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B O A R D O F G O V E R N O R S 

QF THE 

F E D E R A L R E S E R V E S Y S T E M 

Office Correspondence Date October it,. 19?? 
To Chairman. Sccles Subject : 

, 0 m Emile Despres 

At tached i s a memorandum on t he Lee 
B i l l f o r f o r c e d loans i n war t ime , prepared i n 
response t o Mr. C a r r i e ' s request f o r my comments 
on t h i s proposed measure. Mr . Cur r ie r epo r t s 
t h a t Senator Lee has t a l k e d t o h im about i t 
and w i l l p robab ly come i n t o d iscuss h i s p l an 
w i t h you. Copies o f t h e B i l l i t s e l f , the r e p o r t 
o f the Senate Committee on M i l i t a r y A f f a i r s , and 
a t r a n s c r i p t o f a Radio Forum program dea l i ng w i t h 
the measure we re passed along t o me by Mr. Cu r r i e 
and are be ing he ld i n my f i l e s . 

fjO 
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M E M O R A N D U M October 12, 1939 

TO: sir. Currie EEs CasEsents on Lee B i l l f o r 

FROM: Esdle Despres Forced Loans i n Martian 

Under the provisions of the Lee B i l l , the Federal 

Government1 s borrowing requirements would be ac t , i n the event 

of war or nat ional conscr ipt ion, by requ i r ing ind iv idua ls to 

purchase non-tax-exempt Government obl igat ions bearing not more 

than 1 per cent in te res t aid having a matur i ty of at least f i f t y 

years. Such secur i t ies would be a l l o t t e d to ind iv idua ls i n 

accordance w i t h quotas based upon t h e i r net wealth. 

/a a f i r s t step, a census of the net wealth of i n d i v i -

duals i s t o be undertaken upon declarat ion of war or enactment 

of conscr ipt ion. The proport ion of the i nd i v i dua l ' s net wealth 

^subject t o the borrowing power of the United States" i s then 

establ ished on a graduated scale, the proport ion, a f t e r a |1,000 

exemption, being 5 P®r cent f o r the next $9,000 of ind iv idua l 

net wealth, 10 per cent fo r the next 190,000, and 15 per cent 

f o r the next 1150,000. The rate continues t o advaice by stages 

t o 30 per cent of net wealth over |1,000,000, 50 per cent of 

net wealth over $5,000,000, and 75 per cent of net wealth over 
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;100,00C#C00. Hew issues of Government secur i t ies pre to be 

al located among ind iv iduals i n proport ions corresponding to the 

ind iv idua l quotas established by the above formula, i f these 

quotas become exhausted, a new series of quotas i s t o be estab-

l ished by deducting from each i n d i v i d u a l s net wealth as shown 

i n the o r ig ina l census the amount of Government secur i t ies already 

purchased, and then applying to t h i s res idua l the same graduated 

scale of percentages. 

Discret ionary author i ty i s granted t o the President t o 

accept, instead of cash, "property or services which are valuable 

f o r the prosecution of the war or the improvement of the nat ional 

defense,n or secured promissory notes bearing in te res t at 6 per cent. 

The President i s also authorized t o issue currency against the 

secur i ty of such assets other then cash as may be received i n 

paysaent f o r Government ob l igat ions. 

The chief defect of t h i s proposed method of war borrowing 

i s due to i t s use of net wealth as a yardst ick for measuring capacity 

t o purchase (Severn, :e:it secur i t i es . task of making even a crude 

appraisal of secur i t i es , mortgages, insurance po l i c i es , and physical 

property i s much too formidable to permit a sa t is fac tory census 

w i t h i n any b r i e f t ime. Second, such an appraisal , i f made, would 

not provide, even i n p r i n c i p l e , an appropriate c r i t e r i o n of a b i l i t y 

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



I 
i 

t o purchase (Soverniient s e c u r i t i e s . I n the l a s t a n a l y s i s , funds 

w i t h which t o purchase Government s e c u r i t i e s must corse f rom 

p r e v i o u s l y ex i s t i ng ; ho ld ings o f cash and f r om cu r ren t savings 

out o f income. Thus, the approp r ia te bas i s f o r a l l o c a t i n g 
i 

Govermaent s e c u r i t i e s , under a system o f f o r c e d l oens , i s not p r o -

v i d e d by a fo rmu la based upon ne t w e a l t h , bu t r a t h e r by one based 

upon (1) cash p lus ne t sho r t t e rm assets and (2) income, / n 

impor tan t connec t ion does e x i s t between ownership o f long 

te rm assets and a b i l i t y t o l e n d , bu t t h i s connect ion i s i n -

d i r e c t , and depends upon t he income p rov ided by such assets . 

P a r t i c u l a r i n d i v i d u a l s , by s e l l i n g t h e i r s e c u r i t i e s and p rope r t y 

and s u r r e n d e r i n g t h e i r insurance p o l i c i e s , mey put themselves i n t o 

a p o s i t i o n t o purchase Government s e c u r i t i e s i n excess o f the 

saounts p e r m i t t e d by ne t s h o r t terst assets i n c l u d i n g cash, and 

by t h e i r c u r r e n t sav ings out o f income; t h i s c g i n o t be g e n e r a l i z e d , 

however, f o r t he economy as a who le , except t o t he ex ten t t h a t 

the bank ing system creates a d d i t i o n a l depos i t s by t a k i n g over t he 

s e c u r i t i e s and p rope r t y o f f e r e d f o r s a l e by i n d i v i d u a l s . 

Th is de fec t o f t h e f o rmu la proposed i n t h e Lee B i l l 

o r i g i n a t e s i n a con fus ion between w e a l t h and money. The Government's 

s p e c i f i c f i n « t i c i a l requi rement i s a req i i rement f o r money, because 

i t i s by spending money t h a t i t ob ta ins the m a t e r i a l s and l a b o r 
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h > 
needed i n war t ime. An i n d i v i d u a l ' s a b i l i t y t o f u r n i s h money 

t o the Government i s not d i r e c t l y measured by h i s net wea l th , 
I ' •, 

because wea l th inc ludes phys i ca l p r o p e r t y , stocks and o ther i 

t i t l e s t o p r o p e r t y , and claims on p roper t y which range a l l t h e 

way f rom bonds, mortgages, end l i f e insurance at one extreme t o 

currency end demand deposi ts at the o the r . The gap between money 

and o ther c la ims on and t i t l e s t o wea l th cou ld be br idged i n some 

degree by a s h i f t o f assets among i n d i v i d u a l s and co rpo ra t i ons , 

by which means some i n d i v i d u a l s whose ^-ealth cons is ted l a r g e l y o f 

p roper t y and s e c u r i t i e s would be able t o o b t a i n money f rom other 

i n d i v i d u a l s , co rpo ra t i ons , and i n s t i t u t i o n a l i nves to rs i n ex-

change f o r these assets. To some ex ten t a l so , t h i s gap could 

be b r i dged by t h e banking system, v«hich might c reate a d d i t i o n a l 

depos i ts by purchasing some o f the s e c u r i t i e s and mortgages o f f e r e d 

f o r sale by i n d i v i d u a l s . These br idges would scarce ly be adequate, 

however, i n r e l a t i o n t o the heavy requ i re i rents o f war f i n a n c e . 

Extens ive s h i f t i n g o f assets among i n d i v i d u a l s and co rpora t ions 

would have a d i s r u p t i v e e f f e c t upon s e c u r i t y markets and f i n a n -

c i a l markets g e n e r a l l y , w h i l e t h e types o f assets which i t i a 

considered appropr ia te f o r commercial banks t o acqMre f rom dther 

holders are somewhat r e s t r i c t e d . I t seems c l ea r , t he re fo re , t h a t 
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A n 
/ ' / 

/ II 
/ I \ 

t h e L e ^ i B i l l should be r e v i s e d by s u b s t i t u t i n g an a l lo t iaent f j i 
f o rmu la based upon,] (1) ho ld ings o f cash p lus ne t shor t te rm 

assets end (2), income,, f o r the present f o rmu la based upon 

w e a l t h . \\ J 
/J\ I 

The q je fc t ion remains t o be ozazdned whether a system 
/ J J " 

o f f o r c e d a l l o t m e n t o f Government s e c u r i t i e s , r e v i s e d along the • I i 1 
•• I \ \ 

l i n e s i n d i c a t e d above, -would p rov ide a d e s i r a b l e ins t ru iaent o f 
\ \ 

xmr f i n a n c e , cons ide ra t i ons bo th o f e q u i t y end o f economic e f f e c t s 

f u r n i s h a s t rong case f o r a measure o f t h i c s o r t . The argument 

t h a t c o n s c r i p t i o n o f f i n a n c i a l poorer should accompany c o n s c r i p -— X 

t i o n o f msnpo er i s s t r o n g l y pe rsuas i ve . Under the present 

arrangements governing- t he d i s t r i b u t i o n o f Government as w e l l 

as o f o the r s e c u r i t i e s , banks, e ther i n s t i t u t i o n a l i n v e s t o r s , 

and i n d i v i d u a l s , are f r e e t o determine t h e t e r n s at which they 
T 

^ y i l l be induced t o exchange t h e i r i d l e cash f o r such s e c u r i t i e s . 

P r e v a i l i n g y i e l d s o f Government s e c u r i t i e s have been r e l a t i v e l y 

losr, owing t o t h e l a r g e volume o f excess reserves and i d l e bank 

d e p o s i t s , b u t even ' ? i t h present c o n d i t i o n s o f raonetary ease, t h e 

Govermaent1 s bor rowing requi rements cou ld be s e t a t f a r l ose r , 

i n t e r e s t r a t e s under a ay&tem o f f o r c e d a l l o c a t i o n then under t h e 

e x i s t i n g f r e e market system. 

\ 
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The es tab l i shment o f t h o lowest p r a c t i c a b l e i n t e r e s t 

r a t e s l o r new Government s e c u r i t i e s i s o f p a r t i c u l a r importance 

when the country- i s a t war , because o f the magnitude o f t h e 

Government1s borrowing requ i rements and o f the d e s i r a b i l i t y o f 

m i n i m s i n g t he increase i n p u b l i c debt s e r v i c e . ar bo r row ing , 
7 

though i t c oes n o t , o f course, p rov ide a means o f s h i f t i n g the 

cos ts o f war t o f u t u r e gene ra t i ons , does n e c e s s i t a t e f u t u r e 

t r a n s f e r s o f income f rom the genera l body o f taxpayers t o t he 

ho lde rs o f G o v e r n ^ n t o b l i g a t i o n s . These s e c u r i t i e s are l i k e l y 

t o f i n d t h e i r p r i n c i p a l market among i n d i v i d u a l s end co rpo ra t i ons 

who have s u b s t a n t i a l accumulated h o l d i n g s o f i d l e cash, or who are 

en joy i ng a l a r g e c u r r e n t income. I f one regards t h e longer te rm 

economic problem as one o l ach iev ing a r e d i r e c t i o n of income toward 

inc reased consumption e x p e n d i t u r e , an inc rease o f s u b s t a n t i a l 

magnitude i n t he i n t e r e s t charge on the p u b l i c debt msy s e r i o u s l y 

i n t e n s i f y t he d i f f i c u l t y o f a d j u s t i n g the f l o w o f income t o t h e 

a v a i l a b l e volume o i investment o u t l e t s . 

A l though a s u b s t a n t i a l r e d a c t i o n i n i n t e r e s t r a tes would 

r e l i e v e t h i s source o f f u t u r e economic malad jus tment , i t might 

be argued t h a t t he d i f f i c u l t y cou ld be o b v i a t e d , i ns tead o f be ing 

merely re l ieved, by resor t ing exclus ively t o taxat ion as 
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a jaethod o f war f i a m o e . Th is , however, i s a counsel o f p e r -

f e c t i o n . I t "srould be imposs ib le t o dev ice n t a x system wh ich 

cap tu red a l l s a v i n s , mad undes i rab le t o adopt a system v i d c h 

l e f t l i t t l e rocss f o r sav ing o f t h e " r r J np v a r i e t y . Taxa-

t i o n o f t h e t y p o -sfeieh bears c h i e f l y upon consumption ?iould# i f 

pressed too f a r , -weaken the wo rk i ng sum's i n c e n t i v e t o e f f o r t and 

t o e f f i c i e n c y . 

/ syatera o f f o r c e d & 1 l o c a t i o n o f near issues o f Government 

s e c u r i t i e s , bes ides r e l i e v i n g the d i f f i c u l t i e s c f postwar r e a d j u s t -

ment, sd h t p rov ide t u s e f u l i ns t rument o f Esonetary c o n t r o l d u r i n g 

t he per iod o f h o s t i l i t i e s . Under a fo rmu la based upon ( l ) i d l e 

cash end (2) incoiae, co rpo ra t i ons and i n s t i t u t i o n a l i n v e s t o r s as 

w e l l r.c i n d i v i d u a l s i rould be requ i red t o subscribe i n s p e c i f i e d 

gnouBis t o new p u b l i c i s s u e s , the d e c i s i o n whether corner c i a l 

banks were t o be brought i n t o tho scheme would depend upon .mother 

sn expansion o f baak assets saxd d e p o s i t s was thought d e s i r a b l e . I f 

beaks were i n c l u d e d , t h e i r e&lot iaent i tdght be ad jus ted i n r e l a t i o n 

to the mover oats i n t h e i r other assets end t o desired changes i n the 

vcluza© of deposits. I f banks isere omitted, t h i s would be equiva l -

ent to f 3 mm sing the Sevensaent* s t orrovrin^ reqJireir»ants whol ly 

frost* accumulated i d l e cash and fror* current savings out of incoiaes. 

Drafts upon i d l e cash should exert the suae type of i n f l a t i ona ry 

e f f ec t as the c rea t ion o f new deposits, but there nay be soaae ad-
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vaixtags i n usinp up ex is t ing i d l e funds before addi t ional 

deposit money i s created. Af ter the growth i n act ive c i rcu-

l a t i o n re t i r emen ts which accompanies expansion i n national 

income had depleted the supply of i d l e cash, the question could 

be faced whether some expansion i n bank deposits would be per-

mi t ted. I n any event, the monetary au thor i t i es , by assigning to 

ind iv idua ls snd corporations the amounts Tii ich they must cave 

and invest i n Government secur i t i es , could keep the expansion of 

bank deposits under close con t ro l . 
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