
December 15 > 19h$. 

PESSGKAL MID cmmximms* 

Honorable Paul H. .Douglas* 
United States Senate* 
Wasliington, D. C. 

Boar Senator Douglas: 

In accordance with your reiterated suggestion that I £ive you for 
your 0 m personal inforation 001̂ 2 of the notarial \vhich specifically il-
lustrates tho difficiiliy in the relationship bet&oen the 2reasuxy and the 
Hesorve Syst©% I m setting forth helo^j as briefly ^ possible, exeorpte 
froa tho record on one typical episode, n&ssoly, tbo over-long struggle of 
the System to discard tho so-caHod preferential discount rate ̂ hen it isas 
no longer appropriate but* in fact, m s >vholly inconsistent t&th a policy 
of monetary restraint in tho period of poster inflation* 

lot m preface citations fro& the record by pointing out 
that this particular episode o&ac to a climx nhm Fred Vinson m a Secre-
tary of the Treasury* X sura that most people would regard him aa a 
m m of broad tolerance and judicial temperament, easy to work vlth and 
entirely fainsinded* Tot, the attitiide bo adopted tcmard tho System vms 
one of ill^disguieed irritation that can only be explained satisfactorily 
on tho ground that it m s instigated by those staff advisors in the Treas-
\iry t h a d been there zsany years, antedating the and are ©till there. 

The bias toward cheap money in this group of advisors is so strong 
as to ©cclxidc, far all practical purposes, any other consideration in connec-
tion ivitfa debt mmgemm.% policies^ It irrould. require m ir/timte knowledge 
of money market operations, beyond what could reasonably be expocted of the 
Secretary, especially one who had not long boon in office* and it rnmld take 
rosiarkablo fortitude for any Secretaxy to overrule this clique in slicing 
policy decisions. 

One of the greatest difficulties in trying to bettor the relation-
ships befcrocn tho frmmry and the System or in xmdertaking to ̂ rit© a di-
rective to that end, arises from this littlo-imdorsrtood influence of staff 
veterans rrho are neither eloctod nor selected fcy the President with the 
approTal of tho Senate# An I sought to point out in lay letter of Docesiber 1, 
it is Msleading to talk about consultation bettzeen tho treasrory and the 
Board or the /edoral Open Haricot Gomitt&e mslesa it is realised that, for 
the nasi part, this so-called consultation has in the peat consisted of 
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our taking the initiative to nafco roco^^ndations without adeqi^te informs 
tion m to trhat the Treasury* # thinking might bo and o f t i t appears > 
after their i&inds are lOroEdy tmde tip* Lloraavor, it baa bem isy experience 
that our rocoa^ndationfs* if not treated in a porfunetozy saanner* &ro 
analysed by the xTq&bvfj staff mora for the purpose of refuting our conten-
tions than for ng ihesa on tholr saorits* I cannot rog&rd this proo&m 
ob consmltatioru 

Let ne recount* illustrative of tho problem, this matter of tbo 
preferential discount rate for your personal and coafidsnti^l ijiformtiotu 
I ara constrained to put that limitation on it because it i0 accessary to 
cite excerpts fro& official correspondence trfiich I m doing on s^ crm 
spousibility. flbile it ̂ as correspondence that took place at a tjuaa whoa. 
I m a Cbaizma of the Board, I do not £ml that I m at liberty to divulge 
it publicly* I as* sure that you irf.ll appreciate this situation* 

This particular episode dates back to the beginning of the poatmr 
period. On Jttly 9* I wote to the Secretary of ths Treasury* uho m s 
then Henry Morgeath&u, Jr

# >
 in order to put on paper the argments *rfcich had 

led the Board of Governors and the twelve Federal Keserv© Ennks to the 
xmanimotts conclusion that this rate should bo discontinued since the reasons 
for introducing it to encourage tear^ti&e bank financing no longer existed* 
It should be borne in mind that this matter m s strictly within the province 
and isas a responsibility of the Hooorvo Systosu In that loiter I a&idj 

m writing io advise you that the Board of Governors 
and tbo federal Reserve Banks are considering the discmtinnimce 
at an early data of tlse preferential discorat rate of 1/2 per csnt 
on Government soeisritios ssatxiring or callable in one year or less* 
Ttm preferential rate m s established at all of the Reserve Banks 
in October 19k2* At that tisae banks w r e being called upon to 
talcs* a larger proportion of the debt than novr io necessary* The 
preferential rate tsuj desicnad to one our ago barJca to participate 
in the financing prograxa by borro^injj temporarily ishen necessary 
and to avoid holding an tmr^sonably large motmt of excess 
servo3* Ke felt at the tim that the privilege of borrowing ut 
the profmmtial rate would bo ;ised to only a limited extent and 
that such use as tms sade of it vrould bo largely by l̂ aolqs tliet 
did not hold Troaoiiry bills • 

^Tha principal reasons for ̂ stabliahiag this rate m longer 
oxist, since trie problem now to retard the growth in bank 
boldinna of Govorn^nt ^ecrarities

#
 In fact the elimination of 

the preferential rate is long m o r d f l m lessor it is mix** 
tained tl^ nore it tends to becorao fro^ort into tte 
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**Continuance of the preferential rate mjuld result in 
further indirect 'bank financing and in Xurthor speculation* 
Moreover, tl*© praferautial rate has becom subject to abuse. 
It affords & substmatisl profit to baaks, trlilch can borrow at 
1/2 per cont and thereto can obtain & profit of l/h per emit 
on most ismsaa of certificates and a larger profit cm longer^ 
term socuritiGs* 

w

Kesber bank borrosringa In June rmch&d a of &boiit 900 
nillion dollars, M practically all of this .mount m s at tho 
preforonti&l rate. .About 600 x&llion dollars of tbb borrowings 
mro at IIm tork City, where earnings already arc largo end ̂ bsro 
speculation is most prevalent* Although to soma extent these 
borrowinga isero incurred for the purpose of obtaining reserves 
betwotn drives, there Is ovidonco also that banks l-orr<#&d in 
order to increase their holdings of Government securities and 
particularly of ssedtuaHtora bonds* Anotter purpose of borrowing 
ima to rcdxicB 0x00ns profits tax liabilities* It is likely that 
thooo abuses of the preferential rate will continue to gro^ 00 
banks becosa© and mora billing to borrow* 

**Xn addition this low rata, xg sustaining m 1 m rate on 
loans that hmtizs mk% to dealers and to othors, has encouraged 
speculative buying of Governn^it ©acidities m bank credit* In 
June loans on QoY^tuuant securities to dealers'and brokers 
reached a peak of 1*8 billion dollars, and ssueh loans to others 
reached a peak of 2»2 billion, a total of I* billion* 

"Discontinuance of the preferential rate would eliminate 
the profit that cm bo mdo by horrosriny mid using the fimda to 
purebase certificates raid wfuM reduce the profit that can be 
mad© by barreling in order to ĵ urchas® lonscr^tcara uccuritios^ 
this change wuld serve tî eroby to retard the growth in bank 
credit at a tim ^hen inflationary tendencies aro strong* la 
addition, it probably would remat to m increase in the rate 
on bank loans to dealers and others, ishieh vould discourage 
such loans and thereby wold reduce speculation and indirect 
bank financing* 

n

flm existence txf the preferential rate ten® had no off act 
on the cost of Treasury borrowing:, trldch has boon inilxsenced 
rather by Federal Heserve opon smrket operations. I)incontin>~ 
uanco of the preferential rate, therefor©, ;ould have no 
fluonce 011 the cost of Treasurer borrosanj;.* 

present is the best td&s to zizke this change* The 
large expansion of bank credit in the recent drive indicates 
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that continuanco of the preferential rate is laai&sirablo* The 
Jraasmy xill need to borrw bo additional funds for several 
months* llô bor bank borroidnga are not* at a l<m lovol, and 
exooss reserves ara large* Accordingly the change probably 
would have little or no effect on the Covemaant security 
market• Any offeet that it night have could be handled easily 
by open is&rket operations* Tho treasury would be ao&ured, 
therefore, of a ready market for say rei^mding or any cash 
offering of certificates that the Traasuxy isay dosiro* at the 
present rate of 7/8 per cent*

11 

Shortly thereafter Secrotaiy Vinson took over m d
$
 in a letter of 

July 27
1
 to the then Acting Chaiasaaa of the Board, Ronald Hanso% in-

dicated concern "that 8uch action, particularly if it occurred at this 
jimctura, night be interpreted by the mrkot S3 an indication that the 
Govorniaent bad abandoned it a lo?Mnterest~rate policy and nm veering 
in the direction of higher rat0$u

tt

 I referred to tide subject in a latter 
to the Secretary on Seceabor 13, and s&ids 

## & # the ©lisaination of tht$ rate need have no iriflucnce on 
tho aggregate coat of future Treasury refusing, h c ^ w r , bo-
canso that tdll be detornlned by Federal ilesorve support of 
the Government security sar&ftt through open mrkmt operations. 

**the preforcnti&l rate not only has passed its period of 
usefuLneas, but is an ele&cnt of m k k m m in our tattle against 
inflation, becat̂ se it servos m a continuous invitation to banJcs 
to bid aasay from nonbaiilc investors the b&nk^Hgible 
securities previously acquired by nonbank investors or piarchaoed 
by thesa in w loan drivos. the preferential rato encourages 
and isabsts it profitable for banks to borrow in order to purchase 
Government securities • As a result it oncomigo^ tho expansion 
of banlc crodit, particularly through purchases £von nonbank in-
vectors of the loag^rwbara* hi^hex^rate obligations* I think 
that tro aro all agreed that a furtlier expansion of bank credit 
ia to b® avoided at this tlzw^ if at all jjoasiblo* How, a atop 
can ba taken in this direction t̂ r tho elimination of the prefer-
ontial rata mth little or no disturbance to the banking syaten, 
because ssesber ban!: borrov&nga are a^ill and their re-
serve n are largo* The reasons for abandancmt of ths r&to m m 
compelling, since it is no longer required in tho interest of 
w financing*

11 

In a letter of Decos&er 29, Wh$
f
 *hich I think remarkable for its 

insistence that ellni,nation of tho preferential rate would xmm m increase 
in short-term rates of interest, notwithstanding our assurances to the con-
trary, Secretary Vinson m m g other things: 
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K

It mmm to m that a rise in short-tern interest rates 
at the present tim would be 'tinfoâ iiinato# It wold increase 
the &lre&# large interest cliarge on the public debt, and :aost 
of this increase go to increase the already high earnings 
of banks in the principal financial centers, tS-sere ahort-term 
securities are largely hold** 

files contain a :sanorandum dated January 28, 19l|6, of a etaff 
meeting between our economists and eight IKreamstfy officials and staff com-
bers* In this mmemstom

9
 Sr* Woodlief Thoaae, toad of our He search Bivi** 

sion, stated* 

Treamsry economists questioned the need for any action 
and also felt that nothing could be dono that wold to any ef-
fect upon inflation* Mr* llurphjy ̂ pf the l^asmrg? m d e a strong 
case for lesser interest rates and indicated belief that long-
term rates should eo lo^er than thoy are He thought long-
term rates slight in the near future reach 2 per cent and lator 
night approach sero# Hie case for lasr interest mtee is that 
they not only reduce th@ cost of carrying the public debt, but 
also thai they encourage consumption aid iiiveat^nt and result 
in a Kore equitable distribution of inco&a* Although, admitting 
tho desirability of diecoumgiiJtg spending during a period of 
inflation, be preferred to use other methods and not pemit 
interest rates to rieo, because that would delay tho desirable 
long-run dommard adjustment of rates 

I5y files also contain a i^morwrAvs^ dated January 31, 19)46, of a 
conference ?Mch W j m Sproul, l^esident of the Federal Reserve Bank of 
lim York Yice-^miimn of the Inderal Opsn Il&rkot Cc^aittee, Mr* Thomas 
and I bad with Secretary Vinson and foisr of the Ireasuxy ©taff, in v&ich 1 
statod* 

m * * we ended tip by finding that there is a basic, fundamental, 
difference batmen the Syatm and the Treasury. l&asrs.» Murphy, 
Bsrnatein and Haas tho ^zoasuzy &t&£f? have ccr^letely sold 
the Secretary on the philosophy of law rnxd loser ratoo of inters 
est, that lem rates can have little effect m inflation, that 
inflation has to bo dealt with by direct, rather tJj&n monetary, 
measures, that it does not saa&a any difference whether banks 
or nonbank holders own Gov-enu^nt secm^ities, and that the 
lo&er the interest rate goes the higher tho standasxt of liv-
ing of tho aaesos because it Tdll smke for a mxoh better dis-
tribution of incase, and stimulate consumption* They do net 
segregate in their minds the Irasdiate inflationary problem 
fron the lang-r^mge problosu We had difficulty in bringing 
out the point that T*fcon ttere is an adequate supply of goods 
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losy rates m y be used to discourage saving s M encourage ©pend-
ing trl5ic.h would keep goods from piling up* but such a situation 
as that is not in preset for a year or two* they believe that 
they should sell all the series E* F, arid Q bonds thery can but 
at the mm tir*o take tire position that the banks and corpora-* 
time get the benefit of the 'market issues which they apparently 
feel &&kea for greater concentration of walth and that is not 
isbore earnings from Goverm^nt securities should go* they feel 
that if the Treasury got its uoney at low rates that would re-
duce taaes and to that extent would be helpful in the picture* 

^There appeared to be confusion in their thinking m & I 
did mp best to try to get the Secretary to m e our position* 
They have told him that we have altiays stood for higher inter-
est rates and they lave picked out vhat m }mm reeo&sended en 
that*

1

* 

the raessorandm added: 

"Secretary Vinson stated that lit vie change the Referential 
discount rate that would be tlse signal that r&tos tsero going 
higher* ^ is going to isrito us a letter sotting forth the 
Treasury^ position* I finally said to the Secretary that it 
looked as if the System and the Treasury isere at an iapasse; 
that the Board ̂ as an agent of Congress with statutory respon-
sibilities arid that t&ile the authority that the System had 
with tshich to meet the situation T/as riot given at a ti*ae ̂ hen 
the Government debt had reached 1275 billion they w r e the only 
pamtB that the System had and that they could to ©m^ciscd fear 
the purpose of !aoeting the inflationary coalitions to m m ess-
tent* I said that not proposing to put interest rates up 
or increase the cost of financing to the Treasury even though 
the inflationary conditions that exist and the amount of money 
that m m being created by further monetising of the public debt 
indicated that under the statute that is the action that the 
System should take* I said that pernor ims giTO to us to m m t 
an entirely different situation than when 2/3 of tto debt w 
Covenant debt and that that being the case the suggestion 
had boon isade that the System go to Congress and point out the 
entire problem, and let thca kno?? that thai Board and tlm Open 
Market Cranittee are not in a position to deal trith the prob-
lem except through the mdiusa, of interest rates and suggest 
that legislation is needed to mot the problem in another 
by segregating bank investment in Government securities from 
nonbank investeient. 1 pointed out that the reason for the 
sonetis&tion of the Government debt by the banking systea is 
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the t&do-opsn door that tho b&sska hav# to the Federal Besarro 
PanJca through tho preferential rata* the buying rata on treas-
ury bills a&d the support which the* Sygtm is oo^ittod to 
giw to certificates* ie m t m m t i m X ^ provide a mochaaism 
that m a designed to finane© tho Gm&mmzit during tho tot but 
which is not designed to tho situation i t e TO do not isaat 
tho banks to $mrch&S0 additional securities. Therefore* us© 
should block off bank purchases of aecxirities» Tba one alterna-
tive is to let things go i&ith a fitrthor drop in interest rates 
aiKi further monotizatioa of the public debt ̂ ith tho federal He-
serve having no control wlmtcnmr* Tha other alternative is for 
the Federal Hosorvo to exorcise mdk control m it has by in** 
creasing interest r&tm mid th© coat of carrying tfco public 
debt as woll m ttaa eartzings of bai&s* both of $hlch arc* 
sirabl®. 

*Socrotary Vinson M m & m d coi^lotely with our poaitim*
1

* 

The memorandum added furthers 

havo a vory difficult probl£& ahead of xm* X told 
tha Secretary that ue thought the S&afcm had a responsibility 
under the statute and it Bight haw to action to m ® % 
the issues and î î ht sot be able to go almg isrith tho Treas-
ury. fie replied that mm flying, in this tim of 
crisis and a^^rgoncy, tliat m u^ro goteg to insist upon o^r 
rights oven though tho Treasury did not feol that we should 
taioo action* said it looks lite a ©it-do^m strike m y e w 
part and thai isban got rijjht up to the issues that he did 
not think w would ham a sitdom strike* So really haw 
an Issua ** w either do nothing or rm take action • I think 
m should t thia by getting a report to Congress as 
quickly ao possible* pointing up th® lihale problem* the dif-
ficulty im ham in seating; it* tl*e eonsoquencoa of trying to 
m e t it with our present p o w a , and suggesting legislation 
that will enable effectively to jsoat it* iaight go so 
far as to horn it brought out to Coogresa that tha pattern 

bava established far m r financing, ths Treamoy is insist-
ing ̂  ssaintairx iri the poster period* m d that TO hesitate* 
because of th$ re^panaibility of tlsa treasury* to take action 
t&ilo tli0 troamtfT' foolr. that m action should be takes* and 
that*- therefore, tho mttor a s one of far-reaching 
portauco that it ahoxOd bo clarified ly Congressional action. 

w

2 told Hr*- Tinsoxi that it appeared that tho tr̂ sasiiry 
wanted ViB to a rubber atmp and ha ©aid that ha did not 
think iroiad tmut to tate action vhan m roceivcd his lot-
ter# 
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^Our entire conference trass friondly and on a nonporsonal 
basis and whan wo left m & H shook hands* 

n

2 met Secrotaiy ifinsm later in the evening at tto dinner 
which Hr* Delano gave for Mr* Earl, tlia naw Oirnirmn of the Fed-
eral Deposit Insurance Corporation, and bo m s w r y pleasant* 
I said to him that tie appreciated tho tine to bad givm us to 
discuss tho natter; that te had givm us every opportunity to 
present our position, m d that if we bad not succeadod in por-
suading him it m s not because to Isad not givesn us that opporw 
timity*

n 

As is illustrated again in thef orogoing, the issue is not or*o of 
personalities* It is iratltutienal* Cordial personal relationships pro-
vailed, as the raomoran&ra indicated* but the is mm persisted* 

On March 22, l^lio, I advised the Socret&ry in a personal and con-
fidential note that U m question of the preferential discount rate m s 
necessarily a subject of discussion at a noting which had ̂ ust been held 
of the Presidents of tlio Itessrvre Rinlcs with the Board* I advised hia that: 

n

At the conclusion of the discussion, the Presidents initiated 
and unaninonsly approved a motion requesting sse to advise you 
informally that X * could not give the Ifreasuxy the assurance 
that the Federal He serve Bunks iroiad not act an the prefer-
ential rate in the near future 4

!t 

X reaincted the S0crotaiy that the l&tr requires the boards of di-
rectors of the Reserve Banks to act every t m iz&cks m all rates and that 
ti>e Board hero in Washington has to aj>pr<nro or disapprove ?/batevor action 
is taken and, moreover, the Board here is required, by la??, to state in 
its policy record, in its forasl report to the Congress* the reasons for 
the Board's approval or disapproval* 

In a letter of Uarch 28, 1S&6, the Secretary replied, reiterating 
at sohb length the Troastiry* s opposition to the discontinuance of the prof~ 
erential disemznt rate but stating that he hod docidod not to ©end & latter 
which ho had had on his desk* and to t̂ iich referent is $ade in the above 
r̂ norandiEiu In this letter, ho said; 

nim I Imve your noto of Jlarch 22, referring again to the 
question of increasing the preferential rate* I still fool 
that this action should not bo taken at this tisao, primarily 
because it does not seesi ̂ ise to rock tlx boat in, the middle 
of our transition to trfi&t I hope tdll be a full production 
peacettoo eco^o^* Accordingly, I && siting at sosse length 
to give you tte 2reastoy*s position on this ss&ttor* 
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"The olim/o&tion of preferential discount rata at 
this ti&so T̂ onld be interpret^ by the msrket m —* trould, 
in feet, bo — a first mdve in the direction of higher ehort-* 
tern interest rates* Higher ahort~ter& rates would raise the 
cost of carrying tho public debt m & would be of principal 
benefit to cossaercial ban las, most of trbicli are bckt enjoying 
vexy high earnings* 

"Whether an increase in short rates would spread to longer** 
term rates eonld be determined only by the event ~ by ishich it 
night be too late to avert serious unfortunate consequences, both 
to the cost of Governr^nt fisiancing and to our topee of achieving 
full production and full e^loy&$nt in the postwar period* 

should, therefore, liko to renew request, mde to you 
on previous occasions, that the Federid Keeerve System refrain 
froa eliminating tb© preferential discount rate on abort-torn 
Goverraaent securities at this i±m* Thl« request is, of course, 
without prejudice to the possible elimination of the preferential 
rate at m m future date tdien such action would be part of & 
whole policy orientated in the direction of continuing lam in-
terest rates, ratter than, m it would be n m

0
 part of a policy 

diluted toward higher rates* 

*Tm significance of the preferential discount rate at the 
present tiae is almost entirely psychological. I'ot&l borrowings 
under it are not high in relation to total Federal Reserve credit, 
isomer bmsk reservea, or any otter relevant insure* T m prin-
cipal significance of the rate is, m Gproul so aptly put it 
in our meeting on Jmxmyr 30, that of a signal to the market for 
the continuance of the official policy of los? interact rates* 
lir* Sprsftii T&ante to haul this signal dean, m & you concur. I do 
not. The A&ainistration tx&iey en 1 m interest rates and tho 
reasons for it msre a&^y restated in the President'Budget 
Message* If it takes the action you auggoet, the Inderal Be** 
eerve Syston frould ho flying ena signal m d the President 
another* We cannot afford thus to set at cross purposes dur-
ing this most critical year in the reconversion of our domestic 
economy* ** 

The letter added* 
n

I m e greatly surprised by your statement nt the aseting 
that tho proposal to elissinate the preferential discount rate 
m s not really part of a program to increase ahort^torsa inter-
est rates** 
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On April 19, In a co/dxdential letter to the. Secretary, I 
stated* 

associates and X ?*ere xmtprised by your letter of 
March 28

 r
 not because TO mare in doubt m to your attitude 

concerning the elimination of the preferential discottnt rate, 
but bee&nm of the- fundamental nisconception of our views' 
vrhich your letter contains * « * 

^blle are relnctant to burden the record with further 
dismission of this natter* rai think it important to e&$hasi£ft 
that there is nothing in the record to justify the statesae&t in 
your letter that the proposal to eliminate the preferential dis~ 
connt rate is * really part of a program to increase short-tem 
interest rates*

1

 That is not the purpose• The purpose is to 
avoid giving further impetus to the infl&tioamy forces which 
nrffi exist in our economy, asiong which- smst be included the supply 
of money in the hands of the public, particularly in its m a t ac-
tive f era —- currency and bank deposits. Ka m e t refuse, there-
fore, to be ranged on the side of the advocates of a higher 
interest rate policy* that is not the question here and should 
not be permitted to confuse the real issue* 

"The. question is sirsply tihetter m propose to perpetuate a 
mrtim m&m

y

XQ -which no ledger serves the purpose for which it 
tms designed but, quite the contrary* tends to aggravate the 
inflationary pressures sMch tb& Govejsissent is property trying 
to coiiibat. Tie are at present flying & signal to bcerrssr your 
metaphor — ^hich is tlie direct opposite of the declared policy 
of the Government* We are, in effect, inviting m&ber banlrs to 
cosje to the Beserve Banks and borrow at a preferential rate m 
Govom^nt seciirities due or callable in not more than one year* 
thus encouraging these banks to purchase Gavernnent securities 
as tie 11 as to soaks* loans to others for the purpose of purchas-
ing Oavornmut securities* This process has made for specula-* 
tive profits, but it eo^ld not reduce the cost of Government 
financing mless the intention is to countenance and then t&lse 
advantage of a further louring of tlso entire interest rate 
structure of the country. That, as w -understand it, wul& be 
contrary to your policy* It would certainly be contrary, in 
our judgment, to the best interests of tlie country* 

the preferential rate TO adopted in the Board 
felt, and so stated, that in ordinary circimtsnces such pref-
erential rates should not be established* It ims recognised, 
however * that the b t financing program would require substan-
tial purchases of Ccwernsent securities by the banks and it 
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ima the belief of the Board that, if there m x o a preferential 
rate for advances secured by Govern^nt obligations, tlmt fact 
iroulcl encourage smbor b&nke, particularly outside tbe financial 
centcra, to invest More of their then. existing excess reserves 
in short-term Government aeeiiritiee, that the preferential 
rate could be elirainatad when the m o d hod passed* Today it 
serves a whdUy tmdesirable purpose, naraely, tlmt of facilitating 
father monetissation of the public debt thmtgb tbe cons&rcial 
bmsking system* ' think you are flying, the right signal of die-* 
ccairaging further creation of bank credit, but TO find ourselves 
signalizing throu^i this fecial rate- exactly the opposite course* 

lf

You e^preas the epiaion that the eliiaiiiation of this rate 
wold be interpreted by the market ae a fir^t move in the direc-
tion of higher chorb-tara interest rates* lou Kill agree, ise 
feel aure, that the adoption of is the right policy shoisld 
not be avoided for fear it usotM not be correctly understood* 
The boat c m be rocked ir. this critical transition period by 
failing to do things which ought to be done m *mXl by do-
ing things ?Mch ought not to be done* fcpcrtssnt pointy 
however, jus that ve have ttsmrzd you. that vre would mintain 
the n&rhst for the 7/8 per cent certificates of indebtecteees 
so that there would be no question about reftmding or refinance 
ing at this rate* Accordingly, if the elizi&natdon of tte pref-
erential discount rate m m - reinterpreted, official action 
through open market operations ̂ ould pronptly disabuse the 
maa&et of its ssietakon interpretation* 

«ish to emphasise r&th all the force we c m coaaand 
that our purpose m d policy are based not on a desire for a 
higher level of interest rates and hence increased coste of 
carrying the public debt, but entirely on grounds of discoura-
gins further raedleae Bonetisation of tbe debt through a tmiw 
time saechanitm* F>llsiir̂ tion of the rate, far f x m indicating 
that the Tn&mry and Federal Keserve flying oppoaite 
signals, as you put it, -would signify that TO trere Sr. accord 
instead of working at crosa-pfurpogee as Pe appear to be doing 
no^t 

^We do not believe that, tba question is reviewed in 
this light, the treasury would wish to ask us to continue fol-
lowing a policy vhich ie mquestionably inflationary arid trolly 
at variance with the President*0 stabilisation program* the 
Treaa&iy, of course, is properly concerned *?ith any saeasure 
th&t might affect the coat of Qovernsaent financing. Hcssevcr, 
tie have given assurance that vdH not perait elimination of 
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Honorable ?aul B» Douglas -12-

t}ie preferential discomt rat© to increase the present certifi-
cate rate or otter rates hot paid ty tho treasury. Having thus 
been assured that its interest in the ratter Hill be fully pro-
tected, tho Treasury, it 000ms to ns, m>uld not rnsh to be put 
in tho position of objecting to the £yste&* a discharge* in ac-» 
cordanee xdth its bos* jxidpaent, of a statutory responsibility 
placed upon it fcy Congress* 

tf

The incorrect premise vpaa which your letter is based is 
illustrated by your statement that tse mdB no case as to ho®' 
increasing short-torn interest rates woi&d help in combating 
inflation* ue ssado no such case, of course, because our argu^ 
m n t not based on an increase in short-torsi rates* !Tiie 
case m sought to aaaco and thought TO had demonstrated clearly 
tms based on our earnest desire to stop further creation of 
inflationary bank credit, both directly and indirectly* 

nlt should be borne in niml that our increasing production 
?&11 generate an increasing inco:s3 that will currently provide 
ne&ns of purchasing t is produced* . If this mir&y created in-
COESJ3 has to compete not only s&th the oxisiii'ig excessive supply 
of liquid funds, but also rdth further increases in the nomey 
supply resulting froa bank credit expansion, we can have a de-
structive inflation no scatter what our production aay achieve • 

"Finally, tse boliovo that an impartial revietr of the races** 
i3cndations &ade by the Board, and Open Jiarket Comlttod to the 
Treasury frosi the inception of the defense and tmr financing 
programs ̂ ill deroonstrate beyond possible question that use 
havx consistently advocated policies and measures for financing 
the trnr at IOT and stable rates of interest* The pattern of 
rates on narket issues agreed npon by the Treasury and the He-
serve %stem ranged froa the ?/8 per cent rate on certificates 
to the 2-1/2 per cent rate on the longest tors Treasury bonds* 
there m s also the 3/8 rate on 3^ionth Sreasuiy bills* The 
only official reco^mndations the Systesa 1ms mde at ary ti&e 
for any higher rate related exclusively to the bill rate. It 
became evident early in the w that the banks ?*ere less and less 
interested in buying bills and increasingly disposed to buy the 
lmgcrwter&j hisher-yiisld issues*- trith the result that they sold 
the bills to the Ifê erYe System and concentrated mre aad more 
in the longer-tern securities, thus increasing the overall cost 
of Treasury financing* Our recoimcmdatiam: *ere mde Kith the 
expectation that a so^ifeat improved bill rate wuld result in 
the banks holding iaore of the bills md hence fcft&r of the longer** 
tersij higher-yield issues, tlms reducing the overall cost of 
Treasury financings Tiits has served to confirm tte viê r that 
tho banks vavld be increasingly uninterested in bills at the 
3/8 rate, for at present the Federal B&mrm System holds nearly 
all of the bills outstanding. 2o construe our suggestions on 

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



Honorable ?aul B» Douglas -12-

tho till rate as signifying a purpose on tha part of the Federal 
Ee serve authorities to incroasa tto rate gtructxjro and the costs 
of carrying the debt is to misread cockletely the plain purpose 
of the proposals*

1

* 

lay latter add&d* 

®Vi0 are a^ksrksd on 4 joint ontoxprlso* Tsa aro all soaking 
to solve tho diffictilt poatear problems of fiscal policy, r w -
tary policy debt tmna-^enent in tho public interest, and in 
no other* T10 know tte course that M s been sot by tho Govorn-* 
mnt+ "Se want to discbare© ovr responsibilities effectively as 
part of tho general program of the Governs&mt* We believe that 
tho elimination of the preferential discount rate would be in 
accord ̂ ith tho request of the President in his roooxxt lixecutive 
Qrdor, i&ien he said? 

**?or the duration of th& existing mmr^mcy 
all departments and agencies of tho govemmant ahall, 
in. say matter affecting tho stabilisation of tho 
econoisy, in txhich ihay have discretion in the use 
of their e^arciao such discretion in m*ch man-* 
nor as ̂ ill best prooote tho continued stabilisation 
of t m econos?^*

,n 

Subsequently, beginning irith action takon by the directors of tho 
Federal H© serve Banks of lltm York* Philadelphia, and San Francisco on April 
25> all timlva of the Federal Kesorve Tanks reca^nded elimination 
of t!io preferential rate. The Board of Governors approved and announced 
this action* This is the only instance that I h x m of trhen the System has 
taken a stop — and this, after all, m a vary minor ©top — over tho ob-
jection of the Treasury, This clearly a flatter fully within the stat-
utory discrotion of the Systew It m m a step which could bs talosn t&thaiit 
ii^inging on tho cost of Treasury financing* It is all tho more mrgplaing

$ 
therefore* that encountered such strong resiotenee for such a prolonged 
period* 

However, I think it is clear froia the foregoing corrospondcnco 
that the treasury cither did not understand or did not believe r̂ iat TO said* 
Above all, it vividly illustrates tho persistent easy money bias on the 
part of the Treasuxy staff, in rhieh the Secretary concurred* this treas-
ury personnel, m&h the sano now as it tra$i thon, continues to brush aside 
or to depreciate tho influcncc of interest rate changes on tho availabil-
ity of credit* Beyond that, the episode illustrates tho inhoront conflict 
in policy and the necosssity f or bavins Congress more clfcarly dofino tte 
respective rolos ̂ iich it e^cpccts tho Treamsy aad the Federal 3os$rre 
pysteat to play -unless one is to te altogether subordinated to the other* 
I think that isould be a grave ̂ ilst&ko*-
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Let rse take this opportunity to thank you once mom for your 
patience and courtesy to ne» I do not think I need assure you that sy 
great interest in this camij^x i^ortant matter rises above person** 
slities or personal considera:ti02^# Since I expect to return 
to private business itnd banking interests I cannot boxi&fit directly 
from the solution tshieh X earnestly hope your inquiry istll find, or help 
to find* for this problem of institutional relationships* 

Sincerely yours* 

M* Socles. 

STtisnm 
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