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c STRICTLY CONFIDENTIAL R&S 100-1183

TREASURY MEMORANDA ON FINANCING PROBLEMS

Comments, - Y*e have received six Treasury memoranda regarding fi-
nancing problems during the next few months• These memoranda are summarized
in some detail below. It may be helpful, however, to comment on them briefly
before summarizing them.

One fundamental criticism of the memoranda is that they call for a
very large cash balance. The memoranda, rightly I believe, anticipate in-
creased difficulty in selling securities to nonbank investors in the Sixth War
Loan, but seem to adopt too much of a defeatest attitude in that respect.
Once it is assumed, however, that the balance must be large and that sales in
the Sixth War Loan will be small, the only possible conclusion is that there
must be large bank financing.

The memoranda argue that the bank financing should be in bills. They
fail to recognize that banks are no longer interested in adding to their hold-
ings of bills. They do recognize that the issuance of additional bills would
raise the prices of longer-term securities, but this is said to be desirable,
because it would keep banks in a buying mood and would keep the cost of the
debt at a low level. In discussing the reserve ratio, the memoranda, in my
opinion, take a satisfactory position.

In discussing the Sixth War Loan, the memoranda suggest a goal of
12 or 13 billion dollars. It seems to me that such a low goal would lead the
public and the workers to think that drives are no longer of groat importance.
I beliove that the goal should rather be llj. or 15 billion dollars. A recom-
mendation that the announcement of the goal be delayed as long as possible seems
to be reasonable. I am not so sure, however, that the basket should, as recom-
mended, be patterened closely after the one in the Fifth ?far Loan, since part
of the bank participation arose from the inclusion of three issues that were
available for unlimited purchase by banks. A proposal for a campaign designed
to induce bank depositors to invest a large part of their deposits in Government
securities seems like a good idea. The memoranda are noncommital toward a
deferred-payment plan, which I believe should be adopted.

Although recognizing the dangers of free riding during drives, the
memoranda present rather half-hearted recommendations for meeting this problem.
The only recommendation of any substance that they present is that the Reserve
Banks police subscriptions, but they do not indicate on what basis this should
be done or how it could be done in the midst of the large volume of work during
drives. No mention is mad© of a 25 per cent down payment or of other suggestions
made by the Executive Committee. Recommendations for an educational-campaign
pointing out the need for future drives and recommendations for a change in the
period and the method of counting savings bonds seem like good ideas.

The figures presented-are not very far from our own estimates. We
figure a deficit to the end of March 2 billion dollars smaller than the esti-
mate that is used in the memoranda. This difference reflects a lower estimate
of war expenditures, the level of which is subject to considerable uncertainty
because of lack of information as to the extent and timing of cutbacks. Mr.
Robinson figures that the increase in the Federal Reserve portfolio will be
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slightly less than the memoranda estimate, because he estimates a smaller
gold outflow and makes allowance for a decline in excess reserves from the
high level reached at the end of June, which the memoranda ignore. He
figures consequently that the reserve ratio will be somewhat higher on March
31 than is estimated in the memoranda. None of these changes in estimates,
however, materially affect the conclusions reached.

Borrowing program. - The first memorandum .considers a borrowing
program designed to provide for Treasury requirements to March 31, 19̂ -5• The
memorandum estimates a deficit of 36.7 billion dollars during the nine months
from July 1, ^iiU* to March 31* 19^5* Including redemptions of savings bonds
and savings notes and of the unexchanged portions of called and maturing
marketable issues, total outlays are estimated at Ul*3 billion dollars. In
addition to the securities sold in July as part of the Fifth War Loan and the
regular sales of savings bonds and savings notes, the memorandum suggests that
this amount be financed to the extent of 16 billion dollars by the Sixth Tffar
Loan and 5«& billion by a new Treasury bill program. The low figure for the
Sixth "Sfar Loan is based on the probability that public response to drives
will be impaired by the optimism engendered by the military situation and
that reconversion will result in a potential need for the liquidation of
business funds invested in securities and the danger of unemployment to labor.

Allowing for no bank financing program, the memorandum estimates
that the cash balance will drop to 5»1 billion dollars by November 15, when
the first proceeds.of the Sixth War Loan maybe received. Considering the
uncertainties facing the Treasury, the memorandum states that it seems obvious
that the balance should be built up by a bank financing program beginning as
soon as possible. The memorandum estimates that without a bank financing the
cash balance would be 5,6 billion dollars on March 31* which would be too low
for comfort and would take away flexibility in timing a Seventh IVar Loan or
other financing.

The principal arguments used for providing this financing through
bills are related to the needs of the Federal Reserve for purchasing securi-
ties. These needs are estimated at 7 billion dollars. The memorandum says
that it is important that Federal Reserve acquisitions in the market not be
held off until banks are forced by shortages of reserves to unload some of
their securities, thereby creating a weak tone in the market. Rather, the
Federal Reserve acquisitions, it is said, should be timed so that the market
is at all times in a vigorous mood* The best way to insure this is said to
be by providing an increasing supply of Treasury bills for the Federal Reserve
to absorb. In this way, reserves would be provided to the market regularly
each week over a fairly long period, and adjustments in bank reserves would
be facilitated. Also, the central bank would be acquiring, it is claimed, the
most logical instrument for this purpose, namely, a short-term instrument at
a low rate of interest.

Under this program, the working balance on November 15 is estimated
at 6.9 billion dollarsf The memorandum states that such a balance would be
none too high considering the uncertainties facing the Treasury, and the
figure points up the need for beginning the Sixth War Loan as early as possible
in November in order to avoid further drain on the balance. The balance on
March 31 is estimated at 11.14. billion dollars, which would be adequate to pro-
vide flexibility to the Treasury in its financing after Marchf
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Treasury bills. - The second memorandum states that from the point
of view of the Federal Reserve portfolio the 7 billion dollars of increased
holdings of Government securities should be provided by bills, which are the
ideal medium for central bank investment because of their perfect liquidity
and low earning rate. Bills are also desirable, according to the memorandum,
for commercial banks, because they increase the liquidity of the banking sys-
tem. The decline in commercial bank holdings of bills between May 19^3 a^d
May 19Uh is stated to be the result principally of the discontinuance of the
increase in the outstanding amount of bills.

Although the memorandum recognizes that bank holdings of bills will
decline until the beginning of the Sixth War Loan, it states that a substantial
increase in outstanding bills would probably serve to keep commercial bank
holdings from declining excessively. If the total volume is not increased or
is increased only slightly, according to the memorandum, commercial bank bill
holdings would continue to decline as the available supply of bills is sold to
the Federal Reserve. The memorandum also argues that an increase in the
volume of bills would tend to restrict the increase in commercial bank earn-
ings, since it would enable commercial banks to retain their present holdings
of bills and certificates, which would otherwise move into Reserve Banks to
maintain reserves. If, however, commercial banks have to sell bills and
certificates, they would tend to replace these securities by longer-term,
higher-rate issues.

From the point of view of the Treasury, the memorandum argues that
the issuance of bills would serve to hold down the interest cost of the debt,
because bills are themselves economical financing and because an increase in
the bill volume would help to maintain the general ease of the market and so
would hold down the cost of other borrowing. If there is no Treasury bill
program, however, or only a small one, commercial banks would be under the
constant necessity of replenishing their reserves by the sale of securities
directly or indirectly to the Federal Reserve. This would put them in a sell-
ing rather .than a buying frame of mind and would make for a tighter money
market, A large increase in outstanding bills would obviate the necessity
for any large-scale selling of other securities by commercial banks to the
Federal Reserve.

The reserve ratio. - The third memorandum estimates that the reserve
ratio will decline to l4.5»3 Per cent by March 31, Since the ratio would still
be above the legal minimum, the decline should not interfere with full Federal
Reserve support of the market. Suitable action with respect to the ratio
should be taken, however, well in advance of immediate necessity in order to
maintain the full confidence of the market, but the memorandum states that
there is no need for such action until after the assembly of the new Congress
in January.

c
Maintenance of the pattern of rates has resulted not only in

cost borrowing to the Treasury but in an unprecedented public confidence in
the stability of the market. This confidence has made it possible to sell
largo amounts of Government securities to nonbank investors. If the present
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control over the pattern of rates should falter and thereby weaken this confi-
dence, it would result, according to the memorandum, not only in a higher cost
of borrowing but also in more borrowing from banks. The present is said to be
no time for experiment to determine how little support is enough. The approach
of the end of the war in Europe may test the willingness and ability of the
monetary authorities to assure a good market in times of peace as well as in
times of war.

The memorandum suggests that the simplest method of solving the
problem of the fall in the ratio would be to request Congress for legislation
eliminating reserve requirements for the Reserve Banks, This was the course
taken by Great Britain and Canada, both of which suspended all reserve require-
ments early in the war. It v/ould also seem to be the most desirable course
for the United States, provided that such legislation could be secured without
a degree of controversy that might itself unsettle the market. Failing this,
the next most satisfactory solution, according to th.e memorandum, would be
legislation reducing reserve requirements of the Reserve Banks or making re-
serve requirements discretionary with the Board of Governors within ranges
fixed by statute. The issuance of Federal Reserve Bank notes is said to be
the only satisfactory solution that does not require legislation. The memo-
randum points out, however, that the issuance of these notes is limited to
the time of the banking emergency, that the issuance in 19lt2 resulted in con-
siderable public and Congressional criticism, and that a bill to prohibit
further issuance has already passed the Senate,

Sources of funds. - The fourth memorandum considers the sources of
funds for the Sixth War Loan. The investment of available funds of individuals
in Government securities reached a peak of 67 per cent in the Second War Loan
period, but declined to 63 per cent in the Third War Loan period and to 56 and
55 per cent, respectively, in the two following drive periods. The memorandum
points out that perhaps any higher percentages would be impossible of achieve-
ment, because (l) part of the increase in currency and checking accounts
represents savings in the sense that the holders of the funds do not consider
them part of their spendable funds but are laying them aside for the future,
(2) part of the increase in currency represents black market operations and
tax evasion, and (3) more currency and larger bank balances have been required
in connection with the higher level of business and of personal income and
expenditures, although this factor is responsible for less of the recent in-
creases in currency and checking accounts than earlier in the war period,
inasmuch as business has been leveling off since the first of the year. One
important factor in the decline in the percentage invested is the absorption
of idle funds that wore held at the beginning of the war period and were
fully invested in the early war loan drives.

During the August-December period, net funds available to all non- \
bank investors are estimated at 18.3 billion dollars, or 10 per cent higher •
than in the March-July period. If individuals absorb the same ratio of •
available funds as during the previous drive period, sales to individuals in
the Sixth VTar Loan would be about 7 billion dollars. On the other hand, the
imminence of an early German defeat and the prospect of reconversion unemploy-
ment may make them reluctant to invest their cash and bank deposits. The
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same amount of sales effort that was expended in the Fifth War Loan, there-
fore, is likely to produce somewhat smaller sales in the Sixth War Loan, and
the investment ratio is reduced from 55 to I4.3 per cent, resulting in estimated
sales to individuals of 5*5 billion dollars. Sales to all nonbank investors
would then total 16 billion dollars. The memorandum hopes that sales will be
larger. If they do not exceed this figure, the amount of funds being placed
in currency and checking accounts by all nonbank investors would exceed 7
billion dollars, the highest figure for savings in money form in a comparable
period since the beginning of the war.

Analysis of the Fifth War Loan. - In analyzing the Fifth War Loan,
the fifth memorandum lists the favorable developments as (1) the achievement
of quotas, (2) an increased amount of funds raised "from nonbank investors,
even after allowance for the bank credit expansion, and (3) improvement in
selling technique. The improvement in selling technique came about partly
through an increase in the personal canvass of individuals, which resulted
from canvassing in the place of employment rather than on a house-to-house
basis and from a better canvass of large investors. Quotas for plants and
smaller units were also important, there was better advertising, and the
administrative operation was more smoothly handled.

The unfavorable developments were the failure of sales of Series E
bonds to increase, the failure to canvass in a comprehensive way individuals
who kept their funds in commercial bank deposits, and the amount of free
riding and switching. The memorandum points out that most of the bank credit
expansion occurred as a result of free riding and switching, which came about
because individuals and corporations wanted to make a good showing in the
drive or to make a profit based on the commercial banks1 desire for drive
issues. Many individuals and corporations indulged in free riding with the
cooperation of coimiercial banks and were able to obtain a profit at pratcically
no risk to themselves. In addition, many individuals desired to help their
communities to achieve their individual quotas without having to use their own
currency holdings or bank deposit acquisitions, and many small banks wanted to
provide themselves with drive issues at par instead of at a premium. The
memorandum recognizes that some banks subscribed for drive securities in the
names of their officers, directors, and employees, in order to get the issues
at par instead of at a premium.

The memorandum also recognizes that switching from Government
securities held prior to the opening of the drive into securities issued
during the drive has become the popular way of making corporation quotas in
a great many States. Many corporations feel that the purchase of a large
amount of Government securities during the drive not only fulfills the nec-
essary patriotic duty but also tends to improve business and customer relation-
ships, because the subscriptions are distributed to apply to local quotas.
Corporate switching accounted for the larger part of the expansion of bank
credit during June and July. The memorandum says that the large totals of
sales that are achieved by this mechanism tend to obscure the main problem,
which is to get all of the funds possible from nonbank investors,

The Sixth War Loan. - The final memorandum attempts to answer nine
questions with regard to the Sixth War Loan. First, it is suggested that a
total goal of 12 or 13 billion dollars be established, of which k l/2 to
5 billion would be the quota for individuals and 2 1/Tj. to 2 l/2 billion the
quota for E bonds. These goals are sufficiently high, according to the memo-
randum, to make the achievement of 16 billion dollars of sales during theDigitized for FRASER 
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drive a reasonable possibility. It is recognized that patriotic appeals may
not be as effective as heretofore, that many prospective buyers may desire to
maintain cash balances at a high level so that they will have funds available
as soon as goods come on the market, and that cutbacks are likely to cause
some temporary unemployment. On the other hand, a goal that is too low might
be a sign of lack of confidence in the drive at the Treasury and might lower
the morale of the volunteer staff.

Second, the memorandum recommends that the announcement of the goal
should be delayed until the last possible minute permitted by the operations
of the field forces. This recommendation is based upon the uncertainties of
the war situation and the prospect of an early German collapse. On the other
hand, a late announcement would raise difficulties for the War Finance Com-
mittee in analyzing their sales jobs in relation to the assigned quotas and in
distributing these quotas to local units. Third, the memorandum recommends a
basket patterened closely after the one in the Fifth War Loan.

Fourth, the memorandum recommends a program leading to withdrawals
of bank deposits for the purchase of Government securities. It recommends a
series of public statements to the effect that the Government wishes all in-
dividuals to withdraw a considerable fraction of their commercial deposits and
to invest these funds in Government securities. It also recommends that the
Treasury and the Federal Reserve secure the cooperation of leading commercial
bankers to solicit their own depositors. The memorandum states that this is
one of the important approaches to the problem of selling securities that has
not been tried and that it will give the sales forces something new to work
on and will place emphasis on something that has the promise of a substantial
volume of subscriptions, Fifth, the memorandum makes no recommendation re-
garding a deferred-payment plan. It states that the amount obtained by the
Treasury under the deferred-payment plan used in the Fifth Tfar Loan was not
large but that the provision served to accomodate some investors. On the
other hand, the provision offers an opportunity of engaging in free riding
and may result in criticism on the grounds that the Treasury is giving a ;
special privilege to a preferred class of investors.

Sixth, the memorandum recognizes that free riding is extremely de-
structive to the morale of workers who are trying to make their quotas solely
by the sale of securities to real investors. The memorandum rejects the idea
of eliminating from the basket those issues on which free riding could be
practiced because of the difficulties that will occur during the Sixth War
Loan. The memorandum suggests the establishment of a review committee at the
Reserve Banks that is empowered to reject subscriptions and also suggests
the enlistment of the aid of bankers associations, without specifying what
they would be asked to dor Seventh, in order to overcome the feeling of
complacency and a growing feeling that the drive type of financing will be
over after the next drive, the memorandum recommends an educational campaign
pointing out that the cessation of drives is not likely to. occur until a few
months after the end of the war against Japan.
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Eighth, the memorandum recommends that the counting period 8f
savings bonds be from about the middle of November to about the middle of
January* On the basis of previous practice, the counting period would be
the months of November and December, The fact, ' however, that the last two
weeks in December include the holiday period v;ould make this period a poor
one in which to ask issuing agents to issue millions of bonds sold during
the drive. In addition, a counting period that included the first half of
January v/ould permit persons who have purchased their limit of savings bonds
during the calendar year 19UU to purchase an additional amount of such bonds
under the 19̂ -5 limit as part of their drive purchases.

Ninth, the memorandum recommends that issuing agents be permitted
to certify a statement to the Reserve Banks on the last day of the counting
period showing the amount of bonds that have been sold but not issued. Funds
v/ould be made available to the Reserve Banks for the amount certified, and
the funds would be credited to the Treasurer1 s account and counted toward
the drive totals. Although this procedure would increase the volume of
accounting work by the Reserve Banks and would result in delay in the issuance
of bonds by some agents, it would retain for the Treasury some of the good
will of corporations that are is suing bonds without direct compensation by
the Government and would act as a safety factor in achieving drive quotas.

L.'M. Piser

September 21, 19144-

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis




