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February 18, 1943.

Dear Marriner,

The president of the American Bankers Associa-
tion has asked the Economic Policy Commission to meke
another study of the position and duties of the banks
with respect to Treasury financing in the light of recent
developments.

Enclosed herewith is & first draft of a report
prepared in response to this resquest. If you could find
time to read this draft and give me your suggestions we
should be most appreciative.

In order to be of maximum use to the banks in
preparation for the next financing, this report ought to
go’ to press within about ten days. It would, therefors,
be most helpful if your comments could reach me early next

'week, at 55 Wall Street.
S}ggq;ely yours,
Hon. Marriner S. Eccles
Chairman, Board of
Governors of the

Federal Reserve System
Washington, D. C.
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THE 109 BILLION.BUDGET AND THE BANES

With the announcement of another Viotory bond drive in April, the
banks face a new challenge. The December drive was & succese - better than
any had dared hope. The banks are proud of their share in this success.

The April drive must be even better. LMore money is needed. A
larger part of it should be obtained from individuals; the coverage must be
broader if inflatlonary price advances are to be checked.

This task calls for understending aa well as for action for bankers
are being asked to interpret to their neighbors and customers the meening and
the dangers of war finance. Sco it is the purpose of this report to examine
the present finanocing problem and bring up to date the report of last April -
"Treasury War Borrowing and the Banks."

The ¥ew Budget

Once more the Presidemt has startled the country with e budget of
gigentic proportions - $24 billions larger then the current fisoal year's
probable expenditures and six times as large as the biggest yeer of Vorld
War I. These relationships are shown in Diagram I (page 1-A).

This budget is the bookkeeping aspect of a huge job of production and
organization of menpower end physical forces. The objective is the ships, guns,
and planes, and the men to arm them and overoome the enemy in battle.

This means an almost inoredible increase in the countryt's output. We
must produce for war alone ag much as was produced for every purpose in our
best years of the past, and, in addition, we must produce emough to feed and

clothe our population and carry forward essential civilian services.

org/
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Diaggam I
UNITED STATES RECEIPTS AND EXPENDITURES
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The accomplishment of this great task will require, as the Prezi-
dent said in his message, the full harnesaing of the nation's manpower sund
resources. "“Victory," he seid, "camnot be bought with any amount of money,
however large; victory is achleved with the blood of soldiers, the sweat of
working men and women and the sacrifice of all people.®

The experlence of the past two yeers gives confidence that the cb-
jectives set are within our remch. A year ago the budget estimate for 1942-
43 spending wis $59 billions. The actual figures will be nearer to $80 bil~
lions. Production goals for ships and tanks and guns and plames which seem-
ed utterly fantastic have largely been reallzed, end the sights have ageln
been raised. All along the line apparent ceilings have been lifted. It cun
be done.

The Inflation Threat

The task before us requires not only great national effort, but al-
so great nationel restraint. This huge spending program will pour into the
hends of our people vast sums; the national income will be at new high levels.

/I;u?spending must be restrained because we cannot produce and import all the
du‘ goods olvilians would like. If spenders compete for e limited amount of goods
they will knock prices sky-high; in other words, we shall have inflation.

The inflation threat, the peril of unrestrained consumer spending,
is being dealt with on several fronts:

l. Price oontrols and rationing.
Taxetion.

Wq; 5. Bond sales to the people.
Voluntary savings.
All of these forms of restralnt are necessary and we are delly learn-
ing more about them, their uses and their limitations. Especially are we

learning how hard 1t is to make laws and rules to restrain some people without
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inflicting undue and perheps unnecessary hardships on othera. People who

i

1
with most political power. The administrator of these functiocns needs ev-

|
make the loudest outery may not be those hurt most, but they mey beo those gg
]
|
ery sympathy end every aid from patriotio citizens.

The banks are aiding in the administration of the rationlag pro-
gram as it expands to cover an ipcreasing number of commodities. It may
safely be stated that their work will be done thoroughly end effiociently
and will ease the burdem on the rationing administration and on businesa.

The country is also learning that there is no painless form of
taxation which will draw off all the excess buying power end thus proevent
inflationary spending. No one has yet devised a plan for extracting the
soendable surplus from e war worker whose wage hag jumped from $30 to $60
a woeek without wreoking the living errangements of the white ocollar worker
whose increase from $40 to perhaps $46 has failed to keep pmoe with the rise
in his cost of living.

The tax program still leaves much to be desired, especially in
reaching the newly-created income where it is end bringing a reasonabls
amount back inte the Treasury currently. Nearly all are now agreed that
some form of pay-as-you-go tax 1is essential and very many qualified students
think a sales tax is also necessary.

But no equitable tex program can take the whole surplus income.
Compulsory savings plans enoounter the seme limitations. There will still
remain much spending power which can be reached only by voluntary means. It
is in this area, which means points three and four above, that the banks have

their special opportunity.
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Selling Governments Outside the Banks

The December drive, under the leadership of the Victory Fund com~
mittees, was more successful than had been expected. A goel of £9 billions
was set and nearly $13 billions of securities were sold, including December
sales of Viar Savings Bonds. But at the Treasury and among the members of
these committees it is recognized that only a start was made in the great
tesk before us.

In the first placo, the amounts of money reguired by thoe Govornment
are steadily inoreasing. Table I shows the amount of funds to be raiced
through public financing in accordance with present budget estimates.

Teble I

RECEIPTS - EXPENDITURES ~ PUBLIC FINANCING

(In Billions of Dollars)

Fiscal Fiscal Fisoal
1642 1943 1944
Actual Budget Budget
Total expenditures including gov. corp.
net outlays * 36.3 85.4 108.8
Total net receipts »» 12.8 23.0 5301 nkex
Inorease in public debt 23.5 62.4 75.7
Borrowing from trust accounts and refund-
ing of gov. corp. obligations 3.8 4.1 5.7
Total public finencing - net 19.7 68.3 70.0

* Exclusive of debt retirement.

*x  Exclusive of social seourity tax receipts

«*% Exolusive of any new taxeg.

In the present fisocal year, which ends on June 30, 1943, the total
emount of public finencing will be about $58 billions. Of this total about
534 billions wes oompleted in the first six months, leaving something like
$24 billions in the period January-June. In the next fiscal year, from June

30, 1943 through June 1944, the total to be raised will jump to £70 billions
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on the basis of present estimates ¢f expenditures and present tax laws. This
mey end should be reduced through additional taxes but, in any event, repre-

sents a huge task if it is to be finenced without serious inflationary oconse-

quences.
Also, the December financing included the sale of $5 billions of
%
securities to the commercisl benks, which is dir infletionary. It 1s
most desireble that in the next drive a far larger proportion of the securi-
ties should be taken by other investors, and particularly by individuals. For
it is money in the hands of individuals whioh is the chief inflationary menaoce.
Teble 2 gives an analysis of the results of the December drive. It
shows that next to the banks the largest buyers were éorporations and then in-
surance compenies. Individuals, partnerships and personal trust accounts pur-
chased only about $1.5 billion out of a grand total of $12.9 billions.
Table 2
DECEIBER DRIVE - ANALYSIS OF BUYERS
(In Mllions of Dollars)
Net in- . Sales of other securities Total
crease in  7/8% Ger= 1 8/4% & 175% Tax Savings
Treasury tificates Treas. Treasury Notes, Bonds,
Bills out= of irdsbt. Bondas, Bonds, Series Series
standing 12-1-43 1048 1963-68 A& C E,F &G
Banking sources 897 2,117 2,058 - - - 6,072
Other sources:
Insurance companies - 73 237 1,367 - - 1,677
Savings benks 48 82 479 - - 609
Other corporations - 668 182 150 1,147 66 2,213
Individuals, partnerships, &
personal trust accounts - 118 82 253 188 948 1,589
Dealers end brokers - 447 319 115 - - 881
Eleemosynery institutions - 12 10 31 - - 53
U.S5. Gov. agencies & trust funds - 1 2 260 - - 263
State & local govermments, their
agencies and sinking and trust
funds - 83 28 83 - - 184
All other (including wnclassified) - 232 62 92 - - 386
Total from other sources 897 1,682 1,004 2,830 1,336 1,014 7,868
Total from all sources 897 5,799 3,062 2,830 1,336 1,014 12,937
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The conclusion must ve drawn that, while this drive was sucosag-
ful in raising money and in raising a substantiel part of it outside the
banking system, it was not wholly successful as an anti-inflationary meas-
ure. It did not get emough money from individuals. This is shown also in
the number of subsoriptions. A total of 340,000 subscribers is not large
in a nation of 130,000,000.

It should, of course, be added that the war sévings program is
steadily reaching more than 20,000,000 persons through payroll deductions
but the doller amount of these purchases is rumning less than half a billion
dollars a month. The progran is only a good beginning at abscrbing the huge
outflow of funds from governmemt spending.

Another way of analyzing the results of the December finanocing is
to compare the sales in 12 Federal Reserve districts with the total bank de-
posits in those districts, which are a feirly good measure of ths capeoity /Z
of different districts to buy government seourities. These data are shown ‘
in the following table and appear to indiocate that in relation to their re-

A‘"}/ gources some districts did a much more effective sales job than others.

M Table 3
y O L
) \,}'/A W SALES OF U.S. GOVERNENT SECURITIES IN DECEMBER 1942,
EXCLUSIVE OF SALES TO BANKS., SALES IN PERCENTAGES OF
W TOTAL DEPOSITS, BY FEDERAL RESERVE DISTRICTS
| N
é (In M.1licns of Dollars) |
Q)\ LY Distrioct Sales Total Deposits Per Cent
I . 6/30/42 _
%) Boston 583.3 3,426.5 17.02
/ New York 3,991.2 22,080.1 18.08
\w Philadelphie 319.4 3,620.0 8.82
Cleveland 556.6 5,026.1 11.07
Richmond 2687.1 2,742.6 9.74
Atlanta 178.4 2,403.9 7.42
Chicago 8456.1 9,564.0 8.84
St. Louis 143.2 2,285.2 6.27
Minneapolis 97.3 1,370.3 7.10
Kansas City 154.3 2,412.7 6.39
9)4’ Dalles 127.6 2,094.8 6,09
htp://frdséxétiovisfed ordfotal 7,673.0 63,404.4 11.94
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From all these figures, it is perfectly clear that the program
of selling government securities must plow desper and reach more individ=-
uals. The December drive - to the extent that sales were made outside the
oommercial banks - reached primarily corporation end instituticnal fumds
whioh are ordinarily not inflatiomary. This points the way for the next
drive which must be directed more largely to individuels, and especlally
to those individuals who are receiving the bulk of' the newly-created funds.

The Next Drive

The Secretary of the Treasury has sunounced that the next drive
to sell bonds will take place eerly in April. A series of conferences
have been held to lay the basis for this drive. the Victory Fund commit-
tees 1n several districts have drewn up their suggestions end are carry-
ing forward their plans of orgemnizetion. Their representetives have met
in Washington with the Treasury and officials of the Federal Reserve Sys-
tem. The committee of the American Bankers Assocoiation appointed by Pressi-
dent Hemingway in November has held two meetings at the Treasury since the
first of the year. Thus the whole question of the orgenization and methods
of the drive has been reviewed and announcements will be made from time to
time on specific polmbs. In this report it seemed desirable to deal only
with some of the principles which are likely to determine the success or
feilure of the drive.

The first point is that the banks have now demonstrated their key
position in this whole enterprise, and they will be looked to for leader~
ship and acoomplishment.

A second conclusion from the December experience was that resultas
were in proportion to the amount and quallity of manpower applied, and the-
best results were obtained from personal interviews by bankers end invest-

ment bankers.
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A third prineciple is that more preparation must be medo shead
of time. More amnd better publicity is needed through both the press
and the radio, to lay a background for individual eppeals. The exper-
ience of the drive also indicated the need for a careful preparation of
lists of prospects well in advance of the time when actual cenvessing is
done, removing dupliostions as far as feasible. It is helpful for bank
presidents aend others to write personal letters to these prospects before
they are interviewed by salesmen. The salesmen in turn will prove more
effective if they are trained specifically for this task, so that they
kmow more about the securities that are being offered emd the kind 6f_a.p-
peal which brings the best results.

In the fourth place it now seems clear that the approech to
benk depositors as such will need to be supplemented by appeals to in-
dividuals in the places where they work and through their religious and
soclal organizations. The present organization plans for the next drive
are including these additional apprcaches.

Answers to Two Questions

There are still a fow bankers who question whether they cean af-
ford the drain on their depositp which will result from a vigorous pro-
grem of sales of government securities to their depositors. This ques~-
tion, fortunately, is being answered by the experience of banks all over
the country. For they are finding that the deposits which go out of one
window through the sale of government securities come back through emother
window in some other account.

The whole overall program of government financing carries with
1t inevitably a large inorease in deposits and these new deposits are find-

.ing their way into almost every bank in the coumtry. It is true that banks
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in munitions production ereas are growing most rapidly, but it is remark-
able how the increase spreads itself out and is distributed into nearly
all corners of the banking structure.

Yhen a benk depositor buys bonds from the Government it means
only a temporery reduction in deposits becsuse the Government promptly
gspends the money and it comes into the hands of scme other depositor.

While to meny this was only banking theory a few months age, it has now
been demonstrated conclusively through the experiemce of bank after bank.
As the deposits go out through customer subscriptions for bonds or through
government withdrawals, there 1s reasonable certainty that over & period
they will return, though under different q‘mership.

Another question troubling bankers is how they can find the time
for this effort with staffs reduced through loss of perscmnel to military
ard other service, and with the volume of work increasing. This problem
finds 1ts answer both in patriotism and in enlightened self-interest.

Thera is no other agency in the strategic position to perform this service.

Industry 1s heavily engaged in direct war production. The sale of bonds is
the benks' great opportunity. loreover, the record shows many cases where

in the last war the banks which actively and energetically did the war work
were the cnes that recorded lasting growth in their volume of business. The
same seems likely to be true this time. Customers want to asscciate them-

selves with institutions that are vigorous and energetic end are performing
thelr banking functiorn in a broad way. Also, the place of the banks in the
body politioc will be affected by the way they do this job. It is an unusual
opportuwnity to demonstrate the public usefulness of the private banking sys-

tem.
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THE. BANES® OUN SUBSCRIPTIONS

Even after the best possible sfforts to sell securities to their
customers, the banks themselves will be called upon tc absorb e subston-
tial emount of govermment securities. ~Diepsem-t—{nope—iO=ir—siewi—loi.

<Fheir holdings heve increased by leaps end bounds in the pest few years,
end diagrame (page 10-B) shows that commerciel banks now hold 34 per
cant of total ocutstending government securities.

It is perhaps helpful to meke some estimate of the probabilities
for the remainder of this fisocal year. This is done in table 4 whioh ) ,;
shows to whom government bonds have been sold for the past twc fiscal é
years, for the first six months of the current fiscal year and an estimate ﬁﬁ
for the current six months.

Table 4

ACTUAL AND LSTIMATED CHANGES IN HOLDINGS OF PUBLICLY
HELD DIRECT AND GUARANTEED GOVERNMENT DEBT - 1941-43

(In Billions of Dollars)

Fiscal Fiscal Fiscal 1943 ostimated

1941 1942 1st 6 mos. <2nd 6 mos. Muall

Actual Actual Actual betimated Year
War savings bonds F 1.4 £ 5.9 £ 4.9 £ 6.0 £ 10.9
Tax anticipation notes - £ 3.0 £ 3.4 £ 1.6 A 4.9
Insurance companies £ .4 F 1.9 £ 2. £ 1.3 A 5.4
‘utuel savings banks £ .3 £ B A .7 £ .3 £ 1.0
Other ! £ 1.6 £ a4 £ 4.0 £ 8.4
Subtotal F2.2 £12.9 £15.5 £ 13.1 £ 28.6
Commerciael banks £ 3.6 £ 6.3 4 14.9 £ 9.3 £ 24.2
Federal Reserve banks - 3 A 85 £ 3.5 £ 2.0 5.5
Subtotal F 3.3 £ 6.8 £18.4 F 11.3 £ 29.7
Total £ 5.5 £19.1T A 33.9 F 24.4 £ 58.3
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Diagam 2

OYNERSHIP OF U.S. GOVERNMENT SECURITIES
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These current figures will be largely determined by the success
of the April drive, and they will, of course, be influenced by the tex
program and meny other factors. The estimate shown in the table assumes
that the April drive will produce moderately better results than the Dec-
ember drive, though this ought to be & minimum estimate for sales outside
the banks. It would suggest that the banks would be called upon to absorb
about 9 billion dollaers worth of government securities in the current six {
months' period. This is less than they purchased in the last six months
of 1942 but is, nevertheless, a substantial sum which is inflationary and
should be reduced to a minimum. In the coming fiscal year the amounts will
be larger still.

The pattern of financing through the benks is beconing well es~
tablished. W¥hile it looks like en impossibility for banks with approxi- /
metely 1 1/2 billion dollars of excess reserves to tuy 9 billion dollars |
of government securities, we have learned by experience how the process
of buying these seourities works out.

what happens is simply this. A bank subsoribes for government
securities, making the payment by an increase in its war loan account.

This requires immediately an increase in its reserves; but those reserves

have in one way or another been made avallable as the Federal Reserve Sys-

tem has purchased securities in the market, or has reduced reserve require-~

ments. For example, in the last six months of 1942 the member banks of the

Reserve System bought over $13 billions of government securities and sup-

plied depositors with $3 billions net of additiomal curremcy. Deapite the

* A bill now before Congress would eliminate the requirement for reserves

agalnst govermment war loan deposits as well as F.D.1.C. assessment against such de-
posits. With this arrangement the requirement for reserve would teke plgce

only when war loen deposits are withdrawn, the funds spent by the Treasury

and returned to the banks as ordinary deposits. This would make more grad-
ual the need for added reserve.
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dollar for dollar loss of reserves occasioned by currency withdrawals
end despite also the increased reserves needed to back the new deposits
created by government borrowing, excess reserves were reduced by only
about half a billion dollars. This was mainly because the Federal Re-~
serve Banks made $4¢ 1/2 billions aveilable through open market opera-
tions and through reducing the legal percentages of required reserve to
deposits of central reserve city banks.

Thus the process as a vhole is not diffiocult to understand.
During the period, however, individual banks have often found themselves short of re-
serves through shifting of deposits, withdrawals of currency, or other-
wigse. The usual method of meeting this situation has been through sell-
ing Treasury bills or certificates in the market or to the Federal Re-
serve Banks. These channels have been freely open at all time. Thia
period has in fact provided a demonstration of the ease of making reserve
adjustments through the use of these facilities. The proof is to be
found in the fact that at no time during the period has there been any
substentiel borrowing by member banks at the Reserve banks, although the
discocunt rates have been reduced to 1/2 of one per cent on short govern-
ments and the Reserve System has been prepared to discount freely-

This experience suggests that the whole operation can be carried
‘through with relatively little need for banks' borrowing at the Reserve
banks. Under present circumstances there is clearly mo odium atteched to
such borrowing, and it would rather be a sign that a bank is prepared to \/
do its share 1ln carrying through war financing. But eny bank which does
not wish to borrow is likely to find little difficulty in meking adjustments

in other ways.
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YHAT IS EACHE BANK'S SHARE?

One question frequently esked is how a benk oan decide how large
a subsoription it ought to emter. A first principle is that banks should
now be fully invested. 1iith the large amount of Treasury bills and certi-
ficates available there is no longer any reason for a benk to carry more
than 8 very minimum of excess reserves. To do so is to lose earnings un=-
necessarily. The bank carrying comtinuously large excess reserves is not
doing its share in the progrem.

In faot, the weight of goverpment financing is now being takem
by banks with no excess reserves. Banks in this condition find thet if
they go ahead and subseribe their share for each new issue they are able
to maintain their positiors in ways indicated above without serious diffi-
gulty.

A second yardstick is therefore desirable to govern banks in
their subsoriptions, apart from their reserve position. Perhaps the sim~
plest such meagure is the percentage of the bank's deposits which is in-
vested in governmemt sccurities. On December 31, 1942 the average bank
in the TUnited States held government securities.equal to nearly 50 per
cent of its total deposits, and banks which are holding less than this
amount ulght well examine their position to see whether they might not
de more. This percentage would of course be a good deal influemced by a
bank‘s loen portfolio. A bank which had a relatively large loan portfolio
would not be able to subseribe quite so heavily for governmment securities.

Apother mogsure which may be applied in subsoribing for now
1ssues is the ratio of a bank's deposits to the total for the country.

For ezample, a bank with 38,500,000 of deposits holds approximately one-~

hundredth of cne per cent of the $86,000,000,000 bank deposits of the
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oountry and might be expected to enter a subscription for at least $200,000
for e new issue of $2,000,000,000 offered to the banks.

The Treasury and the Reserve System have steadily rejected sugges-
tions that quotas should be fixed for bank subsoriptions in the belief that
this was not necessary or desirable. It seems much wiser for each bank to
decide its own policy in the light of the suggestions given sbove and in all
the ciroumnstances of its own position.

WILL DEPOSITS DISAPPEAR?

Some banks have been reluctant to become fully invested because of
a feeling that their greatly expanded deposits were in the nature of fluff
which would blow away with the first strong wind. They recaell that in 1920
and 1921 benk deposits shrank very repidly and compelled quite a liquidation
of bark essets, and thoy wonder whother somcthing like this will ocour again.

The two situations are quite difforent, for the great expansion in
bank deposits in 1917 to 1920 was in commercial loans for the purpose of
sarrying large inventories of commodities. .hen the prices of these commodi-
ties dropped the loans were liquideted and, with them, the deposits.

];n the present case the expansion of deposits is due to increased
holdinge of government securities and the deposits would noraally be liguidat-
od as these securities are redeemed by the Government or are sold to other in-
vestors. This is likely to be a gradual operation and there may be some off-
setting increases from commerciael lending.

Even though the total of bank deposits is likely to change rather
slowly after the wor there may, of course, be substantial shifts in deposits
between different regions of the country snd differont banks.

The enswer to this problem appears to lie in the character of the

securities purchased. Many careful bankers are putting e large part of their
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n&wly acquired funds into Treasury bills and gertifiocates whioh can always
be liquidated nromptly to meet any decline in deposits but which, neverthe-
less, enable the bank to do its share in the finanoing program and to add
to its income without incurring any real hazard.

The Treasury has made every effort to design the issues it has
created to meet this specific problem. The volume of Treasury bills emd
certifiocates outstanding has been steadily inoreased. The Federal Reserve
System, moreover, has mainteined a constent market for Treasury bills by
announcing its willingness to buy such bills at any time at 3/8 of 1 per
cent and to re-sell them again at the same rate to the(bank ‘which offered
them. It has in addition iven support when necessary to the market for
Treasury certificates. Under these oircumstances banks have been justified
in treating bills and certificates as the equivalent of cash.

Yilth respect to the low ylelds on these securities it may be not-
ed that they represent lergely the employment of new money, so that the
yield is pot comparsble with the usual cost of obtaining money. thile it
requires somothing of a readjustment of thinking for country banks to em~
ploy funds at retes as low as 3/8 or 7/8 of cne per cent, inoreasing num-
bers of such banks are recognizing an unusual situation and employing a sub-
stantial part of their newly soquired deposits in this way.

CONDITION OF THE BANKS

Concern is sometimes expressed about the bank position with near-
ly 50 per cent of their assets in government securities and their ospital
ratio steadily deolining. The changes are shown in table 5 for all member

banks, with estimates for June 30, 1943.
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Table &

EFFECT OF GOVERN INT SECURITY PURCHASES
ON ALL EBER BANKS, ASSU{ING PURCHASES
AS INDICATED IN TABLE 4

(In Billions of Dollars)

June 30 Dec. 31 June 30 Dec. 31 June 30

1941 1941 1942 1342 1943
TOTAL IOANS & INVEST:ENTS:
loans 16.7 18.0 16.9 16.1 16.1
Governments 18.1 19.6 24.1 37 .5 45,7
Other Investments 5.8 6.0 5.8 5.7 5.7
Total 40,6 43.5 46.8 59.3 67.5
LIABILITIES:
Deposits 58.56 61.7 64.0 T7.0 84.0 *
Capitel Funds 5.8 6.9 6.0 6.1 6.2
CAPITAL FUNDS RATIOS:
To Deposits 9.9% 9.6% 9.4% 7.8% T.4%
To Loans and Investments 14.3% 13.6% 12.8% 10.3% 9.2%

# Allows for increase of $1.5 billion in money in circulation
Jan. 1, 1943 to June 30, 1943.

These are indeed trends which justify careful consideration end
their indefinite oontinuance vould be serious. There are certein alleviat-
ing elements. PFirst, the decline in loans and in investments other than
goverm'flent securities represents a reducticn in risk and in many cages a
clesning up of old sores. For some years past, for example, benks as a whols
have been steadily writing down the book value of bank premises.

Second, banks have been following a conservetive polioy in their
purchases of government securities as is shown in diegram 3. All of the in-
orease recently has been in securities under tem years maturity (to call
date) and most of it under five. More than 10 billions matures within one

year.

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



- 16-A =

Dlagram 3

OVNERSHIP OF GOVERNMENT SECURITIES
BY COMERCIAL BANKS,BY CALL CLASSES

(Billions of Dollars)
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Under thess conditions it may be stated that the amownt of risk
to be oovered by oampitel has not increased. The real questicn is not as
to the position today, vhich is wholly depondent on the war and the success
in selling securitlies outside the banks, but as to the post-war position
vhen the huge volume of bank funds may seek more active employmemt. It will
then be desirable that the bank capital pesition should be strong emough to
justify the banks in taking the risks necessary in finencing their share of
the business ventures essential to full employment., To that end i¥ is most
desirable that benk capital be augmented gradually from earnings ocnd later
perhaps by obteaining new cepital in the market.

There is nothing in this situation to prevent a bani's doing its
full shere in the finencing program provided it follows a conservative
policy in the maturity of purcheses, and a conservative policy ulso in deal-
ing with any doubtful assets and in the payment of dividends.

DANGERS OI' THE GIGANTIC DEBT

Behind all of these more technical problems lies a growing appre-
hension as to the effect of the mounting government debt. A few ysars ago
a 50 billion dollar debt was dreaded as & grave dangsr and today we face cne
perhaps five or six times that large. The trend is shown in diagram 4(page 17-A). The
debt will shortly reach a total twice as large &3 even today's greatly ex-
panded national inocome.
The first and inevitable result is an annual interest cost largor
than the whole national budget of a few years ago. This means hipgher taxee
for an indefinite period and higher taxes always hurt through the discourage-
nent of initietive and enterprise. 1While no one can foretell the ultimate ef-

fects of this tax burden upon the ecomomic system, it is a risk in wer we have
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Diagram 4

UNITED STATES GOVERNIENT DIRECT DEBT

(In Billions of Dollars)
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to take. If texcs are applied wisely and are accompanied by post-war
policies that ere conducive to & sound increase in national productivity
and wealth, the monace ip this heavy debt cherge to our currency and
free institutions will be lessened.

The more immediate danger atteches to the oxpansion of bank
credit through which the huge debt is oreated and garried. For it is
this bank credit thet represents potential inf'latiom. It is spending
power in vest amounts which could blow prices throuch the roof if 1ts
ovners started to spend it freely.

For all theose recent ysars when bank deposits have been grow-
ing with the climbing national debt the seving grace has been sn atti-
tude of caution on the part of the owners of deposits. This had both
its good and its bad aspects. Its good aspect was its avoidance of in-
flationary n»rice incresses. Its bad aspeot a few years apgo was that it
glowed dewn recovery. The financial expansion which would in times past
have stimuiated business expansion and higher prices was damped down and
thwarted by an atmosphere of fear and caution. Deflation was still in
the air.

Yhat happens from here on depends more on this question of at-
titude of mind than on the mechanics of the situation. .echanically all
the elements of a serious inflation are here, psychologically we are
fortunately still somewhat cautious.

There are two things the banks can do about it. The first is
to sell bonds outside the banks. This reduces the amount left for the
banks to absorb, = it keeps down the mechanical base for inflation by re-

tarding the expansion of bank oredit, which 1s spending power.

Federal Reserve Bank of St. Louis



The second and more important is to encourage a habit of
thought. It is a time to teach the old fashioned doctrines of work and
save. For in the thinking habits of the people lie salvation as well
as in the mochanics of money. If we are spendthrift and improvident we
oan go heywire no matter how small the debt, but if we are industrious
and saving we may swvive a very large one even though it predisposes to
trouble.

Yihat we do todey will in large measwre decide whether we can
have full employment later. Every period of under-employment in times
past has been the pemalty for excesses which had gone before. 1921 paid
for the excesses of 1918-20, and 1932 for those of the late 20's. We
keep trylnp to explain everything in terms of  mechanics. A;::tually the
explenation gjoes much deeper into the roots of human behavior.

A school of thought has developed which believes our problems
oan be teken in hand by government and reedily solved, that government
can guaraentee full employment or can prevent inflation. It is possible
thet a totalitarian goveroment might do these things by regimenting the
people, though the proof of its ability to do so over en extended period
is fer from oclear.

Heppily in e demo-racy the economic 1life of the people is real-
ly deternined not by government, though it has an important influence, but
by the people themselves. If there is a spirit of enterprise among mil-
lions of people, there is full employment. If there is despair and ocaution
there is unemployment and all the Government ocan do is alleviate these

swings a little.
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iie as bankers are close to the people. They consult us in thelr
financial and business affairs. If we are wise we can have some influenoce
on the way the people behave under these unusual circumstences. The gos-
pel to be taught is the one that we wholly believe, that of working and
saving. If this gospel is taught and followed now it is the best way to
avoid infletion now, to provide an eocmomic svpport for the maximum war
effort and to assure full employment after the wer.

A PROGRAM FOR BANKS

By wey of summary, it may be helpful to 1list in brief terms
the desirable program for banks, that they zey play their full part ir
financing the $109 billion budget:

l. Be an outpost for curremt sale of savings bonds.

2. DBe prepared to advise customers and correspondent banks.

3. Orgenize for drives.

4. Welcome temporary loss of deposita.

6. Buy own share in percentage of deposits.

6. Use war loan account.

7. Give local leadership.

8. FPreach the gospel of savings.

Wiith the inspiring achievements of the armed forces, with miracles
in production by American industry, the bankers of the country cen be counted

on to do their share.
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