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Mr, GChairman and Members of the Committee:

I appreciate the opportunity to discuss further the problem of
what might be done in the monetary end credit field to deal with infla-
tionary forces. Since my previous appearance before this Committee, there
has been considerable discussion of the Reserve Board's propesal for &
temporary speciel reserve requirement., There is a good deal of misappre-
hension and misunderstanding about it. I should like, as briefly as
possible, to put it in what appears to me to be the correct perspective.

In my initial testimony before this Committee, I explicitly
stated and I want to reemphasize that the proposed special reserve is only
e part, though a necessary part, of any effective anti-inflationary program,
and that the need for this authority would be less to the extent that
appropriate action is taken on other fronts. By far the most important
action is a continuing, vigorous fiscal policy. Because of that policy
there is likely to be little need for the special reserve requirement during
the next four months. In that period Treasury surplus funds, taken from the
market through taxes, will be availeble to retire a substantial amount of
bank-held public debt. However, after that period we may be exposed to an
unbridled expansion of benk credit because the Reserve System's eéxisting
powers, in the face of its newly-acquired respongibilities for the Govern-
ment security market and in the face of a centinued inflow of gold, are in-
sufficient to restrain further bank credit expansion. Considered in this
light, our proposal is a precautionary measure to guard against possible
disaster later.

Many benkers and certainly the Federal Reserve people are agreed
that the Government bond market must be supported and stabilized. There
is agreement that the present program of the Federal Open Market Committee
and the Treasury should be vigorously prosecuted. There is agreement that
supervisory policy and moral suasion on the bankers to avoid loans for non-
productive purposes should be aggressively pursued. There is agreement on
fiscal policy and the need for meintaining as large a surplus in the
Treasury's cash budget as possible in order to pesy off bank-held debt.
There is agreement as to the need for strengthening the savings bond program
of the Treasury. These are important areas of agreement and they ought to
be kept in the foreground of any further discussions of the use of monetary
and credit policy as a brake upon further inflation. At the same time, we
should not fail to keep in mind the fundamental issue: Bank credit is still
expanding, mainly because of loans, gold is flowing into the country, the
money supply is still growing, inflation is continuing. The question is:
What is the next step, if any is required, in doing something about it?

Banking leaders who have already had some opportunity to study
the proposed special reserve plan and have arrived at opinions adverse .to
its adoption, voice this opposition along two lines of argument. On the
one hand, ‘they contend that the plan-is impractical, socialistic, and un-
necessarily drastic. On the other hand, they assert that the plan is not:
strong enough to accomplish its expressed objectives, The contrast between
these twa lines of argument is striking, Both cannot be correct.
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First, does the proposal mean regimentation of the banks; will
it unduly interfere with the operation of their business, and will it be
a step toward socialization? '

In the Board's judgment, the type of authority proposed is
neither novel nor revolutionary. The authority provided by the Banking
Act of 1935 to raise reserve reduirements of member banks to twice the
then prevailing statutory level was similar. Except for a small mergin
applicable only to New York and Chicego banks, this authority to increase
member bank réquired reserves has already been exhausted.

Int late December 1940 the Reserve Board, the presidents of the
Federal Reserve Banks, and the Federal advisory Council unanimously joined
in a special report to the Congress pointing out the inflationary dangers
for the national economy inherent in the defense effort. This special
report, recogniging that the authority of the Federal Reserve System was
wholly inadeguate to deal with the potential exeess reserve problem of the
banks, recommended that Congress =--

() 1Increase the statutory reserve requirements for demand
deposits in banks in central reserve cities to 26 per cent; for
demand deposits in benks in reserve cities to 20 per cent; -for.
demand deposits in country banks to li per cent; and for time
deposits in all banks to 6 per cent.

"(b) Empower the Federal Open Market Committee to make
further increases of reserve requirements sufficient to absorb
excess. reserves, subject to the limitaetion that reserve require-
ments shall not be increased to more than double the respective
percentages specified in paragraph (a).

"(c) Authorize the Federal Open liarket Committee to change
reserve requirements for central reserve city banks, or for re-
serve city banks, or for country banks, or for any combination
of these three classes.

"(d) Make reserve requirements applicable to all banks re-
ceiving. demand deposits regardless of whether or not they are
members. of the Federal Reserve System."

In addition to these major recommenddtions, the special report urged that
the defense program be financed as far as possible from existing deposits
and from tax revenues rather than from inflationary borrowing from the
benks, I submit for the record a copy of this special report, because it
called for far more onerous and drastic powers than the special reserve
plan,

The special reserve plan, however, is identical in purpose with
an outright increase in regular reserve requirements. The plan, in fact,
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is no more than an adaptation of this familiar method of dealing with the
volume of bank credit. The plan now proposed by the Board would enable
the bunks to retain the same volume of earning assets they now have, in
place of meking them reduce earning assets, as would an increase in regu-
lar reserve requirements, with adverse effects upon benk earnings.

Is the Board's proposal unnecessarily drastic?

In pointing out the inflationary dangers that exist when the
supply of money in the hands of people who seek to spend it greatly ex-
ceeds the volume of goods and services available, the Board in its Annual
Report for 1945 indicated that there were three alternative methods for
dealing with the monetary aspects of the postwar inflationary problem:
First, a limitation on the Government bond holdings of basnks; second, an
increase in their regular reserve requirements; and, third, the holding
of short-term Government securities or cash under a special reserve re-
quirement. Our study of the problem led us to select the special reserve
method as the least onerous, the most equitable, and the most practicable
method,

These specifications for the proposal call for the immobiliza-
tion, even at the maximum, of only a part of existing large holdings by
commercial banks of Government securities. Less than half of the 70
billion dollars of Govermnment securities held by the banks could be im-
mobilized even if the entire authority were used. The special reserve
could be imposed only gradually, and if inflationary bank credit ex-
pansion cen be otherwise brought under check, the requirement would not
be imposed at all. Under the plan suggested, the individual banker would
be left in the same competitive position he is in today. Contrary to
what has been stated by a recent National City Bank Letter, among others,
banks would not be under legal compulsion to buy Government bonds; the
holding of Government securities in lieu of cash or balances with other
banks to meet the special reserve requirement would be entirely optional
with the individual bank.

The special reserve plan is a middle-of-the-road proposal for
helping to deal with the credit and monetary aspects of the difficult and
complex inflationary situation. The Board feels, however, that the
purpose of restraining further inflationary expansion of bank credit can
be adequately accomplished by the specifications it has drawn for the
plan, if its use is accompanied by appropriate fiscal and other policies.,
It would seem that bankers would prefer this proposal to an increase in
regular reserve requirements, which they recommended in 1940 in anticipa-
tion of inflationary developments.

Are existing powers adequate?

The argument that the Board's proposal is unnecessarily drastic
implies that the suggested special reserve requirement is not needed because
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the System's existing powers are adequate to restrain.credit expansion
if the System would use them.

Existing powers are being and will continue to be-used. to the
fullest extent consistent with maintaining the market for Government
securities, Under present conditions, however, any further absorption
of bank reserves is entirely dependent upon & continued surplus in the
Federal budget that can be used to retire public debt held by banks.

There will be little or no surplus in 1948 after March. Any subsequent
surplus will depend on appropriations and tax legislation yet to be adopted.

Sales of some of the large volume of Government securities held
by the Federal Reserve System would, of course, absorb bank reserves, but
such sales, particularly when banks are selling securities to expand other
credit, would demoralize the market and cause a sharp break in Government
bond prices,

The discount rate should be kept high enough to discourage bor-
rowing from the Federal Rsserve Banks, but its effectiveness is limited
as long as banks can obtain reserves by selling short-term Government
securities.

The only remaining power we have is to raise regular reserve re-
quirements at New York City and Chicago banks, as I have indicated, This
would be restrictive to a small degree, but would be met by sales of short-
term securities by those banks to the Reserve Bystem., These particular
banks, moreover, have shown relatively much less credit expansion than
heve other banks,

For some months the Reserve System and the Treasury have been
carrying out a program combining monetary, fiscal, and debt-management
restraint on current inflationary bank credit expansion., Some moderate,
corrective rise has been permitted in wartime levels of interest rates
on short-term Government securities, together with some adjustment in
yilelds on long-term issues from very low levels. In addition, excess
funds in Treasury balances arising from current budget surpluses have
been applied to the retirement of meaturing bank-held Government securities.

The System has also urged all banks to maintain conservative
standards in the extension of consumer instalment credit, and has joined
with other Federal and Sta.e bank supervisory agencies in recommending
that all banks pursue conscrvative lending policies.

This program of restraint has helped to reverse the processes
that contributed so strongly to the wartime expansion of bank credit,
and will be carried on as the proposed special réserve plan is not a
substitute for this program, but may be necessary to supplement and re-
inforce it.
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Despite the pressures of fiscal policy during September and
October, which drew upon bank deposits and permitted retirement of over
one.billion dollars of Government securities held by the banking system,
deposits of businesses and iandividuals at commercial banks increased by
2.5 billion dollars, reflecting largely extension of bank loans to busi-
nesses, consumers and owners of real estate, Current reports indicate
that the expansion of credit to these groups of bank customers continues
to be at an unduly rapid rate.

Will the special reserve plan unduly restrict bank loans for
productive purposes, handicap production in catching up with demand
and thereby defeat its anti-inflationary purpose?

The present situation, as the Board emphasized in its Annual
Reports for 1945 and 1946 and has been reemphasized time and again in
the Federal Reserve Bulletin, is one of effective demand in excess of
available supplies of goods, and of effective demand being continuously
fed by still further expansion of bank credit. There can be considerable
reduction in the volume of -demand without bringing it below aveilable
supplies of goods and updetting production., .Such & contraction of demand
is essential to avoid further price inoreases. When a situation is
finally reached where supply exceeds demand, that will be the proper time
to encourage credit expansion. The Board's proposal is not a one-way
street.

It would not prevent banks from making essential loans. It
is designed, rather, to encourage banks to meke loans out of the existing
supply of loanable funds, replacing one loan with enother or selling
securities which the publie¢ or other banks will purchase. It would ac-
cept the present volume of outstanding bank loans, amounting to nearly
37 billion dollars, as a huge revolving credit pool for the financing of
necessary production and permit banks to sell off other assets to make
loans if this pool proved inadequate. What it would not do is to permit
banks to go on expanding the total volume of their loans by selling
securities which only the Federal Reserve will buy, thereby creating
additional reserves, which can be expanded by the banking system into
loans and investments amounting to six or more times their amount.

Some would a¥rgue that bank loans at this time which are ac-
companied by increased prodiuction are not inflationary or are even anti-
inflationary. This argument is of dubious validity because the money
once created by loans and spent by the borrower finds subsequent uses
which are beyond the control of the banker or the borrower and are highly
inflationary in character. 1In descriting the recent loan expansion and
its inflationary ‘effects, the November issue of the Federal Reserve Bulletin
states: ". . . to ‘the extent that the loans have not facilitated inereased
production, loan expansion has accelersted inflation. In addition, the
deposit funds created in the first instance by loans, whether for pro-
duction, consumption, or speculetion purposes, have found many inflationary
uses in subsequent transfers -among holders."
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What the plan cannot do is to reduce the existing volume of bank
deposits. The only way this total can be reduced is by paying off in the
aggregate the public and private debt held by the banks as assets against
these deposits. This is inevitably a slow process at best.

Could the special reserve plan be applied without resulting in
a violent upset in the Government securities market?’

There is no reason why the transition could not be accomplished
in an entirely orderly manner. The introduction of the proposal would be
gradual. Any bank that might not be able to meet the proposed special re-
serve requirement introduced in this gradual way on the basis of their
present holdings of short-term Government securities should get into a.
more liquid position.

I should 1like to submit for the record a table showing for each
major group of insured banks the relation of available special reserve
assets on June 30, 1947, to selected levels for the proposed special re-
serve requirement., The table also shows the percentage holdings of
short-term Government bonds which these groups of banks held at mid-year,
which were available for sale in the market to obtain eligible assets.
This table makes clear the feasibility of the plan from an operating
standpoint. Of course, stetistics for individual banks would show wider
variations in holdings of eligible assets than are indicated by the table
for groups of banks, inasmuch as aggregates conceal individual bank varia-
tions, However, the table should allay fears that the plan would have
disruptive effects.

Would the imposition of the plan perhaps lead to deflation and:
depression? ' e "

A fTear expressed by some bankers who have discussed this Board's
plan publicly -- and they include those who are prepared to renounce the
use of monetary and credit controls for anti-inflation purposes -- is that
the use of this plan might upset the present state of high production and
over-full employment and induce severe deflation and depression. The object
of the plan is not to bring on deflation, but to minimize the deflation
that is inevitable if we follow a let-nature-take-its-course policy.

The Board recognizes that the proposal is no panacea and that
there would be some risks in its use. But it would be an important re-
straint avaeilable to be used, and to be used only, in the event of con-
tinued inflationary banking developments. Any anti-inflationary progrem
involves some risk of precipitating a dovnturn and readjustment in busi-
ness conditions. It would have been better to have had the power available
for use earlier. Had the Reserve System been given the additional power
that was recommended in the special report in 1940, it would no doubt have
used it in view of developments during and since the war,
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There is some feeling within the Reserve System that it will
be held responsible for deflation if even the mildest use of this re-
qui rement should happen to coincide with a deflationary readjustment,

It is because of this possibility that the Board is not eager to have
the grave responsibility for using the authority., Nevertheless, the
Board feels that the System should not shrink from bearing its share of
responsibility for restraint on further jnflationary developments in the
credit field,

Is the special reserve plan strong enough to accomplish its
expressed purposes?

We have been at pains to draw a plan that would be moderate and
equitable and at the same time capable, when applied in conjunction with
other monetary and fiscal policies, of accomplishing the purpose of re-
straining further inflationary expansion of bank credit. This is the
sole objective of the plan., We think the authority would prove adeguate
for the purpose in view, '

It would immobilize, at the maximum, about one-half of the war-~
time growth in bank holdings of Government securities which in turn equals
about one-half of the total deposits of commercial banks. Since the im-
mobilization of this volume of Government securities would greatly reduce
the banks' available secondary reserves, which they now feel free to draw
upon, the plan would certainly make many banks more cautious about seeking
or making new loans. It would end aggressive solicitation of new loan
business in which a grest many banks are actively engaged,

Another source of pressure on the banks that would result from
the plan is that most of the banks would have to sell higher-rate issues
from their holdings of Government securities in order to expand loans and
at the same time maintain reserve positions, This would be even more
effective, from the standpoint of restrsining banks, then would a rise in
the discount rate.

It would have this effect without causing & rise in interest
rates on short-term Government securities. Thus, the proposed measure
would be another step in a program of keeping the banks under constant
pressure to restrain further credit expansion., It would not force
liquidation or reduction in total bank credit outstanding. It would dis-
courage expansion,

Can the plan be effective without permitting or encouraging a
rise in interest rates? )

Some bankers and others seem to believe that the only effective
mechanism for the restraint of inflationary bank credit is a rise in the
general level of interest rates. Ve doubt whether & reasonable rise in
short-term interest rates under present conditions of business profitability
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would deter borrowers. We do not believe it would effectively deter
lenders. Our plan places the restraint primarily on the lender. However,
to the extent that the interest rate mechanism can have some effect, the
Board's plan would not interfere with it. Any increased cast resulting
from the plan would be borne by private borrowers who are increasing their
indebtedness, and not by the Government which.is reducing its indebted-
ness. This is the only reasonabls solution to the interest rate problem.
A general rise in interest rates high enough to halt the current infla-
tionary expansion of bank credit would not only entail large added costs
to the Government but would have a disastrous effect upon the Governuent
bond market.
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RATIOS OF AVAILABLE SPECIAL RESERVE ASSETS AND SHORT-TERM TREASURY BONDS
TO GROSS DEMAND DEPOSITS, ALL INSURED COMMERCIAL BANKS, JUNE 30, 1947

Percentage of gross demand deposits
Deficiency or excess
of specidl reserve [Treasury bonds due
Treasway assets if re~ or callabl 4
Rllls Total quirements are.
gertifi-| Excess-{special| 25% of 10% of o
cates, | cash reserve| demand demand
and  |assets®/| assets| and and Within | Within
notes 10%. of L% of 1 year |i~5 years
time. time
deposits | deposits
Central reserve
city member banks
New York 8,9 6.8 15,7 - 9,9 + 5,5 5e7 27.8
Chicago 12,0 5e9 17.9 - 8,8 + 7.2 L2 23.h
Reserve city
member: banks
Boston_ 10.3 T.1 17.5 - 8.6 + 7,1 5-1 1803
NEW'Ybfk 993 Sch 1607 '1108 + 605 305 31-7
Philadelphia 6.7 8.3 14,9 -11,3 v Lholy 1.5 22,6
Cleveland 8,0 6oh lhlh blb;z + 300 T.1 3307
Richmond 12 09 70'4 20.3 - 7.0 + 9014 205 32o5
Atlanta 1h-h 8-7 23'2 ”'309 412-3 305 20Qo
Chicago 20.6 7.1 27,7 -2, +15,5 549 36.9
St. LOUis 1003 6‘3 1606 *10»2 + 5.9 501 2&.2
WYinneapolis 8.8 7.3 16,1 -10,7 + 5. 3.7 28.0
Kansas City 16,8 6.0 2247 = 347 +12,.2 L.8 19.1
Dallas 13.3 6.1 19uh - 7:1 + 8.8 2.2 18,h
San Francisco 22,9 7.6 30.5 - 9 +17.9 6,1 313
Total 15q2 742 220h - 6.1 +11,0 ho9 '27,8
Country member
banks
Boston 1206 6ch 1809 ’1101 + 6v9 500 3703
New York 12 07 91!3 21.0,9. -11.5 + 8-6 l-loB h5-7
Philadelphia  18.7 10.1 28,8 - L. +15,5 5,0 L1k
Cleveland 17.8 11.1 28.9 - 3.5 +15,9 1.8 0.2
Richmond 1740 8.5 25,5 - 3.9 +13.8 L3 31.8
Atlanta 19.7 501 211-8 - 3.3 +1306 3.9 25.0
Chicago 21.6 10.5 32,1 + 6 +19,5 5.9 41.8
St. Louis 21.7 3.8 25,5 - 3,2 +1l,Q L0 28,7
Minneapolis 23,8 6.4 30.2 - o3 +18,0 7.3 39,8
Kansas City 26,1 946 35.8 + 943 +25,2 3,2 18,8
Dallas 21.3 11,1 32.L + 6,6 +22,1 2,9 16.7
San Francisco _ 17,6 749 25,5 - L9 +13,3 6.9 33.9
Total 18,8 8.6 27.L ~ 2,8 +1543 Le7 3L.3
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RATIOS OF AVAILABLE SPECIAL RESBRVE AYSETS AND SHORT-TERM TREASURY BONDS
TO GROSS DEMAND DEPOSITS, ALL INSURED COMMERCIAL BANKS, JUNE 30, 1947

T Percentﬂgg of gross demand depos1ts
Deficiency or excese-
of special ressyve |Tressnry bonds/du

Treasury assets if re- or callablel

bills, Total quirements are

certiw Excess |special|™ 257 of 10% of

cates, cash /|reserve| demand | demand

and  |assets2/ |assets and and Within | Within
notes 10% of | L% of | 1 year [1-5 years
time time
deposits | deposits
Nonmember insured
gommercial banks
Boston 190 1.2 20,3 "15|8 + 5-9 5.6 '-11-5
New York 15 1.7 16.8 ~16,2 + 3,6 Lo5 39,9
Philadelphia 2049 o3 21.2 -11,1 + 8,3 3,8 35,6
Cleveland 22,0 .8 26,3 - 6,3 313,5 1,6 3746
Richmond 20.4 02 20.6 - 942 + 8,7 5.8 29,5
Atlanta 25,2 6.8 32,0 + 3,8 +20.7 3,0 2249
Cﬁicago 2900 5'9 3’40 + 3.1 "’22.2 hué 3908
st, Touis 25.0 )407 29,7 + 2,7 +1809 2.2 22.5
Minne apOliS 39-,6 3 '9 )43 05 +12 . 8 *3}- .2 6 0',4 32 .5
Kansds City 28.0. Te3 35.3 + 8,6 +2L1,6 2.9 20,5
Dallas 1605 100)4 27.0 + 08 "’16.5 9 18‘3
San Franciscp 19,6 - L6 20,1 +16,6 + 5,5 7.7 39,3
TOtal 2&07 h-h 2901 - 103 "'16Q9 ,4-2 31.0

a/ Total oF (1) balances with Federal Reserve Banks, (2) exceSs of demand bal-
ances due from over demand devosits duk to banks in United States, (3) coin
and currency, and (l) cash items in prbcess of-collection, less (5) the
sum of 20 per cent of demand deposits and 6 per vent of tlme deposits,

E/ These ratios are based on estimated holdings of such Treasury bonds,
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