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July 5, 19L5.

Honorsble Robert A. Taft,
United States Senate,
Washington, D. C.

Dear Bob:

You have so many far more important things to deal with
that I am not suggesting you take the time to plow through the
enclosed memorandum at this point, but I thought you might like to
have it in hand for your own information in case the subject should
oome up.

A month or so ago, 1 received a copy of a confidential
memorandum prepared by Benjamin M. Anderscn on "The Control of In-
flation, and the Treasury's Borrowing Policy”. In it he indicated
that he had sent the nmemorandum to a selected list and you are the
only one on it so far as I can tell, who is a msmber of the Banking
and Currency Committes of the Seumate. While I don't imagine that
you or others who are informed would be mislead by Dr. Anderson's
argument, it oocurred to me that it might be well to have a state-
ment prepared by our research people to point out the flaws in his
reasoning and proposals. Accordingly, Dr. Goldemweiser, in consulta-
tion with our economic ataff, wrote a memorandum which i3 also marked
"confidential™ to give the other side of the pioture, and I thought
you might wish to have it should the matter receive any publio at-
tention or ecome up in some way in the Senate or in the Committes.

With Kindeat personal regards, I am,

Sincerely yours,

n. s. Bccl.'.
Chairman,

closure
Ef:mmla
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June 15, 1945

B. M. ANDERSON'S FISCAL PROPOSALS

by

E., A. Goldenweiser, Economic Adviser,
Board of Governors of the Federal Reserve System

Mr. B. M. Anderson has written and c¢irculated & paper on the
Control of Inflation and the Treasury's Borrowing Policy. In this paper
he comparss our present position with that of France after the First World
War and suggests that they are very similar. Seocondly, he indicates that
the First World Var was financed very much better in respect to avoiding
inflationary pressures than the present war., Thirdly, he emphasizes the
danger in the present large voluhe of liquid assets and ascribes it to
wrong finanging and open-market policies by the Treasury and the System,
As & program to save the situation he proposes & funding of the Government
debt into long-term bonds at & rate of interest that would attract investors!
money. Just what rete this would be is not indicated, but Dr. Anderson
appears not to be too much disturbed by the idea of the rate rising to L4
or 5 per cent, He wants this accompanied by a sale of Government securi-
ties by the Federal Reserve Banks in order to tighten the money market, In
order to protect the banks from the large loss of principal that would re-
sult from the rise in bond rates, he proposes to give them an opportunity
to exchange their bond holdirigs for the higher interest securities with
some slight loss of principal -~ perhaps 2 per cent of the face value.

Dr. Anderson's diagnosis and program deal with the immediate
situation and the immediate future, possibly the mext 1 1/2 or 2 years,
and the following discussion should be viewed with this time element in
mind,

Comparison with France and with Pirst World war

Dr. Anderson's comparison with France after the last war is quite
irrelevant. The differences betwecen our situation and the situation of
France are far greater than the similarities. Our debt and debt service
are much smaller in relation to national income than was the case in France.
We have financed L0 per cent of the cost of the war by taxation, while
France had so finenced only about 12 per cent, France had & very large
foreign debt, while we are still on balance a creditor in our international
accounts. Furthermore, the difficulties of France after the last war were
seriously aggravated by a flight of capital from the country, a development
that it is difficult to conceive for the United States in existing circum~
stances. For these reasons it serves very little purpose to compare our
situation with that of France.

In the second place, Dr., Anderson thinks that the last war was
financed very much better than the present war, because the rate of interest
was higher and was rising. What he seems to have forgotten is thet at that
time the entire monetary situation was different. Rates of interest were
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much higher before the last war than they were before this war, because

we had a great demand for capital and limited reserves, Even so the war
was financed on a lower-bmsis of rates than prevailed in the market and
this was criticized at that time by .persons of Ir, Anderson's general con-
victions as being unsound and inflationary. The Federal Reserve Banks had
e differential rate on war paper which was used to a substential degree.

The rate advanced as the war progressed and the Federal Reserve
was not used to stabilize the market through open-market operations. This
is generally considered now as having been poor policy, since' it increased
rather than decreased the difficulty of selling Governmesnt bonds outside
of the banking system, and since it is widely recognized that a great
national need should not be met at a rising cost to the Government. The
fact that after the war rates advanced sharply, with the consequence that
the buyers aof bonds ook substantial losses, is not mentioned by Dr, Anderson,
but this surely should wot be permitted to occur again., Also we had an in-
flation and a deflation ofter the lest waw hotwithstanding methods of fie
nancing that meet with Dr. Anderson's epproval. Distant pastures are greener.

Dr, Anderson stresses the large amount of liquid funds that has
been created by financing the present war and the danger that they consti-
tute for the economy. There is no doubt about the facts, but it might be
mentioned that the ratio. of deposits and ocurrency to total national product
has changed very little. In.fact, what Dr. Anderson forgets is that the
principal reason for the greater growth in liquid assets 1s that this war
was on an immensely larger scale than the First World War, As a matter of
fact, less than one-third of the First World War was financed by taxes &s
against LO per cent of the cost of this war, so that the record is better
this time than it waes last time,

Dr. Anderson's apprehensions about the size of our unfunded, or
short-term, debt does not appear to be justified. An unfunded, or shert-
term debt presents difficulty to & Treasury only when there is difficulty
in obdbtaining funds to finence the Goverrmént's needs. This country faces
no such difficulty unless indeed it should adopt the sort of policy as that
recommended by Tr. Anderson.

Would higher rates prevent inflation?

The fundamentel gquestion is whether the remedy that Dr. Anderson
proposes would be in the public interest. He would like to see the rate
of interest on Government bonds go up to the point where they would be an
gttractive investment and would find ‘their way into firm hands where they
would be held. He offers some protection from the depreciation of out-
standing bonds to the banks, but he says nothing about other institutions
and private individuals who have bought Government bonds in good faith. He
thinks that by his method inflation would be avoided,

First, the question should be asked whether higher rates on Gov-
eriment bonds would result in lerger purchases by investors, or whether, on
‘the’ contrary, the falling market on outstanding bonds might not result in &
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loss of confidence in Government bonds as an investment and a flight from
Government bonds by many holders. It would seem that the latter is more
likely than the former. And if such a flight did occur, the Government
would have no choice but to create money in one wgy or another and thus to
fan the flames of inflation. Also, & drastic rise in interest rates on
long~term bonds would disrupt the financial .fabric of the country, It would
also constitute & breach of faith to persons who have placed their resources
at the disposal of the Government to fight the war,

A narrowing of the spread between Short-ana long-term rates
may develop when the pressure of war finance diminishes, but this
narrowing may be expected to be achieved by & gradual rise in short-term
rates, with long-term rates near the present level remaining as a firm
anchor of the¢ rate structure,

Dr. aAnderson thinks #hat rates will go up anyway, when the in-
flation, which he visualizes as the inevitable result of the present fiscal
policy, takes place. To him it is & choice beiween what he considers a
moderate advance in rates now or e much greater rise later, This point
turns on one's views as to the inevitability of inflatibtn and on methods of
preventing it. When one believes, as is stated in this comment, that Dr,
Andersont's proposals would aggravate rather than reduce the inflationary
danger -~ one cennot view the matter in terms of the alternative he presents,

Other soc¢ial and sconomic consequences of high rates

It should be asked also whether a concentration of high-interest
bonds in firm hands would be the best economiec and social policy. It would
seem that the opposite is the case, Firm hands, in plain English, means
wealthy investors., The .people of the United States, most of whom will have
veterans of the war in their families, are not likely to welcome high
taxation for meny years for the purpose of paying interest to wealthy
holders of Government bonds,

It seems appgrent that the best condition of a large public debt
is the present wide distribution of low-rate securities among all groups of
people. The low rate will diminish the cost of the service of the debt and
the wide distribution will reduce the amount of diversion of income from tax-
payers to bondholders. The tax rates will be lower and since taxes are
levied roughly in proportion to ability to pay recipients of interest on
the public debt will to & considerable extent pay the interest on the debt
to themselves. This is & sounder economic position and more in accordance
with equity. To have rich bondholders, because they were able to buy war
bonds in large amounts with profit to themselves, collect indefinitely a
heavy tribute from the rest of the population is not an objective to be

desired.

Furthermore, a high intercst rate structure would be a severe
handicap to business enterprise in the reconstruction period and thereafter,
It would discourage new undertakings, because the cost of acquiring capital
would be too high. The country has become adjusted to a rate of interest on
riskless long-time investment of 2 1/2 per cent and the maintenance of that
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rate would help greatly in facilitating productive enterprise. A policy of
meintaining the low rates established during the war has been adopted in
Englend and in Canada on grounds that are similar fo those presented here
for the United States. Gowvernor Tdwers, of the Bank of Canada, stated the
matter very pungently in his annual report for 1943, in which he said: "4
policy aimed at higher interest rates would only become intelligible if,
after war shortages are over, consumers! expendifures in capital develop-
ments were to proceed at a rate which would overstrain our productive
capacity., I see no prospect of such a situation arising in a form which
would call for a policy of reising interest rates."

In view of the enormous productive capacity of this country, which
hes been built up and demonstrated by this war, it is incredible that a
situation should develop in the foreseeable future in which consumer de-
mands will exceed our productive capacity, This, of course, has reference
to & period after the country's industries have been reconverted to civilian
use. Acute shortages of goods exist now and are likely to exist for somé
time to come, but the remedy for that is not in higher interést rates, whlch
would retard conversién, but in facilitating the conversion process in every
W&y .

Summary

To summarize, Dr, Anderson's comparisons with France and with
the First liorld War are not enlightening, his belief in the magic of
higher rates in attracting investment funds and preventing inflation is
not realistic in existing circumstances, and his program of overcoming the
dangers of inflétion by a radical advance in rates is a proposal that might
easily make inflation inevitable by undermining the public's faith in United
States securities and that would play havoc with our entire finencial struc~
ture. It would also retard reconversion and hinder expansion of business
activity. BEven if Dr. Anderson's expectations about attracting investors!
money were reelized, the proposel would result in a highly inequitable and
politically dangerous situation, where & greatly increased burden of debt
service would be borne by the broad masses for the benefit of wealthy hold-
ers of war bonds.

Of all financial programs that have been proposed this is the
most irresponsible.
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