FRBSF WeeKy LeTTeR

Number 93-21, May 28, 1993

Federal Reserve Independence
and the Accord of 1951

Since the establishment of the Federal Reserve
System in 1913, the Fed’ relationship with both
Congress and the President has gone through
many phases, and proposals to change this rela-
tionship, or the way the Fed conducts monetary
policy, have appeared frequently in Congress. For
example, Congress amended the Federal Reserve
Act in 1977 to require the Fed to establish money
supply targets and to report those targets to Con-
gress every six months, In the early 1980s, legi-
station was introduced, but not passed, that
would have required the Fed to establish targets
for real interest rates. Other proposals have fo-
cused less on the actual implementations and
more on the ultimate objectives of monetary pol-
icy. For instance, four years ago, Representative
Neal (D) held hearings on a bili that would have
established zero inflation as the official, and sole,
policy objective for the conduct of monetary

policy.

In contrast to these earlier legislative attempts to
affect either the Fed’s objectives or its implemen-
tation of policy, Senator Sarbanes (D) of Maryland
and Representative Gonzalez (D) of Texas have
proposed changing the structure of monetary
policy decisionmaking. The intent of their pro-
posals is to provide greater political contro! over
the conduct of monetary policy by increasing the
role of the President in determining who makes
the decisions about monetary policy,

During other episodes in the Federal Reserve’s
history, Congress has supported moves designed
to increase the Fed’s independence from Execu-
tive Branch influence. One of the most important
of these moves occurred in 1951, In March of that
year, the Federal Reserve System and the US.
Treasury reached an agreement, known as the
Accord, that recognized the independence of the
Federal Reserve to conduct monetary policy. In
the Fed's negotiations with the Treasury, the Fed
was bolstered by Congressional support for an
independent monetary policy. The modern con-
duct of discretionary monetary policy in the
United States can be dated from the Accord.

The pre-Accord period

During the decade before the 1951 Accord, Fed-
eral Reserve actions were dominated by consid-
erations arising from the government’s World War
I} financing needs. The Treasury, faced with the
need to raise funds far in excess of tax receipts in
arder to finance the war effort, wanted to keep
interest rates on government securities at low
levels. The Treasury view was supported by the
Federal Reserve, and the Fed adopted an explicit
policy of supporting the government bond mar-
ket. Particularly during 1942 to 1945 when the
government was engaging in massive borrowing,
this was clearly an important consideration. As
expressed by G.L. Bach, “In this period, Federal
Reserve and Treasury officials agreed, with per-
haps more patriotic fervor than foresight, that
there must be no shortage of money to buy the
weapons of war . .’ (Bach 1971, p. 78). In April
1942, the Fed announced that it would maintain
the rate on 90 day government bills at 3% per-
cent. It did so for the next 5 years.

Whenever a central bank adopts a policy of peg-
ging market interest rates, it gives up control over
the supply of money. If the pegged rates are set
too low, private sector demand for new govern-
ment debt issues will be too smail to take up the
entire issue. To prevent bond prices from failing
(and yields rising), the Fed must serve as the
residual purchaser. In so doing, the Fed automat-
ically increases the reserves of the banking sys-
tem, aliowing an expansion of the money supply.
If the pegged rates are set too high, there will be
an excess private sector demand for government
securities, and the Fed must sell from its own
portfolic of government security holdings in or-
der to prevent interest rates from falling. In the
process, banking sector reserves are reduced,
leading to a fall in the supply of money.

The Fed continved to support bond prices after
the war for several reasons. First, the palicy facil-
itated government borrowing. The low interest
rates reduced the cost of government borrowing,
the Fed commitment ensured that the Treasury
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could always sell its new bond issues since the
Fed served as the residual purchaser, and, by
insuring the market against capital losses that
would occur if interest rates rose, the bond sup-
port program increased the overall demand for
government debt, Second, any increase in inter-
est rates on government debt would also raise
interest rates faced by private borrowers, thereby
resulting in reduced private sector investment
and increased unemployment. This concern
reflected the fears of a postwar recession. Third,
it was argued that a rise in interest rates was an
ineffectual means of combating inflation.

In the immediate postwar period, the Federal
Reserve was increasingly concerned about its
inability to prevent inflation as long as it was re-
quired to support the price of government debt.
With the Consumer Price Index rising more than
14 percent during 1947 and nearly 8 percent dur-
ing 1948, the Fed believed it needed to control
money and credit growth, The Treasury contin-
ued to argue that low interest rates were neces-
sary to maintain confidence in government credit
and to hold down the cost of government debt,
and that controlling the money supply was not
necessarily an effective means of reducing infla-
tion. Tensions rose between the Federal Reserve
and the Treasury over the Fed’s desire to estab-
{ish monetary controt. Marriner Eccles, who had
been appointed Chairman of the Board of Gover-
nors in 1934 and who openly argued against the
bond support policy, was not reappointed by
President Truman in 1948.

As long as the Fed supported the prices of long-
term government debt, holders of the debt could
view these assets as very liquid. With the bill rate
held to ¥ percent since 1942 while the ceiling
on long-term government securities was a much
higher 22 percent, there was little demand for
Treasury bills. Of the $16 billion in bills outstand-
ing in 1947, the Fed held $15.5 biilion. In the
middle of 1947, the Fed allowed the bill rate to
rise. One consequence of the rate increase was a
rise in the Fed’s interest income on the Treasury
bills it held. To ensure Treasury support for the
rate increase, the Fed agreed to turn over 90 per-
cent of its revenue to the Treasury.

In June, 1948, the Federal Open Market Commit-
tee, the Fed's policymaking committee, and the
Treasury announced that the FOMC would direct
open market operations . . . with primary re-
gard to the general business and credit situation”

(Federal Reserve Bulletin, 35, July 1349, p. 776).
Fed Chairman Thomas McCabe considered this
announcement to constitute . . . the removal of
the strait jacket in which monetary policy has
been operating for nearly a decade . . . " At the
time, however, the concern was with the eco-
nomic recession that developed in fate 1948.
Unemployment rose from 3.8 percent in 1348 to
5.9 percent in 1949, and prices actually declined
by 1 percent in 1949. Consequently, the FOMC-
Treasury agreement was an agreement to lower
interest rates in an attempt to stimulate the econ-
omy. It was unclear whether the Fed would have
the flexibility to raise interest rates if the problem
became one of inflation. In Congressional testi-
mony in 1949, the Treasury Secretary made clear
that his interpretation was that the 2'4 percent
rate on new long-term government securities
would not rise,

The conflict between the Treasury and the Fed
over interest rate policy led, in 1949, to Con-
gressional hearings on the subject headed by
Senator Paul Douglas of filinois. At this time,
Congress was generally viewed as supporting the
Fed in its conflicts with the Treasury. According
to Stein {1969, p. 258), the hearings . . . made

it clear that any attempt to bring the Federal
Reserve forcibly to heel would encounter consid-
erable resistance in the Congress, and that the
resistance would have leadership and principles
to which there would be a popular response.”
The Douglas report concluded that the benefits
of avoiding inflation were great enough to justify
giving the Federal Reserve the freedom to raise
interest raies, even at the cost of a rise in the cost
of federai debt.

The Accord

In 1950, with the recession over, inflation and the
need for monetary restraint once more became

a policy concern. During January and February
1951, the Treasury attempted to bind the Fed to
the maintenance of low interest rates through
public announcements. The Secretary of the
Treasury, John Snyder, announced that consulta-
tions with President Truman and the Chairman of
the Federal Reserve Board had led to a decision
that new long-term debt issues would continue to
be offered at a 242 percent interest rate, a view
apparently not shared by the Fed. When Fed dis-
agreement became known, President Truman
called the entire FOMC to a White House meet-
ing to discuss policy. The White House and the
Treasury then announced that the Fed would



continue to support government bond prices,
Eccles, who was still a member of the Board of
Governors, then released the Fed's confidential
minutes of the White House meeting, minutes
that contradicted the White House and Treasury
claims of a Fed commitment to keep rates fixed.

As a result of these public disputes, the Fed
asked the President to initiate negotiations be-
tween the Treasury and the Federal Reserve,
While the President established a formal commit-
tee to resolve the issues of conflict, the actual
“accord” between the two institutions was
worked out directly between Federal Reserve and
Treasury officials, On March 4, 1951, the Accord
was announced to the public: “The Treasury and
the Federal Reserve System have reached full
accord with respect to debt-management and
monetary policies to be pursued in furthering
their common purpose to assure the successful
financing of the Government’s requirements and,
at the same time, to minimize monetization of
the public debt” (Federal Reserve Bulletin,
March 1951, p. 267).

Despite the current view that the Accord en-
hanced the Fed’s ability to conduct an independ-
ent monetary policy, the language of the Accord
did not specifically address the issue of con-
flict—would the Fed be expected to continue to
support bond prices? In fact, at the time many
commentators felt the Accord was not the final
resolution of the Treasury-Fed disagreements.
However, it soon became clear that the Fed had
in fact been freed from its obligation to support
the price of government bonds.

After the Accord

Interest rates gradually rose during the two years
following the Accord, and market interest rates
became much more volatile as the Fed was now
able to pursue more activist policies. However,
Shiller (1980) shows that once short-term interest
rates on commercial paper were corrected for
inflation, real interest rates actually became
much less volatile over the 20 years following the
Accord. More importantly for the longer-term
conduct of U.S. monetary policy, the Accord sep-
arated the determination of debt-management
policy from that of monetary policy. This was a

necessary separation for controlling the money
supply and for providing the Fed the means for
controlling inflation.

Did the Accord actually give the Fed independ-
ence from the Executive Branch to conduct mon-
etary policy? At the end of March 195}, just three
weeks after the Accord was announced, President
Truman appointed William McChesney Martin,
the Treasury official who had negotiated the
Accord for the Treasury,, as Chairman of the Fed-
eral Reserve Board, a position he held until 1970,
Martin made clear, however, his view that the
Federal Reserve was an independent agency of
government, responsible to the Congress.

It is important that monetary policy be uncon-
strained by debt management considerations.
Requiring the Fed to maintain interest rates at
levels that are too low runs the risk of increased
inflation. The conflict between the Fed and the
Treasury that led to the 1951 Accord did, accord-
ing to Stein, serve a useful purpose: “If monetary
policy had floated free of the [interest rate] pegs
without a direct confrontation, the importance
of flexible monetary policy might never have
become so clear as it did to large numbers of
people, and the Federal Reserve would not have
been left with so vivid a reminder of the dangers
of compromising its independence’ (Stein 1969,
p. 278).
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