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The Federal Open Market Committee, at its meeting on
October 7, which was attended by the Presidents of all of the Federal
Reserve Banks, discussed at length the present economic situatiom of
the country, in its domestic and internstional aspects, and the rela-
tion of monetary and credit faetors, and of debt mansgement, to what

presents itself to us ag a clearly ing accentuation of infla-
tionary temdencies. In the light discuseion it was the opin-
ion of the group that a construec dation to you, with
respect to the November lst s could be made only as part of
a broader program of bringing on this situation all of the
weapons of control which ble to us in the field of
monetary policy and debt e

Infla @ have been strong in cur economy
during the past few and there is ample indication that these
pressures will continmue » and perhaps be accentuated, in the

months immediately shead. The basic causes of this situation are well
known, A vast supply of money and other liguid assets was created
during the war and there have been additions to this accumulation of
purchasing power since the end of the war., There hag also been an
inadequate supply of goods and services, both domestic and foreign,
groving out of the destruction of war and the deferment of civilian
demands when a large part of output wes destined for military use.
The obvious consequence has been that, at current prices, the supply
of purchasing power in the hands of active spenders is far in excess
of the value of even present high levels of output.

The existing situation, therefore, spells continming pres-
sure toward higher prices. In sldition we must teke cognizance of
the fact that conditions are highly favorable to further credit ex-
pansion. Contimued heavy demande for bank loans are likely from
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tusinees, Crom morigage borrowera, and {rom consumers, The mesns of
such additional eredit expansion are readily at hond in the form of
gold imports snd too easy aceess to Feder:l Heserve orsdit, both of
which previde the banking system with the reserves on which & not less
then six~fold expansion of eredit cxn be based, In visw of the decline
in esrnings, banke sre under sonsiderable pressure to incresse their
asgzets or to shift from loweylelding to higher-yielding assets. In
sueh eircumstences, it is too much to expect thnt further inereascs

in bonk eredit will be confimed to produetive loune; the aore likely
outcone, in the absance of repressive messures, will be an ineresse in
spaculative oradit,

The Committee recognizes thet the strongest forces working
toward inflation 1lie ocuteide of the field of currsnt monetary policy
and debt menagement, snd that the mesns of control which sre at our
joint dispossl can be of only limited effectivenesa, The Commitise
faele, hovover, th:t further eradit expension would sugment the existe
ing forces of inflation. The situstion is nov so eritiesl as te vare
rant our taking every actlon, within ithe power of the Tressury snd
the Fedarsl Neserve Zyatem, to slinminste or modsrale excessive credit
sxpsnsion, The vigorous setion which in former times could hsve been
relied upon to check the progress of inTlation is nov denied to us
boezuse of the necezsity of meintaining the atability of the market
for Government sacurities, sad 211 thet depends on sueh etability,
tat this should not deter us from tsking vhstever snction lies within
the sres of practie:l dischergs of our responsibilitiss,

In the iight of this bsckground and this forscsst the Cow-
mittee vishes to place iis recommendations with respect to the Hoven-
ber let finamclng within the framevork of = brosder progr-m of credit
policy and debt monagemsnt. Tha group is mbrongly in fover of &
prograa which would comprise the Jollowing:

1o It i of prime fmmediste lsporteonce that mwessuyes be
adopted to offset the sxpunsionary effset of gold inflow on bank
reserves and zlso to put some pressurs on benks by recuiring
them to sell securities Yo msintain thelr reserwve positions,
This can best be sccomplished by = reduction in Federsl Heserve
toldings of Government securitisa., fiace it would be 4iffieult
for the Federsl Reserve to reduce its portiolio by selling se-
euritiee in the merket, the best procsdure would be lor the
Trezeury to use its eash balaneces te retire Faderal Reserve
holdings of meturing bills snd certificstes, It is sstimated
that the Tressury will hawe in Yovesmber snd Decembar sbout 7,5
billien doilars availsble for retirement of morketable debt,
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end enother billicm dollsrs in Jemuary. The Federal Remerve
portfolio holdg a little over ome billion dellars of the next
three issues of meturing certificstes, Depending upon the neede
of the situation, the Federsl Reserve could present these cer-
tificates for retirement and fumde would still be svallsble for
the retirement of bille to the extent found teo be desirable,

2. The policy of raising short-~term rates of interest
should be continued so as to lessen the urge on the part of
banks either te reach out for longer-term Govermment securities,
or {o make undesirable loans and investments, in erder te main-
tain earnings. This would mean moving up issuing retes on cer
tificates, and permitting the current rate on Treasury bills and
market ylelds on outstanding certificates to rise in accordsnce
with market demands and the coupon retes adopted on newly le-
sued certificates., In view of large maturities of high-coupon
issues, during the next few years, a large part of which are
held by banks, the Treasury iz in & position to reduce its in-
terest burden by refunding into lower-rate short-term issues.
If, however, the rates are teo lew commercial banke will seek
other assets and shift more of their Govermment securities te
the Reserve System. Moderately higher ghort-tera rates will
diminigh this tendeney and at the seme ilme not raise the
Treasury's interest costs. ' e

The policy of grouping all certificetes imte four
guarterly issues and of gredually ralsing rates should be con~
tinued as follows:

() Certificates maturing November 1 should be
refunded with either a one per-cent ll-month certificate
or a 1-1/8 per cent li-month note,

(b) Certificates maturing December 1 should be
exchanged for a 1-1/8 per cent 13-month note and those
maturing January 1 for a 12-month certificate at the same
rate.

{¢) Holders of bonds maturing December 15 should
be offered the privilege of exchange into the 1-3/2 per
cent notes issued on December 1.

3. It is recommended that the Treasury adopt messures
te encourage holders of meturing savings bonds to reinvest the
proceeds into additional issuves for the purpose of keeping these
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funds out of the spending streem, This may be accomplished by
giving the holders of maturing savings bonde the option to use
the funds obteined to purchase either (a) series E bonds above
the limit of $3,750 for total purchases in any one yearj or
(b) a special nommarketable 1l0-year bond, with an ammual inter-
est coupon of 2-1/2 per cent and the option of redemption at
par after six months on €0 days' notice.

4« Increase the Federal Feserve Bank discount rates
to 1-1/4 or 1-1/2 per cent im line with market conditions after
a further increase in the rate on certificates isg indicated.

5« Increase reserve rements for central reserve
eity banks (New York and Chicage) from 20 to 26 per cent in
three 2-per cent steps. These increases, which would put com-
siderable pressure on benks in thege cities snd make it nee-
easary for them to shift Covernment securitiees te the Reserve
System in order to maintain reserveg, should be timed in ace
cordance with the need for pressures on the central money mar-
kets so as to obiain the full bemefit of the psychological as
vell as the actual effect of the inereases.

6. In view of the pressuree for comsumer credit
growth from btuyers, sellers, and lending agenciecs and the end
of Regulation W on November 1, the Board of Governors will pre-
pare a strong statement siressing the dangers inhervent in an
excessive expansion of such eredit esnd urging the adeption of
seolf~imposed restraints. The Board will give this statement e
national release and will send copies to the various natiomal
ecredit organizations. Fach Federal FReserve Bank will send copies
of the statement ever the signature of the President to Regule-
tion ¥ registrants in ite distriet and will give the statement
wide local publicity. Vherever practicable the matter will be
discussed with representatives of the varicus credit organisations.

7. &n agreement is being sought among Federal and State
benk supervisory agemcies to direct benk examinstions toward dis-
couraging expansion of bank loans, especially consumer loans,
real estate loang, and what may appear to be speculative business
loans. They should also urge the maintenance of a high degree of
liquidity and, where banks reduce liguidity and increase risk
assets, the building up of thelir capital pesitions,

This program would, of course, reguire constant consulte-
tion between represemtatives of the Federal Open Market Committee and
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of the Treasury, and Mr, Sproul end I would sxpect to hold ourselves
at your disposal se that we may be able to time the various steps of
the program in relsation to the demsnds of the situation as it develops.

Shboroly yours,

M, 8. Ml...
Chairman,
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