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Second Draft

Subieect: Inflation end Interest Rates on wovernment Securities

* .

1 do nct kelieve it is usaful to discuse the problem of interest

s

rates ervcept in terms of the two major problsms facing us under present
conditions. On the oae hend, we must meke aveilable to the Joverument
tne ;oods and services neseded to carry out our mobilization program, end
thzse :vods ond services will reduce tie amount evailable for civilian
purposes. At tie same time, we are endeavoring to avoid an infletionery
1ise in prices and wages for reasons which it is unnecessary to elsborate.
ine Treesury is directlﬁ concerned mith both oi these two great
problems., Te must find th: funds which the uvovernment requires tov finance
its greoetly éxpanded needs for mean, meterials, Pqulpmcpt and ell the msni-
fold activities connected with the defense program. This is our financing
problem, wnich we must deal with through taxes and through sppropriate
izsues of povernuent securities, The Treasury is equelly concerned with the
second front, thrt of controlling thn infletionary fressures in the economy
creztesd by the defense program. To this end the Treasury hes submitted to
the Congress prorraus for increases oi taxes which, when adopted, will
ffectively contribute to recducing the inflationery pressurs, 25 well as

wrp

finding tas neceseary funds. e are equally concerned, in‘our worrowing
cperations with hoth aspects of the problems before : us. Te must borrow the
funde widch me need, and me wish to “o so with tihe winimm of inflstionsry
results from sur borrswing.,

Broadly spesking, we face tue inflstionsry situstion before us

primerily because o8 growing shovteies of civilien goods, Tik public
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knows that we are zoing to hsve these shurteies, end there is always a
tendency for prices to rise and fur infletivnary movenents to get under way
wignever it is anticipsted thet 2 governwsnt rust undertake a large scele
defense prosrame. Inflationary pressure is inevitable and hss always been
present in such a situation, e heve to 40 our best to deal with and
coutrol thore iuf:’lati onary ;fressures.

Inflation neans over-spending. it memms that everyone is trying to

coods or services then he cor acmirc a2t present prices. Il

(A

acquire mor

G

is this tordercy o over-srend which hrinrs a! out inflation, Hence, it is

-

besically necessary to find ways 2wl mersns c¢f evoiding or vreventing tais

How is this ovorespending made possible? ~From whet sources does it
spring? Droadly speaking, 1t cer come in turee wajs. First, peorle can
stop saving the rormel proportion of their current income and try to spend
this amount. Second, they can rc further, md drew up.n “Leir past ssvings
i . Jerm of bank deposibs, savingo bbr;ds, erd slaller noldings. Third,

they can borrvw ggainst their credit or agalast capitel essets, o= sell

in the unitca Etotes cur peopls were seving at zn anmual rete of
approximately ¢lS Lillions per enaus in the Lirst quarter of 1,80, 1if
more than
they stopypca this seving »nd spent thet noucy, tiis could aud/,2 billion
& month to ths spending throughont the country and put an iuflestionsry

pressure on prices if saditicnel goocs wors aol Ledng produced to wect the

ilucreaszed rete of expenditure, In Ject, the supply of couds was tending
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to be restricted as the povermacat went forwera with ite defense program.
In the second plece, bthere was ovtslanding at the time of Horea, 2 very

large volume of ligquid saviigs in the hands of the public, asounting to

o

about 200 billione Lrawing upon thess saviags azy e made at any tiae

-nd ceustituice 2 contimusus potin

.

ntial inflztionary pressure ol very
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arye Lag n_tuue. i fact, durirng bhe third
personal nonsuhf+1on expenditure by bhe public grew to 1% billicen per
snnum, 2s compared with 102 willion ger armum in the first guarter of the
yeare Tae rate of sav vings, by comperison, fell off from 1% billion in the
firet querter to 6 billiocn in the thire quarter, despite the higher ine
comec resulting from the iufletiorery rices in wepes, ferm prices and other

incomes during the period,

he third scurce of funds for over-spending is borrowiig or resliza-

[}

bion of capitel asscts, lost typicel, parieps, of the two clesses ere

> 1

wens from bonks and sales of securitics on sccurily exchanges.

=

great
deal of attention hss beer siven to tue effect on the inflriicnery piclure

of the upward vrend in bank ivense. 1Inese loans in fact rose by sbout

e

W >113ion in the third cuarter of the yeor, There can be little or

o ouestion that the full purchasing power provided oy many of these loans

nas contriluted te over-spendin,. "nal is important to remembar isi hat

tnis is cnly one source from which funds heve been obteined for cver-spending.
It ie rot the lergest or tie most significent source. 1t would be difficuli
o prove'that expenditures wuicn have been made during tiils period would

neve beeu impossivle if these losns nad not Leen made. Hevertneless it

is ccr+aiulg true that tihere ri ot have veea » 3lightly swaller amount
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of whet I have called over-spencding ii therc nad been no expensicn in
pbank losns during this period. Fersornsily, I helieﬁe thet cven if there
had been an absolute frecze on the totel cutstanding loens of‘every Tank

in thic country during recernt menths, so tiaest there could have been no

net expension in henkt losns by the Lenis, that we would .zv: seen 2 heavier

0]
[

rate of drawing on piivate sevings, scue grester liguidation of securitiss

and other capitel assets, so that tiere might have been only 2 very liwmited
end perheps hardly noticeable diminution of the upwerd pressure of wages and

rices caused vy overe-spendiiige

T

I do not say the above in order to isply thet the benk loan problenm
should not be dealt with, even though I am éonviﬁced the present situation
would not he .ppreciably differ=nt even if it h2d been dealt with very
drastically. &lthough it may be a relatively small element in the entire
picture of the inflationaery pressufes, it clezarly requires attention.

#hat I do wish to emphasize is that it must not be given disproportiovnate
atbteation in terms of 211 the efforts which we :ust meke to deal with the
iufliationary proh:lem,

ihose efforts take two generel forms, which tend to be called the
direct anl indirect enti-infletionery prograsise The direct approach is
exemplified by price and wege ceilings. DBy imposing these ceilings, we
are trying to s tebilize incomes a2ad we are tiying to decrzase the speculative
pressurcs resulting frow enticipstion of future increases in prices. ‘e
ere trying to meintain the general level of tlie cost of living, so thst our
worrers will be satisfied thet their resi incores ere staebilized. These
are the direct controls an” they are very importent because they touch

directly at the foundetions of an inflotiounsry movement., The real hasis
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for nearly eveory inflaiionev& movement is enticipetion of highisr prices
sid higher incouiizs. Cur elfforte heve to Le directed towerd dealing with
tnet basic factore The dirsct mcasures are also of great help in prevealing
tiic tendency for the movements of prices eand wages te. dnteract on each otner

in 2 sort of umerd spirel, one follovin: the cthir end no tendency to

settiedreadjusti: it holng apparcnt.

Te must remembsr that all these measures are taken sgainst the background

of a situstion in which many itexs arc going to Le in short supply, snd hezve

to be in short supply if we sre to carry out our defense effort satisfactorily.
We do nct want any more shorteges than necessary. Lut we do want itne
necessary shortszes, vecsuse they mesn we 2re gebting the job dones Ve must
not, however, let these necessary shorbapes beacome distorted into widespread
and general inflaztionsary pressures, with rzople vainly attempting to get the
goods wiiich are not golins to be there by contimually hidding-up prices and
then asking for highoer wares, when they find that prices heve pone upe.

one of the importent seriss of direct éontrols consists of the restric-
tions which have been inposed on consumer credit and on real esteste credif.
These nave e direct impact in Aaupening down over-spending in these two
important areas, and help to relesse oods, labor, msterials, and other
resources for the production of more necessary items., They have teen, in
& sense, forcrurners of the commodity =2llocstion arrangements which we are
naving to introduce, and they aésist in tue enfbrcement}of those allocation
Progroms.

In eddition to these direct controls, we have undertaken to act against
the inflstionary mensce by tlic so-cslled indirect controls. These sre

measures whicih do not deal specifically with particular prices, incomes,
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or categories of credit, Eut epply more gemerelly to the objective of re~
ducing over-spending. They are cf tiree genscral types: first{ we increase
taxes to reduce the amount that people can sperd out of current income;
second, we intensify our eficrts to ask them to meke contritmtion to our
negtiongl survival by saving and lending their money to the government =t
regsonable retess third, we try to reuwice reserves of the bapking systei,
s0 that it will have less potential jower to expand credit.

I 2m sure you will agree thet we have vigorously and conscientiously
pursued the policy of ihcreasing our taxes, The inflation which we havé
had to dste hes ncl heen due to any significant budget deficit, end in fact
we have been taking in more money than we have been paying out tihus far.
But we do not have in prospect 2 contimuation of this happy situation. We
will have to incresse our taxes & sc af tc pagy as we go to the utmost =x~-
tent, put, unfortunately, we would have to ;o mich further than this to
avoid any possibility of over-spending. 7e would have to tax our people
heavily ensugh to meet a1l the expenses of our defense effort, end also to
take awgy mcst of théir saving, if we relied solely on the tax measures.

Insteed of this, we are endeavoring in every possible wgy to supplement
our tax policy with a vigorous effort to ask people to save and provide

‘their savings to the government. Let us be quite frank; The success of

our anti-infletionary measures in general contribute to the success of

our saving campaign, end our savings campaign contributes to the success

of our anti-inflationary program in general., 1In a situation like the present
everytning works togetner. The better we do in any direction, the better

we shell do in 211 directions, end vice versa. It is a gigantic campaign

like a militery campaign, in which every pert of the operstion must contribute
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its share to the campaign. And likewise, the bztter everyone does, the
eagier it is for everyone in the campaign.

It is in the third sector of the anti-inflationary campeaign that we
have run into difficulties. There is a conflict between the objective of
reducing the potentisl power of the benking system to extend credit and
the otjective of maintaining a stable market for government securities
which form such an importasnt part of our financiel structure at the present
time, There is some difference of opinion as to how this conflict should
be resoiveds The difficulty arises becsuse the benking system now holds a
large volume of government securities purchesed at par or better, which
are the assets which it holds against the deposits of the public. The
savings cf the public, in effect, are invested in these government bonds
indirectly through the baking systém. The banks have not hesitated to
sell these government securities to the Reserve System and make additional
loans on the basis of the reserves thus established, One way of dealing
with this problem of expanding loans by the banks would be, it is argued,
to allow the price of government bonds to fall so that banks would not sell
them to make loans of inflationary character, That is to say, if the
Federal Reserve System should no longer be prepared to buy the bonds at or
above par, the benks would not sell them to the Reserve System because they
would take a loss, and hence would be reluctant to establish the reserves
necessary to make the additional loens. Against this point ofiview, it is
the Treasury opinion that there argﬁ;gﬁéqﬂways of limiting the expansion of
loans by the beanking system, and that this particular method has the
serious disadvantege of hampering the efforts of our government to raise

the necessary funds through tapping the savings of the public, It hampers
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this operetion in two ways. First, it increases the cost to the Treasury
of borrowing money, and meckes the Treasury pey to the banks and other
financiel institutions larger amounts in the form of interest on the
putlic debt, thus adding to the overall expenditures of the government
end the over-all deficit to be financed by appropristions and taxes.
Secondly, by disturbing the confidence of depositors, insurance policy
nolders, and other savers, it may acceleraste a flight from government
securities into commodities and other forms of wealth,

The Treasury believes that, at this critical juncture, the overall
fiscal advantages of maintaining the level of interest rates is more
important to the country, than the limited contribution which would be made
to the bank loen problem by allowing interest rates to rise fractionally and
the prices of government to fall. There are a number of re%@ns why we do
not feel that, under prevailing circumstances, a rise in bank loans would
be effectively prevented by unsettling the government bond market. The
banks today c an replenish their cash reserves and go on making loans,
without needing to sell any long-term govermment securities to the Federal
Reserve System. They have in their portfolios short term bills and notes
some of which mature every day, week or month. To make new loans all that
is necessary is that they fail to renew some of the maturing short term
securities which they now hold. It is for this reason that we do not be-
lieve that banks will forego opportunities to make profitable loans even
if their long term government securities are made unmarketable except at
a loss, The fact that in recent months they have preferred to sell long-term

government securities rather than let the short~term holdings run down as
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a means of replenishing their reserves, I believe is to a2 substantial
extent due to the desire to reduce their portfolios because of the threat
that prices of these securities might be allowed to decline,

It would not, in my opinion, have been easy to stop the loans that
the banks have g:;%téa§ing the past few months by any of the indirect
measures which affect primarily the prices and the interest rates on govern-
ment securities. I strongly suspect, as I have indicated before, that
nothing short of a definite ceiling on the loans permitted to any bank, in
the form of a quota for total loans fixed by the Federal Reserve Board would
really have achieved the result of preventing an expansion in bank loans
during recent months,

While I remain rather skeptical as to the effect of indirect measures.
in holding down the level of bank loans when the bank's customers are
vigorously demanding credit, there are other ways of applying indirect
pressure to the level of bank loans without at the same time incurring the
risks of unsettling the government security market or adding to the cost of
the defense effort and the size of the budget. These might take several
forms: a general increase in reserve requirements, the addition of special
emergency reserve requirements during the emergency period, and an extension
of selective controls on credit in the form of directives to the banking
system. Though I do not place any ways near as great emphasis on the
significance of bank credit in the total inflationary picture as some
others do, I fully agree that no objection should be made to any attempt
to deal with this aspect of the inflationary problem unless it involves

dangers to other objectives we have before us. Consequently, I would
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support the adoption of legislation authorizing the Board of Governors
of the Federal Reserve System to increase reserve requirements above
present levels. I would also endorse the proposals which the Board of
Governors hal made at previous dates, as a special emergency period de-
vice only, the requirement of a special reserve, over and above regular
reserves, to be held in the form of eligible securities of a short time
character. I believe this should be a specizl emergency measure rather
than a permanent authority,.

In the third place, I would be glad to see the powers of the Federal -
Reserve System extended to enable ‘them to provide limits as to the amount
of business inventories as well as consumer credit, which may be financed
for a given borrower., I would also.be glad to see them given powers to
direct the banking system to refuse credits for particuiar types of
activities. In fact, I am prepared to accede to any request of the Federal
Reserve System for powers to control benk loans directly, so long as these
powers are not exercised in such a way as to mske more difficult the problen
this country faces in financing this giganticveffort of national survival
and maintaining & steady and confident merket for the billions of government
securities whic?,Z/must eventually be placed with the public and with the
financial system, at rates wnich zre reasonable but which do not add
unnecessarily to the heavy burden of expenditures which we must write into

our torthcoming budgets.
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