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The “"Accord"—
A Landmark in the First Fifty Years
of the Federal Reserve System

By ALLAN SPROUL

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

Having chosen to writc about this controversial episode,
because of special familiarity with it, 1 fuced certain haz-
ards which I have tried to avoid. One such hazard is that
episodes of historical significance do not spring into being
without a past and, inevitably, they have a future. So it is
with the “‘Accord™; its roots go deep into the past of the
Federal Reserve System and its influence is still being felt
and its results are still being challenged. Yet, in an article
such as this, if one is to avoid the trap of trying to write a
history of the Fedcral Rescrve System in a few thousand
words, it is possible only to brush over the past of the
“Accord” and touch only lightly on its future. A second
hazard is that in treating an episode in which one has
participated, therc is a tendency to embrace the benefits of
hindsight. Recourse to records written at the time, and not
since “improved”, has helped me to avoid this hazard, I
hope. But even if thc advantages of hindsight are elimi-
nated in this way, there remains the fact that most of the
contemporary records I have consulted are the records of
individuals or groups who wcre in the contending forces
and only on one side—my side. I have had to try to avoid
the hazard that my recolicctions, refreshed by a reading of
written records, arc subjcct to institutional and personal
bias.

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

@gemem and cost of the Federal debt a matter of major

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

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

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

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

This assumption by the credit authorities of a measurc
of responsibility for maintaining orderly conditions in the
Government security market hardened into a compact with
the Treasury for the maintcnance of a “pattern of rates™
in that market to facilitate the financing of the United
States participation in World War 1I. It was recognized
by the partics to the compact that, insofar as it was politi-
cally and economically possible, the war should be fi-
nanced out of taxes and that, for the rest, borrowing from
nonbank investors (borrowing of savings) would be pref-
erable to borrowing from the commercial banks. It was
also recognized, however, that a substantial residuc of
borrowing would have to be done through the banks, and
that this would involve an increase in the money supply
(and in the liquidity of the economy) which would not be
matched by an increase in goods and services available for
civilian use. There was an inevitable inflationary factor in
war financing, which was held in check but not removed
by direct controls, such as materials priorities and pricc
ccilings. At thc time that this gencral approach to the
problems of financing thc war was adopted, it was also
agreed that to the extent the Treasury had to borrow from
the banks, it should borrow at stable, not rising. rates of
intercst such as the financing methods of World War | had
produced. This led to the establishment of a fixed “pat-
tern of rates™ which ranged from 3 of 1 per cent on

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

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

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

The hesitations and refusals of the Trcasury meant that
the defrosting of the wartime “pattern of rates” took place
distressingly slowly, and then only in steps to a higher
fixed rate curve ending with the 22 per cent long-term
Government bonds. The supported ratc of 7% of 1 per centg
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‘ on one-year Treasury obligations was not raised to 1 per

cent until August 1947, to 1% per cent in November
1947 and to 1% per cent in October 1948, The discount
rates of the Federal Reserve Banks had to be kept in linc
with thesc rates, and were raised equally slowly from 1
per cent 1o 1% per cent in January 1948 and to 1%2 per
cent in August 1948,

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

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

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

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

Ocognizance of the dispute between the Treasury and the

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

The unfortunate failure of the Trcasury and the Federal
Reserve to find common ground for meeting the respon-
sibilitics delegated to them by Congress, where their fields
of responsibility overlapped. wus now approaching a
climax. The economy was rapidly rccovening from the
slight downturn of 1949, whcn the outbreak of hostilitics
in Korea, in June 1950, “transformed the tone and the
tempo of American economic life”.® An alrcady buoyant
cconomy becamce surcharged with inflationary pressures:
anticipatory spending by consumers and business reflected
cxpectations of increased Government spending and Gov-

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

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

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

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

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

Advice of the actions taken was immediately given,
orally, to the Sccretary of the Treasury by the Chairman
and Vice Chairman of thc Federal Opcn Market Commit-
tee (afternoon of August 18, 1950). A dclayed response
without further confcrence came within the hour. The
Trcasury had decided to announce its September-October
refunding—a $13.5 billion operation—at once, maintain-
ing the existing rate of 134 per cent for one-ycar obliga-
tions. (The actual offering was a thirteen-month note.) The
result was an issue which was a market failure—the Fed-
eral Reserve had to purchase the larger part, upward of
80 per ccnt—of the maturing securities in order to make
sure that the Treasury would not have an embarrassing
cash redemption. At the same time, as an offset to the
effect of these purchases on bank reserves, the Federal
Reserve sold other securities from its portfolio at prices
and yields in line with its actions on discount rates and
open market policy.

There followed a period of confused and confusing at-
tempts to re-cstablish a working formula for coordinating
debt management and credit policy. The President of the
United States was early brought into the embarrassing dis-
pute by the Treasury. A temporary truce was evolved
which permitted time to observe the results of the actions
taken by the Federal Reserve and, in November 1950,
there was a fairly amicable agreement embracing credit
policy and the Treasury refunding of its December and
January maturities with a 134 per cent five-year note. As

o

it turned out, thc new note did not fare well and, in terms 6
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of the amount of the maturing issues which the Federal
Reserve had to buy and the amount which the markel re-
deemed for cash, the financing was not a success.

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

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

confidence concerning Government credit”.

This was at variance with what the Fedcral Open Mar-
ket Committce believed had been said and done at the
White House meeting. In a memorandum preparcd im-
mediately after the meeting, the Fcderal Reserve rccorded
that there had been no references to reccnt disputes with
the Treasury; and that at no time had the President indi-
cated that he had in mind support, or a pledge of support,
of the financing program recently outlined by thc Secre-
tary of the Treasury (January 18, 1951 at New York).
Shocked by the public letter of the President to Chairman
McCabe, Governor Eccles rcleased the Federal Reserve
record to the press on his personal responsibility, on Feb-
ruary 3, 1951.

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

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

This counsel from members of the Congress, from which
the Federal Reserve System derives its authority and
powers, coincided with the wishes of the Federal Open
Market Committee, which on the same day (February 7,
1951) that it had written to the President, drafted a lettcr
to the Secretary of the Trcasury expressing a desire *“to
discuss credit policy and debt management programs which
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would assist in the highly important fight against inflation
and improve public confidence in thc market for Govern-
ment securitics”, and suggesting a program as the basis
for such a discussion. This letter was handcd to and dis-
cussed with the Secretary of thc Treasury by the Chair-
man and Vice Chairman of the Federal Open Market
Committee. (At this meeting, for the first time, Mr. Wil-
liam McC. Martin, Assistant Secretary of the Treasury,
took part in the discussion.)

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

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

While these discussions were going on, the White House

+ Mr. Martin, Mr. George Haas, Dircctor of Technical Research.
and Mr. Edwuard Bartell. Fiscal Assistant Secretary, from the Treas-
ury and Mr. Winfield Ricfler. Assistant to the Chairman of the
Board of Governors and Secretary of the Federal Open Market
Committee. Mr, Woodlief Thomas. economist of the Committee,
and Mr. Robert Rousc. Manager of the System Open Market Ac-
count and Vice President of the Federal Reserve Bank of New York.
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again intervened. A mecting was called by the President
on Fcbruary 26, 1951, including the Director of Defense
Mobilization, the Under Secretary of the Treasury (in the
absence of the Secrctary), the Assistant Secretary of the
Treasury (Mr. Martin), the Chairman of the Securities
and Exchange Commission, the Chairman and Vice Chair-
man of the Fedcral Open Market Committec, the mem-
bers of the Council of Economic Advisers and the special
counsel of the President. At this mceting the President
began by rcading a memorandum (which was also releascd
to the press), in which he expressed his concern with the
problem of reconciling the need to maintain stability in
the Government sccurity market and the need to restrain
credit expansion; outlined the gencral economic program
of the Administration; and requested the Sccrctary of the
Treasury, the Chairman of the Federal Reserve Board,
the Director of Defense Mobilization and the Chairman of
the Council of Economic Advisers to study the problem of
the overlapping responsibilities of the Treasury and the
Fedcral Reserve Systeni. He also expressed the hope that
“while this study is under way, no attcmpt will be made
to change the interest ratc pattern, so that stability in the
Government security market will be maintained”. This
intervention was diffcrent in form from previous interven-
tions and came more nearly to grips with the problem, but
it also failed to recognize that the Federal Reserve has
duties laid upon it by the Congress which cannot be aban-
doncd to the arbitration of ad hoc committees. For-
tunately, thc Treasury-Federal Rescrve *“Accord” was
reached while the Presidential committec was still ponder-
ing the problem, and when its report was later completed
it apparently was “filed”.

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

Mcanwhile, the negotiations of the principals in the
dispute regained their momentum. On February 28, the
staff negotiators felt that matters were sufficiently well in
hand to warrant presentation to their principals and, that
evening, the Secretary of the Treasury was consulted by
Mr. Martin and the request was made by the Sccretary
that Mr, Martin and Mr. Bartelt be permitted, orally, to
present to the Federal Open Market Committee the re-
sponsc of the Treasury to the Committee letter of Febru-
ary 7, 1951, Consideration of this report by the Commit-

v
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tce cvoked a gencrally favorable response, and the staff
group of the Committce was requcsted to resume its dis-
cussion with the Trcasury group, in the light of the views
expressed by the members of the Committee.

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

1. Purposc—to reduce to a minimum the creation of
bank reserves through monetization of the public dcbt,
whilc assuring the financing of the Government’s needs.

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

3. Support of the market for the outstanding restricted
2v2 per cent bonds by the Federal Open Market Com-
mittce at par or slightly above for a limited amount and
only during the brief period of the conversion offering.

4. With the exception of this support, the maintecnance
of orderly market conditions, hereafter, to be without ref-
ercnce to the maintenance of the par valuc of any Treas-
ury issues.

S. Reduction or discontinuance of purchases of short-
term Government sccuritics by the System Open Market
Account, so as to permit yields on such sccurities to fluc-
tuate around the discount rate (134 per cent) and thus
to make that rate effective. with the understanding that it
would not be changed during the rcmainder of the year,
except in compelling circumstances.

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

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

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

e o [.e., purchase restricted to noncommercial bank investors.

Joint announcement by the Secrctary of the
Treasury and the Chairman of the Board of Gov-
crnors and of the Federal Open Market Commit-
tec of the Federal Reserve System.

The Treasury and the Federal Reserve System
have reachcd full accord with respect to debt
management and monetary policies to be pursued
in furthering thcir common purpose to assure the
successful financing of the Government’s require-
ments and, at thc same time, to minimize moncti-
zation of the public debt.

Simultancously, the Secretary of the Treasury announced
that there would be an offering for a limited period of a
ncw investment series of long-term nonmarketable Treas-
ury bonds in exchange for the two longest outstanding rc-
stricted Treasury bonds (the 2% per cent bonds of June
and Dccember 1967-72). The dctails of this offcring were
announced March 19. The offering was a 23 per cent
bond of 1975-80 which, while nonmarketable, could bc
converted at thc holder’s option into five-year marketable
notes carrying a coupon of 1% per cent. More than two
thirds ($13.6 billion) of the outstanding 2%2 per cent
bonds of 1967-72 werc turned in for the new 234 per
ccnt bonds in this first offcring. (A year later another $1.8
billion of the new bonds werc issued in cxchange for the
four Jongest issucs of outstanding restricted bonds.)

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

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

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

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

2. Continuous communication provides the basis for
such sharing of responsibility. In the pre-“Accord™ period
there was a failure of communication which helped to lead
to the breaking of this rule. The Federal Reserve thought
it understood the position of the Treasury, but it may not
have. Therc is good rcason to believe that the Treasury
did not understand the position of the Federal Reserve.
For the latter lack of understanding, the Federal Rescrve
bore some blame. Although its basic objective was to re-
gain the initiative with respect to the creation of bank re-
serves, much of its argument with the Treasury was
couched in terms of interest rates. The intcrest rate struc-
ture, of coursc, was the place wherc Federal Reserve
policy would directly and obviously impinge on debt
management, but concentration on small changes in inter-
est rates tended to reduce discussion to a question of “hat
sizes” in thc minds of the Treasury and, to some extcnt,
of the Congress and the public. The Fcderal Reserve had
come to believe, however, that with a greatly enlarged
Federal debt and a nearly homogeneous national money
market, an opportunity had been created for effective ac-
tion with limited variation in interest rates and that, for
the time being, its objectives could be achicved by restor-
ing modest rate flexibility at the short end of the rate
structure.

3. In the abscnce of understanding and acceptance of
this belief, the Treasury viewed with some doubt the
strength of purpose of thc Federal Reserve to maintain
the 2142 per cent rate on outstanding long-tcrm Treasury
bonds, since the maintenance of this ceiling on the rate
structurc limited the permissible variation of rates lowcr
down the maturity schedule. The Fedcral Reserve was
aware of this restriction, but was willing to accept it for
a time because of its belief that there would need to be an
extensive shifting in the portfolios of investing institutions
out of long-term Government securitics and into corporate
bonds, mortgages and other dcbt instruments of the pri-
vate sector of the economy in the reconversion period,
and that this shift would have to be eascd along if scrious
market unsettlement was to be avoided. In performing this
orderly market service, the Fedcral Reserve tried to offset
the effect of its bond purchases on bank rescrves by sell-
ing equivalent amounts of short-term Government sccuri-
ties, and had considerable success. Continued success in
this maneuver, however, needed the assistance of higher
interest rates on the short-term securities being sold.

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

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

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

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

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

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

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

(b) Another suggestion for resolving conflicts of the
Treasury and Federal Reserve, where their interest and
duties overlap, and which usually draws considcrable sup-
port, is the establishment of an intcragency consultative
committce or a national monetary and credit council,
which would bring togcther the heads of a number of
Government agencies having responsibilitics related 10
credit policy and debt managcment. This would be ex-
pected to provide for informal collaboration, although
the body would bc without directive powers, which most
agree would be an usurpation of Congressional authority.
This sort of thing sounds good in conversation and looks
good on paper, but the only people who can resolve dif-
ferences arising out of overlapping statutory responsibili-
ties are people who bear the responsibility and know what
it is all about—that is the people at the Treasury and in
the Federal Rescrve System in this case. A committee or
council of the sort proposed either languishes on the vine
because of a lack of authority, or becomes a means of
exerting exccutive pressure on a body (thc Federal Re-
serve) which draws its powers from the Congress.

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

@he Federal Reserve System, this kind of proposal has little

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

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

(d) Then there are those who would substitute an in-
variable formula for fallible human judgment or weak hu-
man resolve in directing monetary affairs and, so long as
the Federal Reserve followed the formula (if it retained
its job at all), the Treasury (and everyone clse) would
have to accommodate its objectives to the working of the
formula. Idcally, one exponent of this theory says® “thc
surest way to achieve the aim of a stable monetary struc-
ture is . . . to legislate a rule specifying the behavior of
the quantity of money. The rule 1 favor is one which
specifies that the quantity of money shali grow at a steady
rate from week to weck, month to month, and year to
year”. But when this invariable formula is related to an
cxisting and future statc of affairs, and when account is
taken of thc lag bctween monetary action and its cco-
nomic cffects, hc says that “the problem of lag in reaction
and the fact that the effects are spread over a period is not
a problem that can be solved by just looking at the quan-
tity of money. In order to solve that problem or in order
to eliminate that difficulty it would be necessary to forecast
what is going to happen much better than we now can”.
So, in point of fact, except as an assertion that an in-
variable formula would have made fewer mistakes than
have been made without such a formula, he says we do
not “know enough now to set up a formula . . . which
would do more good than harm”. T am willing to wait, at

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

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

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

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






