
In a column in the Washington Poet for February 8, 1951 > Mr* Walter 

Lippmann presents the Federal Reserve case with respect to the present 

interest rate controversy. 

This case is as follows: We have had a serious inflation since last 

June. This inflation was caused by "the compulsory manufacture of money in 

the Federal Reserve System in order to buy those Government securities which 

the Treasury insisted must be bought at a fixed price." After noting the 

rise in demand deposits between April and December and the price rise 

occurring at the same time, Mr. Lippmann concludes "This is about as clear 

a case of purely monetary inflation as one can find." 

We have here a clear statement of the Federal Reserve charge. There has 

been a monetary inflation says the Federal Reserve. This was caused by 

the Treasury insisting that the Federal Reserve buy Government securities at 

a fixed price. 

To say that the purchase of Government securities caused inflation is 

to mistake form for substance — and in addition to miss the main part of the 

form. 

Inflation was caused by a rush to buy inventories — to beat the price 

rise — to get in ahead of the other fellow — to expand before controls 

clamped down. To do these things business concerns and individuals needed 

credit. Some of the buying could be done with cash. But credit was needed 

too. A lot of it. 

They got credit — $[nearly 8] billion of new bank [commercial loans] between June and 

December; $[nearly 2] billion of consumer credit — despite the new restrictions 

in this area. 
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Let's take the bank credit. That is mainly what the Federal Reserve is 

talking about. 

The first decision on creating bank credit conies from the banker. He has 

to decide to make the loan or not make it. The point of contact between the 

banker and the businessman is a crucial part of the credit process. But let 

us pass on from there. Let us say the banker grants the loan. The business

man has his money — and goes out to use it. 

We are staying with the bankers in examining the credit process. He 

is increasing the demand deposits on the books of the bank. How does he 

get the necessary new reserves to cover these deposits? 

He used to get them by borrowing from the Federal Reserve Bank — the 

central bank. The price he paid — the rate charged him — was called the 

discount rate. It was put up, or xout down, on the theory that a higher rate 

could discourage borrowing during inflationary periods, and that a lower rate 

could encourage loan applications during deflationary periods. 

This theory stems from an England of long ago. It had no application — 

it never worked — in the dynamic American economy during periods of dynamic 

change. It only seemed to work when both the economy and the volume of credit 

were relatively static. 

During boom periods — the post World War I boom — the 1929 boom — 

higher rates didn't work at all. People went right on borrowing. The price 

of credit didnft matter, when a 100 percent or a 1,000 percent profit was 

the glittering goal. 

At the depths of the depression, it didn't work either. The price of 

credit couldn't get low enough to start businessmen borrowing — to stimulate 
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expansion — when business activity was shrinking, when consumer markets were 

lifeless. 

It doesn't take a financial expert to understand these things. They are 

perfectly obvious, when we get away from big words, from high sounding plirases, 

aid look at the facts. The facts are simple, ordinary, a part of everyday 

experience. 

The only strange thing is that, in the face of these facts, the theory 

persisted. It still persists. More than that, it has been given new life by 

the insistence of the Federal Reserve that discouraging or encouraging 

borrowing by means of changes in the interest rates must be true. The theory 

must be true, the Federal Reserve insists, because it ought to be true. 

Higher prices ought to discourage purchases — of credit or of other things. 

Slightly higher prices ought to discourage purchases a little. Very much 

higher prices outht to discourage purchases a lot. But as every one knows 

this doesn't happen when the purchases are greatly desired or hold out the 

possibility of big profits, A3 we have noted, higher prices for credit 

didn't stop borrowing in 1920, in 1929* Lower prices didn't start up 

borrowing in 1932. But, says the Federal Reserve, they should have. 

Now, let us get back to the present, to right now. We are in one of 

the most dynamic periods in our history. The economy has to grow. It has to 

provide for tremendously increased defense needs. It has to provide essential 

civilian goods — enough to maintain the working efficiency of our population, 

over a long pull, not just a swift peak effort. Let us get away from the 

economist phrase "inflationary pressures". Prices are going up, are pressing 

up, because the different groups in our competitive free enterprise economy 
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are striving to push ahead, to expand before controls, to get hold of scarce 

materials, to build up inventories. As you see — I cone back to these 

essential facts in the present situation. 

Now, for the theory that higher interest rates can have a decisive 

effect in inducing borrowers not to borrow, and bankers not to lend — in 

holding back prices from jumping ahead. Let me borrow from a leading 

firiancial journal, one of our most sober, for a phrase to sum up the appropriateness 

of this theory. According to comment in this journal, an attempt to turn back 

the forces making for higher prices at the present time by means of putting 

up the price of credit would be like a slap on the wrist of a charging 

gorilla. I cannot improve on that summary of the situation. 

But in order to stay with the essential facts of the situation, let us 

get back to the banker. He has made the loan. Let*s say he made it at 

k percent. He might have asked a lot more and got it, the way things are 

today. Thatfs what he did in 1929* But now he has made the loan. Both he 

and his customer will make money — plenty of it — under present rates. 

They made money, a great deal of it, last year — on the basis of prevailing 

loan rates. Corporation profits were the highest in history. Bank profits 

are phenomenalo 

The banker has made his loan. Now he has to increase his reserves to 

take care of it. Since World War II, he has not had to borrow from the 

Federal Reserve in order to do this. The discount rate — whether it is high 

or low — is of little interest to him. As a consequence of World War II 

financing, commercial banks own $6l billion of Federal securities. These 

securities are a part of their earning assets. In fact, they represent one-

half of them. But Federal securities do not earn as much as private loans. 
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When a profitable loan is in view, the hanks can sell Federal securities in 

order to get the money for making the loan. This simply means the exchange 

of one earning asset for another and more profitable one. Because of their 

large Federal security holdings — a legacy of World War II — that is what 

the "banks do nowadays when they need more loan funds. They sell Federal 

securities. 

; The Federal Reserve says that it wants to stop bank credit from going 

up. It wants to stop that transaction we first talked about — the loan which 

the banker makes to his customer. But how does the Federal Reserve want to 

do this? It wants to stop this transaction by lowering slightly the price 

which banks get for Federal securities when they sell them. This would 

cause the bank to pay more — just a little more — for the funds they need 

to make loans to their customers. 

This process is absolutely ineffective for the purpose intended. It 

never worked in the past when the discount rate reflected the price of the 

money needed by banks to make new loans. It hasnft worked now, when the 

Federal Reserve has had to put its theory into effect 'bj going into the markets 

for Federal securities and altering the price structure for such securities. 

Since last June the Federal Reserve has gone ahead unchecked in a policy 

of doing Just that — of lowering Federal security prices as a means of 

increasing the price which banks must pay for new funds to loan out to their 

customers. But what has happened during this period? 

Two things have happened. First, banks have not stopped making loans. 

Bank credit has gone up by $ billion since last June — an increase 

unprecedented in any similar period in our history. This is the fir3t thing 
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that has happened during the period when the Federal Reserve was putting its 

theory into effect. 

But while this theory was "being proved utterly useless as a means of 

inflation control, it was having other and more serious consequences. The 

attack the Federal Reserve System on the prices of Government securities was 

succeeding in undermining the confidence of investors in the securities of 

their Government. It was driving important numbers of Federal security 

owners out of the market — causing them to turn their holdings into cash or 

to refrain from putting new funds into new Government securities. It was 

having exactly the opposite effect than that intended by the Federal Eeserve, 

namely, to cause investors to hold on to their Federal security holdings. 

It was causing unsettlement and disturbance throughout the entire debt 

structure of the Government — and this at a time when we must build up our 

defenses, financial and otherwise, for new tasks and new demands of unfore

seeable extent and magnitude. As the result of Federal Reserve manipulations 

in the market — let us remember, with the sole justification of a theory 

which had been proved ineffective many times in the past — the two important 

refunding operations of the Government between last June and. the present 

time were failures. Ieople didnft want to refund their Federal securities — 

they didn't want new ones. The amount of maturing issues which were turned 

in for cash or dumped in the market by private investors were of a magnitude 

unknown during World Wax 13 d&ys. They were of a magnitude unknown during 

the entire postwar period. People were getting out of Federal securities. 

That was the effect of the Federal Reserve action. 

The only result of such operations, if allowed to continue, will be that 

the Treasury will have to resort to the banks to a greater and greater extent 
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for the funds it needs. Nothing could be more inflationary. Nothing could 

cause more harm to our economy and to the entire defense effort. Credit 

must be controlled. Price rises must be checked. We have effective measures 

for doing this — measures which bring in their train no harmful consequences 

to the economy. Raising the price of credit won*t do it. 

Credit is an essential commodity like steel. We have to be sure that 

the defense producers get it. We have to be sure that those who don't need 

it don*t get it. Those who need credit least — speculative buyers — 

inventory hoarders — producers of soon to be scarce consumer goods — will 

pay the most for it. They will not be deterred by interest charges which 

are 1 percent, 2 percent, 10 percent higher or even 30 percent higher, as 

in 1929* And if at the sa.me time, this futile process — this futile slap 

on the wrist of a charging gorilla — undermines the credit of the United 

States, forces Federal security owners out of the market, makes necessary 

refunding operations of the Government a failure, and drives the Government 

ever closer to inflationary financing — then surely it is time to call a 

halt to theory. It is time to recognize the essential facts in the vital 

problem of inflationary control and act on the basis of these facts. 

These things we must do. First, we must have comprehensive programs 

for allocating scarce materials and we must take the other necessary steps 

for reducing the incentives to speculative projects. 

Having done this, we must, second, keep the volume of private borrowing 

at a minimum, through measures which act at the crucial point of the borrowing 

relationship between the banker and his customer. Selective credit controls 

such as those already put into effect — voluntary credit control programs such 
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as those used effectively by the American Bankers Association in 19^8 are of 

the greatest importance. Other measures for reducing the availability of 

credit to nonessential borrowers may be required. 

Third, we must keep the volume of public borrowing at a minim-urn through 

increasing our taxes along with our increased defense needs. 

Fourth, we must manage out* outstanding public debt in such a way as to keep 

the inflationary potential at a minimum. Thi3 means keeping the largest 

possible proportion of the debt in the hands of nonbank investors, and keeping 

the,bank holdings of Federal securities at the lowest possible figure. A 

Federal security which a commercial bank does not have is a Federal security 

which it cannot cash in in order to get funds for making new private loans. 

Any policy which leads to increasing the dependence of the Treasury on the 

banks and decreasing the volume of Federal securities in the hands of nonbank 

investors is to the highest degree inflationary. It is to the highest degree 

dangerous to the ability of our economy to move ahead swiftly and surely in 

its great task of protecting and strengthening our defenses against aggression. 
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