BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

September 8§, 1943

Chairmen Eccles:

A few weeks ago you mentioned
that it might be useful to have a discussion
of some of the post-wer implications of cur-
rent war finance which night serve as & sup-
plement to your previous statement to ilr.
Paul and Mr. Stam.

Attached is a draft which Hr.
Bach and I have prepared jointly.

Re A. Musgrave

NP
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Current Financing Methods and the Danrer of Post-War Inflation

A more vigorous fisoal policy is needed in order to relisve infla-
tionary pressures during the war., IV is needed equally in order to avoid an
soonomio fiasco after the war is over, The post-war implicatione of current
finanoing methods deserve muoh more attention them they have thus far been
given,

Already the volume of liquid assets in the hands of 4he public hes
reaohed unprecedented levels, If present methods of war finanse are continued,
liquid assets will be so vast that we may face an explosive increase in gon-
sunmers' and business* outlaysshortly nfter the war., The same prooess through
which this threat is oreated-=the huze volume of Treasury borrowing--is simul~
taneously undermining the effectiveness of monetary and fisosl oontrols in
ourbing any inflationary situation which may develop. Every effort should be
made now to forestall this dilemms by placing ourrent war finance on a sounder

basis,

Increass in Liguldity Durinpg the War

The current inorease in liguldity is a result of extenaive Treasury
borrowing, in partiocular of borrowlng from the commercial benks dut also from
the public, There has been an enormous increase in liquld holdinge of businesses
and individusls, both in the form of cash and deposits end in the form of highly
liquid Government securities,

Holdings of liguid assets--in the form of deposits, currency and
Government securities=-by businesses other than insurance oompanies have already
soared to over 50 billion dollars from 15 billion in 1930, while individual

holdings heve risen from 44 %o nearly 50 billion, at ths same time as private
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debts have been substantially redueced, With present Treasury financing prao=~
tloes, the total of these asseis in the hends of the publio may well reach 250
billion by June 1945, a possible war-end date, of whioch seme 180 billion might
be held by individuals and 80 billion by businesses, Estimated liguid holdings
for 1930, the present, and two years in the future are shown in the attached
table,

The larger the paortion of securities which we sell to the banks, the
more of these holdings will take the form of demand deposits and currency, and
in faoct much of the inorease to thls point has been in this most llquid form.
Business demand deposits and surrency (}again excluding insursnce oompaniea) are
already 32 billion dollars compared to only 13 billion in 1830, while individusl
holdings have soared from 10 billion to 28 billion, If we continue to sell
shout the present portion of the debt %o the banks, these cash holdings may well
be around 45 to 50 billion for businesses and 80 billion for individuals by
1948, In eddition, time deposits of individuals, though increasing orly slowly,
are peerly 30 billion dollars.

Beyond the inorease in the form of deposiis and currensy
created by large-scale Treasury borrowing from the banks, the drastic increase
in Unlted States seourities held by the non-banking public must also be resognized
a8 an accumulation of highly liquid assets, Individumsl holdings of Government
seourities, whioh amounted to less than 10 billlien in 1930, are now arocund 20
billion end may well resch 70 billion by 1945, Business holdings, only abouk
1 billion dollars in 1930, have reached around 20 billion, and may double in
another ¢wo years, Many of these seourities are demand obligatlons and are thus
obviously convertible into cash at any time, The marketable issues, though

meaturing only at some fulure date, will in fact alsoc be aconvertible intc cash
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Estimated Liquid Holdings of Individumls and Businesses

{In billiions of dollars)
1880 1943 1844 1945

Bueinesses (exscept Ansurange) = total 18 53 (11) (20)
Demend deposits & currency 13 K -
Time deposits 1 1
U. 5+ Government securities 1 20

Individuals - total 44 86 122 158)
Demand deposits & currency 10 78 Q) Qs
Time deposits 26 _8
U. S, Government securities 8 30

Note: Flgurea for 1530 are as of DNecember 81, for cther years ae of June
30, Flgurees for businsss include both inoorporated end uningorporaved
enterprises, Estimates for 1944 and 1945 assume 65 billion dollars borrowed
sach fisesl yesr from individuals, non-insurence businesses, and banks, 0n
the basis of the past year’e experience, cne-third of resulting growth in
liquid aseets is sllocated to businesses and two-thirds %to individuals,
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at any time should nou-banking holders as a group decide to reduce their hold=-
ings, 4s indioated below, Federal Reserve polloy acting through the banking
system will be left no real alternetive but to absordb the exocess offering of
securiiles in order to malntain the level of security prices, This will involve
the automatio oreation of new deposits, Government securities held by the
publia, therefore, sonstitute & very real form of potentliael purahasing power.

The enormous inorease in the eoonomy's liguidity in the form of cash
or soourity holdings is an Inevitasble result of present financing methods, and
a8 13 emphasized in a later parsgraph the future expenditures of funds by busi-
ness or individual holders will not reduce the sggregste of liquld assets held

in the eccnomy but will only trensfer them from one holder to aother,

Individug)l and Business Expendltures after tihs ¥ar

A falrly even rate of spending ocut of acgumulated balances or a
reduced rete of mavings out of current income might provide a welcome antidote
to deflationary forces in the post-war economy. But this happy result will
ooour only if these expendituree are mede at the right rate and at the right
time. There 1s ne assurance of this,

There i=s & particular danger, in faot, that individuals may go on a
*spending spree™ shorily after the war, when desireble oivilimn goods first
begin ¢to appear on the market but the economy is still far short of aohleving
peace~time capacity output. The threat of the ill«timed ligquidetion is partic-
ulerly strong with respect to ourrenoy and demand deposits snd %o war savings
bonds, which are redesmsble on demand and have been widely sold under slogans
sncouraging the vinveator to ask for immediate redemption after the war to

finanoe purohases of consumers' durable goods. A patrfotio appeal for ton-
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tinued holding of securities will oarry much less welight after the wmar than
now, and the post~mar spending argument, which once appeered a happy safeguard
against deflation, may well boomerang into a mejor inflatlonary pressure in the
early posi-war perlod.

The volume of ligquid assets held by businesses is also approaching
proportions where ocutlays on inventory socumulation and new capital formetion
may reach explosive levels with little or no need for the business community to
roely on "outside™ funde., If in the 1920's around 15 billion was an adequate
supply of liquid assets, it seems doubtful indeed that logitimate busineas needs
for liquidity at the war's end will approsch even present holdings of 53 billion,
much less the soering figures which a aontinuation of present financing methods
would involve,

(a) Working ecapitel: It is altogether unlikely thet post-war werking
sapital needs will exceed peak war-time levels. (verall production will surely
fall; inventories, goods in prooses and net receivables oan hardly be expected
to inorease, If, as seems likely, provision 1s made for prompt payment on
ocancelled war ocontracts, these payments will free funds otherwise tied up in
frogen war inventories, and together with post-war tax refunds will go far to
keep businesses well supplied with working capital, On balance, working caplital
needs in the years immediately following the war will probebly declinej at most
any overall inoresse must be small rslative to ligquid sooumulations on hand.

{b) Plant and equipments For plant and equipment outlays, an estimate
of 10 to 15 hillion dollars for the first two or three post-war years appears
libersl, If total publis and privately financed cutlay on business plant and
equipment sinoce 1940 has run between 20 and 25 billion, corresponding resonver~
sion outlays will surely be substantially less. The post-war expansion of
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peace goods oubput will certainly be less dfemetis than the war expansion of
1940=-43, and muoh pre~war and war period plant and equipment will be ussble,

Thue it ie evident that if present Government financing methods con-
tinue, businesses, as well as individuals, will have on hand after the war liguid
assets far beyond the requirements for a desirable rate of reconversion end output
expansion, W%hile %here will undoubtedly be numerous particuler exceptions,
business in general will be in a position to finence for iteelf an unprecedented

inventory boom and a destruotively concentreted burat of oapital formation,

Implications for Post-war Fisoal and Honetary Polisy
The aooumulationv of liquid balances in the hands of businesses and
individuals simultaneously increases the inflation potentis)l end undermines the
fisonl snd monetary powers avaelleble to oheck inflation should it develop,

Monetary policy

Holdings of currency and deposits after the war willl have become so
large as to make businesses and individuals largely independent of the banks
or the open market for funds, Beyond this the public will be in a position %o
finence sdditional expenditures by liquidating security holdings., War savings
bonde are demand cbligations whioh the Treasury must pay at the option of the
holders. W%ith respect to marketsble seouritles, it is doubtful that the publio
and Congress would be willing to tolerate decresses in seourity prices compar=
sble even to thoss after the last war, But perhaps more important, the tremendous
volume of refunding which the 7reasury must sccomplish due to the present pattern
of maturities (33 billion next year and an inoreasing amount as the debt rises)
means that the confidence of the market in the value of Treasury issues must be

maintained, If Government security prices were permitted to fell, this deoline,
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with its sttendant uncertainty, would necessitate such an increase in rates to
obtain the required huge volume of funds for the Irsasury on a oompetitive market
basis that 1% osn hardly be invisaged as a practlical course of action. Probadbly,
therefore, we shall have to maintain the market for Governmont securitles at or
around par for soms time after the war, If, 1n an inflationary period, the
public wishes to liguidate its Governments we shall have little optionr but to
previde the funds desired through direct or indirect support of the market by
the Foderal Reserve, 4nd the more inflationary public psyohology becomes, now
or after the war, the larger the volume of securitles the Federal Reserve may
have to take with a oorresponding imcresse in cash available to the publio.

As a result, the powers of the Federal Keserve to sheck irnflationery
oredit expansion are being largely neutralized, When individurls end buzinesaes
reach & position where they do not have toresort to the banks or the merket
for funds to finence an explosive increase in expenditures, it is evident that
esuch a development oannot be checked bj tightening of oredit, Nelther general
nor selective credit oontrols can be applied effeetively, Iltorecver, if the
bulk of individuasls and businesses are in s position to finance their outlays
unhsmpered by oredit roestrictblions, considerations of equity may preoclude appli~
oation of stringent controls mzainst even such marginel end smaller firms as
may be still dependent upon benk oredit.

Even if businesses or individuals should ge to the banks for funds,
the growing volume of Government securities held by the banks will meke it
imprasticable to tighten oredit during a perled of inflationsry spending. Under
boom conditions traditional oredit policy would diotate e restriction of oredit

end sharply rising interest rates, But maintenansce of the securiiy market is
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incompatible with this policy. In faoct, oommerciel banks themselves may desire
to liguidate smecurity holdings, and such banks now hold over 60 billion dollars
of Government securities. In two more years holdings may be nearly doubled.
if excess reserves are lacking when private demands for oredit arise, low-yleld
Governments will be liquidated to obtain funds for higher yleld lcens. Since
the Federal Reserve will have to assure the maintenance of the market at stable
or only slowly declining prices, the huge Government seourity holdings of the
banks become in essenos excess reserves, a liquid basia for further credit
expansion.

Under the present Treasury finsneing progrem we are thus foreing our-
selvea dontinunlly deoper into a situation where after the war the central bank,
dus 4o publiec pressure and tho needs of the Treasury, not only will be effectively
barred from its major sredit ocontrol functien but will in essence have no option
but to absorb large volumes of Government securities at exaotly the wrong times
and thereby to provide preciasely the sasy money oconditions most conducive to
further inflation,

Fiscal polisy

Although fiscal policy is & more potent weapon against inflatiocn than
oredit control, the present growth in liquidity throws serious doubts on the
posaibility of effective fiscal sotion against post~war inflation, Every dollar
of new liquid holdings inoreases the foroe of the fiscel measures required %o
oheok a spending boom, should one develop. In the sbasnce of a spending tax--
whioh will hardly be acceptable to Congress in the poss~war periocd--very high
rates of inoome texation would be required to chesk the expenditure of liguid
balances in a pericd dominated by inflation psycheology of apending to "beat™

rising prices. But in fect it seems clear that sirong pressure will be brought /
%o bear
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immedietely after the war both to reduce texes and to eliminate such direct
controls as the allocation of materials, rationing, and price fixing, At the
same time, substantial rellief expenditures msy be necesaary. Under these oire
cumstances, development of & full-fledged spending boom oould easily lead to
serious price inflation end business meledjustments laylng the basis for ensuing
deflation and instability.

¥hils %he most oritical inflationary danger {s likely to erise within
a year or two after the war, it must be recognized that the powers of sontrol
lost through the sreation of huge liquid balances will not be automatically
restored once the public has hed fts “spending spree". Expenditures will merely
trapnsfer existing liquid balances %o be spent egain--not use them up, It is
likely, in faot, that deposites and currenoy will even increase further in an
inflationery period, beosuse the publio will sell off Govermments for whish the
banking system, supported by the Federal Reserve, will be the only large~soale
taker., The total volume of money will decline substantielly only when the
fovernment oan retire its debt by obiaining aurrent recelpis in excess of ourrent
sxpenditures or when the bankes can sell assets net %o the publis, Large-scale
debt retirement can surely not be counted on in the immediate pustewar ysars; at
most a small portion of the huge total at the war's end sould be retired eash
year. A large=-scale shift of aecurity‘ﬁoldings from the commeroial banks to
the public is even less likely, especlally in an inflationary peried, Yet only
through suoh a reduotion in liguid assets or through & drastio post-war infla-
4ion which wipes out the value of the holdings can gonsumer and business expendi-
ture policies again be effectively subjected to traditional oredit and fiscal

oontrols.
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Implicetions for Current polioy

The potential dangers of e vast insresse in liquid assets held by the
public are alarming, It is esmsential that every e¢ffort be made now to keep the
problem within managesble proportions by sdjustments in our current methods of
war finanse, In partioular, the following steps are required:

(1) By far the safest method of finenoing the war is by texation,
Evary effort should be made to obtaln the largest possible amount in the form of
Y¥ax revenue., However, there are some obvious limitations to the tax approach,
end 1t is pot feasible to ocover the entire cost of the war by taxes.

(2) 1nsofsr as oubright taxes are not feassible, refundsble texes should
be utilized, with the post-war claims redeemable at the optlon of the Government,
Although assets would be pleoced in the hands of the public under this arrange-
ment, the Treasury would retain control over the timing of redemption payments.
This constitutes a eritical difference from the present types of borrowing which
place ligquidation at the option of the securlty holder, either through legal
provision or the necessity of market price maintenance, Use of refundable Laxes
is especially attractive because the need for controlling the pressure of infla-
tionary buying during the war is centered more heevily in the lower insome groups
than might appear desirable on equity grounds, If part of the revenue is ool-
lscted in the form of refundable taxes, the refundsble porticn of the total
sontribution should be made greater for lower than for higher inoome groups,

(3) Insofar as marketable issues must be sold on a voluntary basis,
svery effort should be mede to place the largest possible amount outside the
bapking system, Although the inorease in security holdings by non-bank buyers
oonstitutes a very real addition to post-war liquidity, this ia a less dangerous
addition than the expansion of deposits and currency which results from bank

purchases,
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{4) Lastly, since we have already gone far in piling up liguid ecoumu=
lations and since we will, as e practical matter, inevitably go oconsiderably
farther, overy posaible effort should be made to amsure the meintenance of suoh
direst controls as rationing, price fixing, and even poasibly the sllooation of
some materials, The need for such sontrols should be over within a space of

two years or so eftor the war. But over that period the need will be oritiocsal

indeed,
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