HERITAGE OF WAR FINANCE

Woodlief Thomas*

One of the inevitable oconsequences of war is the creation of a vast
supply of money and other liquid assets and the exposure of the economy to the
threat of serious inflation. The amounts of such assets oreated in the sesond
world war surpassed all previous records, and this superabundence of money,
unless wiped out by inflation end revalorization, will continue for many years,
Careful monetary and fiscal regulation will be needed for many years to come to
avoid, at the worst, serious inflation end collapse or, at the least, instability
in prices, credit, and ipterest rates, As a result of this heritage of war
finence, the Federal Reserve System is no longer in a position to exercise
effeotive control over bank credit expansion--the main funoction for whioch the
System was founded-~and faces the problem of finding ways to reestablish and
meintain its capecity to influence oredit developments.

Methods and Consequences of War Finance

War is inevitably inflationary because people receive incomes for
producing and supplying goeds whioch are not availeble fer purchase, War expendi-
tures have to be financed and no ocountry hes yet been willing to impose upon
itself a tax burden that will teke as mueh as half of eurrent income, the ameunt
required in this country during the war Jjust ended, or even to adopt & program
of borrowing out of the people's savings the balance between expenditures and
taxes, Throughout the war, efforts were made in this country to raise as much
‘of its cost by taxetion as was feasible and to finance the rest so far as pes-
sible by tepping the savings of the people, Fiscal and monetary authorities
were aegreed that finaneing through benks, which results in the oreation of new
money, should be kept to the necessary minimum. Nevertheless the banks hed to
be relied upon to a large extent, and also policies hed to be followed to assure
e high degree of liquidity for securities sold to the public, Purchases by
banks were needed not only to help maintain an sotive market and to facilitate
the general sale of securities, but also to provide the increased money supply
needed by the expanding and sbnormel war economy.

Although some expansion in the money supply and in benks' holdings of
Government securities was desirsble, the amount that actually ocourred was no
doubt exeessive, M"In retrospect," to quote from the Annual Report of the
Federal Reserve Board, "it is evident thut more vigorous policies should have
been adopted in order to reise more of the cost of the war through taxation and
to restrict bank purchases of Government securities," Many of the finanoing
procedures adopted encouraged banks to purchese more seeurities than it was
neocessary for them to buy and thus helped to complioate the problem of postwar
adjustments, '

* Paper to be delivered at Annuel Meeting of American Economie Association,
Atlantie City, Januery 25, 1947.
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As & resullt of pplicies adopted to faéilitate the {inancing of the
Government's needs during the war, there was a treéhendous growth in bank hold-
ings of Government securities.. Totel funds raised by the Treasury in the period
from the middle of 1940 to the end of 1945 amounted to 383 billion dollars,
Over LO per cent or 153 billion dollars of this smount came from taxes. About
230 billion was obteined by borrowing, of whish about 100 billion ceme from the
banking 'system, including commeroial banks, Federal Reserve Banks, and mutual
savings banks,

Another policy. adopted during the war to facilitate war finanee was
the maintenanee of the interest-rate structure at’'approximately the level exist-
ing at the beginning of the war, This policy served a three-fold purposes
(1) it kept down the interest cost to the Government; (2) it encouraged prompt
buying of securities by investors, who might otherwise have aweited higher rates;
and (3) it kept the growth in bank end other investors! earmings to moderate
amounts consistent with the purposes of war finance.

The interest-rate structure existing at the beginning and generally
mainteined throughout the war oonsisted of very low rates on short-term money,
with a wide spread between thom and rates on long-teorm securities, This unusual
interest-rate relationship came into being during the yeers of depression when
there were reduced demends from borrowers and at the seme time large gold imports
and wnused bank reserves,

Meirnitenance of the wide differential botween short-term and long-term
interest rates during the war, however, encoursaged expansion of bank oredit
because it was possible for banks to sell short-term seourities to Federal
Reserve Banks end buy longer-term issues bearing higher rates of interest,
which in turrn were stebilized. The new bank reserves ereated by sales of seouri-
ties to the Reserve Banks provided the basis for & deposit expeansion at all
banks in the country of ten times the volume of such sales.

Another resylt of these policies was o dealine in long-term interest
rates, An implied essurance thet prices of long-term securitiee would not be
permitted to desline removed an important distinetion between long and short-
term securities, -and this policy, together with maintenance of the low rates on
short-term securities, encouraged holders to shift from short-term to lcng-term
issues, As long ns the Reserve Systom stood ready to purchase short-term
securities at preveiling rates these rates could not rise, The longer-term
rates declired, These low long-term ratcs have necessitated substantial adjust-
ments for life insurance companies and other savings institutions,

The methad of handling tho war loan drives also was & stimulus to bank
oredit expansion, Nonbank investors could sell .previously acquired issues to
banks and subseribe for new issues, thus helping to attein quotas. Bonks during
the drives had execess ruserves beoouse deposite augainat which reserves were
required were drawn down in the purchase of soourities, while Treasury deposits,
egainst which no reserves were required, inereased., This shift of funds resulted
in a reduotion in member banks required reserves,
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As a result of these operations, bank holdings of Government securi-
ties inecreased substantially during drives. Between drives, as deposits were
reshifted and required reserves inereesed, banks sold sufficlent 'securities to
the Federal Reserve to meet the higher reserve requirements. The net result
was & graduel expansion in bank holdings of Govermment seeurities throughout
the war period,

Commercial banks inoreaséd their holdings .of United States Government
securities by approximeately 70 billion dollars, At the same time their loans
expanded to the highest level since 1930. As a result of the growth in assets,
bank earnings increased substantially during the war and in relation to capital
funds were at the highest level on record during 1945.

Banks were able to expand their holdings of securities by any amount
they could obtain because additional reserves wers almost automatically supplied
by the Reserve System in following its policy of keeping down short-term rates,
The volume of short-term securities outstanding was sufficient to permit a much
further expansion of Federal Reserve holdings., In effect the banking system
wae permitted, in a sense encouraged, to expand its earning assets, and the
necessary reserves were supplied., Banks incurred additional expenses in
servioing the greatly inereased wartime monetary demends, but were adequately
oompensated by the earnings reoeived.

The result of these developments was a tremendous expansion in the
liquid esset holdings of the publie, The holdings of deposits and currensy by
individuals and businesses inereased by a hundred billion dollars to 2 1/2
times the prewar level, The inflationary potential in this expanded money
supply is roughly indicated by the inerease in its ratio to the annual value
of the country's total production of all goods and serviees, This ratio is
now about 80 per cent oompared with 70 per cent.or less in the late 1930's, s
period of considerable unemployment and unused resourg¢es, end with a little
over 50 per cent in the 1920's, e period of active business.and full employment,

In addition.to the greatly expanded holdings of deposits and cur-
rency, individuels and businesses have nocerly a 100 billion dollars of
Government seocurities, or-eight times the prewar level. These can be.readily
converted into cash as long as the Federal Reserve Banks stand ready to buy
them. This is an aspeot of the present situation which has no precedent in
soonomie history and is of incaloulable significanece.

Inflationery developments that have been evident during the past ysar
and are now approaching a climax unquestionably hed their -seeds in war finance.
As indicated, however, war and its finonce are necessarily inflationary. Their
effects must be counteracted by direct controls over demond, supplies, and
prices, which cannot possibly be in equilibrium during war and its aftermath
-without stringent taxation, We avoided serious inflation during the war by
the meintenance of controls, as well as through the public's exercise of volun-
tary restraint,
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Current fiscal developments. and monetary policies are not now adding
to inflationary pressures. The budget is balanced, The Treasury's debt-
wvetirement program is exerting a drain on bank reserves and has brought to an
end over-all expansion in bank oredit., Bank holdings of Government seourities
and loans on sécurities have been considerably gentracted, There has been, it
is true, considerable expansion in bank loans to businesses, on real estate,
and to consumers, These loans reflect in_part needs for the expanding produc-
tion and distribution of eivilian goeods,.but probably also reflect some speoula-
tion and excessive commitments. The more importent inflationary pressures, how-
ever, are the result of past developments and ere beyond the realm of any short-
term gnonetary and oredit restrictions that could now be imposed,

The supersbundant volume of money hes already been created through
expansion in the public debt and can be reduced only through contraction in
thet debt or by a shift fireh benks or other holders who regard their securities
as liquid assets to more permanent investors. Such changes can occur only
slowly. To bring them about and in the meantime maintain a reasonable degree
of stability in the Government secourjties market are the major postwar problems
of fiscal and monetary administration.

The Problem of -Postwar Monetary Policy

In view of wartime developments, the central problem that will face
the Federal Reserve System in the future is to reestablish and maintain control
over .bank eredit expansion--the main function for whioch the System was founded,
The. increases of more than 50 billiop dollars in commercial benk holdings of
Government securities and of 100 billion in holdings of businesses and indi-
viduaels, which oan be readily sold-to the Reserve Banks and thus oreate addi-
tional bank reserves, meke it difficult, ond perhaps impossible, for the System
to exerocise effective sontrol., The reserves that could be created would . provide
the basis for a ten-fold expansion in bank credit and bank deposits,

It has been suggested that credit expansion could be.prevented if the
Reserve. System would' refuse to purchase additional Government securities or
would purchase them only at higher rates, It is true that a narrowing of the
spread between the yields on short-term and long-term securities would remove
the ineentive for banks and other investors to shift short-term securdities to
‘the Regerve System in order to purchase longer-term ones,

‘A poliey of permitting short-term rates to rise, however, would
koporease the cost to the Tressury of earrying its sHort-term ‘debt and would
complicate the Treasury's refunding problem. It would also increase bank
¢arnings, which are already more then adequete, It hds been frequently stated
thet the System's refusal to follow this course of ection is based entirely
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upon these .considerations, expressed in its commitment to the Treasury to main-
tain a low level of interest rates, It would be more ecorreot to say that the
System's commitment is based upon its view that under present conditions a rise
in short-term interest rates would not accomplish the desired result of prevent-
iiig oredit expansisn and might have harmful effects,

Should the Reserve System refuse to purchase Government securities
offered for sale end net teken by others, then interest rates would be subject
to wide fluoctuations, With 260 billion dollars of the publis debt broadly
distributed among individuals, businesses, and investment institutions, the
possible effect of fluctuating interest rates upon th® financial position and
the actions of these holders is difficult te prediect., The censequences of
attempting to use such a remedy might be more harmful then the disease.

The System would have to purshase Government securities 4t some rate,
It is not possible to know how inuch of a rise in interest rates would have to
occur to stop sales to the Reserve System. Any rise in short-term rates might
be accompanied by a rise in long-term rates. If short and medium-term rates
should rise, the premium to investors for making long-term commitments would
be reduced and shorter-term investment made eorrespondingly more attractive,
New investment funds would prefer shorter-term as against long-term investment
because of the possibility that long-term interest rates might eveontually elso
rise, Higher short and medium-term rates would thus generate unocertainty as to
the course of long-term intervst rates, It might even bring about shifting by
investors from long to shorter investment, with such shifting itself acting as
a force to raise long-term rates, If long-term rates were permitted to rise,
one effect of uncertainty might be to jeopardize the savings bond sales program
and cause wholesale redemptions,

While some degree of uncerteinty may be desirable, particularly when
bonds are selling at substantial premiums, there is a limit as to how far this
can be carried without seriously upsetting the merket., The events of reocent
months when long-term bond prices have fluotuated within a range of L points
indieate that purechases of these bonds at premium prices are not without some
risk,

It is doubtful whether any rise in yields on Government securities
would discourage. banks from selling those securities in order to make private
loens or to invest{ in corporate bonds, if ettractive loens and investments
were available, Experience shows that chenges in Federal Reserve discount or
buying rates alode have not been sufficient to stop or evén effeotively restrain
e speculative oredit expansion, These chenges would be even less effective in
e situation where their primery effect would be upon ‘prices of outstending
Government securities, rother than upon private borrewers.
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Long experience with brokers! loans shows that banks will withdraw
funds from the central money markét in ordeér to teke care of the dematids of
their austomers and that they will not be digcouraged from doing so by high
money rates, In the case of brokérs' loans the loans calléd KHad to be shifted
to other lenders, whereas in the case of Government securities the banks need
only to sell them to the Federal Reserve and thus oreate additional reserves,
Some power other then that of hlgher interest rates is needed to deal with such
a development,

Proposals for Additional Controls

In view of this heritage of war finance, the Federal Reserve System
is faced in the postwar period with e two-fold problems to prevent spesulative
or otherwise excessive expansion of bank credit and at the same time to assure
reagsonable stability in the prices of the large volume of Governmment sesurities
outstanding. There must be limits to the ability of banks end others to convert
Government securities into edditional bank reserves and this must be accomplishec
without widely fluctuating interest rates,

Solution of this basic long-run problem can be assured only by giving
the Federal Reserve System additional instruments of regulation such as those
suggested in the 1945 Annual Reéport of the Federal Reserve Board,

The three basiec plans propcsed by the Board for consideration by the
Congress may he designated by the following termsi

(1) A primery reserve plan
(2) A secondery reserve plan
(3) A bond limitation plan

These three proposals have many similarities and also imposttant dif-
ferences., In each oase adoption would require logislation, which should ‘permit
oon31derqble administrative flexibility, because of the wide differences between
individual banks and groups of barks., It would also be necessery that bhey
apply to all commerdinl banks, not alone to member benks ‘'of the Federal Reserve
Systems Thess powers opild be so applied as to leave banks edequate ability to
take care of the eredit needs of industry, commerce, and agriculture but wguld
give ths Reserve authorities some control over excessive expansion of suoh
eredits,

The primary reserve plan,--This plan is simply a further inoreass in
commersial. bank reserve reguirements. In order to keep shorte-term intergst
rates From rising, it would have ‘to be accompenied by Federal Reserve purchases
of securities, The amount of such purchases would probably correspond elosely
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te the increase in requirements, To assure adequate powers to absorb a large
portion of shorteterm secsurities held'by bayks, the law should authorize an

increase to twioce the present statutory meximum, but any inerease in require-
ments probably should be applied gradually &nd might never reach the meximum,

The principal effeots of this measure would be (1) to shift a eertain
amount of earning assets, presumably short-term Govermment securities, from
commercial banks to Federal Reserve Banks, and (2) to reduce the ratio of mul-
tiple ocredit expansion on the basis of a given amount of reserves, It would,
therefore,diminigh the amount of short-term seocurities available to sell to the
Reserve Banks and also reduce the potential eredit expemsion on the basis of
any reserves that might be created by such salos,

This measure could be applied to put the banks under pressure to
liquidate seeurities and thus discourage further purchases of long-term issues,
while Federal Reserve support would keep interest rates from rising above the
established pattern, It would ¢orrespond to present banking practices, be
relatively simple to operate, and permit adjustments in the market beocause of
interbank flows of funds to be ocarried out as.,pt present,

The proposal would tend to reduss the earnings of commercial banks
end inocrease those of the Reserve Banks, If this plan were adopted it might
be desirable for the Reserve Banks to have power to pay some interest on reserve
belences, in case bank earnings should be unduly reduced,

Legislation authorizing this action might also ineclude provisions for
amending various aspeots of the present requirements, sueh a8 permission to
count vault cash and greater administrative flexibllity in imposing different
requirements on different types of deposits and in classifying banks for reserve
purposes,

The sesondary roserve plen would establish a required secondery
reserve of Treasury bills and cortificates oqual to & specified percentage of
net demand deposits, This percentege might be placed initially at & level that
would induce commereial banks as e group to retain their present holdings of
short-term Government seocurities--probebly around 20 or 25 per cent of net de-
mend deposits would be sufficient. Subsequently the percentage should be suffi-
ciently high to assure for such seocuritios a cormercigal bank demend large enough
to maintain the desired level of rotes without Federal Reserve purchases.

To foeilitate transition to the new plan, as wull as regular adjuste
ments of bank positions required by interbank flows of funds, banks should be
permitted to hold cash (including reserve balances) as seeondary reserves in
place of bills and certificates, This feature, whioh distinguishes this plan
from that proposed by Lawrenoce Seltzer*, is essential to make the plan effective

* Lawrence H, Seltzer, "The Problem of Our Exeessive Banking Reserves,” Journal
of the American Statistical Association, Vol. 35, No. 209 (March 1949},
pp. 24-36.
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as a limitation on bank credit expansion, Otherwise it would be recessary for
the Treasury to supply bills or certificates to banks needing them to meet their
secondary reserve requirements ageinst expanding deposits, This would mean
further credit expansion and deposit growth,

This plen has the advantage of permitting banks to retain substantial
holdings of short-term Government securities, but limiting their ability to
sell these to the Reserve Banks in order to maeke other loans and investments.
This plen is essentially similer to the primery reserve plan, except that under
the secondaty reserve plan the commercial banks could continue to hold the short-
term Government securities whereas in the primary plan the Reserve Banks would
hold them.

The seoondary resorve proposel has been criticized because it would
purportedly require the banking system to incruase holdings of Government seocuri-
ties eveory time there was an inorease in deoposits rosulting from expanding loans,
It is, of course, true that credit expansion would inorease the amount of
required reserves, as at present, Banks would have the alternative, as they do
now, of liquideting some other asset or of borrowing from the Reserve Banks,
Under the proposed plen they could not reduce their holdings of Treesury bills
and certificatos, unluss they hed an excess, but would heave to s¢ll long-term
issues out of their portfolios. The plan would csteblish short-torm Government
securities in a prefvrred market position over other types of short-term paper,
An important disadventage of this plan is that the double set of reserve require-
ments might somplicate adjustments necessary in the case of interbank flows of
funds, but it is possible that such a scheme would be no more ecomplicated in
practice thon the present system,

The bond limitation plan would limit & commerciel bank's holdings of
bonds to no more than an amount corresponding approximately to sovings deposits
end capital accounts plus some percentage of its not demand deposits., In a
sense this plan would merely extend the policy pursued during the war of
restricting benk inwestmepnt in lpng-term Treasury bonds. At the outset these
percentages might be esteblished at levels thot would prevont commercial banks
from edding to their present holdings of bonds--an average of about 50 per cent
of net demend deposits ar maybe even higher would cover the bulk of the commer-
cial banks, Eventually the percentoges should be sufficiently low tc assure a
cormercial bank demsnd for short-term Government securities large onough to
maintein present rates without Federal Rescrve purcheses,

This limitation should apply to oll bonds, or probably to all single
peyment marketable securitivs hoaving a final maturity of more than one yeor ot
time of issue, or it night be more limited in scope., It would have to, cover
cbligations of State and lcecel Gevernments wund of corporsticns; othgrwise United
Stetes securities would have & disadvantageous market position., Bonds within a
year or perhaps within 5 years of meturity night be exempt from the limitation,
but such exempticn would cause sudden cdjustments in the market end in the bank-
ing positicn es large issues came out from under the limitation,
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This measure would not restrict bank lending activities and might
even encourage them., It would leave.the wvarious sestors of the short-term
market--Government and private--on:a compérable basis, Adjustments of reserve
positions between banks would not be partiecularly complicated by this plan,
although some reductions in bond portfoelivs might be necessary if banks loat
deposits, particularly time deposits, and inoreases would be permissible in
case of additions to deposits, This plan would be less restrictive than the
others because it would not restrict benks in shifting from short-term securities
into loans, although by lowering the amounts of bonds banks could hold, the
authorities eould foree liquidation of bonds, rather than short-term securities,
to offset any loan expansion,

Application of the Proposals

Any of these various plamscould, once established, be fairly rigidly
maintained, while treditional Federal Reserve open-market and discount rate
policies were relied upon for current policy measurcs, Alternatively these
new schemes could be flexible in.their application, with requirements and
limitations being varied as bank oredit end monetary developments and prospects
might justify or require,

It should be made slear that these proposals are not revolutionary or
drastic nor would their application interfere unduly with the detailed operation
of banks, They are not devised to save the Treasury interest or to keep down
bank earnings, although they could have these results, but are primdrily to make
possible the use of effective controls over oredit expansion., They are in accord
with the traditional Federal Reserve instruments of open-market operations,
reserve requirements, and disoount rates, and are essential for the effeotive
use of those Jinstruments in the future,

The use of any of the new instruments would not necessarily meen
rigidity in the level and structure of intereost rates, It may be said that
some suech mousure is necessary before poliecies ean be adopted which would
bring about changes in interest rates on private debt, These measures are
designed to set off a large part of the public debt and of bank investments in
e way that would free them from tho influence of chenging interest rates,
Sevings bonds and even a large portion of marketable obligations held by insti-
tutional and other permanent investors are ordinarily not seriously perturbed
by variations in interest rates, That portion of the public debt held in the
active money market, as well as private debt, could be traded freely and per=
mitted to fluotuete without the danger of these fluctuations eausing widespread
repercussions,

If the economy should be in position where investment demends exceeded
the available supply of savings, then interest ratos.might be permitted to rise
rather than heve an inflationery expansion in bank credit., On the other hand,
it would be possible to prevent an expansion in credit which would depress the
level of interest rates unduly, as was the cese early in 1946,
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Nor would these instruments unduly restrict banks in making loans,
Their purpose, of course, is to give the System authorities power to limit
credit expansion--8 power they were cresated to perform but cean no longer exer-
cise, Any limitetidtn on the supply of bank reserves, however applied, sr on
the ability of"member banks. to rediscount is in some degree restrictive on bank
lending .

It is hardly impressive to raise the "bogie" of restricting bank lend-
ing at a time when many types of bank loans have just expanded more rapidly end
have risen to higher levels than at any time in history. If banks want to take
care of the needs of their customers it would be better for the maintensnce of
a steble eorcdit structure if they would sell scouritiss that nonbank investors
will absorb and not those which will be purchaseé only by the Foderal Reserve
Banks, Through the one process therc would be no net oredit expamsion, whereas
through the othor there would be a growth in bank rusorves which would purmit
multiple oredit cxpension, Application of thusv now powers by thc Foderal
Reserve could, and should, be so regulated as to provide banks with adequate
funds for meeting all sound noeds of commerce, industry, and agriculture., It
is the task of the Fuderal Reserve authorities to supply the banks with enough
reserves to mect those necds, as well as to prevent uxpansion in the aveileble
supply of reservus buyond the emount necuded for sound ercdit demands. It has
adequate capacity for permitting cxpension but practicclly no power to prevent
expansion.

In summary, it mey be said theot beecuse of the lerge money supply end
the greatly incrowscd capacity for further oxponsion which is the horitege of
war finanee, the orvdit situation in tho postwar period is likely %o be an
unstabilizing influence upon the coconomy. Tho money supply, cetual ond potentiel
is large relotive to currvnt output und incomvs, cven &t present inflated prioces.
Additional measures maey be needed to exereise more uffective control over the
supply and use of eredit than would be pcssible undor existing powers,

In coneluding, it might be appropriate to quote the London Economist
regerding the Board's prcpesals, as followss

"It comes es e surprise to learn from the thirty-sceond
enmnucl report »f the Gorvorncrs Lf the Federal Ruscrve System
thet the highust banking cuthority in the United States is
subnitting for the ecvnsideration cf Congroess pr peoscls for
the o~ntrsl of Amcricen commercicl benking, the 1like of whiech
hrs never even boen contemplatod in Socialist Britain."
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The Economist then adds the further significant comment;
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"Before pushing the paradox too far, allowance should be
made for two factors., The first is that the United States is
e country with a written constitution where every executive
action and every policy must, if possible, receive the garb
of precise legalism and statutory ensctment, What many other
countries prefer to achieve by informal oconsultation and by
gentlemen's agreements must in America receive the compulsion
end sanction of law, The segond factor is that the moral
ascendancy of the centrel banking authorities in the United
States is not quite comperable with its counterpart in Britein
end thet en Act of Congress mey.be needed to do less well what

cen often be achieved by a nod from the '0ld Lady of Threadneedle
Street' in this country."





