April 27, 1938
Henry Edmiston

ANALYSIS OF THE MONETARY AND ECONOMIC ASPECTS OF CONGRESSMAN GOLDSBOROUGH?*S
RETAIL CREDIT BILL H, R, 7188 AND AMENDMENTS
Congressman Goldsborough's new proposal is quite different from the usual

monetary authority plans for controlling booms and depressions which he and
others have advocated in the past, The principal feature of his latest bill,
introduced last May and on which hearings were held last summer and this year,
is the scheme for increasing purchasing power in a recession by offering dis=-
counts on consumer purchases at retail., The theory is that the resulting in-
creased volume of retail sales would quickly work back through industry and re-
store capacity operations in all lines. Admittedly an increase in business and
consumer spending is ncoessary to promote business expansion, but Mr, Golds-
borough's schome to achieve this aim is oversimplified, inequitable, and subjoct
to many administrative and technical difficulties,

Brief description of the proposal

A Federal Credit Commission is established whosc primary duty is the deter-
mination of a retail discount rate to apply on all purchascs of consumers, This
discount rate shall bc fixed oach month by the Commission at the porcontage of
idlc productivc capacity to total capacity which oxists at the time, Tho rate
shall be set by the bill at 15 percent until such time as the Commission other=-
wise determines, and it shall not change more than 5§ percent a month, No dise
count is to be granted if the productive capacity of the country is employed up
to 85 percent, so that if any discount rate is proclaimed, it can never be less
than 15 percent,

When the plan has been placed in operation, consumers will go to the stores

and buy things in thce usual mammor at prowailing pricos, loss the discount at the
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rate dotormined by the Commission, If the rate wero 15 percent, for examplec, a
$100 article would cost $85 and the consumer would pay $85 in cash and sign a
voucher, supplied by tho Socretary of the Treasury, for $15, The retail merchant
would thorefore rcecive $85 in cash and $15 in warrants or vouchers, Thoso
vouchers, however, could be deposited at his bank along with the cash and the
retailer would have the opportunity to check ageinst the full deposit of $100,

The next step is that the Secretary of the Treasury would issue & special
kind of currency to be known as interbank currency notes equal to the amount of
the voucher which the bank receives from the retailer, These notes bear no in-
terest and would be availablec as backing for deposits created by the voucher,
The notes would also be available for interbank scttlements and for paymeﬂt of
Pederal taxecs owed by the banks, but they would not be awveilable to bo paid out
to the publices They would not, however, serve as reserves for a multiple expan=~
sion of bank credit,

The idea is that no inflation can occur so long as no morc notos are issued
than arc necessary to bring up the activity of the country to full capacity and
the notes cammot be used as rosorvos for credit oxpansion, Morocover, if the
Commission should find that an inflation is under way, it could reoquest the
Secrotary of the Ircasury to reccall a part of the notes and tho banks would be
required to contract their outstanding erodit accordingly, In order that the
benks would not suffer an immediate loss through reeall of the notes, an amend-
ment to tho bill provides that thoy shall be held in trust for the banks by the
Treasury and roturncd whon authorizeod by the Foderal Credit Commission, In the
meantimeo, howcver, they could not be used to settle clecaring balances, to count
as reserves, or to pay off doposits in case of liquidation of a bank, Authority
is givon tho Secrotary of the Trcasury to issue ten billions of notes to begin
with,
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The bill states that the proposal is not to interfere with the Board of Gov~
ernors in any way or with the Federal Reserve System, which shall continue to
have their present normal powers and duties, In fact, the Board is given the
added power to raise reserve requirements to 100 percent, as a further means of
controlling a possible inflation in the future,

General oriticisms of the proposal

1. Effectiveness as a recovery measure, = In the first place the economic

validity of the underlying philosophy of the proposal is open to gquestion. It is
questionable, for example, that sufficient stimulation could be supplied by giv-
ing discounts on reteil sales in a recession to guarantee that all forms of in=-
dustrial activity would rise to capacity., It is characteristic of a period of
severe business recossion that the production of perishable consumers! goods de-
clines much less rapidly and less substantially than doos the production of pro=-
ducers! goods and durable consumers! goods, In these circumstances, there is no
assurance that the incomos of the working olasses through shortor hours and loss
of jobs would not be falling at such a rapid rate that even though retail dis~
counts were given tho total volume of spending would continue to decline, Moroc~
ovor, many porsons who have incomos available for consumption expenditures might
decide to curtail purchascs in a period of roccession, even though pricos were
falling and a rotail discount were proclaimed, bocause they may expect that
prices will fall further and a largoer discount will be given in tho future, In
tho meantime, however, they would spend only enough to cover the chief neces=-
sities and would allow their surplus incomo plus the money saved on such pur-
chasos by the discount to pile up in tho form of idle balances or perhaps use
part of them to rcduce indobtedness at banks and elsowhere,

2. Inequity of bemefits provided by tho plan, = A second imp@Eant objec-

tion is that the method of giving bonofits under this plan discrﬁq’!ﬁfcs against
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the low income classes of the community. In order to obtain a subsidy from the
retail discount, it would be necessary for the purchaser to have sufficient funds
or be eble to borrow the amount required to cover the difference between the list
price of the articles purchased and the retail discount, This means that the
benefits would increase in accordance with the volume of retail purchases and
the principal benefits would therefore accrue to the higher incomo groups. Those
persons who have lost their jobs through the decline in production and, hence,
have been deprived of their current sources of incame would not be able to bene-
fit by the retail discount or would do so on a greatly reduced scale, This is a
form of discrimination that could not very well be justified from the standpoint
of public policy. The present system of direct relief and work relief is predi=-
cated on giving assistance to thosc persons who are unemployed and are therefore
depeondent upon public sources for their liwvelihood, It should be noted that it
is this class which spends practically its cntiro income for consumers! goods,

3, Inflationary possibilities, -~ 1In spite of the numerous safeguards

which are incorporated in the bill, Congressman Goldsborough's proposals contain
a serious threat of ultimate inflation, In a period of sharp business recession,
the amount of deposits created by the issuance of retail credit vouchers would
be very large, Om the basis of ineamplete data, there is reason to believe that
in 1932, for example, the amount would have totaled as much as $12,500,000,000,
This increase in deposits in 1tself would not necessarily have led to inflationary
conditions, provided the deposits were not subsequently used or that the banks
contracted loans and investments and in the process destroyed an equal amount of
deposits, It is not necessarily truc, however, that in a period of recession
loans and invostmonts and deposits would automatically docrease and, hence, tho
introduction of the retail discount might lead to a substantial increase in total

deposits, As time goes on, and the volume of spending increases and the activity
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of these depodsits picks up, there would be the possibility that an inflationary
movement oould get under way in a relatively short time. In such circumstances,
it would be very difficult to apply quickly measures which would force contrac-
tion and even if such measures were adopted, it would be at the risk of produc-
ing a drastic deflation,

4, Difficulty of determining potential and unutilized capacity. = A num=-

ber of the practical difficulties would confront the Federal Credit Commission
in detormining the potential capacity and what percentage of this capacity is
actunlly employeds On the basis of our present statistical information, this
would be an almost impossible task., Certainly it would be necessary to set up
elaborate and costly reporting systems, if it is to be done on a current basis
as contemplated under the bill, There are also a number of theoretical ques-
tions in comnection with the definition of what constitutes potential capacity
for all types of productive activity which would have to be settled before the
discount rate could be established with any degree of accuracy. Capacity is re-
lated to price and it would require high prices to bring old obsolete equipment
into production., Before capacity production in all lines is reached, therefore,
many lines would be operating at full capacity and bottlenecks would appear,
Further stimulation to retail sales in such circumstances would be purely in=-
flationary,

5. Encouragement to price raising, =~ Another practical problem is that

there scems to be no reason why retail stores could not raise prices to absorb
the discount to consumors, For example, stores could mark up a $10 article to
$12,50 and inform tho customer that it will only cost him $10 as usual, while
the ramaining $2,50 will be met by the rotail discount voucher., It might be
possiblo to establish machinery for preventing such price inereases, but this

would appear to be difficult becausoc it would bc hard to dotermine definitely
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the roason for the price inoroase, Price increases might be limited by offeoctive
compotition, but effeootivo compotition is not completo and there could be coopera-
tion among retailers or manufacturers to raise prices at least of certain types

of articles, To the extent that the plan resulted in price adwvances it would fail
to produce additional purchasing power,

6, Administrative problems, =« There would be many problems of policing

the systom and a complex system of accounting and auvditing would be necessary to
provent widosproad fraud, Licensing of all individuals and businesses which sell
any goods or sorvices to ultimate consumors would also presont many administrative
difficultios,

Effect upon the banking system

The operation of the plan would seriously impair the efficiency of the bank-
ing system and would rosult in reduced bank carnings and possibly in scvere capi-
tal lossos,

1., Increcased cost of bank operations, = The oxpansion of bank deposits

for which tho banks rcceivo "intorbenk currcney" that carrics no interest would
increase the expenses of banks without increasing their earning assets, Congress-
man Goldsborough recognizes that the handling of the retail discount vouchers by
the banks for customers would entail additional expenses and thorefore provides
that the Fedoral Crodit Commission shall fix tho service charge to covor these
oxponses, It would appear fram tho language of the bill that this charge would
bo in the form of an initial deduction upon the presontation of the wvouchers by
the rotailers, Such a charge would be entirely inadequate and would be inequi-
table as between individusl banks, The principal expenses to the banks would be
the continuing ones of handling the larger volume of deposit transactions arising
from the creation of deposits against non-earming assets, When the deposits

originally created by deposit of a reteil credit woucher are checked against and
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transferred to other banks these banks would not be able to make a special ser-

vice charge,

The most likely source of new income for the banks thus faced with decreased
earnings would be to institute additional ordinary service charges for handling
doposit accounts, Competition and customer resistance would limit the revenue
that could be dorived from this source, In any event it would be a slow process
and in the transition period bank carnings would bo curtailed with impairments
of banking capital and probably failures in the case of numerous individual
banks, Tho introduction of highor sorvice charges might also have other unde-
sirable offects which arc difficult to prodict and could be determined only by
cxporionce with the plan in actual operation. For examplc, a higher level of
scrvice charges might increase the volume of currency in circulation, This would
be a backward step in view of the economy and efficiency with which business
settlements are now effected through the use of checking accounts at commercial
banks e

2. Effect of segregation of interbank currency from other benk reserves, =

Many serious practical difficulties would be encountered in the segregation of
the so=called interbank currency from other rceserve funds of banks, The purpose
of this sogregation is, of course, to provent the inflationary tondencies that
would result if the new currency woro allowed to count as rescerves upon which a
multiplo oxpansion of bank credit could be basod, The currency cannot be paid
into circulation but is legal tonder for making interbank settleoments, In view
of the fact that intorbank currency counts as rescrves only dollar for dollar,
any adversc clecaring balance would bo mot by use of this currency instead of
regular reserves,

The effect of thosc provisions would be highly discriminatory among indi-
vidual banks, To illustrate lot us assume that a bank has suffered a roserve
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deficiency through withdrawals of currency by the public or through adverse clear-
ing balances after its interbank currency had been exhausted, When thc bank at=
tempts to restore its reserves through selling assets it would receivec payment in
interbank currency, It had lost reserves, however, which count as 1 to 5 against
damand doposits while the intorbank currency it roceives counts as reserves on a
dollar for dollar basis, Consequently, it would have to soll four times as many
asscts as the original loss before its recscrves wore brought back to the legal
requircments,

Congressman Goldsborough partially recognized this contingency by a provision
to allow the conversion of interbank ocurrency into legal tender currency when
“"there is an eme;gency demand for currency that would lead to a dangerous forced
liquidation of assets." This is an emergency power, however, that appears to be
designed to protect the banking system as a whole in casc of a wave of currency
hoarding by tho public, It apparently could not be used by individual banks
which sufforecd currency withdrawals in the normal course of operations., Moreover,
it would not help in the case cited above where a bank suffered a resorve doficiw

cncy through adverse bank clecarings,

3¢ Recall of intorbank curroncy notes, « Under the original bill the rc-

call of the interbank currcncy notos would result in immodiate capital losses to
the banks through the Treasury acquiring a portion of thoir assots without roime
bursing the banks, Tho emcndmont, para, (i) Titlo III, is designed to corrcet
this feature which would obviously be disastrous to the banking systom, While
this amondment would provent immediate insolvency of a large number of banks the
reecall of inteorbank currency would still presont grave probloms to many indi-
viduel banks, The amcndment statos that thc recalled notes are to be held in
trust by the Treasury for tho benefit of the banks, but it is difficult to sce
what thesc "benofits" arc, They would not bc awvailable to tho banks to pay off
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deposit or other liabilities, The whole purpose of recalling them is to reduce
the reserves of the banks and force contraction of credit to prevent inflationary
tendencics thet are developing, It seems likely, however, that the cure would
bc applied too late and might prove worse than the diseasc e;nd a deflationary
cycle would be procipitatod. Whon the Cammission docided to recall the notos
the banks would be fully expanded on the basis of thoir awailable rcsorves in-
cluding intorbank curroncy, Presumably, also, the intoerbank curroncy would be
widcly distributcd among banks, Thus when the interbank curroncy notcs aro re=-
called it would force a large number of banks to liquidatc assets at tho same
timeo, This would probably lcad to dumping of securitics, demoralization in the
markets, and the banks would probably suffer severe losses, Its effects would
be similer in this respect to the effects of an increase in reserve requiremets
when banks had no excess reserves., Congrossman Goldsborough recognizes this
possible danger and provides (sec. 301, para. f) that the banks shall promote
an orderly liquidation and not use selective measures that would dopreciate
particular classes of sccurities, How such a provision could be administored
and onforced prosents an insolufible problem for the supcrvisory authoritics,

If liquidation under thesc circumstancos loads to bank failuros tho intorbank
currency notes hold in trust by the Trecasury would not be awvailaeble to mcet the
claims of depositors or other croditors unless rcleased by the Foderal Crodit
Commission,

It might bo montioned in conclusion that Congressman Goldsborough does not
appoar to be greatly concornod with the possiblc detrimontal effocts that the
plen would have on the banking systom, This is perhaps bccause he has not thought
through how the plan would operate in practicc, But also it is probably because
he belicves that as banks morely meanufacturo credit out of nothing they arc not
entitled to roccive a roturn on thoir loans and invostments, This is a basic

flaw in his roasoning on all banking mattors,
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January 29, 1941

COORDINATION OF FISCAL, MONETARY, AND ECONOMIC
POLICIES OF THE GOVERNMENT

The Board of Governors has mainteined consistently that
the effective discharge of the FPederal Reserve System's responsi=-
bilities for monetary and credit policy are dependent upon coordi-
nation with the general economic policy being followed by the
Government, the various phases of which are exscuted by a number
of administrative agencies. Such coordination is especially meeded
now that the national defense program is moving into high gear and
in the near future will exert an unprecedented stimulus to business
activity and require a record volume of new Treasury financing.

The magnitude of the program is such that in view of the underlying
monetary conditions we could experience in:}elatively short time
the development of inflationary tendencies. These tendencies, if
unchecked, would produce a rise in prices which would retard the
national effort for defense and greatly increase its cost, as well
as threaten the economic well-being of the general public., In
order to forestall such developments, the Board feels that all
agencies of the Government concerned with fiscal, monetary, and
economic policies should develop machinery for more continuous
exchange of views and for closer cooperation in the formulation
of general policy. This is especially true with respect to

fiscal and monetary policies, which are immediate responsibilities

of the Federal Reserve and the Treasury.
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Although most officials would probably agree with the
above position as a matter of principle, there is growing evidence
that cooperation in the formulation of policy has been neglected
in the recent past even more than formerly. A few specific examples
of this are cited below,

1. Treasury financing policy. Although representatives

of the Federal Reserve System meet with the Secretary of the Treasury
and his staff prior to each Treasury finencing, the discussions at
these meetings are often confined to pricing and other technical
aspects in connection with a type of financing which has already
been decided upon and perhaps tentatively amnnounced in the press,
In view of the major financing operations required for the defense
program, it appears desirable that more consultation should be had
in formulating a general financing progrem, with a careful determi-
nation of the general objectives to be achieved and a detailed
consideration of all possible types of issues that might be used
to carry out these objectives. At any particular financing meeting
appropriate issues can then be selected which will conform with
the general financing program in so far as is practicable in the
light of the market conditions existing at the time.

The Board feels that it is peculiarly fitted to advise
the Treasury in this respect. It devotes its entire time to the
consideration of monetary and credit conditions which involves

the continuous study of business developments and Government fiscal
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operations. Moreover, the Board is in constant touch with all
AR
developments of the Government security market.

2. Consultation with outside "experts". It has long

been the practice of the Treasury, when it is confronted with any
new problem, to call in outside "experts" for consultation. Accord-
ing to the press, the Secretary of the Treasury recently conferred
with Professors Jacob Viner of the University of Chicago and Roswell
Magill of Columbia University on "the types of new securities to be
issued and the methods of marketing"., It is difficult to see how
people in academic life can give much practical advice on these
guestions which involve continued and intimate knowledge of conditions
in the Govermment security market and in investment markets generally.
Considerations of an even more serious nature, however, ame

warket
invelued when outside "experts" with an intimate knowledge ofkcondi-

tions are brought in as was the ;ase et the time of the outbreak of
war when the Secretary employed Mre. Randolph Burgess of the National
City Bank, Mr. Earle Bailé;‘of the Tricontinental Corporation, and
Mre. Tom K. Smith of the Boatmen's National Bank of St. Louis. MNen
of this type often make recommendations which are prejudiced in
favor of the private interest which they represent. In addition,
while connected with the Government on a temporary basis, they have
access to confidehtial informetion on prospective Treasury plans as
well as on btme~Treasury and Federal Reserve current operations in
knrow lul?l:. of

the market,ﬂwhic would provide their institutions with invaluable

tips on investment policye. The individual himself mey be scrupulously
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., honest in seeking to avoid the divulging of any confidential
information, but may inadvertently let things slip which may be
used by his business associates as guides to market operations.

In this connection, it may be observed that a large New York City
institution, with which one of the Treasury's outside "expérts"

was & high official, purchased a substantial amount ($16,000,000)
of Treasury bonds close to the lows of the market in late September
and early October 1939, This action may have been a pure coinci-
dence, because it has been the policy of this institution to buy
Governments on the scale down when prices decline and to liquidate
part of its holdings on any substantial price advances,

Regardless of whether there has been any misuse of confie-
dential informetion which must necessarily be made available to
such advisors, the Treasury remains subject to criticism when it
employes men }ike this on & temporary basis because of tﬁgf;%:;i-
bilities in the situation and also because of the conflicts between
private and public interests which inevitably exist in the formu=-
lation of financing policies,

3. Secretary Morgenthau's comments to the press on the

Federal Reserve report. At his press conference on January 9 the

Secretary asserted that a "substantial and unwarranted decline" in
the prices of Government bonds had been caused by the Federal Reserve
System's special report to Congress on %@ monetary conditions and

indicated that he would appose at least certain aspects of the Board's
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proposals "if Congress takes the matter seriously", The Secretary
was fully advised about this report long in advance of its publica-
tion and gave ng prior indication that he would publicly express
such an attitude toward it.

At the time of the Secretary's statement the long=-term
Govermment bond market had reacted slightly over two points since
the issuance of the Federal Reserve report, but it was still higher
then at any time piior to the election last November. In fact, the
yield on the longest bonds outstanding was only about ;;zé per cent
as compared with the all=time low yield of 2.0% per cent reached
early last December. 1In connection with the Secretary's recent
assertion that Govermment bonds had suffered a "substantial and
unwarranted deqline", it is interesting to recall that this longest
bond issue was selling at about 109 I/L.as compared with less than
par in 8wke September 1929 when the Secretary and his outside banking
advisors were urging the Federal Reserve to withdraw its support
from the Goverrment bond market. It was our view at that time that

~Sme speculative forces had driven prices of Government securities to
unreasonably low levels in view of underlying conditions, and we did
not wish to see the development of panicky liquidation that further
speculative price declines might have engendered. Moreover, we did
not wish to see the shrewd market speculators and the trading banks

have the opportunity to acquire bonds at "bargein" prices.
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L, Foreign loans of gold from the Stabilization Fund.,

Although e member of the Board's staff was invited to sit in on
certain Treasury conferences at which were discussed some of the
technical details of recent foreign loans, the Board was not con=-
sulted on the broad question of the policy of using Stabilization
Fund gold for this purpose., Use of this gold directly increases bank
reserves and consequently affeots the domestic monetary situation,
Two such loans already announced, to China and Argentina, involve

the use of $100,000,000 gold from the Stabilization Fund, but no
disbursements on either loan have yet been made,

5« Bank holding company bill, The new bank holding

company bill under Treasury auspices was introduced without any
consultation with or even advance notice to the Board of Governors.
This action cannot be justified in view of the fact that this was
exclusively a banking matter and the Federal Reserve is the only
Government banking agency which has had any experience in the admin-

istration of bank holding company legislation,
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