BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM

Office Correspondence Date__July 17, 1950,

To Governor Eccles Subject:

From. Mre. Thurston

Things are moving so swiftly here and I have been so
absorbed in PRoard meetings this morning and this afternoon
I have not had time to do full justice to the encloseds The
President is to go on the air Wednesday evening and as nearly
as I can tell at this moment he is going to propose a program
that rather closely resembles your own. It may all be changed
in the meantime but it seems to be shaping that way now. He
has already acted and there have been a number of conferences
to out all possible restrictions on Government housing and the
flow of credit so far as it can be stopved or diminished without
new legislation.

I'11 hold this until I hear further from you. You
could call or wire changes, etcs

We are still having muggy weather and thunderstorms,.

Attachment
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July 17, 1950

It is apparent that the inflationary pressures arising from the
Korean situation demand immediate actions. The important question to de-
cide is what controls should be applied at this junctures The choice is
between a complete war-time harness of direct controls or selective con-
trols that are functional rather than direct which will put a stop to
further excessive growth of credit, It is my belief that we should not at
this time cover the economy with the blanket of controls such as were ap-
plied during World War II, including a wide range of allocations, building
permits, price and wage controls, rationing, etce Such an integrated harness
on the economy should be a last resort in case the situation should lead to
a general mobilization., I believe that fiscal, credit, and monetary controls
will be adequate to curb dangerous growth of credit which means an increase
in the money supply. This is the basic cause of inflation, i.e., when active
demand for goods and services exceeds supplye

If a boom is permitted to get out of hand now the result will be
a sharp reversal and industrial collapse when the crisis passes. In my
Judgment the Government should take the following steps:

I. Request all commercial banks to unite in a nation-wide
voluntary agreement:
First, to stop bank credit at its source by extending
no new credits on balance. This means that the volume of

new loans made by any bank should not exceed the volume of
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loans paid off. Thus, the essential loans which need to be
made would be advanced out of the liquidation of loans that
could and should be calleds In effect this would mean that
the banking system would voluntarily ration credit where it
was most neededs If the voluntary program does not succeed
the Heserve System would be expected to request special au-
thority to increase reserve requirements as would achieve
the necessary curb on overexpansion of credit.

Second, to prevent further monetization of the public
debt, that is, selling Government securities to obtain re-
serves on which to pyramid new loans and investments, Banks
that gain deposits should invest in Government securities;
banks that lose deposits would sell such securitiess This
will balance out in a way that will be a steadying influence
toward an orderly market.

Similarly, savings banks, insurance companies, and
other fiduciary institutions should be requested to refrain
from obtaining funds for new loans and investments by sell-
ing Government securities which the lFederal Reserve System
would have to purchase as the residuzl tuyer in the Govern-
ment bond market. Such purchases automatically create
excess reserves which press upon the market and, if
invested by the banks ,result in a manifold pyramiding of

credite
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In order to help effectuate the foregoing program, the Treas-—

ury should issue 1l5-year, 2-1/2 per cent non-marketable bonds

which would absorb funds that otherwise would seek outlet in

private loans and investmentss At the same time, the Federal

Reserve should be relieved of pegging a 1-1/2 per cent certifi-

cate rate which should be allowed to rise sufficiently to take

pressure off intermediate and long-term Government bondsa

Coincidentally, the Federal Reserve should increase the discount

rate to 2 per cent,

II.
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Curb further excessive expansion of credit for housing and
constructions The most important inflationary factor at this
time is the demand for housings To reduce the demand for new
as well as existing houses, the Government should stop pump-
ing Government credit freely into the housing market,
Restrictions should be applied, whenever existing law
permits discretion, to reduce the flow of credit to the
public, including veterans, I understand that the
Administration is preparing to tighten up whever the law
permits on Federal financing of housing and construction,
Reducing demand for housing and construction will be a

most effective step in conserving basic, critical materials,
It is probable, however, that allocation and requisitioning
of some critical materials, such as steel, copper, etca,

will be necessary to supplement restrictions on the flow

of housing and construction credite
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ITTe Put stiff consumer instalment credit terms in effect at once
with down payments high enough and maturities short enough
to halt further swelling of the already excessive volume
of these borrowings to buy automobiles, refrigerators,
washing machines, and other appliances. Stopping further
growth of this credit -- preferably causing & shrinkage
on balance -~ would help to relieve the drain on critical
metals and other materials, as well as reduce the infla-

tionary impact of excessive demands for goodss

IVe Reduce, so far as possible, the budgetary gap, by a ban on
new tax cuts, by closing existing loopholes, by increasing
the postal rates to a pay-as-you~go basis, and by other
steps, the most important of which is to levy an excess
profits tax of 75 per cent based on percentage of invested
capital, since there is no existing base period to use as
a guide because corporate orofits in thé post-war years
have been phenomenally large. The excess profits tax ,, .

e bt 000 ot emene A o Teta T
should exempt the first $5,000 of earnings/ Vhile this
would apply to all corporations, it would be of particu-
lar benefit to small businesse The base for calculating
excess earnings could be ascertained by applying the
75 per cent tax to earnings in excess of 10 per cent in

the case of corporations with up to $1 million of invested
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capital; 8 per cent on invested capital of from $1 million
to $5 million and 6 or 7 ner cent on all invested capital

above $5 million,

Request organized labor to forego demands for increased wages
during the crisis; this would do away with need for a wage
freeze and would counterbalance imposition of the excess

profits tax on corporationss

Call upon the public, which is remarkably united in this
crisis and will respond to firm leadership, to save and in-
vest in U, S. Savings bonds, thus further contributing to

reducing the demand for civilian goodss

By such a credit, fiscal, and monetary program as the foregoing,

the need will not exist for the harness of direct controls, and the addi-

tional inflationary pressures resulting from increased Government spending

for military needs can be effectively offsets This program can be quickly

reversed when the time comess In the meanwhile, the economy will be safe-

guarded against a flash boom that would inevitably be followed by a sharp

recession when the crisis is overas
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