may in-
crease the lending capacity of commercial banks by

10 A simple explanation of this process is given in The Federal
Reserve System—Its Purposes and Functions, Chapter 2. Similar ex-
planations will be found in most money and banking textbooks.

1 As of September 1949, the minimum reserve requirements for
member banks against demand (checking) deposits were 22 per cent,
18 per cent, and 12 per cent respectively for banks in very large
cities, large cities, and smaller communities; they were 5 per cent
against time deposits at all member banks. Requirements are the
same or lower for nonmember banks in the various states.
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actually increasing the volume of commercial-bank re-
serves, through direct lending of cash reserves to the
banks on rediscounted paper or through provision of
cash reserves through purchases of government securi-
ties from the banks or the public (“open-market opera-
tions”). Similarly, reserves may be decreased by open-
market sales of securities held by the Federal Reserve.

During the interwar period, the role generally
assigned to credit (central bank) policy was that of
mitigating economic instability by restricting infla-
tionary commercial-bank lending and by encouraging
credit extension in deflationary and depressed periods,
primarily through controlling the volume of the banks’
excess reserves. As indicated in the preceding chapter,
the Reserve authorities had several instruments of
credit policy, including some aimed at particular types
of loans as well as the major ones aimed at controlling
the aggregate volume of money. It was generally said
that the Federal Reserve’s powers to check credit ex-
pansion were substantial, since banks before 1930 typi-
cally had few excess reserves and had to borrow from
the Federal Reserve to obtain new reserves to back ad-
ditional deposits (except in so far as gold or currency
inflows provided reserves). But the experts were much
less sanguine about Federal Reserve powers to induce
new bank lending in depressed periods. In such periods,
the Reserve authorities could provide additional excess
reserves (by open market purchases and reduced legal
reserve requirements). But they could not be sure that
new credit would be extended on these reserves, es-
pecially at times when bankers shared general pessi-
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mism concerning the business outlook and credit-worthy
loan requests dried up. Neither would lower redis-
count rates help much, because member banks would
not need or want to borrow additional reserves. About
all that credit policy could do was to provide large
excess reserves and encourage bankers to lend.

Certainly prior to 1930 and to an important extent
even thereafter, the need for any substantial central-
bank interference with the volume of commercial-bank
lending was widely denied. The gold standard was
thought to dictate the proper amount of money through
international gold flows, which increased or decreased
bank reserves in the countries concerned. This,
coupled wth restriction of bank lending primarily to
short-term, self-liquidating commercial paper, was con-
sidered sufficient to guarantee that approximately the
right amount of money would be forthcoming to meet
“business needs” without inflation.

Gradual development of skepticism concerning this
mechanism culminated in the discard of the gold stand-
ard in the 1930’s. The dethronement of gold made im-
mediately clear the need for conscious central-bank
control over the volume of money. But it was still not
until later, when the government debt began to swell,
that much careful attention was paid to the cross-
relations between fiscal-debt policy and credit policy.
Until the mid-1930’s, and to a large extent even now,
monetary policy was viewed narrowly as it affected the
supply and use of money per se, not broadly as defined
earlier in this chapter to include the entire supply and
composition of liquid assets. Nor was much considera-
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tion given to possibilities of affecting the public’s de-
mand for money as a part of monetary policy, though
this is correlative to the supply of money side of the
picture.

The Current Setting for Monetary Policy

Prior to the 1930’s the commercial banks rarely had
large excess reserves, and rediscounting at the Reserve
banks was a primary means of obtaining additional
reserve funds. Under these circumstances variation of
rediscount rates was a major tool of credit policy. But
the huge gold inflow and the “‘easy money” policy of
the 1930’s gave the banks an unprecedented excess of
reserve funds during the New Deal period of the 1930’s.

Early in World War II expanding deposits and cur-
rency again tightened reserves. But since then the Fed-
eral Reserve has stood ready to buy United States gov-
ernment securities at or above par—at a 2.5 per cent
interest rate on long-term bonds and lower rates on
shorter term issues. Thus, for practical purposes,
United States government securities held by banks have
been substantially as good as cash reserves, since they
could be converted into cash at or above par. Although
excess legal (cash) reserves have been very low since
1943, bank-held government securities have constituted
a huge de facto reservoir of excess reserves for expan-
sion of loans and other investments by member banks.
Guarantee of the market price of long-term govern-
ment securities at or around par has thus precluded any
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effective Federal Reserve action to restrict expansion
of commercial bank credit to private borrowers.

Continuation of Federal Reserve support for govern-
ment securities during and since the war has in effect
assured the banks ready access to additional reserves,
and there is no need for the banks to rediscount com-
mercial paper. Member banks can meet increased re-
serve requirements within existing limits by sales of
short-term government securities, which provide an
insulating layer between Federal Reserve restrictions
and member-bank lending policy. Thus Federal Re-
serve open-market operations (in effect the prices at
which the Reserve stands ready to buy government
securities offered for sale) have become not only
the major, but virtually the only important, remaining
instrument available to the Reserve authorities for re-
stricting the total volume of money.!? And utilization
of open-market operations to tighten credit imme-
diately meets the objection that it would permit gov-
ernment-security prices to fall below par (interest rates
paid by the government to rise).

Since the war, short-term government securities have
matured regularly at a rate of about $50 billion per
annum and have been largely refunded into new short-
term issues. The question arose whether these issues
should be refunded at the same low wartime pattern
of interest rates—34 per cent for bills, 74 per cent for
certificates, and so on for longer maturities. Even

¥ Assuming no changes in the Federal Reserve’s statutory
powers.
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though the 2.5 per cent rate was maintained on long-
term government securities, it was possible to raise
shorter term rates with much less objectionable con-
sequences; the Reserve banks could stop buying short-
term government issues at the lower interest yields or
the Treasury could offer higher rates on refunding
issues.’® This mildly restricted the tendency of the
commercial banks to convert government securities
into reserves to expand loans to business and personal
borrowers, by raising the interest rate obtainable on
short-term government securities. By using Treasury
surpluses to retire Federal Reserve-held rather than
public-held debt, it was also possible to obtain the
maximum deflationary impact from the surplus, re-
ducing both the public’s money supply and commercial
bank reserves correspondingly.

But in essence, Federal Reserve control mechanisms
(reserve requirements, open-market operations, redis-
count rates) have become largely useless against infla-
tion because of the huge volume of government securi-
ties held by the commercial banks and the public, and
because both Federal Reserve and Treasury authorities
are committed (at least temporarily) to maintaining a
low rate on government securities. Given this rate
policy, Treasury debt policy is also largely immobilized
against inflation. Only current fiscal policy (taxes, ex-

®Since maturities are so near on such issues there is little
problem of their market price dropping far below par. A higher in-
terest rate (lower price) on such securities therefore raises no problems
of severe price decline and possible “inequity” to government-security
holders comparable to those faced in considering a higher interest
rate for long-term issues.
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penditures, and the relation between them) remains as
a potent monetary-fiscal anti-inflation weapon.

The real issues on monetary policy in the postwar
period have thus centered around the prices at which
the Federal Reserve stood ready to buy government
securities offered directly or in the open market, and
around the interest rates at which the Treasury would
borrow on new or refunding public debt issues. In fact,
the two decisions have been inseparable. The Federal
Reserve has changed its open-market policy (its pattern
of buying prices for government securities) only after
full consultation with the Treasury; and changes in
Federal Reserve buying prices on short-term govern-
ment securities have been closely coordinated with
changes in the interest rates offered by the Treasury on
refunding issues. The determination of open-market
policy has thus been essentially a determination, in
effect jointly with the Treasury, of the structure of
interest rates on government securities. Treasury rate
policy has no less been made in collaboration with
Federal Reserve open-market policy, though there is
little doubt that the Treasury has been the dominant
partner throughout the period.

In short, the current setting for monetary policy
is an unprecedented degree of liquidity, about which
little can be done except by drastic statutory changes in
monetary powers or by permitting inflation to erode
existing liquid assets, and which may easily increase
substantially if a strong demand for private loans re-
curs and the policy of supporting the price of govern-
ment bonds is retained. In deflationary periods when
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expansionary pressure is needed, the large volume of
liquid assets is a welcome ally. But in either setting,
such large liquid holdings provide a large and unpre-
dictable cushion between current monetary-fiscal poli-
cies, whether expansionary or deflationary, and their
impact on the current rate of spending. And in either
setting, the pressures for joint action on monetary
policy by the Federal Reserve and the Treasury are
likely to prove irresistible, whatever their relation to
current federal fiscal and lending policies.



PART TWO

Internal Policy Formation






IV
Open-Market Operations

As suggested by the previous chapter, Federal Re-
serve monetary policy is inextricably bound up with
Treasury policy on closely related issues. In fact, during
the past decade monetary policy has been essentially
made in the frequent conferences of high-ranking offi-
cials of the Treasury and the Federal Reserve far more
than in the Federal Reserve itself, especially with refer-
ence to open-market policy and Treasury financing—
the core of monetary policy over the decade.

Thus, in many respects, analysis of interrelations be-
tween the Federal Reserve and the Treasury in mone-
tary policy formation constitutes the crux of the prob-
lem. However, the next few chapters are first devoted
to the Federal Reserve’s internal policy formation, in
so far as this can be separated from interagency rela-
tions. This leaves for Part III examination of the
Federal Reserve’s external relations in policy forma-
tion.

Formal Organization

The Federal Open-Market Committee is legally
responsible for Federal Reserve open-market policy.
Composed of the seven board members and five elected
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Reserve-bank presidents, the committee meets at least
four times a year in Washington, at the call of the
chairman or at the request of any three members.
The chairman of the Board of Governors is invari-
ably elected chairman of the committee, and the
president of the New York Bank, who is always on
the committee, vice-chairman, by virtue of his spe-
cial position in the nation’s primary money market
and the New York Bank’s role as agent for the com-
mittee in its market dealings. No Reserve bank is
permitted to engage in open-market operations except
under the direction of the committee. Under the stat-
ute, the committee transmits its policy decisions to the
Reserve banks through regulations comparable to those
used by the Board of Governors in transmitting its
formal policy and administrative rulings to the Reserve
banks and others. The Open-Market Committee, how-
ever, has chosen to designate the Federal Reserve Bank
of New York as its agent to execute its transactions
through the “system open-market account.” Purchases
and sales, as they affect the aggregate Federal Reserve
bank holdings of government securities, are then allo-
cated among the twelve Reserve banks in accordance
with a special formula agreed upon by the banks.

The Open-Market Committee designates annually an
Executive Committee of five members. The chairman of
the Open-Market Committee is its chairman, and its
membership of five includes three from the Board of
Governors and two from the Reserve-bank presidents.
The full Open-Market Committee, meeting quarterly,
determines the general pattern of .policy for the suc-
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ceeding quarter and directs the Executive committee to
carry out this policy. The Executive Committee meets
monthly, or more often if required, directs in more
detail the operations of the system open-market ac-
count within the framework of the policy directives of
the Open-Market Committee, and also keeps the full
committee informed of important market develop-
ments. Day-to-day operations in the market are then
handled by the manager of the system account, who is
also a vice-president of the New York Reserve Bank
and is designated by that bank, subject to approval of
the committee.

The Open-Market Committee has a small official staff
including its secretary, assistant secretary, general coun-
sel, assistant general counsel, economist, and associate
economists, who perform the duties indicated by their
titles. In practice, these officials have been the officials
of corresponding rank from the Board of Governor’s
staff, except that the associate economists have usually
been chosen from among the Reserve bank chief econo-
mists. The committee is thus served by the staffs of the
Board of Governors and of the various Reserve banks,
and the preparatory staff work done for the Open-Mar-
ket Committee on credit policy is generally indistin-
guishable from that done for the Board of Governors
and the various Reserve banks in their non-Open-
Market Committee capacities.
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The Process of Policy-Making

As a practical matter the process of policy-making by
the Open-Market Committee is in many respects a
continuous one. The twelve members, in their individ-
ual capacities as board members or Reserve-bank presi-
dents, are continually concerned with the operations of
the money markets and with the credit situation in
general. While committee meetings are held only
quarterly, monetary policy questions represent the
major interest of the board members in the interim
periods as well, and to varying degrees the major in-
terest of the Reserve-bank presidents. Thus the mem-
bers of the Board of Governors have at any time,
formally or informally, a position on current issues of
monetary policy. This is the main concern of the
board and its large staff. It is a subject of constant dis-
cussion at policy and staff levels.! Somewhat the same
situation prevails for several of the individual Reserve-
bank presidents. This is especially true of the New
York president, who works in the nation’s major money
market and whose research and credit-policy staff is
more comparable to that of the board than to the
smaller staffs maintained by the other Reserve banks.
But officers of the other Reserve banks as well have
increasingly taken monetary policy as a major interest,
in contrast to the primary interest in bank operating
matters shown by numerous Reserve-bank presidents
in the past.

! A more detailed description of internal Board procedures will
be found in Chapters V and VI,
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On the day preceding each Open-Market Committee
meeting, it is customary for the twelve Reserve-bank
presidents to meet separately in Washington to discuss
common Reserve-bank problems and to consider de-
velopment in credit policy. While the statute makes no
formal provision for such a group, this conference of
presidents, with its elected chairman and vice-chair-
man, is now a well-established though informal part of
the system’s organization.

In their preliminary meetings as a conference and
in their informal discussions, the presidents may reach
preliminary positions on appropriate courses of open-
market policy and of other related types of credit pol-
icy. While little concrete evidence is available, it ap-
pears that there has sometimes been a tendency for the
presidents to consider themselves as something of a
“bloc” during periods of controversy with the board
over open-market and reserve policy. But this has not
been uniformly true and the Reserve Bank presidents
often disagree. Often led by the president of the New
York Bank, they have generally been inclined to favor
more cautious, mild policies that would be less dis-
turbing to the normal courses of banking and the
money markets than have the board members.

This was apparently true, for example, at various
points during the war when the possibility of raising
reserve requirements was considered; following the
war when board proposals to tighten up sharply on
interest rates were under discussion; and when the
Board recently proposed that additional special statu-
tory reserve requirements (fulfillable by holding
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government securities) be imposed on member banks
to check loan expansion. On highly technical ques-
tions such as these, where no definitive criteria for
action are available, it is only natural that the Reserve-
bank presidents, whose daily work brings them into in-
timate contact with the commercial banks of their
districts, should sense and appreciate fully the problems
faced by the bankers. The board members, on the other
hand, are further removed from the private banking
community and are apt to place a higher evaluation on
the possible “public” advantage (for instance, checking
inflation) even at the cost of reducing private bank
earnings or disrupting normal money procedures.?

In Open-Market Committee meetings, discussion
typically ranges over the entire field of monetary policy,
since open-market policy must realistically be con-
sidered in connection with Treasury financing policy
and as an alternative to, or as supplemented by, other
policy instruments such as charges in reserve require-
ments and rediscount rates. Meetings are relatively in-
formal, with both reports by staff members on current

# An example is the contrast between the Board of Governors’
views on postwar anti-inflation policy as presented by Chairman
Eccles, and those presented by President Sproul of the New York Re-
serve Bank, before the Joint Congressional Committee on the Eco-
nomic Report in 1947-48. The board sought added reserve-require-
ment powers to take active steps against inflation through checking
bank credit expansion, while Mr. Sproul doubted the need for further
action in the credit field and specifically opposed the vigorous,
“clumsy” method of raising bank reserve requirements if any action
were to be taken, favoring instead a more tentative, less “disruptive”
approach. (Chairman Eccles’ testimony was given on November 27,
1947, reprinted in the Federal Reserve Bulletin, December 1947, pp.
145563, and on April 13, 1948; President Sproul’s testimony was on
May 12, 1948.)
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developments and proposals and free discussion. Those
Reserve-bank presidents who are not at the time
members of the committee also almost invariably attend
and participate as freely in the discussions as do the
committee members. This means in effect that meetings
of the committee consist of a minimum of twenty-five
to thirty persons (seven board members, twelve presi-
dents, and ten or so staff members from the board and
banks), the majority of whom feel free to participate
actively in discussion.

A group of this size, even though only twelve are
voting members, has not been found a highly effective
deliberative or executive body. The Open-Market
Committee thus functions in considerable part as a
medium for general discussion and examination of
issues; much of the role of open-market policy-making
is, as is indicated below, in effect delegated to the
Executive Committee, operating under general di-
rectives from the full committee.

When the vote is taken on a policy directive to the
Executive Committee it is usually unanimous.® This
ordinarily represents a compromise to which unan-
imous agreement can be obtained, though in some
cases there are no substantial disagreements to be
compromised and the leadership of the chairman in
establishing his views has been very strong. In cases
of board-bank conflict, the majority of votes is with
the board, which appears generally to have taken a

8 The last divided vote on a formal directive to the Executive
Committee occurred in 1943. Unanimous votes were common during
the earlier history of the committee, though less uniformly so.
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position in close support of the chairman. It is appar-
ently felt that a unanimous vote is desirable, possibly
to present a united front against possible policy criti-
cism from outside the system. This practice of unani-
mous voting obviously reduces the usefulness of the
formal voting record for ascertaining actual issues and
positions.

While directives issued by the Open-Market Com-
mittee to its Executive Committee vary depending on
the market situation at which they are aimed, most
directives have been broad in nature, leaving a wide
range of discretion to the Executive Committee. Direc-
tives commonly state an objective, or general guide,
to open-market operations, and set broad limits within
which the Executive Committee must hold its purchases
or sales, but prescribe no detailed operations to the
Executive Committee. During the long period when
open-market policy was, essentially, to maintain a fixed
pattern of rates based on about 2.5 percent for long
issues, the standard directive was to carry out such
market operations as were ‘‘necessary, in the light of
the general credit situation of the country, for the
practical administration of the account, for the mainte-
nance of stable and orderly conditions in the Govern-
ment security market, and for the purpose of relating
the supply of funds in the market more closely to the
needs of commerce and business; provided that (the
account’s holdings) shall not be increased or decreased
by more than three billion dollars.” *

¢ The complete statement of a typical directive (December 9,
1947) is as follows: “The Executive Committee is directed, until
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Actual open market dealings are conducted by the
manager of the system open-market account (who is
also a vice-president of the New York Reserve Bank),
acting in close informal contact with the board chair-
man, the New York Bank president, and the Treasury.
While in the broad, the role of the manager is a nar-
row and more or less mechanical one, in a very real
sense it is he who must “make” short-run open-market
policy as well as “execute” the directives of the full
committee and of the Executive Committee. Even
maintenance of an announced fixed pattern of Treas-
ury yields is far more intricate than it sounds super-
ficially, since the system account has consistently dis-

otherwise directed by the Federal Open Market Committee, to arrange
for such transactions for the System open market account, either in
the open market or directly with the Treasury (including purchases,
sales, exchanges, replacement of maturing securities and letting matu-
rities run off without replacement), as may be necessary, in the light of
the general credit situation of the country, for the practical adminis-
tration of the account, for the maintenance of stable and orderly
conditions in the Government security market, and for the purpose of
relating the supply of funds in the market more closely to the needs
of commerce and business; provided that the aggregate amount of
securities held in the account at the close of this date other than spe-
cial short-term certificates of indebtedness purchased for the temporary
accommodation of the Treasury shall not be increased or decreased by
more than three billion dollars.

“The Executive Committee is further directed, until otherwise
directed by the Federal Open Market Committee, to arrange for the
purchase for the System open market account direct from the Treas-
ury of such amounts of special short-term certificates of indebtedness
as may be necessary from time to time for the temporary accommoda-
tion of the Treasury; provided that the total amount of such cer-
tificates held in the account at any one time shall not exceed 1.5
billion dollars.”

Directives, when published in the Board’s annual reports, are
usually accompanied by a brief explanation of the reasons for the
action.
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criminated between regular buyers and sellers and
those who are merely trying to speculate at the expense
of the account. In periods of strong market pressure
or of shifting rates, the job of the manager involves
substantial discretion in buying and selling large
amounts of securities, mainly through a relatively small
number of New York dealers and banks. This will be
increasingly true under the new policy (adopted July
1049) of insuring “adequate credit” to the market
rather than maintaining a fixed pattern of rates — in
effect, permitting interest rates to fall though guaran-
teeing they will not rise through a fall in the price of
long-term government securities below par. In carrying
out this responsibility, the account manager consults
a few officials of the board, the New York Bank, and
the Treasury rather than the full Executive Committee.
These three or four men in effect make open-market
policy within only the broad restrictions of the full
committee directives.®

This consideration of internal Federal Reserve
open-market policy formation only hints at the crucial,
often dominant, role played by officials of the Treasury.
All major decisions about the rate structure of govern-
ment securities are considered in informal conferences
between Federal Reserve and Treasury officials, often
only one or two from each agency. During and since
the war monetary policy was adjusted to accommodate
Treasury low-interest financing whenever this objec-

® As indicated below and in Chapter IX, the same three men
(excluding the account manager) have largely also made the broad
policies enunciated in the full committe directives.
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tive conflicted seriously with others, such as anti-infla-
tionary credit restriction.® More recently, with reces-
sion and moderate commodity price declines, this
potential policy conflict vanished, but monetary
policy continues to be made no less jointly.

Chairman’s Leadership in Policy Formation

The importance of these joint Federal Reserve-
Treasury discussions and decisions inevitably concen-
trates a high degree of Federal Reserve leadership in
the major conferees, the chairman of the board and
the president of the New York Bank. This leadership
has been greatly strengthened over the past decade
by the fact that both Governor Marriner Eccles at the
Board and Presidents George Harrison and Allan
Sproul in New York have been “strong” men who have
exercised system leadership on other policies as well.?

There can be no doubt that during his chairmanship
from 1934 to 1948 Governor Eccles made the role of
chairman one of strong leadership for the board. There
is no case on record in the board’s formal reports during
the entire fourteen years when a policy decision was
taken against his vote, and in the large majority of
cases votes were unanimous. Governor Eccles’ leader-
ship in the board per se, and as part of the Open-Market
Committee, was exercised predominantly through in-
formal discussion with other members rather than

® This will be considered more fully in Part Three.

" As this is written, Chairman Thomas McCabe has served so
briefly as chairman of the board that there is no basis for generaliza-
tion beyond Chairman Eccles’s regime.
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through obtaining formal voting majorities on issues
that came to final vote in a controversial state among
the board members. This situation was apparently sup-
ported by the desire of the board to take unanimous
action on policy issues whenever this was feasible, and
there was undoubtedly a substantial amount of internal
cross-influence before many of the unanimous board
votes were taken.

Governor Eccles’ leadership in policy decisions of
the Open-Market Committee appears to have been
slightly less complete, but here again there is only one
policy issue on record in his twelve years as chairman
of the committee on which his vote was overridden.®
In the Open-Market Committee, however, divided
votes were somewhat more common than in the board,
and the president of the New York Bank in particular,
it is generally agreed, often exerted marked influence
in the molding of system open-market policy. Here
again substantial persuasion and compromise in the
pre-vote discussions was common, and the recorded
policy votes possibly exaggerate somewhat the leader-
ship exerted by the chairman. As the chief Federal
Reserve representative in dealings with the Treasury,
however, the chairman served as primary Federal Re-
serve official in discussions so complex and fluid that
simple, completely prearranged positions were gener-
ally not feasible. He also served as the primary conduit

® The question was one concerning the handling of short-term
issues in the open-market account in early 1939. Three votes were
taken on the same issue, on December g0, 1938, March 7, 1939, and

March 20, 1939. In each vote, three board members voted with the
unanimous Reserve-bank presidents.
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to carry back to the Reserve authorities the complex
attitudes of Treasury officials on the problems of debt-
hnancing and interest-rate policy.?

Given the present intimate relations between the
Treasury and the Reserve on debt and credit policy,
it is almost inevitable that Federal Reserve leadership
be substantially centered in one, or at most two or
three, officials. In the Treasury responsibility on im-
portant issues is necessarily narrowed down to one
man, the secretary, or at most to two, the secretary and
undersecretary. As a practical matter, in intricate de-
cisions involving many mutually interrelated variables
a Federal Reserve Open-Market Committee of twelve
members, or even a board of seven, cannot actively and
equally share i