
CONFIDENTIAL May 17, 1935

PROPOSAL FOR REDUCTION IN SYSTEM'S
SECURITY HOLDINGS

In a letter dated May 4 addressed to Governor Eccles, the Governor

of the Federal Reserve Bank of Chicago indicated the desire on the part of the

directors of his bank to reduce that bank's holdings of Government securities

in the System's account to the proper percentage. The reasons given as a basis

for this desire are practically all reasons in favor of a general reduction in

the System's holdings of Government securities. Such action would mean a

definite change in the System's open-market policy, which during recent years

has been consistently in the direction of promoting easier money-market condi-

tions.

The Chicago bank's participation in the System's account is substantial-

ly in excess of the standard ratio. Including holdings in its own portfolio,

as well as participation in the System's open-market account, the Chicago bank

holds slightly over 16 per cent of the total Government securities held by all

of the Federal Reserve banks, whereas the ratio of expenses, dividends, and

charge-offs in the year 1934 for the Chicago bank was 11 l/2 per cent of the

System total. In dollar amounts the holdings of the Chicago bank are

$110,609,000 in excess of its pro rata share; in the System account alone the

excess amounts to $71,439,000.

It would no doubt be possible to transfer some of the excess holdings

of the Chicago bank to other Reserve banks which hold less than their pro rata

share. Some of the other banks could advantageously improve their earnings

by increasing their holdings of Governments and this could be done in most cases

without impairment of their reserve positions.
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The more fundamental and important questions raised by the reasons

advanced by the Chicago bank are in effect arguments in favor of reduction in

the System's holdings of Government securities. These reasons are briefly

as follows:

1. It has been the System's policy in the
past to offset gold imports and this was not done in the
case of the imports of the last fifteen months.

2. The large volume of excess reserves has
brought about artificially low rates on Treasury bills
and other short-term open-market money, and this situation
should be corrected.

3. It is an opportune time to reduce holdings
because of the unusually strong market for Government
securities. The Reserve banks could later increase their
purchases in case help is needed to support the market.
Any injurious effect to the market that might result from
a decline in the Reserve bank holdings of Governments could
be prevented by a statement indicating that the purpose was
to reduce competition with member banks for short-term
Government securities.

4. It is the duty of the System to withdraw
credit when there is a substantial excess of credit.

5. It is not necessary to hold a large volume
of Governments to check future expansion, because past
experience indicates that this method is not successful
against speculative movements. It would only result in
heavy losses to holders of Government securities and would
not affect prices of stocks and real estate.

In considering these reasons in favor of a reduction in holdings of

Governments by the Reserve banks, it is desirable first to revie?/ the purposes

for which the present large holdings have been acquired. The primary purpose

was to create excess reserves in member banks and thereby to encourage these

banks to find uses for their available funds. This tends to reduce interest

rates, first in the open market, and later also to commercial borrowers. Lower

interest rates reduce the costs of doing business both to borrowers at short-term

and to corporations issuing new securities and, therefore, tend to encourage

borrowing for business purposes and the flotation of securities for refunding
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or for new capital. Another effect is to lower the cost of Government borrow-

ing and thus to aid in the Government's recovery program, which is designed to

reduce unemployment and to stimulate activity until private business begins to

provide adequate employment. Excess reserves should not be reduced until there

is evidence of excessive borrowing or of speculative expansion.

The policy of offsetting gold imports was followed only at times when

the increased gold stock was leading to or was likely to lead to excessive ex-

pansion of credit. The gold imports of the last fifteen months have served to

further the easy money policy pursued by the Federal Reserve System in 1932 and

1933 without the necessity of further action by the Reserve banks. Although it

is impossible to say definitely, it is entirely likely that without large gold

imports in 1934 the Federal Reserve banks would have had to increase their hold-

ings of Government securities in the interests of recovery.

The existing low level of open-market rates on short-term money is the

result not only of the large supply of excess reserves but also of the small de-

mand for credit in the open market. More particularly the low rates reflect

the preference of banks and other lenders for open-market uses of their funds

over other uses. Rates on customers' loans, for example, have not shown a de-

cline commensurate with the decline in open-market rates, although in New York

City, which is more closely affected by developments in the open market this

decline has been substantial. There is no reason for taking action to raise

rates so long as there is no evidence or prospect of an excessive use of funds

by borrowers.

It is the duty of the Federal Reserve System to withdraw funds from

the market when credit is excessive, but excessive credit is determined by the

volume of member bank credit that is in active use rather than by excess re-

serves. There is as yet no evidence of an excessive use of bank credit.
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It is stated that this is an opportune time to decrease the Reserve

banks' holdings of Government securities "because of the high price prevailing

for these securities. Stabilization of the price of Government securities

should not be a primary objective of Reserve bank open-market operations. The

tradition that changes in the System's security holdings signify changes in

monetary policy is a valuable aid to the successful prosecution of such a policy.

This tradition is well established, so that reduction in the System's portfolio

at this time would be likely to lead to general selling of Government securities

by other holders, regardless of any explanation that the System may make of its

policy.

It should be kept in mind that the market for Government securities is

particularly sensitive at present because a large volume of funds awaiting em-

ployment in private enterprise is now temporarily invested in Governments by

banks, investors, speculators, industrial and commercial concerns, and others.

Any development which is likely to lead to lower prices for these securities

would induce widespread liquidation of holdings. One reason in favor of a re-

duction in holdings advanced by the Chicago bank is the desirability of raising

short-term money rates. If the holdings of the System are reduced sufficiently

to cause an appreciable rise in rates on Treasury bills, prices of all Govern-

ments are likely to be affected.

Finally, it should be emphasized that it is desirable for the Federal

Reserve banks to retain their government security holdings intact to be avail-

able as an instrument of restraint if any inflationary situation should develop.
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