duly Ly, 1945
T™e:  Governor Ransem Subject: Replies from Reserve
From: L. M. Piser Banks regarding preferential rste

In sccordance with your request, the arguments advasced by
the Reserve Janks for an inmorease in the prefereutial rete from 1/2 to
3/l per eent rather than its elimination sre as follows:

1« By casting some doubt on the permanence of the pattern of
rates and by indicating & preference on the yart of the Federal Reserve
for bank investnent in short-term securities, it would maintain or re-
vive benk interest in certificates.

2+ It should lessen the present strong appetite for certifie
bes without undermining the investment demand for them. It would be
less abrupt and less likely to interfere with sales of new certificates,

3¢ It would remove most of the profit in borrowiang to pure

chase certificates, whereas elimination of the preferential rate might
w»m»mmMnuumum
‘seourities, which would destroy the market for certificates.

tend to depress further the yields on longer-term securities.

L anmmm.uumm»nfmm
adj ts of reserve positions Ly whereas elimination
nwmthmum. would make changes in
MMM‘M;M&IM&WN“M
of mainteining the pattern of rates.

5¢ It would be lese noticeable than eliminetion of the rate
and comsequently would offer better opportunity for working out an
mumaumnmy

6e It would indieste some flexibility in System policy withe
out upsetting the market.
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e It would leave member banks in a slightly fevored position
compared with nonmember banks.

8o It would tend to curb speculative sctivity.
9¢ It would leave the System in a flexible pesition, whereas

elinmination would meke it difficult to reinstate the rate if that should
prove later to be desirable.
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10. It would give the System an eppertunity to exemine the
m:m«.muf-wummmummu
the situation eculd be re-examined to determine whether further action

would be necessary snd what the consequences might be.

1le In view of the appointment of a new Sewretary of the

» 8ny change at this time might be misinterpreted, making it
to defor action until a later date.

As I uwnderstand them, the arguments for elimisation rather
than an inerease are as follows:

1. The reasen for establishing this rate no lemger exists,
beeause the problem now is to retard rather than to encourage bank ine
vestment in Government securities.

2. 1Its elimination would not interfere with the war finanoe
ing program, beesuse nombask funds are flowing inte Government securi-
ties in tremendous amount in the drives, because nonbank ianvestors
still have large uninvested funds, and because Tressury borrowing needs
have declined sharply.

Je Itmub«owccfrmtﬂhm growth of tenk
eredit and partieularly im retarding bank investment in longer~term
securitices, because it would cast more doudt on the permanence dm
pattern of rates, beocause it would remeve wore of the prefit in borrowing
to purchase securities, snd beoause it would have more effect on the rates
oharged by banks on loans Yo dealers and others.

Le It would be more effective in eliminating abuses, because
it would remove more of the profit in borrowing.

1 should like to make the following comments on the arguments
advaneed by the Reserve Hanks:

ls The present indication of greference in the past of the
Federal leserve for benk investment inm shorteterm securities has had
little or no effect on bank investment poliey.

2¢ Eliminetion of the rete probably would not undermine the
investment demand for certificates, because the demend is besed largely
on the ability to sell 4o the Pederal and %o only a limited extent on the

berrowing rate.

3, It is diffieult to understand why banks would borrow mere
at 1 per sent than they would at 3/, per cent in eorder te purchase longere
tern seeurities,
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Le The flexibility in total Reserve Bank credit csn be maine
tained Af System Account operations are flexible,

Se YNr. Pell indicated a preference for elimination.

6e Either change would indioate flexibility,

7 A slightly faversd position for member banks over nonmember
banks is not impertant.

8o Elimination would be more effective in curbing speculative
M‘ﬁvc ’

9« How that Tressury Lerrowing needs are declining rapi
mua%wmmlmmwumm
rate once it had boen eliminated.
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