December 3, 1940.

KEHORANDUK ¢
T0 - Er. Bell

FROE - Chairman Eccles

These are the preliminary memorands re Treasury

financing whick I discussed with you over the telephone.
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Preliminary memorandum on Treeasury financing
based on a discussion by members of the Board
of Governors and Mr. Sinclair, President of
__‘the Federal Reserve Bsnk of Philadelphia

The Treasury's cash balance is now under a billion dollars, and net
expenditures over the next three months will be substantiai. These facts
clearly indicete the need for some nearby financing. The character of the
finencing should be considered from the standpoint of its bearing upon the
national cconomy and, immecdistely, in rcldion to its effect upon the defensc
progrome Finencing thc defensc program cs it relates to the nationel cconomy
raiscs many problems which cannot be discussed within the limits of this
mcmorandum but which we shall be glad to discuss at cn cppropriatc times, 1In
general the monctary and fiscal aspcets of tho program arc coneccrncd with
the quostion of avoiding, on the onc hend, unduc or premeturc rostriction of
our total cconomie cffort beforc a satisfactory lcvel of national income and
cnployment is reached, vhile avoiding, on the other hand, the danger of in-
flation., The further problem, while the defense program is under way, of
avoiding serious bottlenecks in production end distribution, which wmight have
effects very similar to those of a general inflation, must probably be ap-
proached mainly by measures other than monetary or fiscel.

Aside from thesc bottlenecks there is still much unemployed labor
and industrial capacity and many raw products in sbundant supply, and as long
as this situetion continucs the resources for national defense should not be
obtaincd at the expense of pecacetine activitics and consumption. We have
reached o level of output, however, wcll beyond anything previously attained
even in the late twentics, end next year the lovel will almost surely be sub-
stantielly higher. There arc estimates that the national income, this year
about &7L billion, will risc next year to about $80 billion and that by 1942
or 1943 it will rcoch $90 billion in tcrus of the prescent price level, Obvi-
ously in thc facec of such o prospcet, cspceially when the expernsion is occur-
ring in rcsponsc to theo stimulus of large defensc cxpenditures ond British
wor purchascs, the possibility of an infleation, whereby the cxpansion would
go into prices rathor thoen into output, rust be an cvor=prescnt concern of
the monctoary and fiseal cuthoritics,

O

On the monetary end fiscal side, we have to reckon with the fact
that the volume of demand deposits and currency is larger than ever before,
that excess reserves are huge and are increasing, that the Govermaent debt
is already large, that Govermment securities have become the chief asset of
the banks, and thet purchases of securities by the banks create additional
depositse. As to taxation, the new tax meesures of 1940 have substantially
increased the revenue in prospect for the coming yeer, and what is even more
importent, in considering the problem cf financing the entire defense program
over the next several years, have given us & tex structure which will yield
substantial further increases in revenue as the national income risecs.
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The financing program best suited to these circumstances would
appcer to be one coubining berrewing and texetion in such a manner that bor-
rowing will lessen and tax revenue incrcasc as the national inceme rises and
the danger of inflation draws neerer. As regards borrowing, which is the
irmediate problem, it appcars that undcr present circumstances--and this
will beceome inercasingly importont as the defensc program procceds==the
Treasury should confinc its borrowing as much as possible to non=-bank in-
vestors and thus prevent the further piling up of doposits by the banks,
Pending other stcps that may be taken to this end, a long bond should be
issucd at this timec in an effort to intcrest as meny non-bank investers as
possible and to discourage the further purchese of Government securities by
bankse Another advantage of a long-term issue would be that it would help
to supply the present demend for such securities and tend to prevent further
increases in market prices.

Other nmeans of increasing sales to the savings groups night be
considered as part of a longer=-tern progran, First, sales of the present
type of savings bond might be increased by a more intensified campaign and
bty ageain allowing trust accounts to purchase these issues. Second, the
Treasury night issue a new type of savings bond vhich would pay a semi-annuc
couponn and be redeeriable at the Treasury prior to maturity at o discount.
Third, the Treasury night issue a registered non-negotiable bond which would

P be salable only tc the savings groups of the country and could be maode either

- irredeenable prior to moturity, redecrnable at a discount on perhops three
nonths! notice, or convertible intc some selected outstanding issuee The
fundamental problem to be met, however, is to find means of reducing the
volune of unused reserves in the hands of banks aveileble and pressing for
investment.

More specifically, it is recormended that the Treasury should re-
fund both the maturing notes and bonds in December and should raise ebout
$500,000,000 to $750,000,000 of cash. It seems likely that holders of the
notes and bonds should be given the option of refunding into either an inter-
nediate or a long-term bond and that cash should be raised through a long-ternm
bonde Other alternstives would be to refund in December and raisec cash by a
long=tern bond in Januery or to refund in Decermber and raise cash through
national defense billse

It would probably be advisable to do the refunding in December, be-
cause this proccdurc would clcar thc docks for future financing and is ex=
pected in the markcet. It is also recommended that the Treasury should raise
$500,000,000 to $750,000,000 of ceash in Dcccrbors The Treasury's cash bal-
ence, which is now $900,000,000, would be dowm to sbout $600,000,000 by the
end of Decanber and would be cntirely clininated by the ad of February if
no cash is raisecd in the interim, The raising of cash night be deferred
until January, but it is probebly desirablc to completc the ontirc finaneing
at onc tince It appears that the raising of cash up to about §750,000,000
would still leave & margin of safety within the statutory debt limitation.
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Present market conditions are such that the Treazsury could without
difficulty issue long-term bonds. During the past month long=term bonds have
advanced in price by more than two points. Reporting member banks have added
$lO0,000,000 to their Government bond holdingzs since October 9, and insurance
companies have also been substantial purchasers., There has been a relatively
smell supply of securities in the market cxcept from the System Account. The
present situetion tends to induce banks to purchease bonds of longer maturities
in order to obtain income necessary to meet expenses and dividends. Under
present conditions, therefore, it appears quite certain that intermediate snd
long=tcrm bonds would be readily absorbced in the market. Their issuance would
also serve to restrain a further sharp rise in prices over the next fow months.

Such an operation can be carried out successfully, provided the
offering restricts the allotment of long bonds to an amount that the market
can comfortebly digests The demend for I=me bonds during recent weeks has
been largely centered in the intermediate issues, and the rise in price of
the four longest bonds may be weighed more by the absence of offerings than
size of the demend. This does not imply that there is not a substantial
backlog of demend for long bonds, because there is, but there is reasgn to
doubt that the market would readily absorb a long bond in an amount,in excess
of $1,000,000,000, It might be advisable, therefore, to limit the long-term
bond to a cash offering, in order to avoid the possibility that due to the
large premium on the long-term bond the bulk of the exchanges would be for
this issuec, crcating an outstending amount between $1,500,000,000 and $2,000,=
- 000,000 Limiting the long=term bond to a cash offering would also avoid

arbitrage transactions end widec fluctuations in the rights betwecn thc time

of closing the books on cash subscriptions and the time of closing on ex-
changese It is rccognized that a long-term bond would not be distributed
exclusively to non~bank investors, sincc a numbcer of banks would purchase the
issuc for the underwriting profit, end others would hold thc issuc as a pcrma=-
nent investment, A long-tcrm bond, howevcr, would fit into the cetcgory of

an investment suitablc for non~bank investors and would rcprcsent a mile=post
in the market by which further long-tcrm finencing could be morc rcadily gauged.

In view of the size of the financing it would probably be desirable
to give holders of the maturing bonds and notes an options The option should
be between a long bond and an intermediate bond rather than & note, since most
investors have a decided preference for intermediate bonds rather than for
notes at current low yields. The maturing bonds have been outstanding for
about 10 years, and a lerge proportion are in the hands of insurence companies
and savings banks., Under these conditions there might be some advantage in
permitting the exchange of the bonds for the new long-term bond issued for
cash, at the same time protecting the merket by roquiring thet the new bonds
would be issued for exchange only on thc besis of a registercd bond which
would be delivered after threc to six months. Consideration might be given
also to raising the limit on preferrcd allotments on cash subscriptions to
$10,000 or $25,000, Such a step would tend to cncourage individual subserip-
tions and to recduce allotnonts to banksse
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: The discussion in the menorandum irndicaves quitc clcarly that the
defonsc program should be financed from the savings of the coumbtry rathor
than from a furthor eypansion of bank crcdit and that an influcrco in this
direction would bo the issuencc of long-term bends, Vhilc the gencral pro-
grein should probebly be of this naturc, thorc arc certain comsideratioas
thet might meke ic dosirable to follow for the immediate future an interinm
program of short-term securities. In view of the large volume of excess re-
serves and bank deposits and the possibility of infletionary tenduicies
dewcloping at sons tinme in the fubture, it seems likely that steps will bo
considered for r-ducing excess reserves to a nore reasonable level, Ix
addition to the uncertainties that will be produced in the market by such
discucsions, there will be other uncertainties regarding comprechensivoe
banking legislation, tax legisletion, and the proposal for malzing futurc

issues of public sccurities fully taxablc, Until thosc questions arc soe-
tled the nmarket cannot be oxpeetod to meassurc lon ~torm intorest ratos with
fairncss,

Viith the romoval of the influcnce of lurge surplus barking funds
on the markct. long-ternm rates, which arc now at rcecord low lovels, migh'
inercasc soncwhat to « point thu sould more ncarly rcilect the level
necessa:r for attracting the savings of the comatry. If a long-~term benl
should te issued at the present time it would e vulaszrable tc an inereass
in rates. If this condition is anticipsated it msy be more in the publie
interest tou “rotact investors from impeirment ir market wvalue by deforriag

he issuance of long=term buncds until effer sucn an adjustment has ozcuri-od,

Under thic progream short-—term secui ities weuld b2 flostud at thc
present time and would labter be refunded into long-term bonds. If this
program should be aclopted the Treasury might find it dcsirable to issuc -
statement outlining its reasons for this proccdure,
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