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April 13, 1946

]fr« John W. Snyder, Director,
Office of War Mobilization and Reconversion
Washington, D. C.

Dear Mr, Snydert

I hare just read carefully your Sixth Quarterly Report
"Production Mores Ahead" dated April 1* I agree with your state-
ment that "the pressure toward inflation will remain for months
to come the single most serious threat to successful completion
of reconversion" and I feel that your report focuses attention on
the fundamental factors that are contributing to this situation.

In my opinion, however, your recommendations with
respeot to the weapons that must be used to combat inflationary
pressures contain a serious omission in that no mention is made
of the use of monetary powers*

It seems to me that the use of general monetary con-
trols is extremely important at this juncture since direct price
controls cannot hare the same effectiveness as they did under
war conditions# At that time we had rationing and other enforced
restrictions on production and distribution of various types of
goods*

From now on greater reliance must be placed on monetary
policy to prevent further expansion in the money supply that is
providing the fuel on which inflation feeds* As you know, the
fact that we have had a balanced budget during the past two
months of heavy tax reoeipts and that the Treasury has used some
of its War Loan deposits to retire maturing debt has been of
some help recently, nevertheless the conditions that .led to
further monetization of the debt through cheap and easy access
to Federal Reserve funds continue* So long as banks can turn
over their low interest rate short term securities to the Federal
Reserve Banks and obtain funds with which to buy longer term
Government securities away from nonbank holders at high premiums
we can expect a further increase in the supply of money that will
add to inflation* As institutional and other investors sell the
bank-eligible securities, they use the proceeds to bid up prices
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and reduce yields on longer term Government securities and some of
the funds inevitably are spilling over into the market for corpor-
ate bonds and stocks, real estate, and other capital assets* The
steady reduction which is occurring in long term interest rates as
a result of this process leads people generally to capitalize
equities, real estate, and other capital assets on a lower basis
which is an important factor in contributing to inflation in
values* This also tends to induce a higher rate of spending for
goods and services, since at a time when capital values are ris&ng
people are more willing to spend for consumption a larger propor-
tion of their current incomes*

It seems to me that the monetary policy which was
necessary during the period of large war financing is no longer
appropriate at this stage* It is not primarily a matter of bring*
ing about a rise in long term rates but of preventing a further
decline. The pattern of rates established at the outset of the
war contemplated a 2T§- per cent rate on long term bonds* On V-J
Day the market yield on long term restricted 2-J per cent bonds was
still about 2*45 per cent* As a result of the forces stemming
from the relatively low level of short term rates which has been
maintsi ned by cheap and easy access to Federal Reserve credit, the
market yield on the 2^'s of 1967-72 which were issued in the
Victory Loan drive has been forced down to 2«14 per cent at the
present time* Unless some action is taken, I anticipate that this
rate will be pushed down still further and the consequences of
this in terms of contributing to inflation will become even more
pronounced and serious*

I recognise that monetary and fiscal policies must be
carefully coordinated in the period ahead* I believe, however,
that we cannot afford to take the narrow view that a rise in short
term rates at this time will merely increase the interest charges
on the debt and the income of banks* Unless short term rates are
allowed to rise, and I don't think a substantial rise is neces-
sary, we will continue to have expansion in the money supply and
the added inflationary pressures that this involves*

Yours very truly,

Chester C* Davis,
President
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