February 20, 1951,

Dear Mr, Webb:

I am enclosing the material which I
discusszd with you oa the tslephone yesterday
and again today. I hope it may serve your pur-
vose end be of some agsistance to the Senator
in the preparation of nls reply.

Sincerely yours,

M. S. Eccles.

Mr. Charles Webb,
Assistant to the
Hon. John W. Bricker,
United States Senate,
Washington, D, C.
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Governor Vardaman's letter makes 1i appear that because the
Heserve System has given rigid support to the CGovermment bond market
ever since we entered World War II any decision to change that support
now is ardbitrary snd unreasonable., His letter totally ignores the wvast
difference between the situation at the time we entered the war and there-
after, az contrasted with the econcmie pioture now. Prior to World War II
we wers still in a depreszion with excessively low interest rates, mile
lions of unemployed and wmused productive capaeity, Psarl Harbor frese
s into that too easy crecit structure because 1t was not possible to
finance the huge (lovermment deficlits shich tmmediately became insvitadle
without assuring the Treasury of a fixed pattern of rates. Huge deficite
cannot be financed on a falling tond market and a rising interest rate
strusture, 7That condition prevailed throughout the war, When the war
ended many Government economists erronecously dellieved that we wuld have
a sharp deflation, Moreover, Treasury financing, instead of being infle-
ticnary, began in postwar years to exert a sirongly deflatiomary forecs,
particularly to the extent that the surplus was used to pay off bank-held
debt., For the calendar year 1945, for instance, the cash deficit vas
$h3.7 billion, There was a small cash surplus in 1946, a surplus/§S.7
bpillion in 2947, and §6,1 tdllion 4n 19L8. Also, while A. L. M. Wiggine
served as Under Secrstary of the Treasury the interest rate on Treasury
certificates was permittsd to rise from 7/8's per cent in 1947 to 1-1/8
yper cent at the deginning of 1948 and to 1-1/L per cent in the fourth
guarter of that year. The Treasury M1l rate was similariy freed from
regging operations snd was allowed to adjust to the certificate rate,
rising from 3/8's per cent in mid 1947 to cne per cent by the year end,
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and to 1-1/8 per cent in the latter half of 1948, By thus sllowing
short-terss rates to rise the spread between these rates and the long=
term 2-1/2 per cmt/::st enarmod. This had the effect of inducing more
investment in the shorter temrm maturities and of relieving presswre

on long-term Covermment boads which had driven them up to bigh premiums
with a corresponding loss in yleld,

At the sames time the Reserve System increased its discount
rates and the Board was able to report that at the end of 1948 *the
net result of all factors was a small decline in bank deposiis and
in currency held by the public -~ the first decrease for any year
since 1947, Tmms, it is plain to see that the situation was vastly
different from that prevailing today when bank loans have been and
still are expanding at an unprecedented rate and such minor flexi-
bility in short~term rates as the Federal Reserve has been able to
effectuate has been accomplished despits sirong resistance from the
Treasury.

Today we are again embarking on enormous defense expenditures
for an mdeﬁﬁite period, Fortunately, the Treasury does not have to go
o the market for new supplies of money for some months. If, in the
interim, the Federal Reserve is still froszen into a rigid pattern of rates,
as Vardaman advocates in his support of the ¥hite Houss and the Treasury,
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then there will be ne chance of aveiding more and more credit inflation,
The time is short. Unless sction comes prompily to adopt mors reslistic
rates that will attract true investors and cause ihem to hold Covermment
securitios, inflationary expansion of bank credit will mount higher and
hirher and will break through any dem of price, wages and like controls
which are set wp.

1t iz the uwrpency of the problam and the necessity for more
realistic debt management policies that Vardaman overlooks in arguing ihat
there is no reason not to carry on with policies which are destroying the
confidence of the dollar. In the postwar years, when Vardaman implies
the Reserve System should have broken out of the shackles of pegged rates
for Covermment securities, there were widespread expectatlons that the
postuwar boom would play itself cut, as in fact it was beginning to do
before the Korean situation touched off the present inflatlonary spreece

Vardaman stales that the "Board has never asked the Congress
for relief from its implied obligation® to surport Govermment sgecurities,
Of coursa the Board never asked for such a thing, - It never was proposed
to abandon support. Actuzlly, beginning with its Ammual Report for 1945
and in subgequent reports and in repested statements before Conmitieces of
Congress the Board has asked the Congress to review the situation and to
glve the Reserve System additionsl, or supplemenial, powers to deal with
bank credit.

The record of the Federal Reserve System is clear., On December
31, 1910, nearly a year before the outtreak of war, the Resoerve Doard,
the Presidenis of the twelve Zescrve Banks, and the twelve members of the
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Federal idvisory Council joined im a special report to the Congress. The
report rointed out that the large defense program upon which the country
was then embarking would have severs inflationary consequences, The
rerort called attention to the fact that the banking system held a huge
voluse of excess reserves on which increases in the money supply could
be based. The report salds “The Federal Heserve System finds itself in
the position of belng unable effectively to discharge all of 1ts responsie
bilities, While the Congress has not deprived the System of responsililities
or of powers, bub in fact has granted il new powers, nevertheless, dus to
extracrdinary world conditions, its authorily is now inadeguate 1o cope
with the present and potentlial excess reserve problem.® A five-point
program wag recormended in the report. The first and major proposal was
that Congress grant the System authority to double the statutory reserve
requirements and to make then applicable to all banks receiving demand
deposits regardless of whether or not they were senbers of the Federal
Regerve System. Had Conpress seen fit to grant this authority the
reserve requirements sgainst demand deposits could have been increased
from the previous siatutory maximum of 2 to 52 peor ¢ent for banks in
contral reserve cities, from 20 to L0 per cemt for banks in reserve
cities, and from 1L to 28 per cent for so-called country banks, Unfore
tunately, nothing was done at this early date to deal with the antlcipated
problem of inflationary overexpansion of bank credits

In its first postwmr report to Congress in 1945, the Board re~
viewed the monetary situation which had resalied from the war and again
called attention to the inadequacy of the System's powers to deal with
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this same problem. That roport staveds *The creation of uwmecessary
bank credit by the commerelal banking system is the particular concern
uf those charged with monetary respensibilities, I cannot be 3 matier
of indiffercuce that at presani the countiry's central banking mechenism
lacks asppropriate meanz, that may Le needed, t restrain unmscessary
creation of bank credit .ees”s The Bsard advocated increases in shorte
tern interest retes and suggested a mumber of supplemental measuvres to
desl with bank reserves, HNone of these measures was aunthorized by the
Congress.

Again in its Amual Report to Congress covering the year 1946,
the Board recurred to iis dlemme, pointing eut that the need for the
System to support Governnent securities and malntain an orderly market
laft 1t without adequate means of resbtraiming bank crsdit expansion.

The BDoard stated that whiile en increass in short-fers rates and a preater
degres of flexibility would be deslrable, it would net suffice of itself
o prevent the shifting by banks from holdings of (overnnent securities
to private loans or corporate securitics, if atiractive loane or invoste
nants were avallable, On the basle of such shifis the banking system
would be in a position to create reserves and to engaps in wncontrolled
credit expansion.¥

In its Anpual Report for 1947, under the heading “Inadequacy
of Didlsting Honetary Imstmuments®, the Beard again called attention to

ite dilema, This report stated:
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»Inflationary potentislities latent in the pootwar mone-
tary situstlion and limitations of the Reserve System‘s statutory
povers for exerting an effective anti-inflationary influence
under conditions brought gsboul Uy the wnr were first pointed oul
in the Board's Amnual Report for 19k5. Developments since that
time have emphasized ine dilerma of the System inm undertaking
regtrictive zsction within the existing framework of its asuthority
while maintaining a responsibility for the orderlinese and stabile
ity of the Covernment securities market. The Hoard believes that
it wonld be unwise {0 set aside this responsiidlity in view of
1ikely adverse effects on finameial institutians, on the Coverne
mentts fiscal and debtemanagement operations, and on the financial
position of business,

"ifter oxtensive study of the problem of bank credit restraints,
the Board concluded that, in order to be in a position to meet fure
ther contingencies of inflationary bank credit expansion without
sbandoning support of the Governuent securities market, some worke
able addition to the 3Bysteats existing authority may be needed,
at lesst on a temporary basis. Rapld bank credit expansion during
the second half of 1947 clearly indicated that existinz restraints
are not sdequate for these objectives. In response to a request
from camltiees of Congress, in a session called to consider
enerpency measures 1o aid Zuropean recovery and fo cope with ine
flationary developments in the economy, the Chalrman of the Board
of Covernors presented an snelysis of the eredit situation and the
Eoard's proposal for legiclation to permit the imposition of more
effective restraints.n

Congress granted a2 limited, temporary sathorify applicable only to
member banke and this amthority was drawn upon to help restrain further bank

credit expansion during most of 1948. In ite 19L8 Report to the Congress,
the Board sald: "With a large Covernment debt which is 1ikely to be &

dominant part of the debt structure for many years, the Federal Reserve has

to cope with the dual problem of maintaining an orderly (overnment securi-

ties market and exerclsing control over the volume of bank rescrves.?

The report added:
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#In its Annual Reports and other public statenents since
the end of the war, the Board of Covernors has siressed the
lirited effectiveness of the traditional instruments of credit
policy in the peneral rmonetary situation created by war finance,
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In August 19h8, the Congress granted temporary avthority for in-
creasing the reserve mqurements of member banks, This tesporary
anthorlty expired on June 30, 1949

#In his Econoulc Repert for 19L9, the President pointed out
that the monetary authorliiles chould at a11 tiwmes be in a position
tc carry cut thelr traditional functions of exerting effective
restraint upon excessive credit expansion in an inflationary period
and corversely of easing credit conditions in a time of deflationary
Tressures. The powers of Lhe Pedersl Reserve to exert effective
restraint on ¢redit expansion are limited by the obligation to
support the market for Covermment securities, In order to be dn 2
better position to discharge its resrongitility for maintalning
sound credit conditlons, ihe Board requesied continuation of the
temporary authority to apply a supplemental reserve requirement to
menmber banks, and the extension of the requirement to all inswred
banks,

*The Board recognised that thas proposed supplementsl resexrve
requirenent was not the perfect or finsl way of providing the
Federal Reserve with adeguate means to perform its primary function.
It was proposed as an interim authordity that could be used, if necese
sarys without making drastic changes in existing practices, until a
more fundamental zolution could be provided.®

This yeport urged the Congress to review the situation, including

adoption of swh measmures as might be sppropriate o denl with the continuing

problem, Hothing cane of these recommendations,

The year 1949 marked an abatement of the intense inflationary prege

sures which had dominated the postwar economys However, the Board, in its

Annual RBeport to the Congress, said:
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"Throughout the year 1949, the general and selective
instruments avallsble to the Pederal Reserve authorities were
coordinated in a {lexible progran for adjusting the availability
and cost of credit 1o the changing noeds of the econoy. As
downward trends in business activily, employment, and prices
appeared early in the year, the Board of Governors shifted the
emphasis of credit policy from restraint to ease, Towsrd the
end of the year, after increasing evidente of economic recevery,
the open marked operations of the Federal Heserve permitied shorte
term money rates to rise in response to groving demand for credite
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5As the EBoard has repeatedly emphasized, beginning with
its Armual Report for 1945, the Reserve System lacked adequate
means of restraining excessive cradit expansion during the early
postwar years. In siriving at that time to moderate inflationary
dangers, the System used such msasures as 1% had at its disposal,
including margin requiremsnts, regulation of consumer instalment
cradit, discount rates, reserve requirements, and moderate ine
creases in short-tomm money rates., Neverthsless easy money
conditions with relatively low rates prevalled throughout this
period of acute Inflaticnary pressures.”

Throughout these years the Treasury failed to support, or actively
opposed, the granting of supplemsntal authority to deal with the reserve
problem. Vvhen the Korean situation touched off another infladionary splurge,
the Board was sgain left withoul adequate means of carryinz out its responsie
bdlities in the credit fisld.
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