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Honorable Frederick C. Smith
House of Representatives
Washington, D.C.

Dear Hr. Smith: o

Your letter of March 7 raises a number of interesting \ ¥ 4%~
questions about war financing. The 17 billion dollar figure to

which you refer is the total cutstanding amount of 3-month Treasury
bills., ©f this amount, the Federal Reserve Banks hold about

13 billion dollars, commercial banks ebout 2 billion and other

investors 2 billion. Commerociaml banke and other investors obtaln

bille directly from the Treasury by bidding for new issues. The

13 billion dollars of Federal Reserve holdings represents net purchases
at the 3/8 per cent fixed buying rate, principally from Commercisl

banks nesading reserve funda.

Holdings of Government securities by Commercial banks in-
creased since the beginning of the defense program in Jums 1940 by
73 billion dollara to a total of 90 billion at the end of December
1945. This increase reflected purchases of Government securities by
banks in the market and subscriptions for securities offered by the
Treasury. From June 1940 to the first large-scale war fineneing
drive in December 1542, the Preasury made periodic offerings of
securities to the market and banks as well as other investors were
permitted to subscribe. In each of the first two war loans, banks
were permitted to subsoribe for 5 billion dollers of ascurities.
Beginning with the Third ¥War Loan banks were excluded from the
drives, tut wsre permitted to subsocribe outside the drives for
relatively small amounts of securities under & formula based on
time deposits. During the drives, however, banks purchased large
emounts of Government securities in the market at times when non-
bank investors were selling previously scgquired issues in order %o
raise funds with which to increase their subscription in the drives.
Hence, the bulk of the increase in commercial bank holdinge has teen
through purchases in the market rather then on subseription to the

Treasury.

In addition to Government securitles purchased by banks
on subseription or in the merket, banks meade loans to dealers and
others for purchasing or csrrying of Government eecurities. Such
loans incressed to & peak during the drives snd declined following
the drives. Such loans by reporting member banks during the Victory
loan amounted to 4.l billion dollars. These loans have subsequently
declined to 3.5 billion dollars on Xarch 6.
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Honorable Frederiok C. Smith -2~

During ¥orld Tiar I, as I stated before the Houee Zanking
end Currcuscy Coomittee, banks made relatively wach larper loans
to individuals and tusincssen for purchase of CGovernment gecurities.
A breekdown of loans during that period 1s not awiladle. On
December 71, 1919, the first date for which detailed figures sre
available, membor benks had outstanding L.3 billion dollars of
losns on securitier. TYotel loans of nl) banks, which includsd
loans on fovernment socuritics ns well ns other loans imorsased
by 13 billion dollsrs duriung the war <o 30.¢ »1llion on June 30, 1920.
Ae indicated in sour lettor, member taunk holdings of Governuont
escurities incroescd to 5.1 billion dollers on June 30, 1919 und
suveoguently declined conmewhat, All bank holdings of Governnmont
socurities reached n peak of 5.8 dillion dollers on June 39, 131G.
In contrast, during Viorld ®ar II banks purchasod on subseription
or in the market subsctantial emounts of Goveroment securities and,
while loans wero lsrpe, thoy were relatlyvely much smellor in
propoeriion to sizo of the Tinancing Job than 1o vhe previcus war.

From the standpoint of expansion of oredis, thore ia
no gueential differance whether tho expansion is in tne form of
loans or holdings of Oovernment securities--in either cace beck
deporits incrozss. Thera is a difference, however, in the typos
of zecurities that the Covernment isaues and in the rates of
intersst pald oy the Governmont, Seosurities sold on subseription
diractly to banks were largely low-rate short-tcra tills and
certificates, while loans were psnerally made against the longz~
tera higher-ylelding issuea. To the extont that bank credit
18 used to finance the Government, therefere, 1t iz tetter to
offer the securities directly to the tanks rather tharn shanzel
thexn through individuals and businesses to the banks. Yoa will
recall also that with the large amcunt of loane on socurities out-
standing at the close of the previous war, sericus cocsequonces
resulted wheo individuals and dusinesses souzht to sell thoir
securities in a sharply declining market.

I do not wish to imply that therc is objection te loans
on securitiez whon such loans ere made in anticipation of izoone
and are ropaid over a rcasopnatle time cut of fncome. There sre
no figures availablo showing what per cont of Governmment securities
parchrsed by private fndividuale with horrowings from banks was
peid for by the purchasers through eurnings or acoumilatod funds
or through sale of the securities. A fear too large per contage, I
faol, war purchazed bty bank borrowinge for spesulative puarposes and
mold at a profit in the market following the drives.

Sincerely yours,

M. 8. Eacles,
Chairman .
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