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(c) Authorize the Federal Open Market Committee to
change reserve requirements for central reserve
city banks, or for reserve city banks, or for
country banks, or for any combination of these
three classes.

(d) Make reserve requirements applicable to all banks
receiving demand deposits regardless of whether
or not they are members of the Federal Reserve
System,

And in addition to these major recommendations, the special report of
1940 urged that the needs of the defense program be financed as far ad
possible from existing deposits and from tax revenues rather than from
inflationary borrowing from the banks,

I bring the report to your attention because at that time all
were in favor of increasing the basic reserve requirements of commercial
banks, I particularly commend the special report of 19L0 to your attention
because the power to increase basic reserve requirements is a far more
onerous and drastic power than the special reserve plan, which the Board
of Governors now proposes, The special reserve plan, however, is identical
in purpose to an outright inerease in regular reserve requirements,

The plan, in fact, is no more than an adaptation of this method of restrict-
ing bank credit expansion in a banking situation profoundly altered by

war finance and by the huge wartime increase in public debt, The plan
would enable the banks to retain the same volume of earning assets they

now have, in place of making them reduce earning assets, as would an in-
crease in regular reserve requirements, with adverse effects upon bank
earnings,

In its Annual Report for 1945 the Board indicated that there
were three alternative methods for dealing with the monetary aspects of
the postwar inflationary problem inhirent in the postwar banking situation:
First, a limitation on the Government bond holdings of banks, second, an
increase in their regular reserve requirements, and, third, the holding
of short-term Government securities or cash under a special reserve
requirement, After exhaustive study of the problem, the Board has
selected the special reserve method as the least onerous, the most equitable,
and the most practicable method, It has now set forth the detailed speci-
fications of its plan on the basis of minimum needs to meet prospective
problems of bank credit expansion,

These specifications provide for the immobilization, even at
the maximum, of only a part of existing large holdings by commercial
banks of Government securities, They also provide that the special reserve
requirement could be imposed only gradually, and that, if inflationary
bank credit expansion can be otherwise brought under check, the require-
ment would not be imposed at all, Under the plan suggested, the individual
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discussions, bankers throughout the country are gaining a betier under-
standing of the current inflation situation and of the relation of their
banking policies to inflation. It may well be that the perspective thus
gained on the national problem and on the relationship of the individual
bank to it will encourage a voluntary program of restraint on the part
of many bankers, If such self-restraint is sufficiently effective to
avoid further over-all expansion of bank credit, then the purpose of the
special reserve plan will have been met, The bankers as individuals
cannot be blamed for causing the present inflationary spiral although
their operations as a system have made it possible, However, in the
future if there is further over-all expansion of bank credit and the
bankers resist any restraint on such expansion, there would be some justi-
fication in assigning some blame to them for the contribution of bank
credit expansion to contimued inflationary developments,

- eem wm s e e W

I should like now to present for the information of your Com-
mittee a summary description of the proposed special reserve plan, You
have been given copies of a statement which presents a detailed
description. This statement is necessarily technical at some points
because the effort has been made to make the explanation in all respects
complete, and to answer every technical question that might be raised about
the plan, its operation, and its banking effects., With your permission,

I will omit those passages that impress me as needlessly detailed and .
technical for purposes of today's discussion, The complete statement will
be included in the printed record,
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BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
Washington, D. C., December 5, 1947

PROPOSAL FOR A SPECIAL RESERVE REGQUIREMENT AGAINST
THE DEMAND AND TIME DEPOSITS OF BANXS

In order to provide a more effective means of restraining infla-
tionary expansion of bank credit, the Board of Governors of the Federal
Reserve System proposes that Congress pass legislation granting the
System's Federal Open karket Committee temporary authority to impose
graduaelly as conditions may warrant a requirement that all commercial
beanks hold a special reserve, This reserve should be in addition to
reserves required under existing laws, It should be calculated, within
limits fixed by law, as & percentage of demand and time deposits and
should consist of Treasury bills, certificates, or notes, balances with
Federal Reserve Banks, cash or cash items, or interbank balances,

Need for the Special Reserve Requirement

This special requirement would make it possible for the Federal
Reserve System to immobilize a portion of these assets, This immobiliza-
tion, however, would be only for the purpose of preventing their use for
the purpose of obtaining additional reserves to support expansion of credit
to private borrowers, Moreover, as gold acquisitions create bank reserves,
they could be offset by an equivalent increase in the special requirement.
The additional requirements would also reduce the possible multiple expan-
sion of bank credit on the basis of any increase in reserves,

At present high levels of employment and output, further expan-
sion of the total volume of bank credit is inflationary becsuse it would
increase the active demaend for goods and services, which is already in
excess of the productive capacity of this country's existing industrial
structure and labor force,

So long as the public debt is as dominant a part of the country's
financial structure as it is at present the Federal Reserve System has a
responsibility for maintaining orderly conditions in the U, S, Government
security market, In practice this means that the System stends ready to
purchase Government securities offered for sale if they are not taken by
other purchesers, whenever the Federal Reserve buys Government securities,
additionel bank reserves are created and these in turn supply the besis
for an expansion of bank credit of more than six times the smount of the
reserves,

Ability of banks to increase reserves,--Commercial banks currently
hold about 70 billion dollers of Government securities, As is shown in the
chart, this sum exceeds their prewar holdings by more than 50 billion
dollars and is about three-fifths of total loens and investments, In ad-
dition to this great expansion in holdings of Government securities,
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LOANS AND INVESTMENTS OF ALL COMMERCIAL BANKS
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It is not, as has been asserted by some of its critics, a revolutionary
device to compel banks to hold Government securities, The proposal con-
tains no such compulsion., If any bank chooses to hold the special
reserve in cash or on deposit with another bank or with a Reserve Bank
it would be free to do so, At the same time the proposed measure would
not require banks to reduce their holdings of Government securities,

The proposal would give the Federal Reserve System no new power
to interfere with bankers in running their own banks but it would restore
to the System some of its previously-held authority to exercise regulatory
power over the available supply of bank reserves, There is nothing new or
revolutionary in that,

Under the proposed authority it would be possible to insulate a
part of the Government securities market from privaete credit and permit the
Federal Reserve System to use open market operations and discount rates
more freely to affect conditions in the private credit market, Thus, the
authority would meke it possible to limit the volume and raise the cost
of private credit without necessarily increasing the interest cost to the
Government on an importent part of the large public debt outstanding,

Featyres of .the Special Reserve Plan

Special features of the proposed temporary authority may be
briefly summarized as followsf

(1) Banks subject to the provisions would be required,

in eddition to their regular reserves, to hold

a special reserve consisting of:

(a) Obligations of the United States in the form
of Treasury bills,certificates and notes
(with original maturities of 2 years or less);
or

(b) Cash items, as defined in the next paragraph,
to the extent that their total exceeds 20 per
cent of gross demand deposits plus 6 per cent
of time deposits.

(2) For this purpose cash items would include the following:
(a) Balances with Reserve Banks, including
statutory required reserves,
(b) Coin and currency.
(¢) Cash items in process of collection.
(@) Balences due from in excess of balances due
to banks in United States,

(3) The special reserve requirement would apply to both
demand and time deposits and would be subject to a
maximum limit fixed by statute, A maximum of 25
per cent of gross demend deposits and & maximum
of 10 per cent of time deposits will probsbly be
adequate for the temporary period covered by the
proposed statute,
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(4L) The requirement would apply to all banks receiving

demand deposits, including member banks of the
Federal Reserve System and nonmember banks--
insured and noninsured, It would not apply,
however, to banks that do exclusively a savings
business,

(5) The power to impose and to vary the special reserve

requirement would be vested in the Federal Open
Market Committee and would be limited by law to
a temporary period of three years,

(6) The requirement would be introduced gradually as

credit conditions warrant, The authorizing statute
could provide that, after a special reserve has

been established of 10 per cent against gross

demand deposits and L, per cent against time deposits,
further changes would not exceed 5 per cent of

gross demand deposits and 2 per cent of time deposits
at one time, Ample notice should be given before

the effective date of the initial application of

the requirement, or of subsequent changes, to allow
banks adequate time to make adjustments.

(7) The following considerations should determine the

timing of the introduction of, or changes in, the

special reserve requirement;:

(a) The volume and ownership of special reserve
assets and of other assets readily con-
vertible into eligible assets;

(b) Past and prospective gold movements, currency
fluctuations, or ather factors causing
changes in the volume of bank reserves;

(c) Conditions in the Government securities market;

(d) The general credit situation,

(8) Special reserves and requirements would be computed on

a daily saverage basis for monthly periods, or for
other periods by classes of banks as the Open liarket
Committee might prescribe., The penalty against
average deficiencies in the requirement would be
one-half per cent per month, payable to the United
States,

(9) The Federal Open Market Committee would be authorized

to issue regulations governing the administration of
the requirement, to require necessary reports, and
to delegate administration with respect to nonmember
banks to other approepriate Federal or State banking
egencies,
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The Federal Open Market Committee, which would have authority
to apply and vary the requirement, is composed of all seven members of
the Board of Governors of the Federal Leserve System and five representa-
tives of the Federal Keserve Banks., The Committee's present eauthority
covers the System's Government security and other open market operations,
The use of the proposed special reserve requirement would be closely
related to these operations. '

Bank lending for essential needs not prevented.,--kKestraints on
further bank credit expansion by the proposed requirement, supplemented as
the situation may warrent by other credit control measures, would not pre-
vent the accommodation by banks of the economy's essential credit needs,
The additional reserve requirement, however, would put the banks under
pressure to attempt to meet essential credit demands out of existing
loanable funds, To expand loans, banks would need to sell securities of
types that might be bought by other investors, rather than short-term
Government securities which under present conditions are purchased prin-
cipally by the Reserve Banks,
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The variation in the percenteges of deficiency or excess in
special reserve assets at the selected levels is still wider, of course,
when studied by groups of banks according to Federal Reserve Districts.
This point is illustreted in Table 2 attached,which is also based on
figures for June 30, 1947. Each group in each district would be able
to meet the lower level of requirements used. Data for individual banks
would show even greater differences than appear for the groups of banks
in Teble 2, and some banks might have deficiencies in holdi gs of eligible
assets even at the lower requirement level,

Adequate supply of special-reserve and other liquid assets,--
In considering the deflciencies in eligible special reserve assets that
benks might confront et certain requirement levels, it must be remembered
that banks hold substantial amounts of short-term Government bonds that
may eventually be refunded by the Treasury into eligible essets or that
could be converted through the market into such assets., In general the
Federal Reserve would purchase the bonds and sell banks reserve-eligible
securities, Holdings of short-term bonds as percentages of gross demand
deposits at mid-1947 are also shown in Table 2,

According to figures releting to the ovmership of the publie
debt on September 30, 1947, shown in Table 3 attached, all commercial
benks hold about 15 billion dollars of Treasury bills, certificates, and
notes,* and in addition 6 billion of bonds due or callable within one
year and %0 billion of bonds within one to five years, These holdings
were widely distributed among individual banks, As these bonds mature
or are called they mey be refunded by the Treasury through issuance of
securities eligible to be held as special reserves, The amount of
Treasury bills, certificates, and notes issued cean be made to depend on
the need of the banking system and the demand for such assets.

As Teble % indicates, moreover, the Federal Reserve System holds
22 billion dollars of Treasury bills, certificates, and notes, which banks
could acquire by selling to the System other Government securities. About
12 billion dollars of eligible obligations are also held by nonbank
investors, and these might be bought by banks, Thus the total of Treasury
bills, certificates, and notes outstanding is nearly 50 billion, compared
with gross demand deposits at commercial banks of 100 billion. The amount
of such securities outstanding may be decreased tharough debt retirement
or increased through refunding of bonds., It is estimated theit, after
allowing for probable reduction in total marketable debt and for refunding
of all other retired issues into reserve-eligible securities, the total
amount of such securities outstanding will continue fairly close to the
present level for the next three years, The asmounts held by banks mey be
increased by purchases from other holders,

Thus banks could readily obtain enough bills, certificates, and
notes to meet a special reserve requirement of 25 per cent., They could still
hold substantial amounts of short-term securities as secondary reserves free
for operating purposes, but the amount of such freely available funds could
be materially reduced by the requirement,

* For simplicity of computation these figures include some notes which had
original meturities of over 2 years and therefore would not be eligible
as special reserve assets under the proposal. These, however, mature
shortly and in any event could be readily shifted into reserve-eligible

securities,
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TABLE 1

ILLUSTRLTIVE COMPUTATION OF SPECILL RuSERVE ASSETS, JUNE 30, 1947

(Based on aggregate figures in millions of dollars, by Eroups of banks)

liember banks
Central Nonmember
Assets reserve city Re§erve Country insured
few York|Chicego| S+ banks
1. Gross cemend deposits 22,683 5,037 31,983 27,659 11,891
2. Time deposits 1,459 871 11,269 14,475 6,49
3. Coin and currency 123 36 L70 780 595
li, Cash items in process of collection 1,884 Ao 2,823 8l 12
5. Excess of demand balances due from
over demand deposits due to other
benks in U. S.* - -- - 2,546 2,765
6. Balences with Federal keserve Banks 4,166 973 6,274 4,628 -
7. Net cash assets* (3 + L + 5 + 6) 6,173 1,557 9,%67 8,787 3,284
8. Deduct 207 of gross demand deposits
nlus 6, of time deposits L,624 1,060 7,073 6,100 2,759
9. Excess cash assets* (7 - 8) 1,549 298 2,29, 2, %87 525
10, Treasury bills, certificates, and notes 2,015 606 L4,87TL 5,191 2,9%
11. Total special reserve assetsx (9 + 10) 3,564 go, 7,168 7,578  5,L57
12, Special reserve required at given
percentages:
a. 10, against demand and l,i against '
time deposits 2, 527 539 5,649  3,5L5  1,LL3
b. Meximum of 25 against demend end
10,0 egainst time deposits 5,817 1,546 9,12% 8,62 5,608
13, Deficiency or excess of special
reserve assetss*
e, ¥ith 104 against demand and lyé
against time deposits , +1,25%7 +565 +3,519 +,23, +2,014
b. “ith 25, against demand and 10,
against time deposits -2,255 43 -1,954 -784L -151
1. Percentage deficiency or excess of
special reserve assets to demand
deposits:
8, With 10,0 against demand and 4}
against time deposits +5.5 +7.2 +11.0 +15.3 +16.9
b, WJith 25, against demend and 10%
against time deposits -9.9 -8.8 «6.1 -2.8 ~1.3

* Figures shown for these items are computed on the basis of aggregates by groups
of banks for the country as & whole; totals of figures computed separately for
individual banks or from aggregates by districts would show somewhat different
amounts of aveilable cash assets for some of the groups.
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TABLE 2
RATIOS OF AVAILABLE SPECTIAL RESERVE ASSETS AND SHORT-TERM TREASURY BONDS
TO GROSS DEMAND LEPOSITS, ALL INSURED COMERCIAL BANKS, JUNE 30, 1947

Percentage of gross demand deposits
Deficiency or excess
of special reserve |Treasury bonds/due
Treasury assets if re- or callable®
bills, Total quirements are
certifi-| Excess |special| 25% of 10% of
cates, | cash reserve| demand demand
and assets®/ | assets and and . Within | Within
notes 10% of L% of 1 year |1-5 years
time time
deposits | deposits
Central reserve
¢ity member banks
New York 8.9 6.8 15.7 -~ 9.9 + 5.5 5.7 27.8
Chicago 12.0 5.9 17.9 - 8,8 + 7,2 L2 234
Reserve city
member banks
Boston 10,3 7.1 17.5 - 8.6 + 741 g.1 18.3
New York 9'3 9.’4 180 "11.8 + 6.5 3'5 31.7
Philadelphia 6.7 8.3 14.9 ~11,3 + Ll 1.5 22,6
Cleveland 8.0 6Qh lh-h "'ll-loz + 3.0 Te1 33.7
Richmond 12.9 Tk 20,3 - 7.0 + 9t 245 32.5
Atlanta 1hok 847 23,2 ~ 3.9 +12,3 3.5 20,0
Chicago 20.6 7.1 27.7 - 2.7 +15.5 5.9 3649
St. Louis 10.3 6.3 16, ~10,2 + 5,9 5.1 2.2
Minneapolis 8.8 7.3 16.1 -10,7 + 5,1 3.7 28,0
Kansas City 1608 6.0 22.7 - 307 +12¢2 ,4.8 19.1
Dallas 13.3 6.1 19.h - 7.1 + 8,8 2,2 18.’4
San Francisco 22,9 746 30.5 -9 +1749 6,1 31.3
Total 15,2 7.2 22.L - 6.1 +11,0 Le9 27.8
Country member
banks
Boston 12.6 6,4 18,9 -11,1 + 6,9 5.0 37.3
New York 12,7 9.3 2109 ’1195 + 806 ho3 h507
Philadelphia  18.7 10,1 28.8 - bJb +15,5 5,0 L1.h
Cleveland 17.8 11.1 28,9 ~ 3.5 +15.9 4.8 40,2
Richmond 17.0 8.5 25,5 - 3¢9 +13.8 L3 31,8
Atlanta 19.7 5.1 2.8 - 3.3 +13,6 3.9 25,0
Chicago 21.6 1005 32 ol + W6 "’1905 Se 9 L1.8
St. Louis 21,7 3.8 25.5 - 3.2 +1L,0 L.0 28,7
MinneapO].iS 2308 6.’4 3092 - 03 +1890 703 3908
Kansas City 26.1 906 35.8 Al 993 "'2592 3,2 18.8
Dallas 21.3 11.1 32,4 + 6,6 +22,1 249 16,7
San Francisco _ 17,6 7.9 25,5 = b,9 +13.3 6,9 33.9
Total 1898 8'6 270’-‘ - 2,8 "’1503 )407 3’403
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TABLE 2 (Continued)

RATIOS OF AVAILABLE SPECIAL RESERVE ASSETS AND SHORT-TERM TREASURY BONDS
TO GROSS DEMAND DEPOSITS, ALL INSURED COMIERCIAL BANKS, JUNE 30, 1947

‘Percentage of gross_demand dep031ts.

Deficiency or exceasg
of special~reserve

Treasry bonds/du

Treasury asgsets if re- or callablel
bills, Total quirements are
certi- Excess |special| 25% of 10% of
cates, cash lreserve| demand demand
and assetsa/ assets and and Within
notes 10% of L% of 1-5 years
time time
deposits deposits
Nonmember insured
T eommercial banks
Boston 19,2 1.2 20.3 -15,8 + 5.9 5,6 1.5
New York 15,1 1.7 16,8 -16,2 + 3,6 L5 3949
Philadelphia 20,9 o3 21.2 -11,.1 + 8,3 3.8 35.6
Cleveland 22.0 L.8 26,8 - 6,3 313.5 L.6 37.6
Richmond 20,4 .2 20,6 - 9,2 + 847 5.8 29.5
Atlanta 25.2 608 3200 + 308 +20~7 300 Q209
Chicago 29,0 509 314- 9 + 3.l +22,2 ’-‘06 3908
St. Louis 25.0 Le7 29.7 + 2,7 +18,9 2.2 22,5
Minneapolis 39.6 309 )-1305 "'12,8 +3102 6.’4 3205
Kansas City 28,0 7.3 35.3 + 8.6 +2l46 2,9 20,5
Dallas 16.5 10.L 27.0 + .8 +16,5 o9 18.3
San Francisco 19,6 6 20,1 -16.6 + 5,5 7.7 39.3
Total 2L 7 Lol 29.1 - 1.3 +16,9 .2 31,0

EY4 Total of (1) balances with Federal Heserve Danks, (2) excess of demand bal-
ances due from over demand deposits due to banks in United States, (3) coin
and currency, and (L) cash items in process of collection, less (5) the

sum of 20 per cent of demand deposits and 6 per cent of tlme deposits,

E/ These ratios are based on estimated holdings of such Treasury bonds.,
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TABLE 3

OnNERSHIP OF MARKETABLE U, S, GOVERNMENT SECURITIES
(In millions of dollars es of September 50, 1947)

Type of seourity
“Treasury bonds meturing
Bills or callable
Investor group Total 1/} o iiri. [TTORTR [ TIGRIE AT
cates and 1 1 to 5 5
notes year years yeers
Commercial benks 68,892 14,966 5,583 30,300 18,043
F. k. Banks 22,329 21,610 177 Lo3 140
U. S. Government agencies
and trust funds Ly, 387 81 50 362 2/3,858
Other investors 72,338 11,801 1,502 7,258~§/§1,é&7
Total 167,946  L8,L58 7,312 38,323 75,688

Data estimated on the basis of the Treasury Survey of Ownership of
Securities issued and guaranteed by the United States,

L/ Total includes nostal savings and prewar bonds not shown in breek-
down by issues,

2/ Yost of the bonds due or callable after 5 years held by Government
agencies and about Lj5 billion dollars of those held by other investors
are not eligible for purchase by banks, About 7 billion dollars of these
bonds may be acquired by banks,
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