January 15, 1948.

Dear Allan:

Your letter of January 13 to Senator Taft is Pl

timely and excellent and I am very glad that you sent me {
a copy of it. It is of such interest to the other members

of the Board that I am circulating it for their confidential |
information.

Since you wrote the letter the President's Eco-
nomic Report has gone to Congress and may possibly project
the question of market support into the arena of political
debate. In any case, I would be interested to know what
you think of it when you have had an opportunity to look
it over, particularly pages 1;8 and 85 dealing with credit

£ regulation and debt management.

Sincerely yours,

Mr. Allan Sproul, President,
Federal Reserve Bank of New York,
New York U5, New York.
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January 13, 1948.

Hon. Marriner S, Eccles, Chairman,
Board of Governors of the Federsl
Reserve System,
Washington 25, D.C.
Dear Marriner:
Enclosed is a copy of a letter which I have written to
Senator Taft and which I thought might be of interest to you.

Yours sincerely,

Allen Sproul.

./fraser.stiouisfed.org/
Federal Reserve Bank of St. Louis



FEDERAL RESERVE BANK OF NEW YORK

January 13, 1948

Honorable Robart 4. Taft
United States Senate
$ashington, B, C.

Desr Senator Taft:

I listened to your talk cn the redioc last Thursday eveniag and
was, of course, "professionelly" interested in your brief comment om credit
goliey. It awakensd in my mind echoss of what I had sesn rsported in the

about s press conference you held in Kensas City late in De-
cember, which distarbed me as did your .m-w? over the radio.

Viat particularly disturbed me wis youy statement that “the Ad-

ministration let bank loans increese in a by $5,000,000,000, creating
thtmymmddhu.nlnlﬁta powers it always had to
restrict bank eredit®. And et Ean ty were \reyorted to have said

thet "Svery banker thinks that they power snd have bad full power
tc regulate business eredit under the
aent bonds and raising ul’o redi rate and that authority bas existed

right along. Mhlvcnhditui(thq

Imﬂunﬁﬂlt&t%aamnymmm-nu
question and that tnnmm-uy‘fam.. I would like to plece before
you & point of view, however, whiel I have alresdy expressed before the Bank-
ing and Curremcy Committes of thw Semate (copy of my testimony is enclosed),

which I believe has validity in the preseant situstion. I was drought up
of the discount reate snd open msrket operations t- centrol the
credit, and through control of bank eredit to try tc help comtrol
of business and of prices. That trainming would predispouss me now
of the disecunt rete and of sales of Government securities as o
¢ on inflstion, but I don't think these weapons can now be used in the
way you imply -~ that is, all out and tc the extent necessary to ¥stop infla-
tion in its tracks™ ss cne writer has phresed it,

Since July 1947 we bave been following e modest program designed to
bring about scme inerease in interest rates and some decline in bank reserves
and have had a modest wessure of success. Although in both of your state-
ments you have said that "the administration (I do not accept your identifying
the administration and the Federal Reperve System as ome and the sams) let
bank loans increase in & year by $5 billion®, the more iaportant figure from
mm#nfhtwrymnoum-nhmm(nmﬂ
demand deposits other than Government and interbank deposits and cash in benk
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ts) belonging to the public has incweased. During 1947 this sum rose
$110 billion to $113 or 114 billion (estimated), not a very large fac-
s I should say, in the ianflationary develozments of the year. With re-
spect to interest rates, three months Treasury bills which were at 3/8ths

of one jer cent now earn nearly 1 per cent, one year Treessury Certificates
of Indebtedness are issued at 1 1/8 per cent instead of 7/8 per cent, long
term restricted (not eligible for bank investment) Treasury bonds yield 2.48
instead of 2.33 (and & low of 2,12 per cent in 1946), present rates on other
Government securities have risen at least proportionately, retes on state
and manieipal securities end on corporate securities heve risen substantially,
and bank lending rates are up somewhat,

The amount of Federal Reserve credit in use, vwhich determines whe-
ther we have added tc or subtracted from bank reserves, declined from
$24,375,000,000 at the begimning of 1947 (Jemuary 8th) to $22,320,000,000 at
the beginning of 1948 (Jamuary 7th). Since we began giving support to the
long term Government security sarket in November 1947, an operation which co~
incided with the mcst reeent period of heightened interest in inflation, and
which hee drewn criticel comment from some bankers (not every banker by any
means) and othors, we have sctuslly shown a net reduction of $362,000,000 in
our totsl boldings of Government securities (we sold or redeemed more short
term sescurities than we bought long te total amount of all Federal
Reserve cradit cutstscding has chan ,900,000 to §22,320,000,000,
In other worde, we heve been taking Punds he market snd exerting & re-
straining pressure on the bankir ) bsan possible because of
a coordinsted credit and dedt for this purpose.

imposing reserve pressur y surpluses tc retire reserve beank
holdings of Government ' ming the sugport price levels
(incressing the yields)\of Governher rities. It seens to me that we
should have the greatsst\ehence of Byucceps if we are able tc continue this
program, and that it ie ortant, therefore, that there continue
to be & substantial smcunt ple to retire Federal Re-
serve held debt than thet we -out monetary action (aggressively rais-
ing diseount rates and selling Government securities).

I would sgree that by exerting aggressive pressure ou bank reserves
we gould set in motion forees which would bring about defistion. Experience
suggests that if we chop intc this situation with & meat axe we eould also
start a depression, and this despite the existence of what appears tc be an
almost insatiable domestic and foreign demand for our products. To use our
existing povers as your statement seems to imply we might have used them,
would mean that our action would have to be drastic enocugh to lower the money
income of & large segment of the consuming public, To aceomplish this by over-
all monetary or credit action would mean & serious decline inm produeticn and
employment. Otherwise the poliecy, by hypothesis, faile or else ocur present
modest program stands approved., It seems tc me, therefore, that you may be
ehiding us for not having used powers, which we would be foolish to use —
wvhich are not really availadble t- us in the present state of domestic and
international affairs, end in the face of a Federal debt exceeding $250 bdillion
and interwvoven intc our whole economy.

5yt
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This latter point suggests s subsidiary question which mey be in
your mind and which I know is in the minds of scme bankers, insurance execu-
tives and others. VWhy should we support the loang term Govermment security
market at the 2 1/2 per cent level and to that extent circumseribe our powers
and our actions to control the volume of eredit? To me it is not primarily a
question of cheap money or low interest rates so fer as the Government debt is
concerned, although it is sobering to ealeulate how big an inerease in the cost
of servieing the debt would be involved if short term interest rates rose, say,
t: 2 or 3 per cent (a not impossible level if an sggressive credit contraetion
policy were pursued), It is primerily a question of what good can be accom~
plished in the present situation by a vigorous aggressive poliey of over-all
eredit eontrsotion end what are the risks. Our ecrities say tist if a drastie
fall in market values of Covermment securitiss is the price we must pay to
bring sbout deflation now, and prevent a worse "bust" later, we should pay it.
I say ve can't bring about deflation by gemersl credit ion unless we bring
about such an indiseriminate reduction in consumers! income a8 to
threaten the disaster ve are trying t«;/ivou.\.!'o illustrste, the focd situa~
tion is near the root of much of our present u\nblu end continued high or
rising prices for food makes much more likely another round of wage incresses
and sc on. But how can we expect 4 reduction in the aggregate demand for food
(or other scarce materials) to follow & poliey of allowing Government security

-
still be argued, I suppose, that abandoning cur support of
the Government rity market could be encompsssed within our modeet program
and that only rate deecl in prices would ogeur, that Government securi-
ties would ch & "natural® lavel, and that everything would then be mueck bet-
ter. With markets as delicately balanced as our contacts and experience indi-
cates the present markets to bg, I cannot agree with this opinion or judgment.
Without our » under pn conditions, almost any sale of Govermment
bonds undertaken for wha purpose (laudable or othervise) would be likely
to find an almost * ess market® on the first day support vas withdrawn.
A rapid descent in prices going far beyond any question of the Government's
eredit (which is still high) or relative interest rates would be most likely.
Uncertainty would slmost surely persist for a ccnsidersble time after such &
development, the Uovernment's necessary refunding operations would be made
very difficult, and privete security sarkets would be sericusly affected. In
such circumstances, there cculd easily be a flight of "gash® out of both mar-
kets, snd price changes sc erratic as to make nev finsncing almost impossible
for some time, with what remifications I doc mot like to contemplate. In the
face of a Federal dedt of over $250 billion dollars, in all sorte of forms
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held by all sorts of holders, and with a high consumption high employment econce
my, in which there are already severe stresses and strains, we can't treat the
Government security market ss we might a $50 million issue of the XY2 eorpora-
tion. I am not a believer im more and more Covernment controlas, certainly, but
this is ome control whieh I would not waat to try to let go, voluntarily, under
present eircumstences.

I have written you st this length decause of ay concern that there be
understanding of ocur present poliey of eredit sdministration and debt menage-
ment, and becsuse of my respeet for your ability to plow through and inform
yourself about the many problems with which you must be concerned.

Yours nluﬂ
T i,
//—\\\ Allan 8proul
Enclosure v ) President

/
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