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"GOVERNMENT SECURITIES OUTLOOK" EXPLOREDlﬁa SECOND CONFERENCE

Invaluable Facts Revealed in Discussion
Sponsored by Journal a/z L/é‘D

Second in the series of conferences scheduled under sponsorship of
the Savings Bank Journal was the round table discussion devoted to an explora-
tion of the Govermment Securities Outlook, held at the Metropolitan Club in
Weshington, De Ce on Mondey, February 26, with 28 representative authorities
present, prepared to answer frank, basic questions asked by Earl B. Schwulst,
first vice-president, Bowery Savings Benk, New York, who acted as moderator.

As wes true in the first conference, held the previous month, deal-
ing with the railroed situation, this "meeting of minds™ concentrated upon an
egendn drawn up to cover every phase of the "Government Securities"™ subject,
with the assistance of Messrs. Schwulst, Gilmertin, Dr. Burgess (vice-chairmen
of the National City Bemk of New York); Mr. Messie (vice-president, The New
York Trust Company); Mr. Garner (vice-president, Guarsnty Trust Company),
Messrs. Perker and Harrison, resulted in the throwing of much light on impor-
tant factors and conditions, pertaining not only to the present but future
status of things.

While the opinions werc widely divided, in many instances, range
ing from highs of optimism to new lows of pessimism, the consensus of views
as summarzied from a neutral position, cause many controversial points, hereto-
fore unclarified, to stand out in bold relief.

Any attempt to interproet them in this account of the confercnce
would tend to distort or to eolors, But presenting a report of the discussion,
with highlights of comments as actually deliverced, enables every roeader to
enalyze and drew his own conclusions on the basis of facts, figures end vicws
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Getting under way at 5:15 p.me with Mr. Schwulst serving admirably
as moderator, the conference continued until 11:05 pem., with all conferees
entering freely into the discussion and remaining three-quarters of an hour
after the agenda was completed to voice further opinions and clarify,
realistically, additional angles raiseds

Three Divisions of Subject

The conference attempted to epproech the discussion from the stand-
point of the intcrest of holders of Govermmont bonds and divided the subject
into three parts:

1, The future price of their holdings, which is the samo
as seying the future course of money rates,

2. The marketability of their holdings,

3. The preservation of the purchasing power of the prin-

cipel invested in the bonds and in the interest income
derived therefrom.

Under the hecding of the "price of bonds or the future coursec of
interest rotes", "excess reserves"™ was considered very fully. The gold ques-
tion wes freely discussed, «s well as the fisczl policy of the Government,
the cxpension of commercicl loens and improvement in genercl business, the
marketcbility of Government bonds with gener:l questions relating thercto,
and the intrinsic wvalue of Goverrment bonds.

Colonel Leconard P. Ayres, who had intcended to be present ot the cone-
ference, wns held in Cleoveland and thus submitted answers to certoin questions
in the agenda. }Moderator Schwulst opened the conference with a description
of factual material contained in charts which are reproduced in this issue of

the Journal in the order as presented.

Description of Cherts

CHART NULBER ONE (page __)- Compares changes in the central gold
reserves of the United States, France, England and the Netherlands and shows
graphically the extent to which the United States has accumulated gold, par-

ticularly since the devaluation cf the doller in early 1934,
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1 Mr. O'Connor added to the facts under this chart a reason he had
2 found for the provision in the Gold Act of 1934 wherein the value of silver
3 in relation to gold was established at one to three, or until the monetary
4 price of silver rose to $1.29. The reason he believed he had discovered
5 was that from 1900 to 1929 the ratio of the wvalue of Vorld's silver produce
6 tion to World gold production, was one to three.
7 Mr. O'Comnor gave further facts that in the nine years from 1930
8 to 1938, the ratio of World silver and gold production changed to one of
9 silver to 8.5 of golde The five years from 1934 to 1938 since thc passage
10 of the Act, this ratio was one to 9.7 and in 1938 the ratio reached one to
11 11.3.
12 Mr. OtConnor also stated that, according to the Dircctor of the Mint,
13  as of the end of 1938, the Netherlands and Switzerland had larger per capite

14  noldings of gold than the United States, thosc figures being:

15 United Stetes - {111,00 pcr capita
16 Netherlands - 114,00 " "
17 Switzerland « 166.00 " "

18 Additional figures on gold were given in the course of thc discussions

19 CHART NUMBER TwO (page __) - Presents weckly changes in the volume
20 of money in circulation from 1934 to date, &s well &s & comparison with the

21 year 1928,

22 CHART NUMBER THREE (page _ ) - Shows woekly changcs in required and
23 excess rescrves of member benks. The sharp fluctuations in roquired roserves
24  which occurred in late 1938, carly 1937 end e¢arly 1938, reflect the various

25 chenges in reserve requirements thet wore pleced into effcet during this period.
26 CHART NUMBER FOUR (page _ ) - Shows the <ffcct that chenges in the
27 volume of outstending public debt have upon the relative yields at which such
28 debt can be sold.

29 It will bc noted thet. during the ycars 1925-30, inclusive, when the
30 Federal debt wes declining end stot: ond munieipal debt inercesing, the United

31  Statcs Treesury 44s, 1947-52, sold on & lowor vicld basis than the New York
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State Canal and Terminal 4s, 1946, a prime obligation. Conversely, in the
years 1934-39 inclusive, when Federsl debt was rising rapidly and the volume
of state and municipal debt remained virtually unchanged, the New York State
Cenal and Terminal 4s commended a lower yield than the Treasury 4is.

It should be observed in connection with the present status of the
Federal debt, that the Second Liberty Bond Act, as amended, provides that
the face amount of bonds, certificates of indebtedness, treasury bills and
trecsury notes issued under authority of that Aet, "shall not excced in the’
aggregate, §45,000,000,000 outstending at any one time."

A recent press release on thce subject of statutory debt limitation
shows the present debt to be $42,109,751,669 as of January 31, 1940, This
figurc is classified as gross public debt but the facts secem otherwisec as the
chart indicates for 1940 it would rppeer by deducting the reported gross public
debt as of January 31, 1940, from the debt limit of $45,000,000,000, thot there
would be remsining $2,890,248,331 but this rcported debt docs not teke into
considcration the emount of Government guercntced debt. On December 31, 1939,
this guerentced debt amountcd to §$5,734,879,091. Adding this debt to the
reported gross United States debt &s of January 31, 1940 of $42,109,751, 669,
gives a totel real gross United Statcs dobt of §47,844,630,750, or 2,844,630,
750 in excess of the statutory debt limitetion,

CHART NUMBER FIVE (page _ ) - Was prescnted by Harold G. Parker,
vice-prcsident'of dtandord Stotisties Co., Inc., &t the stego of the discussion
which rclated to probable market sction of Government bonds. It summarizes,
in chart form, his opinion os to the yicld bases on Governments below which
verious types of investors might cezse to buy the diffcrent issues end elso
assuming that a reaction in prices was expericnececd, ?hc yield beses, which
might be counted upon to r ¢vive invcstor interest,

When this chart was prescnted, a Government representetive pointed

out thet the essumption that Socinl Security funds would not be invested et

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



«5e
1 rates below three per cent, was incorrect. An amendment passed by Congress
2 in 1939 pormits the Secretary of the Treasury to buy for these funds, United
3 States obligetions in the open market &t his discretion,

é Ballot _1_s_ Taken

4 As the discussion proceeded, Moderstor Schwulst distributed a

5 ballot to each of the conferees, csking them to fill out thc answer to the

6 two questions and then return the bellot to him, without any signature. This
7 ballot is reproduced herewith:
BALLOT
8 (1) By the end of 1940, I think the U. S. Tressury 2 3/4s
9 due Docecmber 15, 1965 and callable on December 15, 1960,
10 and which now yield approximatoly 2.35 poer cent, will
11 sell at pricos to yicld approximately sceeseeeeper conte
12 (2) 1If I were a prophct, I should prophesy that therc will
13 be no material change in the level of interest rates as
14 measured by the yicld on long tcrm U. S. Goverrmont
15 bonds for & period of at leestecesesss This assumes
16 that the United States will not be drawn into the ware
17 The enalysis of the answers was revealinge
18 Qucstion Number One: YBy the c¢nd of 1940, I think the U. Se Treasury

19 2 6/43 due December 15, 1965 and callable on December 15, 1960, and which now
20 yield approximetely 2.35 per cent, will sell at prices to yield approximately
21 eescsseseper cent", showed in a tabulation of answers thet, for tho moment,
22 we certaiflly have a free and open merket for U. S. Government bondse

23 Four of the conferees felt that there would be no change from the
24  arbitrary level (2.35 per cont) statcd on the ballot, while 11 felt that the
25 yield at the end of 1940 would probably be higher, and nine felt that the

26 yield would be lower,

27 However, when the vote was annlyzed further, it was found that the
28 four vwho sot 2.35 per cent, wore probably men who were not particularly fa-
29 miliar with daily market prices, beccause at the date of voting, the yicld

30 on this perticulsr issuc wgs 2.39 per cont.
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Including in the group those who contemplate little or no change,
those who indicated that prices would not be more than approximastely 10
bases points away from the then market, it was revealed that 10 of the con-
ferees expected that the market would be substantially the same at the end of
the year as it was at the date of the mceting.

Birht of those prosent felt that by the end of the year this psrti-
cular issuc of U. S. Government bonds would be selling at new poak prices;
two of the eight suggested that the yiéld would be two per cent, or a price
of approximately 112,10,

Of the six who were bearishly inclined, only two oxpoctced to sce
this issue of bonds selling below par and the most bearish forocast was a
yicld of 2,90 per cont, which was followed by enother of 2,80 per cont, one
of par, two gucsscs of 2465 per ccnt, and one of 2.61 per cente

The spread between the opinions of morc than 12 points is interest-
ing, but what is oven more intercsting to holders is that no singlc cxpert,
no mattor how becrish, made a guess that Governmont bonds would bc selling at
the cnd of this ycar bclow the market prices established shortly aftcer the
outbrcek of the war in 1939,

Qucstion Number Two, "If I wero o prophet, I should prophesy that
there will be no materinl change in the level of intcoreost rates os measured
by the yicld on long term Us S. Govormment bonds for & pcriod of at lecst
esssss This ossumes thet the United 3tatos will not be drawm into the ware®

This second quecstion was amended by the Moderator to definc the
limits which werc to bc gonerally understood as constituting a "metorisl
chenge in the lecvel of interoest ratcs® os something greoater than 50 bascs
points,

The enswers to this quostion woero almost as varicd os were thosc to
the first question. One conferoc said “two days"™; cnother Ynot long;"

10 set the limit of their focling of assurcnes within 12 months, five suge
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gested two ycars; three made a guess of from three to four years; onc felt
sufficient assurcnce with regard to the situation to prophesy enother 20
yecrses  Two of the conferecs turned in blanks on this guestion.

As might be expocted, the cxpert who estimoted thaet the yield on the
2 3/@8 would be 2,90 per cent, wes the men who guessed two days as the time
limit within which we might allow for a material change in the lovel of in-
torest rates.

The two conferecs who felt that the 2 3/4s would be sclling st 112,
in one ctse expected that there would be no change for o year, and in the
other casc for two years. The expert who guessed 20 years used a 2.15 por
cont basis for his foreecast of the price of the 2 &/4s et thc end of 1940,

Whilo there was e vory wide degree of opinion held by thesc exports,
certeinly as & group, they did not believe that ean investor should at this
time so edjust his investment policies as to sllow for a declinc in Governe
ment bond prices any greater than oceurred during 1939,

Gifford Springs Surprisc

Toward the end of the ovening, Congrossmen Gifford of Massachusctts,
who is & mombor of the Housc Benking end Currency Committee, stood up and
pointed his finger in what eppeoared to be an accusing manner at Governor
Eccles, stating: "If I moy make a parting shot about your debt, Governor,

I have & little ditty that I give to my audiences after talking the metter
over seriously and on a high plane. Remember this, won't you? --

“Hush, little deficit, don't you ory,
Youtll bc & crisis, bye and byei"

The tenseness of the epparent encounter was promptly brokeni

Frec Discussion Period

Aftor the discussion of the agunda had boen completed, the conferoees
spent considereble time in free discussion. Tho questions _ asked and
answored during this period further clerified some uncertainties. One of the

questions asked by the Moderator wes "Are the benks' supervisory euthoritios,
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in the event of & declinc in Govermment bonds, likely to permit baznking insti-
tutions end insursnce companies to cerry Government bonds at so-called conven-
tionel values? Is this sound?"

Govornor Ecclos answered this quostion: "I seo no reason why there
should bc eny change in the present cxamination arrengement. I have boon very
much in favor of not following whet I pleasc to call the *tickcr tspe' with
referonce to sound investments That had a good deel to do with bringing sbout
the present rulings. We know, as a matter of practicc of expericnce, that in
time of crises we must modify, &s we did in 1932 and 1933, thc conventional
methods that were in cffoet at that timce No bank can get into difficulties
s & rosult of deprecistion in thoir Government bond portfolio unless thoy arc
forced to sell it." Wheroupon the Moderetor questioned:s "To mc:t their
1licbility?" To which tho Governor responded: "To meet their lisbility at a
timo when it hes greatly deprociated below their cost, institutions are permitte
ed to borrow at par from the Roscrve System, so if thoy arc a mombor bank there
would bc no oceasion for selling Government bonds at & loss."

The Moderator then asked: “And you see nothing that would meke the
Federal Reserve chenge its ideas with respect to lending?" To which Mr. Ecclos
replied: "I sec no reason for that and, personally, I think it would be sound
policy to continue to do so. The banks got into difficulties not as a result
of Government bond portfolio, or as a result of a portfolio of high grade ine
vestmonts; the banks got into difficulties o s & result of speculative invest-
ments, collatcral losns, unsound busincss and mortgage loans, and not &as a
result of this type of invcstment."

Mr. Gcldsmith proceeded with: "I am sure Governor Eccles did not
have a very casy time formulating the prescnt rules for bank exeminaetion. If
I remember correctly, it took about a month or five wecks. The hcead of one
of theso cxamination agencics assured all and sundry when the markct declined
substantially es a result of the inereasc in rescrve requirements, that all
benks should writc down thcir losscs in Goveraments which they hed brought
down to par immediastely instcad of amortizing them and it took about four wecks

before now rogulations come out which did not make it necessary for them to
write them down irmediatcly."
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Mr, Goldsmith wondereds "if in a change of administration at Washington
with a new group of people in office, whether +those regulations would hold, or
whether they would not?" Whereupon Governor Eccles remarked "of course, the
period you mention was prior to the three agencies getting together," And Mir,
Goldsmith stated "I was just saying how difficult it was for the three agenciqr
to get together on those regulations and how long it tooks"

The Governor then answered: "Naturally, when you take examiners whonuML

followed a oertaln practice for a good many years, it is always difficult
to bring about a change and as to what may be done in the future it seems to
me it is difficult, of course, to say whether or not they would forget the past
experience and want to undertake to follow a market which in times of depression
is really not a market,

What I mean is, when +there is a large quantity of either Govermments
or other securities that we know are unavaileble in times of great depreciation
we should look at intrinsio values rather than quoted valuese. I think the
expericnce of the past so far as bank examiners and bankers are concerned,
is such that they are not going to go back to the unrealistic approach to
the examination procedure thaet was in effect &t the time of the last banking
erisis,®

Mr. Goldsmith then szid "Mr. Eccles hss stated, and I think it is
the general view here, that it would be far more desirable if more Govermment
securities were sold to actual bonc fide savers and investors, rather then to
commercicl banks.® With which Mr, Eccles concurred.

Banks and Govermment Bonds

Mr. Goldsmith followed, "I +think Governor Eccles will cgree that
to the extent the deficit is invested with commercial banks, we have an
infletionary tendency. The Federal Reserve Board has very forcibly, I
believe, requested Congress to study the¢ possibility of giving it more power

to reduce exceoss roserves It socms to me thore is o conflict there that the
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Governrient hes the power to meintein Governments at high prices, but I
question whether many pcople in the Governrient consider thet it would be
desirable to use these powers to meintain Governments at high prices and
I would like to esk Mr. Eccles whother he does not think that somewhot
higher rates on Govornments might facilitate the process that he thinks
is edvisable and that is the transfer of the part of the securities from
cormercial benks to bona fide investors."

¥r. Eccles responded: "I think the opposite. I cm bosing what
I say partly on what has been stated here by bankers thet if intcrost rates
were higher there would be possibly & greacter tendency to teke Govermment
bonds. One of the reasons that benlks today are hesitating to toke Govern-
ment bonds is beca use of the luw rate. With & higher rate, the demand
would not only be greater on the part of the individuw.l investors, but it
would likewisc be greater on the pert of the banks, and therofore it would
be poussible to meintein e higher rote bosed upon e denend."

}r. Goldsmith suggested: "Unloss you took the excess rescrves
out of the wey" and Mr. Becles said "of course, if you took the excess re-
serves out of the way then, naturclly, the banks would not be a factor in
the field or would not be investing in Government bonds, and intcrest rotes
thus would likely go somewhat higher "

Intrinsic Valuc of Government Bonds

The first part of the free discussion, after the sgenda hed been
completed, explorcd more fully this question of accepting the intrinsic
velue of Government bonds ot par regerdless of the probeble effect of an
impeirrent of cepitel by teking merket velues for the purpose of examina-
tion. Also, whet would the effect be should an institution continue & divi-
dend policy if Goverments materielly declined in welue?

¥r. Lanston opened this pert of the conference: Miic hove dis-

cusscd tho outlock of Govornment sccurities fron the standpoint of money
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as wcll as the supply and denond for scourities, We arve discussed tho
possible reluctancce of benizs to further oxpand deposits and hence havo
discussed the deposit - capital ratios. There has boesn some slight montion
of loen end investment cepitel ratios, but I think wc heve missed the
reel point cnd I would like to know the opinion f others on it.e It scens
to me the real point upon which institutioncal, cormerciel benk cctivities,
and Governmentel cebivities will depond, is the rcosult of the risk that
thosc asscts bear to capital, not in terms of soundness todey, but in terms
of slight chengss in rrrket prices end the ratio at which that risk bears
to ecch yearts income.

"Por exwumple, the banking system might heve capital funds or a
copital account of obout §$6,000,000,000. Roughly, $4,000,000,000 of that
arc paid-in cepital. Two billions &rc reserves, surplus, end all other
capitel accounts. Verious estimectes by the Treesury and others have becen
ncde to show thet if, for eny reason, cesy money rerneined, but the avercge
level of bond prices wes reduced five pcints on long term bonds that it
would work out in the banking systen os ¢ whole to $100,000,000 & pouint.

"In other words, five points down weculd mean $500,000,000 nicked
into banlt ressrves, not rescrves ofter book if the institution had to teke
the lcss. The denger is in such nitrket concditions existing for longer then
¢. terporcry period. I have run into this question in cny nurber of pleoces,
thet fror. the point of view of cepitcl soundness there is no question but
banks &re intercsted in earnings onc they cre interested in ther: from the
point of view of dividends.

"If o bank has been peying out 50 per cont of net in dividends
with « book profit, will it, es o conscrvative institution, fecel willing
or cble to continue tou pey out 50 per cent of the net if they have a peper
less moosured in terms of markct, or will the oxaminers permit them to do

so? In other words, there is a liritation on cepitel, or there is o
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limitation to the degree in which banks ccn expend their investment account
in terms of cepital and in terms of earnings, not in terms of excess or
deposit « cepital ratio.

"The point has been nede thet there is no narket for cormmercial
locns and thet generally in the post the loans were much shorter in character
then they ere today and thet such lotns were measured morc in terrs of
quality than in chenges of intercst rates. Investrents woere longer and hed
o greater vulnerebility to interest rates. I want to know, do others fecl
that this is the real limitaticn on bank investrents?"

Mr. Goldsmith also put into }r. Lenston's question: "What will the
benk exanining authourities do cbout permitting beanks to pay dividends when,
eccording to market on Government securities, the capital is scmewhet im-
pciredi"

Yr. Becles countered: "The examining euthorities do not control
dividends" &nd b.r. Lenston steted: "lay they meke rocommendations when they
consider them unwise?" To which lr. Beeles seid: "Yeos, they mey make
recommendations, but & good bank should not neod them. It ususlly knows
without recommendetions having to be rede."

The loderator then said: ™yell you think, thereforc, Governor, that
if there were & substentisal merket depreciation in the Government bond port-
folio that the holding bank ought to be sorowhet more counservetive in its
dividend policy then it wight vthorwise be, irrespective of how it might re-
gerd those bonds intrinsically?"

To which the Governor steted: "I think thet would depend entirely,
2f course, upcn its assets other than Governments and upon its ecapital
structurc. Some¢ bcnks follow o conservative dividend poliey; but bonks are
no different then eny other typc of business, lony businesses hevo to

curtail or recuce c¢ividends. That is no calemityt"
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Benson on "Dividends"

Fr. Benson stoted: ™Would it not be a pretty serious thing for
o bank board to declerc dividends if capitel were impeired? Would it not
be illegel? And would it not subject bank directors to personal licbility
if they paid dividends ot & time when the merket velue of their Governuent
holdings deelined to a point where therc wes er impairmont of capital 2

¥r. Eccles countered: "No, it would not. I sey this for the very
roeson that the only impairment is one of the capitel structure itself and
on the recepitulation of the bank exarinstion forms you will find on the
last page of the recep where any depreciction in Governrent bonds or in the
four higher grades of securities is not token into seccount ot all in deter-
rining the sound capitnl structurec. Thus, nc¢ impairment would be found or
written in by a bank extminer because of ¢ rorket depreciation either of
Government securitics «r any of the four higher roted securities., Even the
lowor-rated sccuriticvs ere teken on ¢ besis of their average over an 18
months pericd r-ther thean the mrrket upon the perticuler dey of the examine-
tion."

Ir. Benson then remnrked: "iJe had ¢« case in New York where bank
officers were held licble or cherged with teking deposits when thc baxk wes
insolvent. I mean teking deposits, not peying dividends, but accepting
deposits when they were technicelly insolvent." To which !'r. Eccles stated:
"Thet is correct. There were plenty of benks which were in thet situstion
during tho depressior, but thet wes not due to their Gevernrient bvond hold-
ings or their holdings of the four higher reated sceurities."

Effcets of Depreciction

tr. Lonston then osked: "Is it conservetive to¢ ignoerc depreeiction

of the reorket if it should oceur in thce four higher grede sccurities?"

Fr. Eceles: "I think it would be very unsound to do othorwisc.
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l. We had an expericnce of whet it did to the banking system. If thot helped
2. the econumy, I fuil to sce wherein by destroying confidonce in the benks
3. due to & depression gituation you either help the depusitors, the stock-
4. holders, or the public.”
5. }¥r. Goldsrith asked: "Your high grede bonds, kr. Eocles, could
6. sell off very sharply, not becouse of & depression, but becouse of pros-
7. perity. Do I undorstend you correctly to say thet you belicve o bank
8. would be justified to continue its divicdend schedule cven though its copitel,
9. or o substzntiel emvunt of it, was impaired by & decline in the rarket in
10. high grade securitics?®
11. lr, Eccles: "It would depond entirely on other fuctors, It
12, would depend upon its cepitel retios and upor its other investrents. If
13, it wes cdue purely to Govermrent bonds, I would say t'yes', or if it wes
14, due to the four highor rated securities, I would say 'yos'. So long os the
15,  Dbeanks ere ermortizing bond premiw.s out of currcnt ecornings bofore paying
16, cdividends over the 1ifc of the securitiecs, it would be sound pulicy."
17. ¥r, Ihlefeld seid: "Goverucr, is it not & fect that the view-
18, pcint you express is shered in by the Federal Depusit Insurance Corpora-
19. tiun and by the Statc Berk Supervisors through the sgreerent they errived
20, ot in 19387 1In other words, ll superviscry cuthorities hew concurrcd in
21, that viewpoint on the trectment of Federal bonds &nc high grnde securities.”
tr, Eccles cgrecd but he ¢id "not lmow to what extent such

22,

23, treotment wes shered by the exeminers. It is cmecurrec in by &ll the

24, ctuthoritics."

25, r. Goldsmith ther seid: "I think thcre is sorc wvalid question as

26, ‘to whether the officers of the Comptroller of Currency woul d tcke the sarc
27, Dposition on dividends that lr. Eccles tekes right now."
Eeccles "Uncer Firc"

28, A%t this peint the lLoderctor endeavered to direect questicns to
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1. someone other then "this veteran soldicr, Governor Eccles, who has been

2. consicdoerate and gencrous in bearing preactioceslly the brunt of all the ques-
3. tions and answers" but lir. Holtun would have none of it and after some

4, laughter lir. Bccles remarked "this is like being before o Committee of

5. Congress."”

6. But kr. Holton scid he had & rather easy question to asks "In

7. support of & cdeclire in a Goverament market, would it not be just os well
8. to stup & breck by pushing the market down repidly; for excmple, by two

9. or three points? Would this not hnve o tendoncy to etop the selling?t®
10. The Governor inforrmed ¥r. Holton "that is pretty well whet was
11, donec in September. If you will refer to the record in thet month, the

12, market for the longer bonds got wp to crounc the high peint of 109 and as
13, woar became more end rmore irminent the rerket worked down and the Resorve
14, System did not at first enter the market st cll. At the time the Rosorve
15. Systerm entered the merket it hed already cdeclined two points from its high
16. pnint. The Federal Reserve did not enter the niarket until theo doy that war
17. wes acturlly declared. During thet tirie thore was an cwvalanche of orders.
184 "The Reserve Syster: certeinly did not want to be in a position of
19, uncder-writing profits of the banking systoer: in the Government bond eaccount
20. of urer $1,000,000,000 mercly for the purpose of having the banks corme in
21. at some 1l ter dote expooting the Reserve System to scll the bonds to them at
22. 2 billion dollers less then they had previously sold them. Consequently,
23. the Reserve System permittod the nerket to drop cbout e point & doy for the
24, first two or three deys. During thet pericd thero was only sne dey when
26, the Systen purchesed over onc hundred wmillion dollers of sccuritics.

26, "is the pmerket begen to et lower, the pressure for selling wes
27.. less. Then the sclling hed slrist dried up, the Rescrve System withirew

28, from the mmrket for & periovd of & doy or two. Thon, the rarket broke ggain.
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The minutc the Reserve System ogein wont baek into the market, the market
ocare be.ck. The instont it wes known thet the System was in the market,

it cemc back with « bound cnd the Syster. wes unoble to purchase sny securi-
ties. As r motter of fect, they purchesed less than $1,500,000 worth of
securities on t nerket rebound of nore thon half e point.

"To shcew thet the market was very thin so for as selling wes
emcermed; I may sey thet when the bonks thought thoy cculd scll, there wes
very little seclling; the minute thc benks thought the Reserve wes in the
morket ond propagende wes spread that the merket was going to decline much
lower, there were meny who thought they could still scll ond then buy et a
lower price,

"However, as soon &s the Rescrve Syster: entored the narket cgein,
they dic nnt woent to scll because they had very little profit left. As
leng es there is o substanticl profit in the merlict, certeinly the Rceserve
Systen should move away from the market very repidly but thc question of how
fest they should move cway depends on conditions surrounding the markcet ot
the time and elso upen the volurie of selling as well as whore the sclling is
coning from."

Dr. Curric on "Inflation"

Dr. Curric hr.d been un interested obscrver thrcughout the discus-
sion on the ngende.. During the perind of freo discussion, }oderatcr Schwulst
esked hinm if he hed enything to sty or any quostion he would like to ask
about the natters eontained in the spende,

Dr. Currie remrrked: "Therc is mne pofnt on which I might neko
onc or two obscrvations which appearontly werries some of you o good doeel. It
is & metter on which I happen to hove done much work and that is the subjcet
of infletion. Therc is & great derl of work being carried on in Governront

departrments. luch of it has not es yet boen published. There hes beon
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published, however, the reosult of rosearch on copitcl cxponditurc, housing
expcrnditure, consumer debt and foreign loans as well as nct governnont ox-
penditures. It hes 6ll been related to whet would bc necessary to bring
cbout infletion,

"0f course, it dopends considcrably on how ruch is saved at dif-
ferent levels of income. The savings you teke were drewn from the stream
of ineomc, - part of the price of goods, - part of the price of production
and capital investment thet just equels the savings, - just restores it.

"From verious studies that heve boen made in rceent years, it
cppoears thoat throughout the 1920s we savel somewhere around 19 or 20 per cont
of the gruss netionel inerre, - that is the inecrc bufoure o deductivn for
depreciction.s I will not go into the ratter deoply but thore is o great
deel of resson to think thet this basic sevings pattern hos not been modi-
fied os & result of the New Doal.

"In 1937, with a $70,000,000,000 nationel income, we rceched
17.18%, I think, in busic savings. This would scen to indicote thet when
we reach toward %85,000!000,000 or $90,000,000,000 netinnel income per annum,
we probably nced somcthing like $19,000,000,000 or 20,000,000,000 of gross
capitnl investment cach year, - copitel investnent net ond eapitcl invest-
rent for replacercnts to offsct deprecictiun cccounts. New thet is o huge
sum.

"In thc 1920s, we got up to cbout $16,000,000,000 per ennum. I
think you nced not reelly fear inflation in this country until your crpitel
excoeds thet level and we do not sec it nuw. Convessing every dursble gools
field of nocessery capital expenditurcs and meking gencrous cstimates such
as $900,000,000 a yuar for utilitics; $900,000,000 & yoor for reilroads;
$4,000,000,000 & ycer for residentinl housing, - figurcs of thot megnitude -

in all of it we can only edd up to $15,000,000,000,"
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Sele of Governrent Bonds

kr. Goldsmith ssked Dr. Curric whether he thought It mckes
any cdifferoncc if thc Goveraments are sold for such cormercinl prograr, ©s
Dr. Currie suggcsted, or whether they are sold to bonks or privetc invest-
ment from & commercicl point of view?"

Dr. Currie ecnsworeds "I am trying to put it in different terms.
Xost of the discussivn tonight has procecded on terms of the mcchanics,
quentity of rwoney versus the quentity of gouds. I was trying to put it in
e diffcerent wey; viz., money for sutlets of cepitel investment. If savings
were less and consumption higher then the nationel ineore, then the fifteen
billion dollers totel investment would correspond to the totel employnent.
Thet is whet heppened in Bnglend.

"The percentege of savings now &s controstcd with the great wer
has been cut in half, so the given dollar of capitnl oxpo:.diture could sup=-
port o« much higher level of inaticungsl incume ther it did beforc. Therefore,
under the present pattern of scvings, as for as we cen sco, it will be
necessary to find outlets for invostmont, for cupitel oxponciturc, housing
oxpenditure, consumcr debt, foreign loans, and net governrient cxpenditure,
probebly in excess of $19,000,000,000 or §20,000,000,000, before you begin
to worry too much cbout inflation."

Yir. O'Connor then interpcscd: "lr. Iuderctor, in that comnectinn,
I recall & study in Englund that took 20 pereent of the netional income por
yoar os necessary for investrient in order to kecp the mechine going end mcko
substantical progress. You remember thet, Dr. Goldenwsiser? Mr. Young's
study indietted thet in this country the snamc percentoage would bo required.
This is & very intoresting print thet Dr. Currie describecs. He hes put it
o bit differcently, but I simply desirs to give the other recesurerent cs o

sidelight on what he says."
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1. Dr. Currie then scid: "The bridge botween the mechonics and the

2. nonetary thméry is thc rate «of interest. Hence you must force your rotes

3. of intorest down luw onough. For example, therc is prcsumnblyAa lot nore

4, copitel investrent thet would be prufiteble et a two percent rato of inter-

5, est thon at four percent. Thet is the way monetery the.ry procceds. I am

6., not sure but in part the deriond would come from residential building. I

7. think possibly in the rcilroads, utilities, mining and manufacturing end

8., such fielcds, probably the rate of interest has very little offcets

9. "Therc are other oonsiderstions which seem to be nuch morc import-
10, cont then & rise in the retc. We think thet housing is still rather irport-
11, cant. The contrast o person ot prescnt cen ricke between the purchase of a
12. nhew homc end the rcnt he is paying, finds that tho rate of intorest is

13. importunt; but, epart fron thot, cconomists 2o not contribute nearly so much
14, importence to the rete of interest as thoy heve in the pest. Neverthcless,
15, the intcrest ratc is the rein bridge between the roncy supply ond eapitel

16, investroent."

17. Eeeles on "Savings ond Spending Theory"
18, Governor Ecclos then et length discussed the sevings and spending
19, theury s o fundemontel issuce. He scid: "In the first ploce, possibly if
20, we did not heve governmont bonds in which to invest st this goge of our

21, econumy, we would have no scvings funds. If you will reecll, therc is elweys
22, & contrection of the total debt structure in & peried of deflation. Deflation
23, 1is & controetion of credit, not only of benk eredit, but of credit gencrally.
24, "Frow, 1929, which was in an infletioncry period, so for as erpl vy-
25, ment end the price level wore concerncd, we hed & eontraction of sorcthing
26. like $40,000,000,000 of the totel debt structure. During thnt contraction
27, Of the dcbt, the savings banks, trustecs cnd other investors generclly had

28, no trouble in invosting their savings funds, beccuse such funds were likewiso
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contracting.

"With respect to the Government's deficit, we have created em-
ployment, have created funds through the banking system, we have been
creating savings so that those savings and the process of buying Governrment
bonds with such savings, are putting the savings benk into the income stream
where they are now. This flow of savings came when the contraction of the
total debt throughout the country had stopped. If such a process con-
tinued, there would be no problem about savings. The problem you have at
present is in the investments you have made in the paste.

"Taking the economy as & whole, there is an excess of savings.
Otherwise, it w ould not be necessary to place savings funds into Government
bonds or Baby Bonds. Therc would not be such a huge cxisting supply of
idlc funds which hevo boen created end now belong to corporations or banks
which are secking investment. Theréforc, if you desirc to get a higher
rete, if you desire to evoid & purchasc of Governnent bonds for ssvings, it
sezms to me thet it is necessary for thesc sovings to get out into the
cepital market, into the private investment field to the extent that Dr.
Currie has indicated."

MHarket Domend of Savings

The hoderator then remerked thet the markct must demand the sav-
ings. Whercupon Governor Eccles said: "That is correet. Why doesn't the
market demand those funds itself? It is not becsuse of the intcrest retes
and it is corteinly not becrusc the terms arec wnfovorsble. Mr. O'Connor
would say, it is buctuse of Government deterrents. I heve not yct been
able to deteot the extent to which the deterrcnts arc responsible for the
low amount of private investment. Yet, I am connceted with meny busincss
enterprises end know somcthing ebout precticel busincss problcems. No

business is turning dow n orders todey. There is no problen: of production
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in any field. There is nothing enyone wents that they ere not eble to buy.
There is the willingness on the part of those who have funds, possibly to
buy consumcr goods to somc extent.

"On the othcr hand, therc is an inability on the part of a greot
many others to buy what they would be willing to purchesc if they had the
purchasing power. So, it scoms to mc there is somcthing valid in this
question of over savings in the corporate sonse, as well as that of the
individual, because they ere unable to put their funds into productive use
on account of the inability to find markets sufficiontly to sccure an outlet
for the lorge ocmount of savings. I do not believe that e Governmont de-
terront is responsible for ell that.

"I think there is somcthing much morc fundarental in the System.
In my opinion, this fundsmentel thing is the way in which the national
incomc is divided bectween consuming buying powcr on the one hand and scvings
on thc other - meening that part of the nationel income whieh Dr. Currie
hes indicated is aveilable for new investmont.

Socic. 1 Security Program Considered & Frctor

*I believe this present administretion hes contributed through a
Socinl Security program to thet problem. However, this program hes not
given the cged an assurance thet they heve a pension of en cdequete and
reasoneble esmount; it has not given the essurance of erployront; so when we
telk about confidence, we¢ ore thinking of confidence as e ceause, when as e
matter of fact confidence is an effect,

"The messes of peoplc when they get employment do not forget the
periods of uncmployment. A great mony of then sy, which, individually is
e fine thing, it is splendid for everyone to be out of debt and have a
reiny dey reserve. The result of the deprcssion has been so scvere thot it

hes mede corporations and individuecls gencrally feel thet whet they went to
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1. do is get out of debt, to have a rainy day reserve to teke care of their

2. old age and take care of the possibility of unemployment.

3 "Now, such a point of view was excellent during the time when

4, we were a debtor nation and when we had a repidly increasing population.

5, It was fine when other economic factors then the present ones existed, but I
6. think that fundamentally this problem will not be solved until, in my opin-
7. ion, we recognize a new approach to it.

8e Figures on Plant and Equipment Expenditures

9. "I just received some figures today that are very illuminating on
10, this question: these statistics relate to the smount of expenditure for
11, plant end equipment in the United States from 1921 to 1939. From 1921 to
12, 1930, the expenditures were about §8,000,000,000. Of that amount,
13, $1,639,000,000 was financed through new security issues. In other words,

14. 20 per cent was financed by going to the markets through new offerings. The
15, finencing data wes tsken from Moody's. The information on expenditures for
16, plant end equipment eccount ere the estimates compiled by the Federsl Reserve
17. Bosrd.
18, "From 1931 to 1939, the expenditures on plant and equipment amounted
19, to {4,773,000,000. The average ennucl offering of new securities during this
20. period was $322,000,000, or 6.7 per cent. This is evidence of the extent to
21, which business is not depending at all upon capital markets. It is depend-
22, ing upon its own carnings end its own depreciation rcserves, which it is

23. plowing back.

24, "The best example is that of 1937, which was & year when the ex-
25, penditures on capital outlays was about cqual to the average of tho expendi-
26+ tures from 1931 to 1933. Whereas, with the samc capital expenditures from
27, 1930 to 1931, business went to the capitel market for $1,600,000,000,

28, amounting to about 1/5 of the total expenditures. During 1937, business went

29. to the capital markets for § + VWhen capital expenditures approached
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the present depression lovel, new flotations provided approximately eight
per cent of the cxpenditurcs as compsrcd with 20 per cent in the 1920s.

"I merely rcfer to that so as to indicate to you whaet Govermmont
financing does through the banks in crecting funds and how the principlc of
everybody getting out of debt and building rdny day reserves applics to
business goenerclly. Its determinction to do its own financing and not go to
the cepital merkets is the true situation. Hence, institutions such &s sav-
ings banks, insurasnce comprnios and trusteos, if they did not have Government
sccuritics in which to invest, I do not know what would teke their plsaces.

On Shift of Investments

"In the 1920s, thorc was an investment of about $9,000,000,000 a
year in municipels. PFor the lest sevcral yeears therc has been no increase
in municipal securitics. If a shift is desired from Governments into mu-
nicipels, it mckes very little differencc. It does not help thc situction =«
both are public debt. Furthermore, you could not possibly invest in munici=-
pels for they are not aveilable in any grent degrcc.

"VMeny individuels desire to invest in foreign securities. l'any heve
specculated in that direction. The quoery is, do you want to invest in munici-
pcls or in forcign locns or in stock merkct inflationary operations? Of
course, you do not. You want to invest in sound business devclopment.

"I pointed out to you thet eight billion dollars was invested in
plent snd eq uipment during the 1920s. Thet doecs not cover the utilitics ot
&ll. It covers facilitics outside, cpart from theat. You heve no opportunity

to invest in such securities today because if you studied the belance shecets
of the corporeations, you would ascertain theot they do not have to go to the
capitil markets and therc is no immedicte prospect of the situstion chenging.

Now that, after &ll, is the nub of the problem.

"You talk about Government bonds &nd intercst rates and excess

reservos, but the real fundementel issue is, Mr. O'Connor thinks, that if we get
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e consecrvative government in Washington, confidencc will be restored, Govern-
ment will reduce taxes, Govornment cxponditures will be reduced. Mr.
OtConnor says, 'we will geut these cxpenditures down to less than soven
billions even to six end onv-half billions of dollerse Thon privatcoapital
will not hove funds to invest in govermments because tho budget will bo
belanced ond we will all go out on & splurge of confidonce, we will cmploy
2ll the people who hed jobs in 1929, plus 6,000,000 more, which is the in-
crec.se in the number of cmployeble pcople, end will omploy cnough to overcome
technolopical unemployment created since 1929.' I just do not think it is
possiblece As a business men, I wish I did."

Mr. Parker thon offered the following:s "It seoms to mc thot the
Fcderal Ruscrve's prescnt power to reduce requircd rescrves egeinst boank dee
posits was thc missing linkin the early 30's, that hes sinco beon provided.
In other words, if w¢ could hzave provided banks with rescrves ot the tinme
they were being drawn on so heavily, they would not hcve had to dump their
securitics and thus create a very bed crisis.”

Dr. Goldonweiscr then responded: "I think the flexibility of re-
serve and the flexibility in the eligibility requirements, the ubility to get
help from Fedorul Reserve banks on all assets that are sound rather then only
on & very s clected ocnd repidly shrinking list, sre very importint factors

of scfety."

BREAKDOWN OF LGENDA
l. Thoe Pricc of Bonds or the futurc Coursec of Intercst Ratese
A. Excecss Rescrvess
The first question under this hesding wes: 1. Over the near torm
prospoct of, say, the ncxt 12 months, is thors cny likelihood of o substantizl
reduction in cxcess rcserves as o result of: (&) Gold cxports? (b) Incrcsse
in rescrve roquircacnts?  (¢) Proc usc of gold?  (d) Expension in tho

currency? (c) Substenticl incruasc in bank locns? (f) Additioncl moverne
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ment borrowing: (g) The opening up of the capital market for "new money"
borrowing? ¢h) Sales or maturities of Government securities held by Federal
Reserve benks?

Dr. Goldenweiser was requested to answer this question. He said
thet there would be no gold exports; it would be very unlikely that there
would be an inoreese in reserve requirements; it would be very unlikely that
there would be a free use of gold; therc would be expansion in the currency
to a limited extent but not sufficient to make a difference; that & substan-
tial incresse in bank loans would not meke any inroads on reserves that
would amount to anything; that additional governmont borrowing would not
likely be large, if any, in the noxt year; and that the opening up of the
capital markets for '"new noney" borrowing is not very likely; that sales of
Government securities held by Federal Reservo banks is a matter of policyees
it would be hard to predict but it is not likely that thore would be sales
cnough to make a big difference in the reserves. Of course, Dr. Goldenwcisecr's
enswers were predicted on the point of view that the European War will con-
tinue and thet thc United Statecs will not become a perty to ite

The second question propounded by Moderator Schwulst wes: 2. Over
the nesr tcorm prospcets of, say, the next 12 monfhs, is therc any likelihood
of ¢ substantinl incrocasc in excess rescrves as & result of: (a) The rolease

(c) Decline in bank loons?
of gold from earmark? (b) Further gold shipmonts from sbrocd?/ (d) Deoclkne
in circulation? (e) Deereasc in commoercial bank bond holdings through selcs
to the Federsl Rescrve Bank or to othor purchases?

Dr. Goldonweiser answercd: "There are likely to be very substantial
anounts of gold releszsed from earmark; tnere are likely to be very considerable
imports of gold; therc is not likely to bu e decline in benk loens; therc is
not et all likely to be a deoline incirculction; whether therc is going to be
o decrcease in commerciel bank bond holdings, through sales to the Federel

Reserve Bonks, is unlikely in the present circumstences."
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Problen of Reserve Requirements

The Moderator then asked: "At the present timo, the reserve re-
quirements of member banks are between 12 and 22 3/4 per cent. Arc these
requirenents likely to be increesed curing the next 12 months?"

Goveornor BEcclos a nswored: "The power to incrensc reserve recquire-
nents is very limited. It is possible to incregse reserve requircments by
cbout onece-seventh of the present roquiremonts, thus meking en increasc equal
to the originel rescrve requirements. I can sce no purposc to be accomplished
by such en ineresse with the cmount of cxcess reserves os cxcessive &5 they
are nowe"

Tho Modorctor then asked: "“Do you think it likely that Congross
mey broaden the authority of the Federel Ruserve systenm to increase tho rec-
serve requircments beyond the linits that they ney now be inercvesed?™

To which Mr, Eccles seid: "I do not think it is likely during this
yeare..«I could not predict as to the future."

Coloncl Ayres sutmitted a similar opinion thet "it is improbable
that the rosorve requirements of member benks will be increcsecd during tho
noxt 12 nonths."

Tho following question wes then asked: "Through the salc of Govorne
ment securitics, tho Fedoerel Resorve Bank could roduce reserves by
$2,477,000;000. If thosc bonds were sll bought by momb.r banks, exccss re-
serves would then be rcduced by o similar amoumt; if bought by othors than
ncraber banks end paid for with deposits in nmember banks, exccss reserves would
be reduced by the emount so purchascd less the reserves required on thesc dce
posits, which would be somewhorc between 12 and 22-3/4 per cents Do you
think thet over the next ycar the System will attompt to reise money rates
through the sele of Government sceuritics?™

Governor Ecclos stated: "I do not think thst over the next year
the erount of the sale of Govermient sccurities by the Federel Reserve Systen

would be a fuctor in its influence on intorest roates."
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Mr. Goldsmith stated: "The Federal Rescrve hrs been sclling sceuri-
ties when the market is strong but they certoinly are not selling them at the
present timoe®

Dr. Stonier thought that "over the next year the System would not
attenpt to roise monoy rates through the sale of Governmont sccuritioese®

The Modcrator then csked: "To what oxtent are cxcess reserves
reeching & level wherc they & re losing their potency as a bond narket
fector? Are the reserves growing in the cuse of individual banks to the point
where the benks simply will not invest them?"

To the first pert of this question, Mr, Parker answered: "It is
apporently having an increasing cffeect in this direction." As to the sccond
part of the question: "Therc are more and more individuel banks which are
reaching the point whore they do not want to further invest in Govermmcnts,"
Mr, Ball agrecd with Mr. Purkers

The Modorator then asked the ncxt questions "“If it is true that
further incresses in excess reserves are losing their potenecy, ocnd if it is
truc thoet banks will not invest such further incteases, to what extent is
this duc to the fact that benks nmay be ecarrying laergo benk and foreign deposits
agoinst which they nay feel they should be roserved substentially 100 por cent?
To what degree is it duc to the declining capital-deposit ratio or other perti-
nent ratiost?"

Mr. Goldsmith enswered this question: "I think it is true thet the
office of the Comptroller of the Currency heos been pressing banks recently,
which have & poor capital ratio, to put up more ecopital. They have done that
in some ccses where the banks are in o highly liquid .conditions The Comp-
troller's office hes taken the position that there wes no assurance the banks
wore in & highly liquid condition and they should put up morc cepital. I
think if such & situstion continues, it will heve an edverse effect on nore

kets."
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1 Dr. Goldenweiser offered: "As to the capital-deposit ratio, I do

2 not Jmow. My opinion is, however, that it ought not to be & matter to be

3 considered in this connection at all; but whether or not it is, I have no

4 infornation. With relation to the 100 per cent reserve against foreign

5 deposits, I think that it would exist almost entirely in New Yorl:, since the
6 excess reserves in New York are enormous. I doubt very much whether that

7 is a consideration."

8 Excess Reserve Situation

9 The next question asked by the Moderator was: "“In your judgment,

10 is the price of bonds so high that cven a slight tendency of eoxcess reserves
11  to fall would give risc to psychologicul or penicky selling of bonds by insti-
12 tutions and other holdcrs desiring to 'beat the other fellow to the trought?"
13 Mr. Devine did not think it would and saids "I do not think that
14 evoryonc would immediately run oute It might take some time and would depend
15 1largely upon the ection of the narket at the start, but I reclly do not think
16 +there would be any rush to got out of tho soccurities, becausc cxeess reserves
17 arec so huge that e slight decreasc in then cortainly would not heve nuch sffect
18 on money."
19 Mr, Schwulst suggoested that “wo had quitc a drop aftor the declara-
20 tion of war in Septomber and oxccss rescrves fell then.'  Mr, Devine cnswer-
21 ed: "Wes that not causcd by a panic stricken people bocause of the wore..thet
22 wosn't reclly caused by any cormicreisl denend or anything of that kind."
23 The Moderator then suggesteds "I think the inferencc to be drawn
24 fronm the gquestion is that whon banl:s sco excess roscerves starting to contract,
25 then thuy say « 'Well, hore, boys, this is happcning, wo hed better stert
26 to get out and nmakc somc profitset™
27 Mr. Devinc then saids "You hed & prctty good cxample in 1937, In
28  the Fall of that yoar, when cxccss roscrve roquirenwnts were inecreased, short
29 term issucs went off first and long torm bonds later one  However, now with
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1 excess reserves two or three times as freat as they were then, I doubt very

2 much whether the decline of one or two billion dollars worth of excess re=-

3 serves would create a panic in the Government securities market."

4 At this point, Mr. Morss seid: "I should think thet if reserves

5 went off & billion or two, we would have to look the situation over in order
6 to determine whether or not there might be a further excess rescrve reduction.
7 If it seems to bc temporery, I believe the market would be somewhat lowered

8 for o time; but if it scemed that it wes sctting up o tendency which would

9 persist, I would expcet the markct would be off rather sharply becausc it is
10 now so thin."

11 Mr. Lanston statcd: "I think it depends entirely upon the roasons
12 for & change in the trend of cexcess reserves in dollar anount. Such a chongo
13 would have vory little bearing, because if you had & priocc kvel of 2% points
14  higher lest Junc with oxcess rescrves a billion lower, that would be metericl,
15 becsusc the chenge in the level of exccss reserves viould be the dominesting

16 foctore This ides of tbeating the other fellow to the trough! has been such
17 & losing geme in the last four years, thet I think most pcople ere giving it wp "
18 What Is Determining Fector?

19 Mr, Benson was eskod:s "iWould the result be anything morc than

20 temporary - thet is to say, might wec not expeet o rebound upward in the nearket?®
21 He answercd: "“Yes. It scems to me thet if we would enalyzo the causcs of

22 thc declinc that indiccted n chenge in the investment policies of the banks

23 cnd o revivel of business, it would be shown thet bonds were perhaps on a

24 downward trend cnd yieclds upward duc to changes in invcstment; but unless it
25 is from some other temporary causc, the robound would be very quicke"

26 The Moderator msked the next question: "“Will excess reserves heve
27 to be practiceclly totelly exheusted before we arrive ot e position wherc we

28 might say that we erc definitely heeded for higher money rates and lower

29 bond prices?"

30 Governor Eccles answered: "I do not think excess rcserves arc cne-
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tirely the detormining factor. Onc must consider the possibility of o
long renge position of interest rates. Of course, the oxcess rcserves
cffect banks so for as their investment and credit policiecs arc concerned.
I think thet intorust retos are influenced by the supply of funds in the
honds of investors in relationship to the opportunity for investment of the
funds. That is & very important faetor with reference to intercst ratos
as well os the qucstion of excoss roserves; and so long as uninvested save
ings are groatly in excoss of the opportunity for investmont, you will con-
tinuoc to hcve low intorest ratos."

Mr. Parker added: "I would sey thot so long as you have any excess
reserves in reasoneble quantity that you can hardly have en inercase in moncy
retes that is not simply e corrcetion of the present rote. I noan normal
rates thet cxist in certain short-chargo catcgorics. It would be quitc pos=-
siblc to lend and borrow on the cxeoss rcserve fund end thesc borrowings
would flow to whetever point they haprencd to be needed at the noment. This
would interfero with all intorest ratus through the country,"

Coloncl Ayres offercd the following cormont: "“If excess roesorvoes
were being rapidly decreased, intercst rates would be moving upwerds cud

bond prices dovmwards, boforec the excess rescrves were entircly exhcusteds"
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The Gold Question

Under this heading, the question was asked: "Would you say that

as a practical matter, the Treasury will indefinitely buy all gold pre-

3.

sented from whatever source, at $35.00 an ounce?"

4.
5.
6.
7.

8.
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Senator Townsend stated: " I think that if we continue to pur-
chase gold at the present rate, by 1943 we will have all the gold in the

world., We have 69 percent of it now."

The Moderator clarified the question: "Under the existing legis=-

lation, doesn't the Treasury have to take whatever steps may be necessary

to meintain the parity between gold and the dollar at the ratio of $35.00

an ounce?"

Dr. Goldenweiser agreed and said: "I do not think the Treasury,
under the present law, could refuse to buy any more gold. That would not
in any way affect the parity between gold and the dollar. There would be
nothing in stopping the purchase of gold that would make for disparity be-

tween tho gold dollar and the paper dollar."

Senator Townsend asked: ™iould the change of price stop the pur-

chase of gold?"

Dr. Goldenweiser did not see how it would "because if the
Treasury should pey more or pay less for gold, the currency would move
with it so that the parity would continue. The Secretary of the Treasury
would be discharging his responsibility by keeping gold on the parity. He
is under an obligation to keep it on the basis of §35.00 an ounce so long
as the President's proclamation of {35.00 an ounce is in e¢ffect."

Is There Foreseeable Limit
In U. 8. Purchase of Gold?

The second gold question was: "At the present time, this country
holds §18,035,000,000 out of a total estimated world gold monetary stock
of $26,000,000,000, or 695. $ince the devaluation of the dollar and the

fixation of the price of gold at $35 an ounce, the net imports of gold have
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1. amounted to $11,120,820,000. 1In 1939, such net imports amounted to

2, $3,574,151,000 and so far in 1940 heve amownted to $383,370,000. In 1939,

3. exclusive of Russia, the world production of gold amounted to over

4. $1,200,000,000, It has inereased since we established the gold price of

5. §35 an ounce approximately $750,000,000 per year. Are there any fore-

6. gseceable limits a&s to the smount of gold which the United States Treasury will
7. purchase?"

8. Mr. Goldsmith stated: "We certainly are not going to buy any more
then the other 30 percent plus current gold production. There are many

10. people in Washington beginning to wonder whether it might not be more edvis-
11. gable to extend credits abroad than to take more gold. Perhaps this situa-
12. tion will become a leading topic of conversation, but it is not now."

13. ¥r. O*Connor pointed out thet there was & question about the

14, accuracy of the ownership by the United States of sixty-nine percent of the
15, world's gold, and believed that the percentage was probably saround 62 per
16. cocnt. Dr. Goldenweiser thought the figure slightly high -- that it was

17. nearer 60 than 69 per cent,

18, ¥r. Eccles clarified this by stating: "You have earmarked gold
19, and stabilization gold, neither of which is in the monetary stock, so

20. that with those two included, it may be 69 per cent. With them out of the
21. calculation, the percentage would be close to 62 percent.”

22, Commodity Price Level
end Flow of Gold

23, The Moderator then asked the third question on gold: "Is it
24, likely that a substantial rise in the cormodity price level in the United
25, States would tend to make gold flow from the United States rather than
26, into it, or are there other factors, such as the nced of warring nations
27, for supplies and the general foreign unrest, which are likely to induce
o8, the continued flow of gold to this country, almost irrespective of the

29, course of cormodity prices?"
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Dr. Goldenweiser answered: "I think that your question here
ineludes part of the answer. In so far as purchases are mede by the
belligerents who have to buy goods at any cost, your rise in prices would
not affect the amount of purchases that they meke herc except that they
would come to the end of their rope & little sooner. But, in so far as wo
export commodities to South America and to other non~belligercnts, I should
imagine if we had a very substantial rise in prices, there would be less
gold coming into this country, although it would continue to come."

The Moderstor then asked: "In thc light of past experience, is
the Treasury likoly to resort again to the sterilization of gold imports?"

Congressman Gifford thought not - "that it is high time the re-
verse process set in and let you and me have some gold."

Mr. Schwulst then asked: "Would such a course of action be ad-
visable from the standpoint of our banking system?"

¥r. Eccles seid: "It would be helpful to the banks, because what
the banks would get through that process would be interest bearing securi=~
ties in lieu of idle excess reserves. It would depend on the extent to
which sterilization processes were undertsken. It could only be undertaken
by the sale of securities to the banks. In other words, they would use
their excess reserves for that purpose.”

Possible Effect of
Sterilization Policy

¥r. Schwulst then asked Mr. Eccles: "From your position as one
of the supervisory authorities of & very substantigl part of the banking
system and heving your pulse on the commercial banking system as well as,
if not better, than anyone else, - do you think there would be more of a
feeling of reassurance in the minds of commercial bankers against inflation-
ary tendencies if the Treasury should adopt the sterilization policy with
respect to future gold imports in place of letting them continue to pile up

excess reserves?®
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Mr. Eccles replieds "Yes. I think banks would feel that if

the excess reserves were protty largely extinguished by whatever means, it
would neturally ceuse them to feel that further expansion of the means of
payment would be stopped or diminished, so far as the banking system is con=-
cerned."

Y¥r. Gifford then asked the Governor: "If the Troasury had the
authority now to sterilize gold?"

Mr. Eccles answered: "The Government has the authority but only
up to $45,000,000,000 at the present time, in which to increase its debt
and thus its authority would be curtailed to thet amount."

Dr. Goldenweiser clarified the discussion concerning the question
of the Treasury sterilizing gold by stating: "I think that if the Treasury
should sterilize the gold, the banks would never heve assurance that they
will not ceasec sterilizing or de-sterilizing; and for that rcason I believe
it would probably not give the banks any feeling of security. In addition,
sterilizetion by the Treasury, which has a direct effect on the reserve
position with the possibility of always changing the de-sterilization or re-
sterilization, does have the effect, - which I think would not be desired, -
of taking the management of the domestic money market out of the hands of
the Federal Reserve authorities and putting it into the Treasury."

On Circuleting Gold

Moderator Schwulst then asked the question: "Would it be advis-
able to circulate gold egein within the country, and what would be the means
of effectuating such a policy? What would be the result upon oxcess reserves
and interest rates?"

Senator Townsend answered: "I think the circulation of gold
would eventually reduce the price."

Mr. Goldsmith reflected some interesting views in Washington on
this question and said: "A number of officials wonder who would take the
gold in the first place, - who would be the 'suckers'. I think it is
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pretty gencrally the feeling here that the amount of gold which would
actually go into circuletion would be very small; that if the public wants
gold, it would be at a time when the Federal Reserve System would not want
to have the reserves reduced; if gold were available in large quantities,
the public knowing that they could have it, would not take it, so the
general feeling in Washington is thet the distribution of gold would not
help much."

Colonel Ayres stated: "In my opinion, it would be advisable to
circulate gold agein in this country. There are many different ways in
which that could be done and it is not possible to say what the result would
be on excess reserves or on interest rates without knowing beforehand which
method of resumption is determined upon."

Resumption of Gold
Standard Considered

The Moderator asked the next question: "Are there any fears in
your mind that the concentration of monetary gold in this country is likely
to militate against the ultimate resumption of the gold standerd inter-
nationally? What would be the means at our disposal of bringing about a
redistribution of gold?"

Governor Eccles commented: "I think it is rather difficult to say
to what extent the concentration of gold in this country is likely to mili-
tate against the ultimete resumption of the gold standard internationally. We
recognize that most of the gold production is outside the United States.

Of course, the British Empire would be interested in the use of gold inter~
nationelly.

"T6 say what the world will look like after the outcome of the war
is a very difficult thing to contemplate, but with reference to the means
at our disposal for bringing about & redistribution of gold, it seems to
me that we are pretty well limited in bringing it about except through the

loaning of money or the taking of a very large quantity of goods from the
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rest of the world in excess of the goods which we sell to the rest of the
world.

"In other words, we would completely hsve to rcverse our position
of having a favorable trade balance. It would be necessary to have an un-
favorable balence on & large scale for quite a period of time. If we mede
gold loans to foreign countries, they would not be able to stay upon a
gold standard even if they were put upon it, except as we were willing to
teke their goods. We would get the gold right back cgeain if we continued
to have a favorable trade balance."

Mr. Gifford said: "I want some 'hard' money in my pocket. I dis-
agree with }r. Eccles. The public wants that thard! money. Uf course,
they know it can be teken sway from them again but many people would be very
glad to hoard some of that 'hard' money." Lr. Gifford suggested thet we
take the pound sterling for the gold."

Mr. Eccles responded: "ihen you take the currency of another
country, it is simply a loan without interest."

Colcnel Ayres answered: I do not believe thet the concentration
of gold in this country will militate against the ultimate resumption of gold
standards internationally. We cannot do very much towerd bringing about a
redistribution of gold internationally. The rmost effective factor making
for such a redistribution would be an enlightened peance treaty terminating
the war and encouraging internctioncl trade."

The Price of Gold

The Foderator thon asked the next question on the Agenda: 'Would
it be inadviscble to take off the fixed price of $35 an ounce for gold or
plece an import duty upon gold? Would such action tend to curteil the im-
portation of the metel into this country?"

Dr. Goldenweiser answered: "At the present time a reduction in

the price of gold would meen primarily one thing; and that is, reducing the
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buying power of England and France in this country. Whether that is desir-

able or not depends on one's point of view, It would not for the present
tend much to curteil the import of geld, but it would meke the amount of
gold, that is in this country slrecdy or that is sveilable to belligerents,
buy less of our goods."

Dr. Goldenweiser also stated: "Of course, the price of gold is
always the same throughout the world. The ounce of gold will buy the number
of pounds or the nunber of francs that will exchange for $35; and if you
che.nge that, then the price of different currencies would chonge corres=-
pondingly. Hence, the price of gold in temms of currencies, barring re-
strictions in movement, hes got to be the same everywhere.

"If the price of gold werc reduced hore, the pricc of the dollar
would go down on the foreign exchenge by the corresponding amount. Com-
rodity prices in this country would decline sorewhat, but not as much as they
would with uneconomic conditions. There are conditions wheroby the decline
in the price of gold would hove an immediate end strong repercussion on
prices; but in view of the situation in the world, it would have very much
less of & repercussion., However, it would tend to depress our price."

The Doctor and lir. Gifford had quite & discussion about placing
tho imports of gold on & quota basis, but Dr. Goldenweiser stated: "It
would be impossible. Gold is & very movable commodity. It is the one
corriodity on which you could not effectually enforce & quota for different
countries."

Yr. Gifford: "That is thc exect answer, of coursc. e would like
o quota on Russic but she would sirply scnd it throurh other routes.”

Dr. Goldenweiser: "The gold we get from Russic mostly corcs from
other countries. The originel pre-wer Russion gold mostly went to Sweden;
then Sweden sent it to England; then England sent an equivalent smount of

gold here and you could not identify it. ‘e could not handle the gold
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1, import problem through & quots system."
24 Colonel Ayres had this to stote with relation to the effect of

3. an internationel redistribution of gold on world prices, on the dollear, and
4., on our commodity prices: "It cannot be estimeted without having aveilable
5. specifications with respect to the nature and amount of the redistribution,
6. and those specificntions cennot now be availebloe,"
7 On Stopping Gold Irports
8, Yoderator Schwulst asked: ™"ihet rcens are there at our disposal
9. of preventing the tcking into our monectary syster. of further gold importa-
10. tions inte the country?
11. Dr. Goldenweiser enswered: "Technicelly, we could just rofuse to
12. teke it, but thoet would have consequences which we probably would not went
13, to bring cbout. It would mean thet our prices would very drastiecally decline
14, end then it would mean thet Englend and Frence would be deprived of o
15, very large part of their buying power in this country. If the queostion is
16. mcant not legelly but as & matter of policy, the only thing we could
17, offectively do weould be to repcel our tariffs, to stop our exports, - which

18, we are not very likely to do - or to mcke veory large foreign loans, which

19, is not in the immediate futurc of probability."

20. lir. O'Connor then asked: ™jould you add acquisition of forcign
21, securitics?"

22. Dr. Goldenwciser: "Thet is a method of lending moncy."

23. Mr. O'Connor: "Foreig: or Arerieear sscurities?"

24, Dr. Goldenweiser: "Thet is, pay our own debts rather than lend

25, to others?"

26. ¥r. O'Connor: "Thet is right."

27. Dr. Goldenweiser: "Yes, that is another way, but I do not know

28 . thot there is very much of such securities available any longer."
Develustion of Doller

29. dModerator Sclwulst then asked the next question: ™ihat are
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the prospects for further devaluation of the dollar, and what would be the
effect of such devaluation upon excess reserves znd the interest rate level?"

Mr. Eccles did not personally think that there was any prospect
for further devaluation, stating: "lhe effect of it, however, if it were
undertaken, would be to increase excess reserves. As far ss the interest
rate level is concerned, I do not think it would have any apprecictive of-
fect upon the seuse of the excess reserves at the present time. Deposits
are already so excessive that a substentiul increase in either one or both
would have very little effect."

Foreign Deposits To Be Withdrawn In Gold

Moderator Schwulst brought out the desire of the confereces to
clarify the amount of foreign bank dcposits in this country that could be
withdrawn in gold. Dr. Goldenweiser estimoted the cmount was about one znd
a half billion dollars. Mr. Eccles suggested that this figure should have
deducted from it the emount of & recsonable working balance which would

nocessarily be maintained in the United States. He thought that the average

baloness so carried were somewhere .round six hundred millions of dollars.

"You would have to assume," Mr, Eccles comtinued, "that os long cs

we wero doing ony international business that if the world werc in a position
where it is withdrawing gold from this country, resulting in the reduction of
bank bolences, very likely it would be during & tine when the notions would
reguire a substantial working bdalincc here, In my orinion, about one cnd a
quurter billions would be the maximum that would be withdrawn."

Mr. lonston then remarked: "If it helps any, the report of the
101 Cities states that the bulk of thc movable foreign deposit fund is
$696,000,000,00."

Probable Public Roactions On Gold Circulation
The Moderator further requested information as to what the reuction

of the public might be with respect to actuaslly aveiling itself of the privil-
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1 ege of taking gold if it should be circulated againesswould any considerable
2 amount of the people avail themselves of such a privilege either in certificate
3 or metal ferm and *saltt? it awny so to speuk.
4 Mr. Mills thought thet a grest deal of such gold would be he .ried
5 not only by citizens of this country but clso by foreigners. "Gold if aveile
6 able in the United States, I think, would be seized upon by people all over
7 the worlde A lot of it would discppear out of circulation,® he said. He
8 thought it wauld amount +to between one-half and one billion dollurs.
9 Dr., Goldenwciser stated that during the bank crisis in 1933,three
10  hundred millions of 0ld was hoarded.
11 Mr. Geldsmith stoteds "I should think all the peorle who could have
12  hocrded gold in large quantities in recent years would have probably hoarded
13 it in Lendon because there the pold profit wus never confiscated, I was won-
14 2ering whethor people who really wantec tc hoard old in quentity wouldn't
15 reclly dc so in some place other than the United Statest"
16 Mr. Schwulst suggested:s "Can't those pecple now buy gold with
17 sterling ond hoard it in london if they choosef"
18 Mr. Parker: "Couldn't it be hocrded by Germans if Germcny shcould
19 win the war? Do not these charts here show that England hes no gold reserves
20 any longer?"
21 Dr. Goldenweisers "That isn't exactly right. The British oquuli-
22 z2ation fund has taken over the gold of the Bank of England, The chart does
23 not mean that England has no roserves,.,it only meouns that it does not pub-
24 licize thems The Bank of England hasn't the reserves, the Govermment has them,"
25 The Hoarding of Gold
26 Mr, lanston: "Thore was o lorge number of bills of 50 dollars and
27 over that have been hoarded, amounting to more than $3uU0,000,000," He also
28 thought that if gold were made available, there would be a fairly sizeabls

29 increcse cver the present amcunt of currency hoarded,

30 The Moderator asked Mr, Of'Connor whether he would discrimincte be-.
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1. if both were bought in the open murket.

2. To which Mr, O'Connor replieds "Yes, If we hed more monetization
3. of silver, there would bc a greater demand psychologically for gold. I think,
4, too, that given certain attitudes about tho fiscal position of the government,
5, the demund for gold might arises, I think it is incalculcble., It isn't a

6. Qquestion of & year or what you will, but the psychological attitude concerning
7o the fiscdi position of the govermment can change overnight; and thus thgre

8, would be a demand for gold from all over the world as well as from individuals
9, &and bonks in this country."

10, Mr. Eccles interposeds "Because of the dangers of inflstion®"
11, Mr. O'Connors "Anything you like. Psychologically, - the¢ fear

12, &about debt,"

13, Mr, Ball offcreds "I think +the hording might be quite considerable
14, in amounts My refloetion on that is, - the bank of which I ocm the president

15, is in the small loan business, wo find more customers who are willing to go

16. into debt than those who are willing to put money in a savings account, I
17,  +think the reason for that is the very grect uncertainty about this gold
18, question...that it is not understood by either the banker or thc customer.

19, Then there is uncertainty as to conditions abrocd,

20, I thifik there is a growing cttitude on the part of meny people that
21, twell, let us have & good time while we cun have it'; aend thus I thimk they
22, would havc more confidence in gold certificates than they would in bank

23, deposits end thus it would lead to increased hording."

24, Chart Showing Markets For Govermment Bonds

254 At this point, the Moderator requested Mr. Parker to submit o chart,
26, that appears on page % of this report, entitleds "Markets for Govermment

27, Bonds". He scid: "I submit this chart mcrely as my opinion as to the rutes
28, et which various groups or types of industrialists would be very rcluctant to
29, say the least to purchese bondsif the yields dropped below the stated levels

D@naedmréaksa%that I have drawn in heavy black line.
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1. "On the one to fiveo-year bonds, individuals, benevolent societies,
2. colleges, hospitals and small insurance companies would not buy such govern-
3. ments if they yielded less than 2%; small commercial banks and pension funds
4+ would not invest in less than l%%; lerge insurance companies and savings
5. banks would not suprort such govermment issucs ot less then l%%; fire and
6. casuclty compcnies at less than 2%; and large commercial banks at less than 1%.
Te "On the five to ten-year maturities, the first two groups would not
8+ support the issue at less than 2%%; the smcll commercial banks and pension
9. funds at less then 2%; the lorge insurance compcnies and savings banks ot less
10, than 2%; fire and casualty companies &t less then 2%%; large commercial
11, bankslii% less than 1-3/4%.
12, “And on meturities of over ten years, the first two groups or types
13, of investors would not support govermment issues at less than 3%; the next two
14, types would not support the issue at less than 23%; large insurance componies
15, ond savings bonks at less than 23%; fire and casunlty companies at less than
16s 3%; ond largaAcommercial benks at less than 23%.
17. "On the right side of the chart are the yields that should sttract
a8, investor support ranging from 3% to 13% for the one to five-year maoturities;
19,  from 332 tc 234 for the five to ten-year maturities; and 3%% to 2-3/4% for
20.  the maturities of over ten years.
21, "As I understand .it, the Moderator is asking that you use these as
22, a guide to your own viows as to whether we cre or are not on 2 non-sconomic
23+  1level of interest rotes,”
24, As oxplained in the first part of this text, the chart indicatos
25, an incorrect basis for social scourity, but it wes made cleor during the
26, discussion that the Secretary of thc Treusury ecan nowgo into the market und
27«  buy govermments ot any yield,
28, Mr. Lonstcn stated; "It is more or loss obligatory cn the secretury's

29, purt to go into the opon market with the funds available from sociul security
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1. whenever the market goes below the preovious month's yield."

2, Govormments Influencing of the Money Market

3. The question wans askeds "What means are availeble to the Governe

4. ments, between Troasury, Federal Reserve System and Govermmental agoncies to

5. control or influencc the monoy market?" To what extent can that contrcl or

6. influence be exercised? To what decgree is there uniformity of action or

7. coordination among these various bedies?"

8. Governor Eccles answeredsy “The Treasury is linited by the statutory
9, debt linit of $45,000,000,000 in its ability to sterilize the oxisting excess
10. reserves or what our incoming gold moy add to it,

11, "On the other hund, the Treasury did increcse excess reserves very
12, matericlly by the use of the stubilization fund to puy Govermment expenses in-
13, stead of borrcwing, To that extent the deposits of the banks and the excess re=
14, serves would be increused to the degree that the Treasury used the silver
15, profit,
16. Tho deposits in excess reserves could likewise be immecdiately increas=
17. c¢d by about $1,500,000,000 to the extent the Trezsury uscd the power given it
18+  uncer the Thomas amendment to issuo $3,000,000,000 of currency for the puyment

19. of eXpenses. Instend of borrowing, they could likowise increasc deposits eand

20s  cxoess roserves. Thusthe Trecsury, on tho influticnery side, has power to

21 increasc exccss reserves and deposits about $6,500,000,000 without any further

22, aquthority. The deflaticnary side is almost non-existent at the present time.

23, "The Feleral Reserve has the power," continued Mr,. Eccles, "to

24,  decrcase cxcoss roserves by the scle of existing portfolio, a little over

25, $2,400,000,000. The Board also has the power to increase resorve requirements

26, by one-seventh of the existing requirements. This would be about $1,000,000,000,

27, In other words, the Board!s power is limited to $3,000,000,000 or

28, $3,500,000,000,"

29, With rolation to industries, Mr, Eccles said "the Treasury cculd ree

30, duce their balances with the Feleral Rescrve System which are running about
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1. oight hundred million, It could further reduce them to « working balance of
2, around one hundred million anc thus further increase excess reserves by such
3, means. 80, instead of §6,500,000,000, it would be over $7,000,000,000,

4, On the inflationary side, the power of the Reserve System is almost
5, unlimited, It could decrcase the reserve requirements by close to $3,000,000,000
6., Wwhich woulcd add to cxcess reserves and not e¢ffect the depositse Nevertheless,
Te excess reserves would be increased by that mmount.

8. The System could also go into the market cnd purchase Govermment

g, Ssecurities to almost an unlimited amount and thereby incrense excess reserves,
10. Of course, they would purchase such accounts by credits, using all the geld
11, to reserve ageinst thosc accounts. Their limitaticns would be only to the

12, extent that Govermment bonds held would cover 60% of reserve requirements.,

13, Gold would cover 40% of the requirements. Until the depcsits, currency cnd

14, circulation equzlled 35% in one instance and 40% in the other; until they were
15, down to that point with the gold covercge, they could continue to buy Govern=-
16, ment bonds because such bonds could meke up the difference betwesn the gold
17, covercge and the 100% coverages"

18. Degree of Coordinction Between Government Agencies

N\

19. With respect to the coorcination of the activities and policies of the
20s Treasury and Felercl Reserve, that is to what degree he thought there wos uni-
21, formity of cetivn or policy or coordination betweon the ideas of the two great

agencies ofGovermment as they moy affect excess reserves, moncy rates, etc.,

22,

23, Mr. BEccles stated:s "It doponds entirely upon the issueses There hove been

24, differences, of course, with rcference to policies,--that is o question of

25. public knowlcdgee The question of coordination, of course, would be depend=
26. ont entirely upon <the possibilities of cgreement as to policy. It is

27, naturclly like cny situation where there is a2 cdivided cuthority. It resclves
28, itself into quosticns of individual points of viow.

29. "At the present time, the Trecsury in its powcr with reference to

30e purchase of silver, and othor powers which I havo enumernted, as I have stated
Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



1.
2.
S
4,
Se
6o
Te
8,
9
10.
11,
12,
13,
14,
15,
16.
17.
18,
19,
20,
21,
22,
23,
24,
25,
26,
27,

28,

29,

Digitized for FRASER

http://fraser.stlouisfed.

45

before the Committees of Congress, hos not o grester power in influencing
the monetary pelicy than does the contral banking systen.

"Phe Systom's power is very, vory smell and limited, I hgve said
that thc central banking system as for some time been not much more, so faor
as its actual cuthority is concerned, <than thot of o glorified trunsit
departmeont,."

To the question "In what way does the financing of govermmontal
deficits affect the money market?", Dr. Goldenweiser respcndeds "So fur as
direct influencs is ocncerned and in so fur «s Govermment securities are
bought with bonds, the deficits increase deposits und absorb excesses because
it serves to increase resorve requirememnts,

"So far as Govermment borrowings from the market and not from bonds
may be used, it dces not affect the situation, That sums up the direct in-
fluencc. With relation to the indirect influenoces the effect on the public
growth or diminution of the cebt, that is not susceptible of a positive state;
ment beenuse it is debatel, In my own opinion, it has had very little influence
of cny kind,"

Sale of Bonds In Open Market

To the questicn on "On the basis of the rocent budget sutmittcd by
the President, to what extont will the Treasury have tc sell bonds in the cpen
nerket Curing the next fiscal yeur", Mr. Dovine remarked: "The President! s
estinate is tcu big and the new tex progrom is supposed to collect™
$460,000,000 and Baby Bonds will totel cpproximately §1,000,000,000, with
Social Security receiving another $1,000,000,000, so we will be &ble t. retire
$3,000,000,000 from the markct,

Aside from that, I do not believe beotween now cnd December the Government will
have tc cnter the narket,

"This, of coursc, is clso predieated on the Treasury roceiving o

good portion of the budget of { 700,000,000 to be gedéived from
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l. ©Pedernl agenciess I do0 not believe the receipts will be as much as

2, §$700,000,000 to be collected by >

3e ghe egencies; hence, I think if it does not work out as the President!s

4, budget propcses, the Treasury will come in the market next December for

5¢ $500,000,0004"

6e Mr. Ianston stateds "Unfortunately, for the answer to the question,
Te Ybetwcen nowand the end of the fiscal year 1941, we will have & Presicdenticl
8, clection and the estimates of the present encumbent mcy not conoern the new
9, President, so 1 think if we got beyond November in our estimates, we really
10. have to gauge the prospects of a change in the administration next November."
11. The Moderator then suggested: "Assuming that Mr, Roosevelt will
12, consent to be renominated and is re-slectod?" to which Mr. lLanston respondeds
13, "Wo mey expect in the next fiseal year a deficit to be made by an increasc in
14, the public debt of §1,700,000,000, In order to moet this, the Prosident has

15, about $1,000,000,000 in trust funds from Social Sceurity available to him in
16, ‘that fiseal yeare Hence, he would require & total of $700,000,000 of procceds
from the sale of Boby Bondse There is & prospect of raising the money from

17,
18. this sourcc.
19, "There were large scles of Baby Bonds effected in December and

20, Jonuary but this resulted from purchases by various pension funds under a

21 loop=hole in the Treusury!s wording of regulations. Such szles, however,

22, have, since January, been stoppede In the fisecl year 1939, the scles of Baby
23, Bonds were $691,000,000,"

24, If such sales continue to increase, as they undoubtedly will, then
25, I agrec with Mr, Devine that not only will the said $1,700,000,000 of deficit
26, Dbe met in part by the §$1,000,000,000 Socicl Security trust fund, but it

27, would be more than met by sales of Baby Bondse Then you cre faced with the
28, problem of retiring debt on quarterly periods, assuming sgein that overything

29, works out right."
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Mr. Currie suggested that Mr. Lanston "Had made a rather cryptic

remark to the effect that the 700,000,000 agency repayments would not work
out in the next fiscal year.," This was clarified, however, when it was
pointed out that the agencies would have from July to July to collect and both
Mr. Devine and Mr. Lanston agreed that there would be a good chance for the
agencies to obtain the §700,000,000,
$ 700,000,000 Agency Repayment Problem

Mr. Goldsmith then said: "Mr, Jones, at a secret meeting of the
Senate Banking and Currency Committee, was reported to have said that
$65,000,000 of the $700,000,000 was to come out of the Home Owners' Loan
Corporations Now on that particular agency repayment item of the budget, I
gathored that if the H,0.L.C. continues to sell real estate at the same losses
they have been incurring, they would have no capital left, so I am wondering
whether that particular source will be available when the facts are disclosed
in the Byrd Committec report concerning losses on real estato,"

Mr, Currie questioned Mr. Goldsmith's information.

Mr. Lanston introduced another points "It is not a criticism of
the administration to ststc that every party before an election has certain
political obstacles to overcome and it would be possible, in the case of
agencies such as Federal Suvings & Loan, F.D.I.C., and perhaps Commodity Credit,
R.F.C., eto,, to pull down the capital authorized through repayments, whether
or not it means, cs Mr, Dovinc seys, thot the agencics sell the bonds in the
market. Hence, expenditures would bec reoduced under such circumstanoos,
but that serves the purposes, Of course, aftor clection you have cight months
still remoining in the fiscal year. Circumstunces muy change so thc capital
mey be plowed back aguin or the next President may edd to his cxpenditures by
rcbuilding the capitel of the agencies, so it roglly is « mezns of juggling
figures,"

Mr, Currie took exocption to this and saids "I do not think it is

quite os bod «s you put it - that way of juggling figures, becausc & good
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1. deal of it will come, as I understani, from thc Fe Ce Ae You 160k through

.

e A { '
2, those various agencies in thf Farm Credit and you will find they are/?—-gree-s-ty

4

3, oOverccpitalizede Thoy are A holding millionsof Govermment securitiese

4. "From yourpoint of view, the sale of thcse securities will be the
5, same asthe sale of securities by the Federal Treasurye Henge, I think this

6. Qquestion might be rewarded because some of the §700,000,000 receipts will be ?rﬂ"*v

qalen T3 e
’\either guaranteed erf direct sades—ef Govermment securities by these agenciese

8, Bowewer, some. of these-ageneies—are grossly -cverscupitatized,”
9 On the questicn of Mr. Gifford concerning the probability of receipts

Te

10, fr.m the budget of $700,000,000 from agency repayments, after considerable

11, ocomment by the conferees, Mr, Devine saids "I stated there is « possibility
12, ‘then that the Treasury may get the emount during the next fiscal year. I

13, Was under the misepprehension that it would be necessary for them to sceure it
14, Dbetwoon now and Junel"

15, The Moderator then asked Mr. Gifford: "What are the prospects for
16, reducing govermmental expenditures and increased taxation? Is the debt limit
17, 1likely to be raised during the next fiscal yearf"

18, Mr. Gifford®s prompt answer was "No."

19, To the question "What wiuld be the effect upon meney rates and bond

20e priccs of dur being drawn into the warf®, Mre. Eccles stateds "That depends on

2. e number of factorse. Naturally, interest rates is one of them. If wc were
2?' ¢rawn into the war, interest rates wculd go upe It does not necessarily need
23+ to happen, howevere I think it would because I ¢o not believe we would es-
24. tablish the type of taxes that we shoulds War has the effect, of ccurse, of
265. greatly increasing govermmental expenditures. For overy dollor of such ex-
27: penditures mude, some people think private capitdl would cease to be cxpended,
2. but I do not think that would be truc,”

Financing A War
29, The Moderator then suggesteds "We could finance the war with these
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excess reserves, couldn't wet"

To which Mr. Eccles r espondeds "You ocould finance the war withe
out any further credit, in theory at least, We have far more money already
in the form of deposits and currency than we ever had during the World War.
Our ceposits today in currency are almost double what they were at the time of
the last World War. Therefore, sc fur as more bank credit is conccernsd with
which to finance the war, in my opinion we would not neod such oredit if we
would use that which exists., The wor could be financed by the use of existing
funds withcut an increase in intere¢st rates if we put on enough tuxos and if we
took awny the profits that accumulate a& a result of ware I do not mean to
convey that the authorities would do this, but I am just saying thot it could
be cone,”

The Moderator then askeds;: ™AWould you approve the use by the
Trecsury of long-term, non-market securities, similer in type, for examplo,‘to
sovings bonds == which securities would be issued to savings banks, insurcnce
companies and similar holders? Would you approve of the issuance of poerpetual
obligations of the type of British Consals$"

Mr, Morss answered this questiong "I suppose if cny savings lLank
took such offerings they would be putting themselves, so to speak, in hock to
the Govermnment. You say here they would be non-marketcbles I think of the

questicn from the savings bank point of viewe I co not know w:ether ¢r not it
would bo desirable frcm the Goverment pceint of viewe I should think that any

institution would want a considerazble higher rate to put itsclf, so to speck,
in hock and that the Govermment might be ablo to finance itself more checply
by granting full merket privilegcese

"As to the maturity being perpetual, it is only psychologicals A
thirty or forty year bond comes closc to being perpetual but the psychclogy
is such that I think they would wait until the situation is a little bit

less uncertain to +test the psychology,"
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X Mi; Emory oagreed with Mr¢ Mores.

24 "Mrs O'Conncr interposeds ™“Before you leave that question, I think
3, it would be very interesting for some group to consider ct some time the

4, feasibility of &-namwmoturpitxp@on~-interest bearing security rolated to tho

5., required reserves of banks. The banks obtain no commissions in this country
6, for the scle of government securities. We have a public policy which requires
7« the maintenance of roserves. I would like to see the non-market proposition
8o limited to the roquired reserves of banks so that the Govermment, in effect,
9 Would be saying that the interest rate would be determined on the highest
10, Govermment rote of the year, but not on a subsidy busis. I believe this proe
11, blem is going to arise sericusly,"

12, Possibilities of & "Run"

13, To the question "Is there danger in building up a large potential
14, demand liability in the form of Baby Bonds? Under what circunstances do you
15, think a 'run' might materialize?", Mr. Benscn stateds "The holder can dem:and
16, his money on these bunds, but I cannot conceive of there boing a run on them
17, country-wide where reople generally would lose confidence in Govormment

18, ©Obligations and seek to cash in on the bondse. Should there be a boom in the

19, stock market and the holder felt he could get more money by going inte the

5 stock market, r° . __ y, might apply as true tc some of the holders, btut not
Oe

21, to a very large majority of them, in my opinion,"
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1 Mr., Devine stated in answer to this question: "I think the inter=-

n

est rate is so attractive that it would take quite a business boon and quite
an increase in rates before there would be an attempt to sell a 2.90 per cent

security."

[< B S 4

Mr. Lanston interposed: "If you hold the savings bond for two or

6 three years, the rate at which you can turn it in is much lower. For example,
7 if you hold the security for three years, you would give up 3.25 per cent,

8 not 2,90 per cent. If you hold the savimgs bond for seven and one half years
9 and then turn it in, you give up 4.25 per cent for the remaining two and one

10 half years."

11 Expansion of Commercial Loans
12 Improvement in General Business
13 "Commercial loans of member banks show a net increase of approxi-

14 mately $500,000,000 since early in the Spring of 1939 and have reached a

16 +total of $4,330,000,000, In the previous business expansion of 1936-1937,
16 the total expansion from the lowest point to the highest point was approxi=-
17 mately $1,700,000,000, Can we expect or should we meke plans for an expan-
18 sion during the year 1940 of as great an smount from the present level to

19 the peak of total loans or equal to the total expansion seen in the previous
20 period or greater? In short, is it likely that excess reserves may be

21 materially drawn upon to meet the requirements of an expansion of business?"
22 In other words, arc commercial banks likely to sell Government

23 Dbonds to meet an expanding demand for commercial loans?

24 Mr, O'Comnor answered: "As to the likelihood of it occurring, I
25 have very grave d oubts. It depends, of course, to some extent on decisions
26 abroad that we cannot infduence by any policy of ours,

27 "If the Western front decides to risk the loss of a million lives,
28 particularly England and France, or an attack from Germany tekes more men out
29 of production in factories and farms and mines, it mekes more demand on the
30 British Empire and more demand upon us, that would certainly influence our
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economy. It would constitute a decision which would be beyond our control.

"Looking at the question domestically end assuming no such happen-
ing abroad, I doubt if the expansion would be very great. Generally, I
would say that most of the commentators about the prospect of an increase
in demand for commercial loans ought to look at the Candian record.

"It is very interesting to me to see a banking system, or nearly
as strict a banking system as I can think of, where the line for business
production goes down, the line of commercial production goes up, and the lag
is still 16 months to two years on the rise of commercial loans. Of course,
if there was substentially increased production, there would be a consequent
demand for cormercial loans, and hence some increase in excess reserves.

"I do not see any selling of Government bonds entering into the
picture. There is no prospect of re-discounts where there are excess re-
serves, 1 think banks learned how to be wary about turning to the Goverrment
bond market after the Viorld Wer. Even in small institutions a comparatively
large sum of money was lost. No, I think the banks, taking it by and large,
would be scared to d eath to sell Governments in order to expend their com=-
nereisl loans."

Colonel Ayres stated: "It seems to me quite improbable that com-
mercial loans of member banks will increase by anything like §1,200,000,000
in 1940, It seems quite improbable that excess reserves will be materially
drawn down to meet the requirements of business expansion this year."

Effect of Possible
Entrance Into Wer

The question was then asked: "“If we actively participate in the
wor, what are the prospects that substantial commercisl and governmental
credits will be extended?" Also, whet do you think Congress mey do in this
connection?"

Mr. Gifford promptly stated: "We are not going into the war,

Every Congressman and every Scnator has pledged his constituents thet he will
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not send & boy to the European war."

Wheroupon the Moderator suggested: "But let us assume, for example,
that the Allies arc apparently getting the worst of the situation over there,
and cssuming we do not go into the war, are we not likely to find a way to
lend even in spite of the Johnson Actt"

To which Mr. Gifford said: "No, we are not, We are so frightened
thet we are having difficulty in lending Finland."

The Moderator then asked: "Will American manufacturers borrow
to invest substantial amounts in additional plents or production of war
materials for the United States or belligerents? To what extent do you fore-
see American industry in general centering the capitael market for new finance
ing?"

Mr. Parker angwered: "I do not believe that the primary suppliers
of war materials would borrow any money to build plents, but the business they
throw to secondary people who mey not be able to recognize the source of their
orders may result in some additional lending to that type of borrowing. .

"To the second part of the question, I do not see any hope, at the
moment, of American industry in gencral entering the capital market for new
financing during 1940,"

lr. O'Connor had no substantiel difforence of opinion with Mr,
Parker.

Mr. Parker added: "American industry would entcr the capital
merket substantially if there were certain changes in Government policy."

Will Therec Bs Advance
In Cormodity Prices

Mr. Schwulst then asked: "Should we allow for an advance in come
modity prices at least equal to the lcvel tha t existed in 1936-19377 To
what extent do you think we may expect an sdvance in commodity pricest”

Colonel Ayres did not believe there would "be an importent advance

in wholesale commodity prices this yoar."
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Dr. Goldenweiser stated: "I think that prices of different com=-

modities will go up very definitely. Agricultural prices are not likely to
advance. Some industrial materials will go up and if you want to refer
to the average, it is likely to go up slowly this year, but not anything
like as high as it was in 1936 and 1937,"

The Moderator then asked: "Can savings banks safely reduce the rates
of dividend paid on deposits?..sCan Insurance companies safely lower dividends
to policyholders? Or Increase premium rates?"

Mr. Benson answered'"No" to both questions, but he regretted that
interest or dividend rates ha d to be reduceds He thought they could safely
reduce dividends but did not think they should for any lower rates than those
prevailing are an adequate return on capital."

Mr. Ihlefeld agreed with Mr, Benson. So did Mr. Morss and Nre
Emory. Mr, Morss thought such reduction in dividends should be avoided until
it is impossible to continue the higher rate. Also, "on the premisc that we
havc so much more competition now than we used to have."

How Low Can
Bond Yiclds Go%

The Moderator then prescnted the next question: “How low can bond
yields go before Government bonds simply cease to be an attractive investment
to commercial banks, savings benks and insurance companies, with due regard
to the maturities which are acceptable to those types of investors?"

Reference was made during the discussion of this question to the
chart referred to herein entitled "lMarkets for Government Bonds."

Mr. Ball answered: "I can only speak from my experience, represent-
ing a bank of about $80,000,000 in deposits. So far as we are concerned, the
Bituation has reached that point now for several reasons: The first is that
we have not learned enough to see through the gold problem. There are many
other monetary problems we do not feel we are acqua inted with, There are

conditions abroad we are very much disturbed about and therefore we have been
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meking every effort to increase our earnings from other guarters outside of
the investment ma rket, so it is possible for us to take a position in the
Government bond market of maturities of not more than five years.

“Poday, we have §$23,000,000 in Governments, most of them maturing
within five years., We have over $27,000,000 in cash and about $30,000,000
in loans. So long as we can earn our dividends, or first write off these
loans that Mr. Eccles! exeminers force us to write off, earn a reasonable
amount for dividends, we do not carc about the rest of our earnings and we
will maintain as short a term as possible,

Mr. Holton declared it as his opinion that: "Govermment bonds
are always going to be a very attractive investment for us to buy but I do
helieve that if present rates continue, we are going to buy short maturities,
as Mr. Ball has saide It secms to nc, eventually, there is very little
difference if Government bond levels rcmain-as they are today or we are
forcod to reduce our dividend."

Mr. Ihlefeld contributed:s "I should say that Government securities
will never coase to be attractive. I think the United States Treasury has
in its power to get all the financing which the Government needs. It can just
about dictate the rate it will pay for that financinge In an extreme time
I think the Treasury could offer alternatives for financing means that would
make Governmont bonds comparatively morc attractive, irrespective of yield,
due to the inflationary powers they could use should we run into any kind of
buyers' strike."

On 256 Year Meturities

The Moderator asked: "“Can trustees justify the purchase of 25 year
Government bonds to yield less then 23 per cent to maturity?"

Mr, Ihlefeld answered: “At the present time, no, but trustces can
justify en investmont in the light of existing circumstances."

Mr, Benson answered: "No. It would bo very unwise for trustces
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to go in for 25 yoar maturities at less than 2% per cent,"but Mr. Morss®
answer was a bit varied, YWe have a trustee law in Massachusctts that permits
the purchcse of such bondse The pressurc of beneficiaries for income,
plus the law justifying trustcces in meking the purchesc, would combinc to
assure purchasing such a bonde Whon it comcs to savings banks, the rcason
is very practicals It dcponds on our own carnings. We would, of coursc,
resist ns long os wo could, but evontually ve would buy unless, of coursc,
the reletively othor investmonts were bettere"

Mr. Bmory thought thc cnswer to the question depended on the roe
lation of the¢ yicld on such Govermmont securitius to other investments,

The consensus of opinion was that if money investments werc to all go
down togother, a 25 year maturity may be sold ot loss than 2%-pcr conte

Mr. Parker %“fclt they would both go down together, with the
immediate short term bonds up to five years probably losing helf as much as
the long torm bonds."

Dr. Goldenweiser agrecd with Mr, Parker, but slightly difforcd with
the second part of his answer snd said: "I am inelined to think that the sell-
ing wave would probably affeet long torm bonds first as it hos on tho past
two ocersions of selling waves. I think, however, that thc question has a
protty far-foctehed hypothesis. In tho first place, Mr. Gifford scid woe arc
not going to cnter the var; and in the second place, it is not neccssa;y that
if we do, there is going to be a sclling weve, so there arcv two improbeble
'if's'e Beyond that, your answers nust become quitc hypothotical.f

Short and Long Bonds

The question was askeds "In the ovont of business exponsion, would
the banks scll their short Govermment sccurities and would this be o tip-ff
to holders of long bonds that tho prices of such bonds might likowisc shortly
bo depressed?"

Mr. Dovinc thoughts "The inclinction is to soll long bonds first.
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I om inclined to fecl thet peoplc would morc gquickly get out of long term
bonds. They arc wetching those bonds o little eloser todey since thoy arc
ncer thoir high prices. It was an unusucl circumstance thnt the short term
Governments started thoir decline somewhore around last October and the long
terms did not dcelinc until Fobruary of this yoer, but if we have an cxe
pension of commercicl loans, accompanicd by increuscd reserve requirements,
it would bc good judgment to scll long bonds first."

What Con Change
Budget Picturc?

The Moderator then asked: "Let us assume thot & conscrvative is
nominctcd for President by both perties at the fortheoming conventions and
that the level of interost rates is not at that time nmetoriclly chonged from
what it is today?" The first guestion under thot sssumption is tWould
chences favor a decreascd supply of Govermments and a better outlook for a
balanced budgot?®

Mr. Lanston answored: "I do not think that anyonc beconming Prosident,
rogardless of who he is, whether it is lir. Roosevelt, or soncone elsce, is go-
ing to bring about any immediate chenge in the budget picture. In the first
place, it is o tremendous Jjob to understand. It tekes timce You camnot
uproot the soeicl and cconomic philosophics which the Governrient hos cpplied
for cight yoars, mercly by cn elcetion,"

Lgoin cssuming o conscrvative is nominated by both pertics, the
Moderctor ssked:  "Woudd institutional investors be thinking along the lines
of further building up or of deercasing their totel Government holdings?™

Mr. Benson stateds "I belicve institutional investors will
hesitate to deercase their holdings until other and perheps morc profitable
investments arc available."

lr. Morss thought: "From a practieal light, I do not think that
savings banks in Massachusctts would changc their policies very much bascd

on an clections Thoy do what thoy nust do in order to pay the dividond,"

.org/
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Effect of Big
Business Expansion

Undor the same assumption, thc Moderstor uskcds "iould possible
big busincss oxpansion, development of loauns, &nd conscquent inflationary
effcets tend townrd tho taking of profits in Govermmonts and reduction in
total holdings?" ind asked tho conferecs to also consider in comnection with
that question - "Or would little matorinsl change occur, assuming intercst
rates like those now preveiling, would actual buying or seclling depond on
whother bonds were cvaileble at rates which yiclded & profit over the cost
of the moncy?™

Mr. Ihlefold stated: "I think !ir. MNMorss indieated that the problem
should be looked at rrom tho standpoint of the individual banks in the light
of thcir coerning roquirements.s If such institutions found there were bettor
opportunities in other ficlds of investment und good bonds were aveilaeble with
desireble meturitios, the institutions would probably shift from Governmonts
to other investments. This would not be done for thu scke of taking profits,
but in order to inercase their ' income return.  However, the attitude of the
individucl bank would derend on its own courage or judgment, &s the cesc ney
be, in toking profits o gainst & fubure recmployment of their funds on a
basis of thc return which, togethor with the profits, would work out well for
theno"

lir. Holton remarkeds "I think the answer to thc queustion would de-
pend considerably on what caused the business expansion. If such cxpansion
come from incrcased business from belligerents, I would not say there would
be much cffecte However, if tho cxpansion camc from & roal pecec that would
develop honest-to-God business expansion throughout the country, I boliocve it
would have & diffcrent offcct,

fgain cssuning that a consorvetive is nominated and clucted, the
lioderator asked: "Would the feeling bo that Baby Bond scles cud procceds from

trust funds (Social Sccurity) would provide the necded cesh from then on?"
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1 The Moderator interposed that the question would naturally concern the Gov-

2 ermnent budgetary requirements.

3 Mr. Morss thought: "There would be an increased feeling that

4 tnew cash offerings would be mininized by the Treasury.!' Therefore, there
5 would be more confidence in securities held."

6 Mr. Schwulst asked Mr. Gifford: "How soon, in his opinion, the

7 budget would be balanced?" He answered: - "Thet depends wholly on the elec-
8 tion. I would like to remark that a conservative Democrat told me last
9 night tthat if a conservative were elected, the trains would be very full

10 out of Washington.'™

11 Restoring of Confidence

12 The question was posed: "If institutions such as savings banks

13 and insurance companies by some neans hove their confidence restored, what
14 nmnediums of investment are open to them through which they can more actively
15 employ their funds at rates that will meke it a good business operation?"

16 Mr. Emory answereds "As for as life insurance componies are con-
17 cerned, I think that the effect would be largely in the rate of roturn they
18 would obtain on the new investments. There might be some increased activity
19 toward buying industrial bonds and perheps the underlying obligstions of

20 reorgenized ronilroads. Aside from that, however, I think it would be mecrely
21 o prospect of a better return on funds available for investment."

22 The Moderator assked: "Would chances of decressed spending and

23 reduced purchasing power in tho honds of the consumer be offset by increased
24  businoss confidence and restoration of purchasing power through reemploynent?"
25 Mr. Bccles enswereds "Certainly. At tho present time it would

26  ha ve thc opposite effect. That which crentes omployment is torders for

27 goods' and assurcdly Government expenditurcs, whether on the basis of o

28 balenced budget or otherwise, docs provide purchasing power. We have

€9  found that forcigners buying goods in this country with gold, provide pur-
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1 "chesing power. Furthermorc, any type of Govermment oxpenditures; for
2 example, public works, would providec purchasing power."
3

¥1ill Decreoasod Federal
4 Spending Bring Confidence?
5 At that point the Moderator further explained the question by
6 stating: "Governor Eccles made it plain that the Government's power of

7 spending has created purchasing power in the hands of a large section of

8 consumers. If the Government stops spending and that source of purchasing
9 power is decreased, do you think it would be offset by businoss confidence
10 being restored and thus businecss employing more pcople, resulting in the

11 distribution of purchasing power in such manner?"

12 Mr. Benson remarked: "I do not think increascd businoss confi-
13 donce will come through decreased spondinge. It is more likely to come

14 through a general feeling that the Governmont will not interferc with pri-
15 vete business end initiative as much as it has in the recent past and that
16 this private business and initiative will be encouraged; that taxes will

17 be reduced; that the investment of capital will be encoursged. Hence,

18 through private investment md ronowed business confidence, in my opinion,
19 therc will be reemployment through & rosulting increase in business activity.
20 This procedure has built America, over a century end a half, to the greatest
21 country in the warld."

22 r, O'Connor hed this to say: "“If t'decreased spending' in the
23 q uestion meens Govermment decrocased spending, I am on oxactly the opposite
24 sido to Governor Eccles. I agroe with lr. Benson that we rust put priwate
25 resources cnd cnergies to work. They arc so much greater than anything the
26 Governnment cormands by the orderly process of borrowing or taxing, that

27 Governnent spending is insignificant by comparison."

28 Mr. Ball thought "that privete protoection would reemploy workers
29 to more than take up any loss of purchasing power distributed through

30 Government spending."
Digitized for FRASER

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



10
11
12
13
14
15
16
17
18
19
20
21

22

=590~

The Moderator than askod Govornor Eccles: "Would the elcetion
of a conscrvative give impctus to granting tho Federal Reserve Systom power
to put on brakes more effectively than it has tho power at the present time?"

After an effort to define a "conservative" in which the Moderator
used Sccretary Hull as on cxomple, Mr. Eccles thought "thet the Government
in power has not very much to do with such a situation. 4&s a natter of
fact, the presont administration was favarable to getting power to inerease
rcserve requircments in whatever a mount was nccessary in order to cktine-
guish thom. However, it was the bankers thomselves, the conscrvatives, that
preventcd tho Resorve System from having the power that was needod.

"So, if baenkers are considercd 'conscrvative! (and we judge by
the past) and should we get a 'conscrvative administrator!, I would soy
there was no charce, based on that pa st expericnce with the Reserve Systen,
of getting power to increase rcservo requircnents. If a tliberal! is in
office after the next elcetion, also based on past cxpericnce, I think there
would be a very good chance to get the powor."

Should Practice Be Stopped
of Podding Subscriptions?

The Moderator then esked several technieal questions dealing with
the marketability of Govornment bonds. Under the first question, he asked:
"Is it desirable to stop the prectice of padding subscriptions? What steps

could be teken to stop the padding of such subscriptions?"
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¥r. Gilmertin snswered: "I cannot see sny purpose to be served
by the padding of subscriptions other than the foct thet perhaps it affords
good publicity at certcin times. I think the prectice should be discon-
tinued. The important feactor, however, is the second part of the question =~
thow to discontinue it?!

"I do not think I hnve any solution, but would offer & few sugges-
tions for further study. In the first place, I think the method in which
the banks cnd insurcnce compenies are permitted to subscribe could be
chenged so that insteed of being cllowed to subscribe to either the nmount
of their cash on deposit or & proportion of their cash on deposit, or &
percentage of their copitnl and surplus, some other unit consistent with a
particular issue of Government bonds might be used as & measurs.

"Further, insteed of & 10 per cent deposit being required on the
part of others then banks, I believo that the percentege of such deposit
could be raised. Porhaps, errengements could be made for thc immediato
dclivery of bonds against cash snd thus evoid the 15 dey lapse pcoriod between
announcement end delivoery.

"I think legitimete doelers engaged in busincss, not slone thosc
considered on the list of rccognized declers , might be giwven cn allotment
instend of & subseription, based upon fectors such ts their capitel, their
distributing ability, and their volume of transactions. Also, some form of
penelty may be osteblished which would deprive ther: of thc privilege of
sllotment for, let us say, a period of ¢« yorr, if they engagced in the pree-
tice of trading in sllotments or trading in rights. This, in my opinion,
would discourage such prrctice tnd thus eliminctc os meny s possible of the
powcr end simplc frec rides."

Er. Devine romarked: "I do not think the privilego is usod by

banks as much es by individual security firms. I believe thc Federal Reserve
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hos made some progress in curtniling subscriptions. I understand there

is in process an idea that henceforth benks will agree not to sell their
subscriptions until the subscription books &re closed. Such a procedure
would help. Moreover, the dealers have cgreed that they would not trade

in new securities until subscription books are closed. However, the biggest
fector under this question is the problem of scrutinizing individual cor-
porations and security houses that paid their subsceriptions. I do not be~
lieve that the situation is abused by the banks at all."

¥r. Lenston stated: "I do not think there is cny excuse for over-
subscription. It is true that it mekes it successful. This racket can be
stamped out by the Federsl Reserve and the Trecsury."

The Moderator then asked: "How lerge con the Federal debt safely
grow?" It is scid thet we might go considerably farther then we hove up to
this time in discounting the future growth of the country end therefore the
ebility of the country to "grow up to" a Government debt structure expanded
far beyond its present proportions. Do you subscribe to the economic sound~
ness of this statement?"

¥r. Eccles stated: "It depends, it seems to me, on the extent to
which the debt is tcken by private and institutional investors and commer-
oinl banks. The only danger is an expansion of credit, whether it be public
or private , is the inflationary effect of it. Further, one can be in-
fletionary to the extent that they are brought ebout by an inecrecse in the
meens of payment in the hands of those people or corporations who expend the
funds.

"Government debt, to the extent that Govermment debt is purchased
out of idle funds in the haonds of individuesls or corporations other than
commercial banks, considering such bank funds &s excess reserves, there re-

sults only a putting into circulation of what otherwise are idle funds and
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hence constitutes no burden upon economy.

"The burden of interest thet we speck ebout, is not of itself =«
burden if the debt is held within our own economy, bectuse the interest
which is paid also goes back to the economy ns & whole, increases income,
and therefore increnses our obility to meet texes. A very different situa-
tion is crected if the debt is held outside of the country."

How High Cen Our Government Debt Go?

The )Moderator then posed: "Did I understend you correctly,
Governor, to say that it mcde no difference how high the Government debt
goes if the debt wes held within the country?" Ccn it go far beyond what
it is now?"

To which Mr. Eccles replied: "Oh, yes, for beyond thet. I am not
scying that it is desirable for the reason thuat Government debt often does
not result in the same character of increcse in wealth thet possibly private
debt may result in. No Government would choose the Government debt pro-
cedure but it is a question of alternntives.

"A Government increases debts or deficits due to an economic or
social condition thet it is confronted with. Thus it becomes & question of
alternatives os to whether or not the state of the economy is such as to
be cble to incroase texes adequately to get idle funds into circulation.

If we cre in ¢ depression it is desirable to increcse the dobt as wes done
in 1932 and 1933 in order to increase the mesans of necesscry paymentse

"Now, with referonce to the size to which the debt ccn go, of
course the burden of debt, if there is sny burdon, is measured by the
interest peyments. It is intercsting to note that the totel interest poy-
ments on the Government debt today is approximetely what it was following
the World wor when ocerteinly the weelth of the economy as & wholc wes not

cquelly so great as it is today.
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1. "Teke the history of Englund ~- & very good example to observe
2., with reference to publioc debt. The net debt of Englend hes been increasing,
3. except for certain periods, for & period of 300 yeanrs. Certainly the
4, stendsrd of living of the people of England up to the time of wor was higher
5. than it hcd ever been in its history so that Government debt has not destroyed
6. England.
7. "The public debt of Grest Britein is ebout two ond one-helf times
8. per cepite of whet it is in this country. Certainly, we ought tq bs able to
9. stend os much per capite as the British. Surely, our per conpite wealth is
10, grooter than theirs. By comperison, our debt could reach one hundred
11, billions of dollers, if it haed the same reletionship as the British debt heas
12, to its cconomy.
13. "It is & question of choice - whother you ere going to borrow the
14, funds to put them beck into the incorme streeam, or whether you are going to
15, tex them. Britein hes chosen to heve o greater tax then we have, - at leost
16, on the middle incom¢ groups cond on corporetions. Therefore, it is & ques-
17, tion it scems to me, of whether we choose to borrow the money to mcct the
18. problem of unemployment - the fundementel probler - or whether we choosc to
19, tax the funds and put thom beck into thc income streem or tax thew in o woy
20, thet would meke the owners put thiem back into the income streom.
21. On Borrowing From Commcreinl Banks
22, "Of coursc, it is & very diffcrent metter when we borrow from the
23, commercitl banks. Whet I wos going to say in theot connection, it is unfor-
24, ‘tuncte thet we hove excess reserves to their present extent. It is my view
25, certainly thet et the time of the Barking Acts of 1935, 1936 and 1937, the
25, centrnl borking suthority with the cooperction of the Tressury should get
27, close enough to the money merket so as to exereise & control over what wo

28, mey terr. possible inflationary tendencics, and it wrs for thet reason I
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undertook to get power to increase the reserves so that we could as a result
get close enough «t £ll times to the money market to cvoid the huge excess
reserves &nd thus tending to get Government fincncing out into the hands of
the savers rather thcn into the banks. Todey, I would be very heoppy if it
were possible to prevent further cormmercicl bonk investments in Government
bonds, for the reason that we clready have a very large excess of deposits
end currency beyond our need."

The }oderator interposed: "You have & very large excess of un~
digested public debt."

To which lir. Becles responded: ™icll, the deht has been digested
so fer «s the barks cre concerned, but they have resulted in the creation of
deposits. The situnotion is, those deposits «re now held by corporctions esnd
individusls rnd they sre on deposit in the benks. Our problem today is what
we term the velocity of those funds. If we could get the deposits back into
the income¢ strecm dirsctly to the owners, if there are detcrrents that some
of the people telk about and they were rcmoved eand thus we could be assured
of private investment to the extont of putting these funds beck into the
incore stream, then, for God's sake, that is whet we ought to do.

"But to the extent that thoy do not go beck into the income streem,
then they must get moving there through borrowing, especiclly if the nationsl
incomc is down. If this income goes up, then deposits should o beock
through borrowing; but wc should not increesse tho total contribution to
buying power so long &s we heve & lot of unemployed people.™

Problem of Consumer Purchrsing Powcr

At this point the loderntor steted: "It seers to me thet the
Government is, ~ through the selling of its bonds to commerciecl benks and
the creation of deposits, - andding sormething st least to our purchasing powcr

in one stags of the process. As soon &s such government deposits ore
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converted, so as to be paid out to people on relief or people on public
works or on the public payroll in one form or another, it seems the cir-
culation of the purchasing power stops; they go no further. TWe have but
one process in turn-over of purchasing power &nd then it quits. That is
evidenced by the velocity with which these commercial bank deposits c¢ir-
culate.”

Mr. O*Connor then took up the discussion and steted: "The ques-
tion of how far the Federal debt can safely grow is a matter of degrese.
Governor Eccles' meeasurement of the degree is different from mine. I think
it is a question of how far you depart from the capitalistic system toward
the totaliterian system, becouse the Governrent debt will go for some pur-
pose or other. The kind of use to which it is put is extremely important,

I do not think the Government is ready to accept any philosophy of per=-

petusl debt. Furthermore, I do not find enything in British or PFrench
experience as to how much debt we cen stand because their political system

is entirely different from ours. They are responsible to their electorate;
under our system & perticular administretion is responsible to our celectorate.

"I egein believe the Governor went a long distcnce in my direction
when he talked sbout removal of detsrrents to privete investmonts and private
spending. Fror. my own poiut of vicw, such mcasurements as wc hove made in
recont years on consumer purchosing power drew their fundamental basis from
a lierxian thought which I do not eccept,

"A Government creates & situction which then justifies the creation
of debt. I meen in so far as tho Government does crecte a situstion, We
hove some cvidence of the Government having crected & situction of dceretsed
confidence as far as individucls and cepital erc concerned through tax
policy, through regulectory policy, through monetary policy end through

credit policye.
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1. "I think if Governor Eccles were clear from the point of view
2. of a credit policy, so that we could get a proper relation of fiscal policy
to credit policy, we might look at this question a little bit differently.
Under existing circumstances, however, where control of credit policies is
so practically helpless, I say the Federal debt cannot grow much larger,
because of the psychological attitude that would develop throughout this
country with awmezing rapidity. Hence, those poiicies which Jjustify support,
encourage and increase the Federal debt, are extremely important. I think
g, we can stand a somewhat higher amount of debt; how much higher is a matter

10, thet is very difficult to stete."

11. The next gquestion asked was: ™Jill cormercial banks soon find

12, themselves in & position w hore they will refuse to expand their deposits
13, further, as will be necessary through the continued purchase of new

14, Governmcnt bond issues? That is to say, thoy will not buy new bonds and
15, expond their deposits if by so doing they arec likely to impair seriously
16, their capital - deposits ratio. Will the commercial banks be willing to
17, accopt new capitel funds from the Reconstruction Finance Corporeation in
18, order to be able to continue to buy Government bonds without distorting
19, their capital - deposits ratio provided thosc capitel funds arec offered on

20, such a low interest basis thet the investment of thosc funds by the banks in

21, Government bonds could be donc profitably?"

22, The Loderator steted: "I have just rccently scon a compilation
23, of the capital-deposits ratio of tho largest banks in Now York City. The
24, DMationel City Benk, for cxample, is down to about 6 per cent; the First

25, National I think has 20 per cent; thc Guarenty Trust Compeny is down to

26, 14 per cent, and the Irving Trust Coupeny is down to 13 per cent or 14

27, DPer cent. ¥e huowe a number of them around scvon por cent or eight per cont.

28. Study of Operating Ratios
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The reader will bear in mind a study of the operating ratios of
member banks in the second Federzl Reserve district recently mesde publiec.
The supervisory authorities recognized in the report that some modifica-
tion of the o0ld "rule of Thumb" rutio of bank capitel to deposits of one to
ten wes necessery in these times of record-bresking excess reserves nd low
bank earnings. The new ratios can be regarded as giving a substitute
formul:s for the traditionel one to ten proportion of capital to deposits,
which the supervisory authorities have used from time immemoriul in judging
the adequacy of the protection given depositors!'! funds by stockholders' con-
tribution to the capital accounts of bunks.

President Harrison of the New York Federal Reserve Bank pointed
out that the ratio for cll member benks in his distriet averaged 18.5% in
1939 or & ratio of $1.00 of cepitnl to every §5.40 of risk assets. In terms
of the old one-to-ten ratio, this percentago of deposits to risk cssets
represented o capital retio of one to sdven in }enhecttan ond one to cight and
& half in other parts of the s tate. On this besis the present capitel pro-
tcetion for that portion of deoposits subject to investment risk is greater
than during the two decedes ended 1934, when the old one-to-ten standard wes
not brought into question.

The matter of Crpitel Retios

The sttitude of the supervisory suthorities toward this matter
of cepital retios is of more than ocademic interest to the banks. In New
York State the banking law says thet in eny casc wherc the combined cepitel
stock, surplus fund asnd undivided profits of & benk or trust company do
net equal ten per cent of its net doposit linbility, the Banking Board may
in its discretion require such & bank or trust company &t the close of cach
recounting pcriod, to build up its surplus until the cepital sccount does
give the 10 per cent coverage.

But it is understood thet the Statec Banking Department hes tcken

.org/
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cognizence of the grent expansion of cash items in the banks in recent
years and is prepared, where a bank is sound and well managed, to deduct
cash assets from total deposits in determining the benk's capital position.
In some cases, it is said, the department mey be prepared slso to exclude
Government securities meturing in two years from the assets subject to
investment risk in determining the capital position of & bank.

Lr. Schwulst continued; "The point is this, are commercial banks
beginning to get & little bit jittery with respect to expanding their
deposits further through increasing their Government portfolios because
their deposits are getting beyond where their capitel funds cen support
them? Do you think the banks would be interested if the Govermment would
say, 'We will see that the R.F.C. supplies you with additions to your
capitel; if you cen increase your copitel and seles of s tock in the open
market, the R.F.C. will buy preferred stock fror. you and perhaps cherge
you one per cent or'% of one per cent on it, so you can use that money for
Government bonds to meet fiscal requirementst'?"

¥r. Ball answered: "I do not think the banks will worry about
that, becausc I have not found enyone yet who can justify fifteen-to-one or
ten-to-one or five-to-one. It seems to nc it hes to be analyzed with
respect to whet ratio should be applicd. So, personally, I do not worry
about the capital - deposit retio. I think the benks are very much con-
cerned about their exponsion of deposits. I do not know of any banks that
are reaching out to get them, cvon though there are some banks which take
pride in how much their deposits have expanded this year over last yeaor.

I think that is the poorest yardstick & bank cen epply. The banks should
epply the yardstick of how much they &re carning ycar in and year out,
rathar than en increase in deposit lia bilitics.

"Wo observed this problem when our time-deposits boctme very lerge.
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1. About four or five years ago, 60 per cent of our deposits were time-deposits.
2, In the meentime, our total deposits increased 25,000,000, Ve reduced our
3, time-deposits by decreasing interest rates. Even though other commorcial
4, Dbanks s tood at their previous level, we reduced our ratc to -% per cent,
5, One of our officers ceme into my office & fortnight after we hed made the
6., reduction and he seid: 'This plean is & failure. We have only lost
7. $250,000' and that is all we did lose but we tremendously bencfited our
8. earnings.

9. "I think the depositor apprecictes the reason for low interest

10, retes. We say, *'you can withdraw your deposit; it is guaranteod up to

11. 5,000 with the Fe D. I. Ce.; we &re only trying to keccp ourselves on &

12, profitable basis', and that is good banking. I think it is very unsound

13, ‘to roach out for increased deposits.”

14, The loderator then asked Dr. Stonier to comment on the subject of

15, the growth of bunk deposits with respect to their capital fund. He said:

16, '"The banks arc reminded of it, of course, by cuthoritios now end again; but

17. the question of the cap itrl-deposits ratio between the two is o very

18, decbatable matter snd I think it is pretty difficult to define simply a2 ten-

19, to-one reatio any botter than you could & nine-to-one or an evclen=-to-one

20, retio. I think the banks gencrally would like to sce investors comc back

21, into the merket and buy Govornmert bonds, but the people would rather put

22, thoir money in the bank end only tske one per cent ns they are doing in

23, New dersey, rather then teke a chancc on the Government market.®

24. The Moderator then called on Dr. Goldenweiser to comment as to

25, Wwhcther he had observed any feoling of uncasiness on the parts of the banks

‘26, in tho country with relction to the capital-deposits ratio in thc purchasc

27. of Governrent securities. Hc answered: "It strikeos me &s boing & highly

28, unrealistic attitude because it is a qucstion of the character of the
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1. assets in relation to the deposits. So long as the assets are of a
2. liquid character, then the banks know thet they can sell the securities
3. or borrow upon thenm at par. I do not think that banks need to concern
4. themselves about the capital-deposits ratio. It secems to me that the banks
5. do not concern themselves about it very much except where ill-advised
6. exeminers call it to their attention."
7. Is Governrent Bond Market Vulnerable?
8. The lioderator then asked: "At present levels, is not the Govern-
9. ment bond market exceptionally wulnerable and is there not & general feel-
10, ing among holders that such a condition of vulnerability exists?i"
11, lir. Devine snswered: "I do not think we could say it is vule-
12, nerable if it is to the extent of two or three points market difference; but
13, if it goes beyond that point, I would say it is vulnerable,"
14. Mr. YMorss replied: "The market is vulnerable in that it might
15, go down and it is vulnerable in that it might go up. It may indicate that
16. it might go either way, but of course with uncertain times, election year
17. and war and so on, the rarket is vulnerable; snd I think the holders of
18, Governments are well aware of that. I do not think it is wvulnerable in so
19, far as we can see into the future w ith respect to a chenge in trend par-
20. ticularly."
21. kr. Emory agreed but said: "Looking only at the domestic
22, economic forces, I think it might be very wvulnerable on the down side with
23, war develcpments.”
24, What if Commercials Camnot Absorb lore "Governnents"?
25, The Lioderator then a sked the next question: ".What resources
26. would be open to thc Treasury if the commercisl banks of the country should
27. in gencral feel that they can absorb safely no morec Governrent sccurities?

28, Yould tiic Treasury heve to rosort then to the direct scle of its bonds to
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the Federal Reserve System? If so, what would be the effect upon Govern=-
ment bond prices and interest rates?"

Governor Eccles replied:s "I do not think that in the present
situation the nmarket is going to have an opportunity to tcke Government bonds
so that whether or not the banks decide they do not want any is going to
make very little difference, I do not think the question is going to arise
as & proacticel metter. As long as we heve the present Social Security systenm,
which is accumuloting $1,000,000,000 & yeer for investment, and the Baby
Bond systoem, which does provide an opportunity for investment of funds of
individuels at & high retec in Covernment scecurities, thore will be such =
derand for Government securitics on the part of institutional investors that
whother the commercial banks take any or not I do not beclieve is going to
make any sppreciable difference in the situation."

The conferces generally concurred in the answer.

Neocessity of Buying New Issues
to Support lerket

The quostion was then asked: "Is it true thet the market for
Government honds is really & liquid merket or is it truc that with respect
to long Government honds in particular the large institutioncl holders
recelly have & frozen assct - an esset of which no great numbor of them could
divest themsclves at any one time? In short, sre not the institutional
holders in the position of having to teke, willy-nilly, whetever amount of
new Government bonds mey be offered to them out of the fear thet their
refusal to do so would bring about such & break in the Government bond
market as to cause very heavy losses through Government bond depreciation?
In short, they must buy new issucs to support the merket for the oncs they
already hold."

Some of the conferees were ineclined to believe from their
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experience of last September that Governrments were not thoroughly liquid,
but ¥r. Devine disagreed and said: "You could not sell any other securi-
ties either and you have a better market for Government bonds than you have
for any other security. As a matter of fact, you could not sell municipal
bonds at all at any price, If it took two hours to sell a Government, you
couldn't sell a municipal in less than a week.,"

The Moderator a sked }r. kMorsss "Do you really feel any sense of
uneasiness about the liquidity of your Government portfolio?"

He answered: "In reference to my comment on the uncertainty of
the times, that does not necessarily mean that we only visualize a down
trend. So long as our deposits hold up, as they likely will, there should
be a market for Government bonds."

"Bears By The Tails"

Dr. Goldenweiser summed up this question: "It seems to me that
the banks have a bear by the tail only in the sare sense that they have a
bear by the tail in having assets at all. If the banks try to sell all
their assets, it would bresk all the markets. I think this particular
question is directed at a very widely spread misconception on the part of
the banks, and I think for that reason it is & good question., But, so far
as meking eny sense is concerned, it does not make any." |

Mr. Lanston remarked: "Can you not put this idea of someone having
a bear by the tail a little bit differently? If you have to maeke that
assurption, it looks to me as though you have two bears holding two tails.
The banks are holding the teil of the Government markets and the F. D. I. C.

is holding the tail of the banks,"
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Hr. Eccles stated: "Is it not a question of alternatives? The
banks take government bonds because it is the only altermative they have.
They do not do it because of patronism. They take bonds, as has been indi=-
cated here, because of the lack of any other opportunity to put their funds
out on a profitable basis so that they can meke the earnings they think
they should mak e. They will always continue to do that in the future as
they have done it in the past. So it seems to me that all we may say with
reference to this subject is not going to change the policy of the bank
over any longer period of time if it has no other recourse.

"I would like to make a brief staterent with relation to the ques~
tion that has been put before us about inability to sell the government bonds.
Mr. Devine made a reply there which by comparison with anything else is an
excellent one, Ome of the reasons for chenging the bank examination proce-
dure is that when a bank has a mortgage loan that is not in default or it
has any other loan that looks satisfactory on the face of it, no one measures
the value of that loan by its immediate liquidity. And yet, because there
happens to be a quotation on the market for a certain small anmount of
municipal bonds or any other securities, then they went to measurc the
entire value of the portfolios of all the banks on that basis without con-
sidering the intrinsic value of the security. Now it just does not make
sense."

Value of Going Concern
and That of Receiver

The Modcrator interposed: "In other words, you think there is
one value to an institution as a going concern and another value perhaps
as a receiver in charge of its assets?"

Mr. Eccles replied: "Yes. But even a receiver is not necessarily
corpelled to liquidate tomorrow. Many a receoiver liquidated at one hundred

cents on the dollar; whercas, if they liquidated on the date they closed,
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"they would have donc so at less then that amount. A liquidator docs not
have any idea of pegging a government bond market or think that the govern-
ment bond market should be pegged.

“"There are two approachos, it seems to me, to the government bond
market, - one is from & monctary standpoint; that is, to buy and scll gov-
ernment bonds for the purpose of affecting the excess reserves, - the noney
situation. Certainly under present conditions, no action on the part of
contral banking suthorities would have that in mind for the purpose of
either buying or sclling government bonds today. It could not bec donc for
the purposc of influencing the interost rates. The banks could not be
forced to borrow from the Federal Resorve,.

"In the second place, there is such a thing as meeting a panic con-
dition which has no monetary reason.s To the extent that we are different
fron a ny other country with fifteen thousand banks instead of a fow banks,
it is very rwuch easier to create a panic psychology thon would otherwise be
the case.

"It geens to me that it is important for public euthorities tc do
whet they can to help stabilize & government bond market. I do not ncan
thet they should over the long renge trend try to stop intercst rates from
going up or going down, so long as thore is the large excess reoserves in
the bank, but assuredly they cen modcrate the trends so that thoy are not

the excessive typo which would tend to create panic in the markets."

PFedoral Loan Policy
The Modcrator agein interposed: “Governor, I understand you now
to be talking about buying and selling governments, - that tho Fedeoral Ro=-
serve would not through its purchasc and sale policy attompt necessarily to
hold the bond market up to a 1level, which, in the light of general market
conditions, might be considered to be artificial. Now, if I understand you

correctly with respect to the Federal Reserve System's poliey of lending on
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govermments, you indicated - leaving the question of soundness out of it =
that the Federal's policy would be to lend on those bonds.,.that you could
not oonceive of a situation economically where the Federal would refuse to
lend par on such securitiest"

To this Mr. Eccles replied: "No, I cannot, because the situation
would be controlled by interest rates. If the government'!s power was to be
used for nonetary purposes in order to restrict the use of credit, it would
not be refused., There has been no time when the Federal would not take
eligible paper discounted at its face wvalue, of course at a rate, and there
is no reason why you should not take government bonds on a bills payable
basis at par at a rate."

Mr. Lenston commented: "What I cannot understand is the basis for
lending a t par on 2's of '47 and par on 2-5/4'5 of '61., It makes the banks
price conscious."

To which Mr. Eccles respondcd: "In one area they might be getting
7% on the paper and in another they might be getting l%‘h and yot you do not
change the emount that you loan on the paper discounted. We have the power
to make advances on any kinds of assets thet may be sound end the rate is
the same to all borrowers. Of course, wo have tle right to ask additional
collateral,”

Restricting Excess Reserves
and Tightening Money Rates

Mr. Goldsmith asked Mr. Eccles whether he could conceive of any
conditions in the business world where he would think it advisable for the
Federal Reserve to use its powers to restrict the excess reserves and tighton
money rates.

To which he answered: "I can conceive of a situation of that sort.
A condition of reasonably full employment where merely a further increase in

the expansion of bank credit would only bring about an inflation in prices
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‘and would in no way increase the production of wealth. Under auch circun~
stances, there should then be a restricted money policy, a tightening of
rates, end everything possible should be done to stop & further expansion
of crcdit on the part of the banking system."

In responsc to another question, Govornor Eccles could not now
conceive of a rise in prices and a shortage in skillod labor or a boon
psychology where a n cxpansion of credit on the part of the banking system
would call upon the reserve facilitios. He stated: "I could not conceive

of using a monctary mecha nism to deal with & problem which is not monctary."

In the Event of War - What?

The Modorator tha ssked: "In the event we are brought into the
wor, to whom would the Treasury look for the absorption of the large amount
of new bonds that would have to be issucd? Would a system of forced savings
to be used for the purchase of such Government bonds be a likely possibility
in view of tho present size of the Federal Govermment's debt?" And Hr.
Schwulst added: "I road in the papor recently where the governmment was
giving somc consideration to the question of forced savings."

Mr. Eccles: "Only in case we had full employment. If so, then it
scems to me that you would want to rosort to & tax on consumption so that you
could releasec savings for tho purposc of prosecuting wer to the cxtont thot
you still had & problen of the unemployed and the utilization of your facil-
itics.

"Cortainly you would not want to rostrict consumer buying power.
You would then eit her want to borrow for the purpose of financing or you
would want to tax what would appear to be excessive savings. At present the
British are talking about a reversal of their taxing power. Thoy anticipate
a condition of full amploymmt. With this condition, they want to reducc the
standard of living or consumption on the part of their people so that the

energies of production from their poople can be dirccted into the prosceution
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of war.,

"An effective way to do that is to tax those people and reduce
their standard of living; to direct whnt they earn into the investiient of
wor production. I can well conceive, if we have a condition of full en-
ploynont, where we may want to resort to exactly the same tactics.

"If you read Dr. Schacht’s speech before he left Germeny, you will
find exactly the same type of policy that was advocated in Germany during all
the poriod up to the time he left.

“There was no inflation in Germany for the very reason that here
a totalitarian stato provented inflation beeause they forced idle money into
circulation through toxetion. Thercforec, when lir, O'Connor spcaks with re-
lation to taxing end doing other things, you create a totalitarian state,
you have an example of & totalitarian state doing exactly the oppositc...

at loast for a fiwe-year period."

III. INTRINSIC VALUE OF GOVERNMENT BONDS

loderatocr Schwulst then asked the last question in the agenda:
“Are there fears in the ninds of bond holders that the Governmentt!s fiscal
policics are definitely out of hand and that only through forced inflation
of cormodity prices end wage levels can tex receipts be brought up to a
point where theo budget can be definitely balenced? Will not this bring
with it a reduction in the purchasing power of the principal invested in
the bonds end the interest collected thereon, with the consequent foreing
of the prioces of such bonds downward?"

lir. Benson answered: "“No, I do not think that the fiscal policies
of the gcvernnent are really definitely out of hand. I cannot say that they
are that bad. I still hope that without & forced inflaticn of cormodity
prices, we can balence the budget. I think this has to be done. I do not

yet see a trend in that direction; however, but I am still hopeful that cone
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ditions will improve before a boom that would get fiscel policics beyond the
control of the goverment.

"I think it is true thot incroased taxation, if that is nocessary,
will bring about inflation and will reduce purchasing power of the principal
invested in govermment bonds as well as all principal and intercst. This
would certainly tend to reduce standards of living in this country. A1l of
those who work end produce have to boar the entire burden. Thot is why I
think the theory cf govermment expenditures taking the place of privatc
investment is wrong. I do not believe that government spending tokes the
place of private spending in ony way. MNost governrent expoenditurcs arc for
non-productive purposes, increase tho burden of debt a nd reoduce the standard
of living., However, I do not belicvc we have gotton that far. But I do
think it is timc we saw & change in the opposite dircetion unless we do go
too faor,"

Mr. Morss agreed with MYr. Benson &nd thought it wos by no rmeans a
hopeless situation. He remarked: “Yet, there are fears that sonechow by
niischance we will work toward a crisis in which event thore would be a reduc-
tion of bond principal. Certainly, wo ought tc bend every offort to avoid a
orisis rathor then to spend our time fearing it. I think that any trend in
fiscal policies thet is unsafe can be nodified to the point of reversal. It
is true I do not see any change in this trend as yot."

Mr. Emory agreed.

Public Estimate
of Fiscal Policies

Dr. Stonier remarked: "I do not think that tho fiscal policies of
the government are such that tho people have lost complete confidence in then.
However, I do think thet in the next six or eight months there will be a very
great test on that point, as to whether or not the people in this country

think that the fiscal policies have been able to restore ocmploynent and that
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the issue is poing to be fought out very largely along fiscal lines.

"Thore arce situctions; such as, preparations for war, which,
if tho Allics are on the losing side for tho neoxt six nonths, will rosult
in a great deal of thought boing givon toward further encouragement of dobt .
for wor proparation. Whether or not wo might get into the war to hclp de-
cide thc issue, therc is going to be considerable intercst in thils country
in war moncy, = money being spent by government for war preparation and
regardless of there being onec political party or enother in control, I think
thot such a situe tion will continuc.

“"However, I would say that there is greator lack of confidence
now in presont fiscal policics of the government then there was two yeors
ezo. Thosc who hove been responsible fa the fiscal policy of government

today arc norc on the defonsive then they were a t that time."

On 'Budge’c Balancing

Mr. O'Connor offercd: "I do not think thet the government fiscal
policies are completely out of hand. However, I think there is a distinctly
disturbing trond. Such a view is widely held among conservative-minded oand
practical-ninded pocoplce I think the budget can be balenced without
enforeced inflatime. I would say the President in offoct asked us a fow
years ago to get used to the level of scven billion dollars budgetary ox-
penditures,..now wo are askod to get used to o level of around nine billions.

"I think if tho budget were somewhere around 6% billions of dol-
lars, the tax system would be able to work without an unendurable burden.
I do not think if it werec much higher than that a tax systen could be mnde
to work. We ought to recognize that so far as & so=called World-War-Lovel
of taxes is in relation to nationol income in this country, - federel,
stote and local, - it is practically twice as rmeh in dollar snount in
toxes now as the government received in the World Vier, snd in relation to

incone, exactly twice as rmch, On o per capita basis, it is something like
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fifty perceat norc."

Mr. O'Connor contimued: "The distance thc Federal Goveranent
can go without encroachment on state and local resources, and therefore
the more dependence of state and locel governments on the Pederal govern-
ment for hand-outs without the loss of their locel cutonomy, is a very nice
question.

U/s far as our calculations go, we think the budget can bo balanced
with about six and one-half billion dollars expenditures. ¥#Wo also thinkz that
a nodification of rates of taxation will probably prcduce nore revenumes, I
belicve Governor Eccles prosents a hopeless picture, whon he talks about
finaneing, and secondly when he talks about high texes to reduce consunp-
tion in the event of war. That is rother disturbing. I de not think that
you can do thise Even a conservative govermmont has to givo assurance
thet increased taxos will mcan a balsnced budgote You recall that whon
Mr. Hoover ran into a deficit, the country acceptcd taxes, and there was
s very substenticl incrcase in the level of revenucs, but it only resulted
in nore spending. Wo must geo a reduction in Pederal expenditures before
the country is likely to accept a very high tax progrem to resch a balanced

budget."

THHRHHRHHA
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