Decerber 15, 1919.

PEQSHIAL MDD CONPIDENTIAL

Honorable Paul H. Douglas,
United States Senato,
washington, D C.

Dear Sonator Douglas:

In accordance with your reiterated sugpestion that I give you for
your om personal inforwation sowe of the materisl which speeifically il
luptrates the difficully in ike relationship between the Treasuwry and the
feserve System, I am setting forih below, as Lriefly agz possible, excarpta
from the record on one typical opisode, namely, the over-long struggle of
the Systom to discard iho so-cnlled preforential discount rate when it was
no longer approgriate bhut, in fact, wag vholly inconsistent with a policy
of monctary restraint in the perlod of postwar inflation,

Lot ne preface the citations from the record by pointing out
that this particoular episode came to a climax when fred Vinson wes Secrew
tary of the Treasury. I am sure that most people would regard hiz as a
man of bread tolerance and Judicial tomperament, easy to work with end
entirely fairmindeds Yet, the attitude he adopted toward the System was
one of illwdisguised irritation that can only be explained satisfactorily
on the ground that it wns instigated by those staff advisors in the Treas-
ury who had beon thore many years, sntodating the war, and are still there,

e blas toward chesp moner in this group of advisars iz so strong
as toexclude, for &l practical purptsas, iy other consideration in connoce
tion with debi wmanagesoent policless It would require an intimate imowledge
of money market oparations, beyond what could reagonably be axpocted of the
Secretary, especially one wvho had nob lohg been in office, and it would taks
remarkatle fortitude for any Secretary to overrule this clique in maling
policy decislons,

tne of the greatest difficulties in irying to better the relation-
ships bebtwoen the Treasury and the System or in wndertaking to write a dim
rective to that end, arises fron this little-undorstosd influence of stalf
veterans who are neither elected nor sclected by the President with the
approval of the Senate, A I souzht to point oub in my letior of Secerber 1,
it is nisleading to talk about consultation between tho {reasury and the
Poard or the redoral Open larket Cormmittee unless it is realized thal, for
the most part, this so-called consultation bas in the past conslsted of
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Honorable Paul He Douglas -l

our taking the imitiative {o naks recommendations without adeguate inforss-
tion as t» vhat the Treasury's thinking :sxight—.- be and often, it appeara ’
afber their minds are already made up. ioreover, it has been my experience
that our recomwendations, i nol tyeated in a perfunctory manner, are
analyzod Yy the Treasury staff nore for the purpose of refuting our conbenm
tions than for wm"h.,w then on their neritse. 1 cannct rezard this process
as penuina consultation,

Lot me recount, ag illustrative of the problem, this mntber of the
preferential ciscount rate for your sersonal and econfidential information.
I an constrained to put that limitation on 1% because it is necessary to
cite excerpts fronm official correspondence which I am doing on my omn re-
sponsibility, while it was correspondence that took place at a tise whon
I was Chairman of the Poard, I do not feel that I am at liverty to divulpe
it publicly. I am sure that you will appreciate this situation.

This particular epinode dates back to the beginning of the poatwar
periods On July 9, LS, I wrote to the Seerstary of ths Treasury, who was
then Henry Morganthau, Jrey in arder to put on paper the arguments which had
led the Doard of Covernors and the twelve Federal Reserve Eanks to the
unanimous conclusion that thia rate should be discontinued since the reasons
for introducing it to encourspe ware-time bank financing no longer existod,
It ahould be torne in mind that this matier was strictly within the province
and was a responsibility of the Hoserve Systesx. In thael Jetter I said:

7 ma writdng Lo advise you thal the Ioaxd of Covernors
and the Fedaral feserve lonks are considering tle discontinuonco
at an early date of ihe preferential discoumt rate of 1/2 per cent
on Governzent securdtigs maturdng or callable in one year or lesse
The preferentisl rats was ostalilshed at 21l of the Resarve Ranks
in Cetober 1942« At thad Line banks were being callsd uwpon Lo
take a larger proportion of the debt than now io necossary. Tho
preforential rate was desirned to cucourage banks to participate
in the finencing progran by borrowing tomporarily when necessary
and to aveld holding an unreasoz:a‘oly larpe anount of excess o
sorvese Ne felt ab the tims thal the privileps of baryrowing ab
the proeferential rate would be used to enly 2 linited extent and
that such use as was made of 1t would be largely by banks that
did not hold Treasury bills.

"The mrincipal reasons for establishing this rate no longer
exist, since the problem now is to retard the growth in bank
holdings of Govornmend securitiess In fact the elininstion of
the preferantlal rate is long overdues The longer it iz zaile
tained the more it tends to becuwe frouzen into the systeme
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“Cantinuance of the preferential rate would result in
further indirect bank finmnelng and in further speculation,.
loreover, the proferantisl rate has becoms subject to alusc.
It affords & substantisl prolit to banles, which can borrex at
1/2 ver cont and therely can obtain a proiit of L/ per coub
on most issues of certificates and a larger profit on longer-
tern secwritiasg.

erbor bank borrowings in June reached & peak of aboubt 900
mdllion dollars, and practically nll of this anount vas at the
preferential rate. About 630 nillien dollars of the borrowings
were at HNaw York City, where eamings alrsady are large and whers
spetulation is mostyrevalent. Although 1o some extent these
borrowings were incurred for the purpose of oblaining ressrves
botwesn drives, thers is evidencs alse that banks Lorrowed in
order to increase their holdings of Government securities and
particulerly of medium-tern bonds, Anoiler purposs ol borrowing
was to reduce excess profits $ax liabilitics. It is likely that
trese atuses of the preferential rate will continue to grow as
banits become more and more willing to borrow,

#Tn addition this Jow rade, v sustaining a low rate on
loans that banks make to dealers and to otlors, hus encouraged
specuwlative buying of Government pecurities on bank credit. In
June loana on Joveimment socurities to dealers and brokers
reached a psak of .8 billion dollars, sm! such Joans to others
reached a peak of 2.2 billion, & total of L hillion,.

"oigcontimance of the mreferentizl rate would eliminate
the prolit that can bo made by borrowing and wsing the funds to
purchage certificates and would reduce the profif that can be
made by barrowing in owxder to purehase longer-term sccurlibisae
This change would sorve theroly to retard the growth in bank
eredit at a time when inflaiionary tendsncles are stronge In
addition, it probably would resuli in an increase in the rate
on bank loans to dealers md others, which woulsl discourage
such loans and thereby would reducs speculation and indirect
bvank financinge

"The axistence of the preferential rate has had no offect
on the cost of Treasury btorrowing, which hag been inf{luvenced
ratier by Federal Reserve opon narket oporaticns. Discontine
uance of the preferential rate, therelore, wuld have no ine
fivence on the cost of Treasury borrowings

®Tre prosent is ihe best time to make this chanzes The
large expeusion of bank eredit in ihe recent drive indicates
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that continuance of the preferential rate is undesirable. The
Treasury will need Lo borrow no additional funds for several
monthse ember bank borrowings are now &t a low level, and
CXCeSs resorves ars large. Accordingly the change ‘mobtably
would have 1ittls or no effect on the Government security
markete Amy offect that it night havwe could be handled easily
by open market cperationse The Treasury would be assured,
therefore, of a ready market for ey refwnding or any cash
offering of certificates that the Treasury wmay desire, at the
oresent rate of 7/8 par cent.”

Shortly thereafier Secretary Vinson took over and, in a lstter of

July 27, 1945, to the then Acting Chairman of the Board, Ronsld Hansom, ine
dicated concern "that such action, particularly if it occurred at this
Juncture, might be interpreted Yy the market as an indication that the
Government had ebandaned its loweinterest-rate policy and was now voering
in the direotion of higher rates.® I referrved to this subject in 3 lotier
to the Secretary on December 13, 1945, and said:

% % % The elimination of the rate need have no influence on
the aggregate cost of future Treasury refunding, howover, bo-
cause that will be determived by Foderal Deserve support of
the Government securliy market through open markwt operaticus.

nThe preforential rate not only has passed its pexiod of
usefulness, btut is an elcumont of weaknoss in our batile againgt
inflation, hecause it sorves as a continucus invitation to banis
to bid away from nonbank investors the banleelipgivle Government
securities previously acquired by nonbank investors ar purchased
ty them in war loan drivese The preferantiazl rate encourages
and unelms it profitable for banks to borrow in ordor Lo purchase
Sovernment gecurlties. As a resullt it escouragss tho expansion
of bvank credit, pariicularly through purchases fron norbank ine
vestors of the longer-tors, hizter-rate obligationse I think
that we e 811 amreed that a further expansion of bank credit
is to be avoided at ihis tine, if at all possitles Now, & step
can ba taken in this direction by the elimduvation of the preforw
ential rate with 1ittle or no disturbance to the baniking sysiem,
because moaber handk horrovings arve small and their excess ye-
serves arg large. The reasona for abandermont of ths rate scen
caxpaelling, since it is no longer required in the interest of

war financinge®

In a letter of December 29, 19L5, which I think resariable for its

insistence that elimination of the preferential rate would mean sn increase
in shori-term rates of intersst, notwithstanding oux assurances to the cone
trary, Secretary Vinson said, smong other thingss
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uTY saens to me that 2 rise in shori-teom interest retes
at the present tixe would b wnfortunsto. It would increass
the already large interest charge on the puldic dett, and zost
af this increase would go to inecregase the already high earnings
of banks in the principal financial certers, where short~term
securities arc larpely helde®

My filos contain a memorandim dated Jamvary 28, 1946, of & staff

meeting telween owr sconondsts wnd olcht Treasury officlals and staff weme
berse JIn this memoerandum, lir. Woodlief Thoung, bead of ouwr Hescarch Divie
sion, stated:

#The Treasury econonisbs quogtioned the need for any action
and also falt that nothing could be done that would have any oi-
fect upon inflation. Mr. iurpty /of the Treasury/ made m strong
casg for lower interast rates and indicated belief that lotz~
term rates chowld po lower then they are now, e thought longw
tera rates aisht in the near fuiure reach 2 per cent and later
night approach gero., Hias gase for lar interest rates is thal
they not only reduce the cost of carrying the pulilic debt, hut
&lso that they ensourage conmumplion and investzent and result
in a more equitatle distribvution of incomsm. Although adaitting
the Jdesirabilily of dimcowraging spending durdng a period of
inflation, he mreferred to use other methods and not permil
interest rates ‘o rise, because that would delay the desiradle
longerin dowrsaxd adjusbment of rates.t

Yy files zlso contain a memorandus, dated Jamary 31, 2946, of a

conference which 21lan Sproul, Prosident of the Federal Resorve Iank of
ew York and Vieo<Ghairman of the Jederal Opon larket Coomities, Mre Thomas
and T had with Jecretary Vinson and four of the Treasury stalf, in which I
stateds
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e & % Ve ended up by {inding that thers is a basic, fundanentel,
differenco botwoen the System and the Treasury. losses. Lurphy,
Bornstoin and Yaas /fof the Treaswy stafff have complotely sold
the Seerctary on the philosophy of lov znd lower ratos of interw
est, that low rates can have littlo effect on inflation, that
inflation haz to ba dealt with vy direect,; rather than monstary,
moazures, that it does not meke any differcnce whether Laniks

or nonbank holdorz own Governrent securities, and that the
lowor the Inborest rate poes the higher the standsrd of 11Ve
inz of the nassos becmise it will make Lor a »mch botier dise
tritution of incows, and stimmiate consumptions They do nob
segregate in their ninds the immediato inflstionary problen
fron the long-range provliem. wWe had difficulty in bLringing

out the point that when there is an adegquate supply of zoods
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low rates may vo used to discourape saving ond encourage spond-
ing which woulld keep gocds from plling up, twt such a situation
as that iz not in prospoct for o yoar or two. They baliewe that
they should sell 21l the seriss £, F, axd ¢ bonds thoy can budb
at the same timo take the popition that the banks and corpora-
tions got the benefit of the market issues which they apparently
fecl makes {or greator concentration of wealth and tlat iz not
whore carnings from Governnentd securitles should go. They feel
that if the Treamoy got its monsy at low ratos that would re-
duce taxes and to that extent would be helpful in the picture.

nThere appoared to bo confusion in their thinking and I
did my best to try to get the Secrctary to see ocur position,
They have told him that wo have always stowd for highea interw
est rates and they heve picked out what we have recoumended on
that "

The pemorandum edded:
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nZecretary Vinson stated that if we change the preferentisl
discount rate that would be the sipnad tlat rates were going
highere He 1s going to write s a letter soiting forth the
Treasury!s position, I finally said to the Becretary that it
looked az if the Systerm and the Treamuy were at an impasso;
that the Poard Bas an agent of Conpress with statutary respone
sibilities and that while the authority that the System had
with vhich to mest the situation vaz not given st a time vhen
the Govermment debt hed reached $275 billion they were the omly
povers that the System had and that they coudd e exereised for
the purpose of mpeting the inflationary conditions 10 £OTO €%
tent, T said thal wa're nol proposing to put interest rales wp
or increase the cost of financing to ihe Treasury even though
the inilationary conditions that exist and the amount of monoy
that was being created by further nonwtizlng of the public dobt
indjcated that urder the statute that is the action that the
Syobem should take. I said that power was ;iven to us to meet
an entirely differont siluation thsn when 2/3 of the debt was
Governmuent, debi and that that belnyg the case the suppostion
had been made that the System ;o to Congress and point out the
entire problem and let then know that the Poard and ths Gpen
¥arket Commitlee are not in a position to deal with the prob=
lem excopt throuzh the vediuwn of interest rates and suggest
that legislatlion is needsd to neet the problem in another way,
by segregating Yank invesbment in Government securities from
nonbank investment. I pointed out that the reason for the
monstigation of the Covernment debd by the banking sysien is
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the wideo-open door that the banks have to the Federal Heserve
Tanks through the preferential rate, the buying rate on Trease
wry bills and the support which the System ia comnitted o

give to certificatess Ve avtoustically provide a mschanimm
that wmg desirned to finance the Covernoent during the war tut
which is not desicned to meet the siluvation when we do not want
the banks to purchase additional securities. Therelors, w
should bBlock off bank purchases of securities. The one alternae-
tive is to let things po with & furtbex drop in intorest rates
and further monotization of the putlic debt with the Federal Ree
serve having no contrel whatever. The othor alternative is for
the Federal Reserve to exoreise such control as 4t has Iy ine
creasing interest rates and the cost of ecarrying the pullic

debl as woll ag the sarpings of bawiiz, both of which are undes
siravle.

"Secretary Vinson disaprecd completely with our positiom,.”

The memorandum added Lurther:
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Wig hove a very Jdifficull »roblem mhead of upse I told
the Secretary that we thought the Systen had & responsibility
wxler the statute and it might bave to take action to mest
the lasues and mirti not he able Yo go aloog with the Troas=
urys. Ha replied that wo were imlying, in this time of
erisls and emergoncy, that wo wors going to insist upon owr
richis even thoush the Treasury ¢id not fesl that we should
tale actions He sald 1t looks like a sit-dom strile m your
part and that whem we ot riicht up to the lssues that he did
not think we would have a sitdown strike. 5o we really have
an lgmua - wo either do nothing or we take action, I think
we showld meet this by getiing a repart to Conzress as
quickly ag possivle, pointing vp tho vhole problen, the dif-
Liculty we kave in mpeting it, the consequences of trying to
meet 1t with our present powers, and suggesting legislation
that will enable us effectively to mest it. We night go so
far asz to have it brought out in Congress that the pattern
wp have ogtablished for wmr financing, the Treaswry is insiste
ing we maintalin in the poptwmr period, sd that we lsazlitate,
because of the responsibdlity of the Treasury, to take action
while the Troasury focls thab no action should be talon and
thaty therefore, the satbor wasg one of pueh far-reaching L
portance that it should be elarifisd by Congressional zction.

"I told lre Vinson that it appeared thmt tie Treasury
wanted us to be a ruther stanp znd he said that he did not
thinic we would wand to take action when wo received his lote
ters
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*our entire conferance was friondly and on & nonporsonal
basis and when we left wo all chook handsze

rT wet Seerotary Vinson lator in the ovening at {lo dhwer
which lire Delano gave for #r. Harl, the new Chairnan of the Fed-
eral feposit Insirance Corporation, and he was very plaasant,
I said to him that we sppreocinted the time ks had given us to
discuss the matier; that o had given us every opportunity to
present our position, snd that if we had not succesded in pare
guading him 1% was not because e had not given us thal oppor-
tunity.”

Ag is 11lusbrated again in theforepoing, tiw issue is not one of
personaliting, It is Institubional, Cordial parsosal relutionships proe
vailed, as the nemoranduwa indicated, tut the issvo persistod.

On March 22, 1946, I advised the Sgcretary in a personal and CoOlie
fidential nole that the question of the preforential discount rate was
necasgarily & subject of discusasion at a meeting which had just been held
of the Presidents of tho Reserve Panks with the Pearde I advised him thab:

#44 the conclusion of the discussiong the Pregideats initiated

and wnaninmougly approved & motion roguesting me to advise you

inforaally that I teould not give the Treasmuy the assurance

that the Fedorgl Seserve Ifanks would nobt act on the prefer-
ntisl rate in the near fubureldt

I raminded the Secrebary that the law requires the boards of die
rectors of the Reserve Danks to act every twd weeks on all ratos and that
the Board hers in Vashingbon has to approve or disagprove vhatever action
is taken and, moreover, the Powend here is required, by law, io state in
its pollicy record, inm its forusl report to tlm Congross, e reasons for
the Eoard's approval or disapprovale

In & letter of larch 20, 17L%, the Secrstary replied, reiterating
at soms length the Troasury's opposition to the discontimuanice of tho profe
erential discount rate tul stating that he had decided not to sond & letter
which he had bhad on his desk, and to which reference is zads in the above
wemorancwaz. In this lettor, he sald:

Mlow T have your nobte of March 22, reflorring again to tle
question of increasing tre preferentisl rate, 7 still feel
that ¢his action should not be talen ab this tdwue, primarily
becavse it <does not seon wise to rock the boat in tie middle
of our transition to what I hope will e a full production
poaceting economy. fecardingly, I =z wrdting ab some length
to give you the Treasury!s position on this matior,
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“IThe slinination of the preferentisl discount rate at
thig time would be inderproted ty the market as - and would,
in fact, be - & first move in the direction of higher shorte
torm interest rates. Higbor short-term rates would raise the
cost of carrying the public deblt and would be of principal
benefit to commerciel hanks, most of which are now enjoying
vary hirzh earnings.

"ihethor an inercase in shord rates would spread to longer-
term rates could be determined only by the event — by which 1%
might be too late to avert soricus unfortunate consoquences, both
to the cost of Uovarnuent inaneing and do our hopes of achieving
£u1l production and full exployment in the postwar period.

"I should, thereiores like to renew uy request, made to you
o previous occasions, that tho Federsl Reserve Systen refrain
from elininating the prefeorentdsl discount rate on short-torn
Uovernnent securities at this tiwe. This request is, of course,
without prejudice to the pessinie elimination of the preferentiel
rate 8t soso fulure date when such action would be part of ¢
whole policy orientated in the direction of continuing low ine
terest rates, rather than, as it would be nowy part of a policy
dirgeted toward higher rates.

"The sipniflcares of tho prefoerential discount rats at the
prasent tinme is almost mntirely psychologicals Tolal borrowings
under it are not ldgh in relation to toial Federal Besorve credit,
momber bank rescrves, or any otherrelevant measurcs The prine
eipal simificance of the rate is, wp .re Sprovl so aptly pub ib
in ovr meeting on Jmnuary 30, that of a siznal to the market fox
the contimuance of the official policy of lor intersat rates,
Yre Sproul wants to haul this siznal down, and you concure I do
note The Adninistration policy on lar inlerest rates and the
reasons for it wore ably resteted in the Presidentts Dudget
Yepsage. IP 1t takes the action you suggest, tle Federsl Lo
garve Syston would e flying one sipnad and the Presidoent
ansithor, Ve cannot afford g to ael at cross purposes dur
ing this most critical year in tho reconversion of owr domestic
aconory s

The letter added:

"] was greatly surprised by your statement ab the meeting
that the proposal to eliminate the preferential discount rate
was not really part of & program to increase short~tornm inbers
est rates.®
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On fpril 19, 19L6, ir a contidential lottor to the Secretary, I
stated:

iy associates and I wero swprised by your ledter of
larch 23, not baocause ™ wore in doubt as to your attilude
concerming the elimination of ithe preforantial discomnt rate,
but beecauge of the fundarental misconcsption of swr views
which your lebter conbnlng » = %

Whils wo are reluctant to hurden the record with further
discusaion of this matler, we think it dnmportant o cmphasize
that there is nothing in the record to Justify the statemen® in
your letier that the proposal to elizminate the preforontial dise
covnt rate is 'really part of a program to iucresss short-iorm
intarest rates.! That iz not the puipose. The purpose is to
avoid piving furbhor impetus to the inflationary Lorces which
now exist in our economy, among which mued be included tie supply
of mowy in the hands of the public, particularly in its nost ace
tive form = currency and bank depositse Va must refuse, thersp
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 permitied to confuse the resl isms.

"Tre question is simply whether we propose to perpetuate a
wartime measre which no longer serves the purpose for which it
wag desiyned bub, quite the contrary, tends Lo aggravaie the
inflstionary pressures which the Govermment is meoperly trying
to combate T ars ab pregsont Lying & sizgnal - o Lorresr your
netaphor - which is the direct opposite of the declared policy
of tre Govermuent. Ve are, in effect, inviting mevbher banks to
come to the Heserve Panks and borrow at a preferantisl rate on
Govarnment securities dve or callable in not mors than ane year,
thus encouraging these banks to purchase fovernzent securities
as well as to make loans to othors for the purposa of purchas—
ing Governmment securibiese This process has made for speculi-
tive profits, but it couvld not reduce the cost of Govermmend
finencing undess the intention iz to cowntenance and then take
advantage of a further lowering of tle eniire interest rate
structurg of the country. That, as we understand it, would be
contrary to your policys. It would cartainly be contrary, in
our judgmont, to the best interests of the countrye

"ihen the preferentisl rate was adopted in 1942, the Foard
felt, and so stated, that in ordinary circuastances such prefe-
eranticl rates should not be estatlished. It waz recognized,
however, that the war {inancing program would require subgban=
izl purchases of Covernment securities by the banks and it
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sng the belief of the Foard that, if there wvere a preferential
rate for advances secured by Covernent oblipatlons, that fact
would aneourapge nesber baniks, particwlarly outside the financial
combors, to invest zore of their then existing excoss roserves
in short~tera Government securities, and that the preferentisl
rate could be eliminated when the need nad passed, Today it
sorves 8 vholly wndesirable purpose, nawely, that of facilitating
furthor monetization of ths publiec debt throwsh the commercial
banking systems ¥e think you are [lying the right signal of dige
couraging further creatlon of bvank crodit, b wo find ourselves
signalising throush this special rate exactly the opposite coursoc.

"You gexpress Lhe opinien that the elimination of this rate
would be inberproted by the market as a first move in the direce
tion of higher short-term interost rates. You will agroe, ve
fael sure, that the adoption of what is the ripht policy should
not be avolded for fear 1% would not te correctly uwudersiood.
The btoaxt can te rocked in this eritical transition paried by
failing to do thines which supghd Lo he done as well 23 by dow
iog things which oughl not to be dones Tie inportsut point,
howover, is that we hove assured you that we would nmaintain
the markat for the 7/8 per cent certificates of indettedness
so that there would te no question about refunding or reflinance
ing at this rate, Accordingly, if the elimination of the prefw-
erential discount rate sere misintororeted, officiasl acti
through open mariet operations would promptly disabuse bthe
sarked of its wistaiwen intorpretation,

e wish to emolhiasize shdth all the force o can command
that our purpase and policy are basod nol on 2 deaire for a
hizbor level of irmtersst rates sud hance increasad costs of
carrying the pullic debt, btub entirely on grounds of distouraw=
ring further moedless monebization of tivw dobt through a ware
tize wmechanisxme Idimination of the rate, far {row indicating
that the Trsasury and Federal Reserve were {lying opposite
pirnalsy as you put i, would signify that we were in accord
instosd of working at crogs<wirpoges as we appear to be doing
N

*a do nok believa that, when the question is reviewed in
this light, the Treassury would wish to ask us to continue fol-
lowing & polizy vhich is mquesiionably inflationary and wholly
at varianco with the Presidentts stabilization programe Tho
Treasury, of coursc, is properly concerned with any nsasure
that might affect the cost of Government finsncing. However,
we have given asgurancs thnt we will not persdt elinination of
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the preferestial discount rate to increase the pressat certifi-
cate rate or other rates now pald by the Treasury. Having thus
teen assured that its interest in the matter will bo {ul1ly 210w
tected, tle Treasury, it seems to us, would not wish to be put
in the position of otjecting to the System's discharge, in ac~
cordance with its best Judguent, of a statutory responsibility
placed upon it by Congress.

“The incorrect premise wpon which your letier is based is
AJustrated by your statement that o zade no case as to how
increasing shortetern Intorest rates worldd help in conbating
inflatlons Ve mado noe such cassy; of cowrse, DeCrRUSS QU ATl
ment was nob based on an incresse in shorb-bern ralss. The
case wo soughd to moio zwd thought wo lad demonastrated clearly
wag based on our earnsst desire to stop further creation of
inflationary bank aredit, toih directly amd indirectly.

Tt ghould be borne in mind that our increasing production
w111 generaté an increasing income that will curprenily provide
neans of purchaging what is produced, I this newly created in-
caus hag to coapate not only with the existing excesslve supply
of 1liquid funds, Wi also with further increases in the noney
cupply resulting from bank credit oxpansion, we can have & de=
structive Inflstion no watter what our productdan nsy achisve.

"¥inally, we beliove that an imparbisl review of the recome
mendations made Yy the Poard and Cpen Xarket Commities to the
Treagury from the iueeption of the defense and war Linancing
prograns will demonstrate beyond any pessible question that we
hawe consisently advocated policiss and measures for finaneling
the war at low and stelle rates of intereste The pattern of
ratos on mariet issues agrecd upen by the Treasury and the lio-
serve System rangsd froa the 7/8 per cent rate on certificates
to tho 2-1/2 per cent rate on the longest term Treasury tonds.
There vas 21lso the 3/8 rate on 3-wonth Treasury bills. 7The
only official recommsndations the System bhas made at auy time
for any higher rate related exclusively to the bill rate. It
becaze evident sarly in the war that the banks were less and less
interested in Yauying bills and ilnersasingly disposed to Wy the
longer=tern, hizhor-yield issues, with the result that thsy sold
the bills to ths lBgerve Systen and concantrated more wnd more
in the longer-tors securitios, thus inercasing the oversll cost
of Troasury financing. Owr rocomdietions were made with the
expectation that a somewhat improved till rate would result in
the banks holding aore of the kdlls and hence fewor of the longere
tera, higher-yield lssues, thus reducinp the overall cost of
Treasury {inancing. 75Time has sorved to confirm the viow that
tho banks would be increasingly wninterested in blls at the
3/8 rate, for at pregent the Federal iaserve Systen holds nearly
a1l of the bills outstanding. 7o construe our suggestions on
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the i1l rate a3 signifying a puwrpose on the psrt of the Federal
esorve authorities to increzse the rate structure and the costs
of carrying the debt is to migrsad complately the plair purpose
of the proposals.®

iy letter added:

wie ave esbariad on a Joint contorpriscs T are sll sesidng
to solve the difficult postwar problexs of fiscal policy, HONCw
tary policy and debt management in the pubdie interest, and in
no other. e know ihe couwrse that has been sebt Ly the Governw
nente Yo want to discharpge owr responsitilities effectively as
part of the general program of tle Jovermment. ¥e bolicve that
the climination of the preferential discount rate would e in
accond with the request of the Prosident in nhis rocent xecutive
Crder, when he said:

11Por the duration of the exisling s:erpency
all departments and agencies of the povernment shall,
in zny matter affecting the stabilizaiion of the
gcanody, in which thay have discrebion in the use
of their powers, exercise such discretion in such mane
ner as will begt pronote ihe continued stabilization
of tie economgy.!?

Cubsequently, beginning with agtion taken by the directors of the
Federal Resorve Ianks of low York, Philadelphis, and San Franclsco on April
25, 1315, a1l twelve of the Federal Reserve Ianks recomanded elimination
of the prefarential rate. The Foard of Coverncrs approved and announced
thiz actions This lg the only instance that I know of when the Eystem has
taken a step =~ and this, after all, vus a very nino step - over the ob-
Jection of the Treasury. %This cleoarly was a matter fully within the state
vtory digcretion of the &ystems It was & step which could Ye talen without
impinging on the cost of Treasury financing. It is all the more surprising,
therofore, ihat we encountered such strong resistence for such a prolonged
period.

fiowever, 1 think it is cloar froan the loreroing correspondsnce
that the Treasury either did not understand or did not belleve what we said,
Above a1, it vividly 1llustrates the persistent cagy moncy blas on the
part of the Treasury staflf, in which tre Secretary concurreds This Trease
ury personnel, rmch the same now as it was then, continucs to hrush aslide
or to denreclate the Influcnee of interest rate changes on tho availabile
ity of credits. Eeyond that, tle episode illustrates the inborent conf{lict
in policy and the necogaify for having Conpress more clearly define the
reapocbive roles which it expeocts the Troasay and the Yederel Descrve
frystes to play unless onz 4s Lo te sltogether subordinated to tre othor.
T fhink 4hat would e a prave nistalic.
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Teb ne tabe this opportunity to thank you once more for your
patience and courdesy to me. I do oot think I need sssuwre you that oy
great interest in this copler and Drpordant matiter rizes sbove porsone
alitips or personal considorallions. Sincg I expect somalime ‘o reburn
to ny orivate business axgd banking interests I carmot benefit directly
from the solution which I earnestly hope your inquiry will £ind, or help
to find, for this proYlem of institution=l relationships.

Sincersly Yyours,

.. &1 3
Yo Se Bocles.

ET srmm
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