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f t Pub l i c Debt, I n f l a t i o n and the Federa l Reserve System11 
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CONFIDENTIAL DRAFT - EAGtTTT 

February 25", 19̂ 4-6 

PUBLIC DEBT, INFLATION, AND THE 
^PSHAL- RESERVE Sf'SflSBT 

Monetary c o n d i t i o n s i n the Un i ted Sta tes r e f l e c t the profound 

e f f e c t s o f the war on the economy. Superabundance o f money, r e s u l t i n g 

from the growth i n t h e pub l i c debt , t oge the r w i t h a shortage o f goods, 

has r e s u l t e d i n a hea*vy upward pressure on t h e p r i c e s t r u c t u r e . I n v iew 

o f the monetary aspects o f t h i s s i t u a t i o n , the Federa l Reserve System has 

impera t ive d u t i e s to per form and v i t a l r e s p o n s i b i l i t i e s t o d ischarge. 

The phenomenal achievements of - the American economic system i n 

more than doub l ing i t s phys i ca l output of goods f o r the purpose o f waging 

war has r e s u l t e d i n a t h r e e f o l d growth1 of money w i t h wh ich to buy goods, 

accompanying widespread shortages of raw m a t e r i a l s and f i n i s h e d goods 

wanted and needed b y ' t h e peop le . Through a l l o c a t i o n 'of m a t e r i a l s , r a t i o n -

injg, 'and p r i c e c o n t r o l s p r i ces 1 have been kept frbm advancing as far ' or as 

f a s t as the monetary f a c t o r s alone would have caused them to go. But w i t h 

the war over, r e s i s t a n c e to' p r i c e advance's becomes* i n c r e a s i n g l y d i f f i c u l t 

long as demand exceeds p roduc t i on . 

Volume o f Money and I n f l a t i o n •T'1'>- - • ' • » • I 'I " I • • i • ' ' 

There i s a school .of t hough t , reared l a r g e l y du r i ng the depres-

s ion , t h a t the volume o f money i s a, ma t te r o f i n d i f f e r e n c e . This v iew 

i s the outcome o f exper ience i n the 30* s when a d d i t i o n s t o the money 

supply f a i l e d to cure t h e depress ion. But t h i s v iew over looks the f a c t 
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t h a t the E f f e c t i v e n e s s o f the money supply i s v a s t l y d i f f e r e n t when there 

i s , as a t p resen t , an a lmost u n l i m i t e d demand f o r goods and g rea t d i f -

f i c u l t y i n ob ta in ing trhem.- At a t ime l i k e : t h i s / , a " la rge volume o f money i s 

a dangerous i n f l a t i o n a r y f o r c e . I t leads t o purchases of whatever can 

be ob ta ined a t whatever p r i c e s are asked or t o l e r a t e d , I t - f i p . d s o u t l e t s 

i n f i e l d s which,are no t covered by c o n t r o l s * such as s e c u r i t i e s , and r e a l 

e s t a t e . I t i nc reases purchases not on l y f o r use b u t a lso f o r rese.le a t 

h igher p r i c e s . I t f o s t e r s specu la t i on the harb inger and, symptom of 

i n f l a t i o n . A t a. t ime- l i k e the p resen t i t i s 8 mat te r of v i t a l i n t e r e s t 

t o the count ry to prevent a f u r t h e r growth i n the money supply. 

R e s p o n s i b i l i t y of the Federa l Reserve 

The Federal Reserve System i s charged w i t h r e s p o n s i b i l i t y f o r 

sd r e g u l a t i n g the supply and cost o f money as t o c o n t r i b u t e t o the main-

tenance o f economic s t a b i l i t y . The Federal Reserve Aot g i ves a number o f 

d i f f e r e n t o b j e c t i v e s and guides to p o l i c y f o r d i f f e r e n t l i n e s of a c t i v i t y ; 

these va r i ous s t a t u t o r y p r o v i s i o n s are set ou t i n f a l l i n Appendix A. I n 

the f i n a l a n a l y s i s they s i g n i f y t h a t t t e System must c o n t r i b u t e , i n so 

f a r as i t s means pe rm i t , t o the p r e v e n t i o n o f r a p i d advances and d e c l i n e s 
* 

i n p r i c e s , p r o d u c t i o n , employment, and n a t i o n a l income. 

I n v iew o f t h i s r e t s p q n ^ i b i l i t y placQji upon the System by t he Con-

gress, i t would be d e r e l i c t i n tho ^disG,barge. o£ i t ;$ . pub l i c o b l i g a t i o n i f 

a t t h i s t ime i t f a i l e d t o undertake w h a t e v e r - i t .can' under - t he-law- t o .stop 

f u r t h e r e:cpansion, o f bank c r o d i t and thp• money : :supply .and;.to recommend1 t o ' 

Congross such a d d i t i o n a l measures as may:be.^ecostsary. t o increase i t s * 

a b i l i t y to accompl ish t h i s purpose. 
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Her i tage of War Finance 

Throughout the war e f f o r t s were made t o r a i s e as much of i t s 

cost by t a x a t i o n as was f e a s i b l e and to f inance the r e s t i n so f a r as pos-

s i b l e by tapp ing the savings of the people. F i s c a l and monetary a u t h o r i -

t i e s agreed throughout t h a t f i n a n c i n g through the banks, wh ich r e s u l t s i n 

the c r e a t i o n o f new money, should be kept down t o the necessary minimum. 

Never the less , under the pressure of the a l l - a b s o r b i n g purpose o f f i n a n c i n g 

a w inn ing war , a s u b s t a n t i a l p r o p o r t i o n o f the Government's f i n a n c i a l r e -

quirements was met th rough the sale of Government s e c u r i t i e s t o the banks. 

Of the t o t a l f lmds r a i s e d t o f i nance the war, wh ich amounted t o 

382 b i l l i o n d o l l a r s from Ju ly 19i+0 t o December 1 9 1 5 3 b i l l i o n d o l l a r s , 

or I4O per cent was ob ta ined from taxes, w h i l e the remain ing 60 per cent 

was borrowed — somewhat more than h a l f o f the borrowings wore from the 

savings o f i n d i v i d u a l s and businesses and the r e s t was ob ta ined by the 

sale o f Goverrment s e c u r i t i e s to bankirg systems. TJhother more cou ld have 

been r a i s e d through taxes a M th rough t h e use o f savings and l ess from 

the b ;nks , as was advocated by many du r i ng tho w a r , i s a ' m a t t e r about 

which no th i ng can be done, 'nowv The f a c t i s t h a t ' a s a net r e s u l t o f t he 

war and i t s f i n a n c i n g , as shpvii i n Ghart I , hold ings- o f Government secu-

r i t i e s by a l l banks, i n c l u d i n g mutual savings banks and Federal Reserve 

Banks, and the t o t a l volume of bank depos i ts and o f currency i n c i r c u l a -

t i o n has inc reased by 110 b i l l i o n d o l l a r s , t h a t i s , f rom 6? b i l l i o n i n 

June 19U0 t o 176 b i l l i o n a t the end of 19^5* This growth i n money was 

i n p a r t a necessary and des i r ab lo accoirpaniment o f tho r a p i d l y expanding 

a c t i v i t i e s and abnormal neods o f a wart ime economy. As shown on Chart I I , 
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however, t he increase i n money has "been more r a p i d than the tremendous 

expansion i n the va lue o f the country-' s t o t a l annual p r o d u c t i o n o f goods 

and se rv i ces . As a consequence, the t o t a l amount o f deposi ts and c u r -

rency ou ts tand ing is ,much l a r g e r i n r e l a t i o n to the value of the t o t a l 

annual product than a t t ime i n h i s t o r y . T i l th the r e d u c t i o n i n work-

i n g hours and t h e - r e l e a s e of war-time pressures , t he n a t i o n a l p roduct has 

d e c l i n e d from the war t ime maximum and may be expected t o con t inue below 

t h a t ' p e a k un less ther$. shpuld be an i n f l a t i o n a r y r i s e i n p r i c e s . The 

'volume, of ' money, however,, i s no t . l i k e l y t o decrease. 

The ho ld ings, o f depos i ts and cur rency represent the buying 

power and de fe r red demands, accunulated dur ing the war ; they w i l l e x e r t 

pressure -on ava i l ab le ' supp l ies o f goods, wh ich are s t i l l inadequate t o 

meet demands* I n t h i s s i t u a t i o n i t i s e s s e n t i a l t h a t a l l e f f o r t s o f the 

Federal Reserve System should be d i r e c t e d towards the p reven t i on o f a 

f u r t h e r expansion o f bank c r e d i t and the money supply. 

Role o f Federal Re servo i n Tfer Finance 

I n order t o d ischarge i t s o b l i g a t i o n s to the"Government and 

the coun t ry dur ing the war, the Federal Reserve System adopted a numbor 

o f measures c a l c u l a t e d to make i t poss ib le f o r bonks to meet w i t h o u t delay 

and smoothly such neods of the Government'as wore no t adequately supp l ied 

from t a x a t i o n and f rom the bor rowing of sav ings. Among tho s p o c i f i c 

measures adopted t o accompl ish t h i s purpose wore the f o l l o w i n g * 
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(1) The Federal Open Market' Committee; wh ich conducts 

purchases and sa les o f Government s e c u r i t i e s • f o r System-accounts, 

e s t a b l i s h e d i n 191+2 a 3/8 per cent r a t e a t whi cih i t was ready t o 

buy a l l Treasury b i l l s o f f e r e d w i t h an o p t i o n t o the s e l l e r s t o 

repurchase the s e c u r i t i e s on t h e bas i s of the. same r a t e a t any. 

t ime before they matured, 

(2) Each Fbderal Reserve Bank e s t a b l i s h e d , i n October 19l\2 

a p r e f e r e n t i a l r a t e o f J of one per cent f o r advances t o banks <?n 

Govei nment s e c u r i t i e s w i t h a m a t u r i t y o f hot more t h a n a yea r , 

w h i l e i t s regu la r d iscount r a te was reduced -to or he ld a t 1 per con t . 

(3) Vigorous support was g iven t o ' t h e Government s e c u r i t y 

market whenever i t ' was necessary t o ' m a i n t a i n y i e l d s and t o f a c i l i -

t a t e Treasury f i n a n c i n g . Through t h i s a c t i o n the s t r u c t u r e o f 

i n t e r e s t r a tes was main ta ined a t c lose t o the very low l e v e l s which 

p r e v a i l e d a t the ' beg inn ing of the war. The* System purchased a l l 

s e c u r i t i e s o f f e r e d i n the market at t he ra tes es tab l i shed and not 

o therwise absorbed. 

Federal Rosorvo l^rstam purchases o f Treasury b i l l s a t the es -

t a b l i s h e d buy ing ra te and of other s e c u r i t i e s o f f e r e d a t t he p r e v a i l i n g 

s t r u c t u r e o f r a t e s supp l i ed bonks w i t h rese rves , wh i ch they i n t u r n used 

t o buy a d d i t i o n a l Government s e c u r i t i e s or t o o b t a i n currency t o moot the 

public.* s growing domand f o r cash. Thus Federal Resorve purchases o f about 

2 1 % b i l l i o n d o l l a r s of Government s e c u r i t i e s , du r i ng t h e war p e r i o d , t o -

gether w i t h about 7 b i l l i o n d o l l a r s o f reserves i n excess of requirements 

held by member bonks i n 19̂ 4-0 ̂  p rov idod the bas is f o r an expansion of 
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20 b i l l i o n d o l l a r s of currency and a* g rowth of 8 b i l l i o n i n member bank 

r e q u i r e d reserves . The se development s. are i l l u s t r a t e d i n Chart I I I . The 

increase i n r e q u i r e d reserves supported ja depos i t expansion o f about 50 

b i l l i o n d o l l a r s a t member banks, no t count ing 2l\.t b i l l i o n of Un i ted States 

Government, depos i t s aga ins t which, reserves were n o t r equ i r ed t o be he ld 

dur ing the war. I n d i r e c t l y they a l so p rov ided the b a s i s f o r depos i t 

expansion a t nonmember banks. 

Besides enab l ing benks to meet tho c r e d i t needs o f the war t ime 

economy, Federal Reserve p o l i c i e s o f e s t a b l i s h i n g e s p e c i a l l y low d iscount 

and buy ing r a t o s on s h o r t - t e r m s e c u r i t i e s were designed t o oncourago bonks 

t o purchase and ho ld sho r t - t e rm l o w - r a t e i ssues r a t h e r t h a n l onge r - t o rm 

i ssues . This o b j e c t i v e was a l so f u r t h e r e d by Treasury p o l i c y , p a r t i c u l a r l y 

dur ing l a t o r years of tho war, o f p r o h i b i t i n g or r e s t r i c t i n g bank ho ld ings 

o f c e r t a i n l onger - te rm issues, o f f e r e d i n tho Tar Loan Dr ives . Those p o l i -

c i e s were designed to holp ma in ta i n the . l i q u i d i t y o f banks and aljso to keep 

down t h e i r ea rn ings on Government s e c u r i t i e s , wh ich expanded cons iderab ly 

du r i ng the war. 

Ono o f tho o b j e c t i v e s of these measures was t o m a i n t a i n tho s t r u c -

tu re o f i n t e r e s t r a t o s a t c loso to tho low l e v e l s p r e v a i l i n g a t tho b e g i n -

ning o f the war. Tho t r o n d o f r a t o s o f v a r i o u s typos of Government s e c u r i -

t i e s i s shown on Chart IV f Th is servod sovora l purposes: i t oncouragod 

i n v e s t o r s t o purchase s b c u r i t i o s w i t h o u t w a i t i n g f o r lower p r i c e s and t o 

h o l d thorn w i t hou t fear o f l o s s f rom p r i c o f l u c t u a t i o n s . I t kopt t l .o market 

f r ee from d i s o r d e r l y movements. As p r e v i o u s l y ment ioned, i t als> kopt down 

bank earn ings on the s o c u r i ' t i o s t h a t banks wero c a l l e d ' u p o n to purchaso. 

F i n a l l y , i t ho l d down the cost t o t h o Treasury o f i n t e r e s t charges on the 

g r o a t l y expanded p u b l i o dob t . 
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As a re .su l t o f these p o l i c i e s and measures. Tier I d War I I was 

f inanoed by the Treasury a t a r e l a t i v e l y low r a t e 6>f i n t e r e s t , l r i t h a 

p u b l i c debt- o f 278 b i l l i o n d o l l a r s the annual cos t i s on l y 5 b i l l i o n , 

or an average of l e s s than 2 per cent . This i s a notewor thy achievement, 

but i t i s no t a p a r t i c u l a r l y d i f f i c u l t one to accompl ish as long as the 

Federal Reserve stands ready t o purchase from the market any s e c u r i t i e s 

o f f e r e d a t the e s t a b l i s h e d r a t e s . Dur ing t h e past year t h e l e v e l of 

l ong term r a t e s has been d e c l i n i n g , wh i l e shor t te rm r a t e s have g e n e r a l l y 

he ld f i r n u 

"Tbajpo wart ime measures -of t h e Federa l Reserve System, wh ich were 

pursued c o n s i s t e n t l y throughout the p e r i o d o f h o s t i l i t i e s and war f i n a n c i n g , 

were of paramount, importance dur ing tho struggle*. V/ i th the coming o f 

peace, t he consequont dec l i ne i n Government expend i tu res , and the passing 

of t h e necess i t y , f o r i nc reas ing the p u b l i c debt* and p a r t i c u l a r l y bank 

ho ld ings* t h e s e . p o l i c i e s need to be recons idered t o determine whether t h e i r 

cont inued use would c o n t r i b u t e t o s t a b i l i t y • or . i n s t a b i l i t y o f »the Government 

s e c u r i t y market,, tho banking aystom,: ,and the economy i n genera l ; ' 
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Immediate Monetary Ob jec t i ves 

Ob jec t i ves o f monetary p o l i c y i n the immediate f u t u r e should be 
% 

t o combat the i n f l a t i o n a r y danger i n so f a r as t h a t can be done th rough 

the r e g u l a t i o n o f bank c r e d i t . I t i s recognized t h a t i n f l a t i o n r e s u l t i n g 

f rom wart ime developments cannot be stopped th rough adop t ion o f new mone-

t a r y r e s t r i c t i o n s alor ie; o ther weapons must be used as w e l l ; but monetary 

r e s t r i c t i o n s are an e s s e n t i a l p a r t o f the a rsena l o f weapons t h a t may be 

used t o combat i n f l a t i o n . 

P o l i c i e s adopted dur ing the war t o make i t p o s s i b l e f©r banks 

t o meet expanding demands f o r cur rency and t o increase t h e i r ho ld ings of 

Government s e c u r i t i e s , when the Government had t o borrow over 200 b i l l i o n 

d o l l a r s , are not app rop r i a te f o r a s i t u a t i o n when the Treasury may be 

reduc ing r a t h e r t h a n i nc reas i ng the p u b l i c debt and f u r t h e r monetary ex-

pans ion i s unnecessary. 
• - * 

The Treasury w i l l cont inue t o have a problem of r e f und ing i t s 

s h o r t - t e r m deb t . Over 70 b i l l i o n d o l l a r s o f the marketable issues o u t -

s tand ing mature or are c a l l a b l e w i t h i n a year and i n a d d i t i o n l a r g e amounts 

o f savings bonds and notes may be presented f o r redempt ion. Commercial 

banks h o l d about f o r t y per cent and Federa l Reserve Banks ho ld "near ly 30 

per cent o f these i ssues . Under these c i rcumstances, any measures adopted 

t o r e s t i r c t bank c r e d i t expansion t h a t r e s u l t e d i n a r i s e i n s h o r t - t e r m 

i n t e r e s t ra tes would p robab ly increase the cos t t o the Treasury o f c a r r y i n g 

debt and would a lso add t o the a l r eady h i g h earn ings o f commercial banks. 
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As a l ready mentioned, the war-has been f i nanced a t a r e l a t i v e l y 

low i n t e r e s t c o s t . I t i s g r a t i f y i n g t h a t t he cos t o f the unprecedented 

p u b l i c debt i s no h igher t han i t i s . Never the less, ' the annual .debt se rv i ce 

i s a heavy cha rge 'on the budget, equal t o what not many years ago. was more 

t han the Government * s: e n t i r e budget . I n order t o a l l e v i a t e the burden o f 

t a x a t i o n on the^peop le i t " i s impor tant not t o increase f u r t h e r the cos t o f 

the p u b l i c deb t . From t h i s s tandpoint , - t h e r e f o r e , i t i s des i rab le t o main-

t a i n a g e n e r a l l y low l e v e l o f i n t e r e s t r a t e s . 

Customary Methods not Usable 

T r a d i t i o n a l l y the p r i n c i p a l method o f t he Federal Reserve System 

i n a t t emp t i ng to r egu la te the supply and cost o f money was t o ac t th rough 

bank reserves by a v a r i e t y o f means p rov ided f o r t h a t purpose by the l a w . 

The .System had means o f a f f e c t i n g the volume o f bank reserves by changing 

the p r o p o r t i o n o f depos i ts t h a t must be he ld as reserves by the banks, and 

by a.dding to. or s u b t r a c t i n g f rom those reserves th rough the purchase or sa le 

o f Government s e c u r i t i e s i n the market? I n so f a r as banks are o b l i g e d t o 

borrow f rom the Federa l Reserve, the System can make t h a t bor rowing more 

or less c o s t l y by changing i t s d iscount r a t e . 

These t r a d i t i o n a l methods, which g e n e r a l l y brought about changes 

i n the cos t o f money, i . e . i n i n t e r e s t r a t e s , as w e l l as i n the a v a i l a b i l i t y 

o f money, would r e s t r i c t some o f the fo rces o f expansion i n the present 

s i t u a t i o n bu t i n morf impor tant respects they are l a r g e l y i n a p p l i c a b l e t o 

problems .of postwar monetary r e g u l a t i o n . They cou ld not be a p p l i e d w i t h o u t 

r a i s i n g s h o r t - t e r m i n t e r e s t r a tes t o some ex ten t and thus a f f e c t i n g the 

i n t e r e s t cos t t o the Treasury , 
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Increased s h o r t - t e r m i n t e r e s t r a t es would c o r r e c t one o f the 

e x i s t i n g fo rces o f c r e d i t expansion. The present wide d i f f e r e n t i a l s between 

s h o r t - t e r m and l o n g - t e r m ra tes encourage f u r t h e r bank c r e d i t expansion. 

This i s t r u e because banks can s e l l some o f t h e i r s h o r t - t e r m s e c u r i t i e s t o 

Federal Reserve Banks, thus c r e a t i n g a d d i t i o n a l bank reserves , and then p u r -

chase i h the marke t % l onger - te rm h i g h e r - y i e l d i n g s e c u r i t i e s . I t i s p r o f i t -

ab le f o r banks' t o do t h i s and a lso safe as long as the p r i c e s o f a l l Govern-

ment s e c u r i t i e s are s t a b i l i z e d . Whenever a bank makes such a s h i f t the 

a d d i t i o n a l reserves thus c reated pass f rom bank to bank and p rov ide the 

bas is f o r a s i x f o l d expansion ..of bank c r e d i t 

This s h i f t i n g by banks f rom s h o r t - t e r m i n t o l o n g e r - t e r m s e c u r i t i e s 

:has been ev ident jfeo a^ i nc reas i ng ex ten t dur ing<the. pas t . yea r or more. 

Charts V and VI. i l l u s t r a t e the t r e n d , Chart V shows how i n e a r l y years 

o f the w^r,member banks . increased t h e i r ho ld ings .of a l l types o f Government 

s e c u r i t i e s ; the growth, i n . , sho r t - t e rm b i l l s , c e r t i f i c a t e s , and notes was 

somewhat g rea te r than,th8i.t i n bonds * Since however, ..holdings o f bonds 

have increased more r a p i d l y than those .of notes ..and . ce r t i f i c , a tes v bank 

ho ld ings o f b i l l s have dec l i ned . Federal Reserve Banks, on / the o ther hand, 

as shown in . Chart V I , . . r ap id l y : increased t h e i r hq ld ings o f Treasury b i l l s 

and more r e c e n t l y o f c e r t i f i c a t e s , ^ w h i l e the i ^ r ; sma l l ho ld ings o f bonds de-

c l i n e d . 

C r e d i t ..expaxision r e s u l t i n g , f rom hank s h i f t i n g f rom s h o r t - t e r m 

s e c u r i t i e s int.o l o n g e r - t e r m s e p u r i t i e s i n .order, t o . . o b t a i n h igher re tu rns 

cou ld .be checked by Federal Reserve r,efus,al to, purchase the s h o r t - t e r m issues 

This would r e s u l t i n a r i s e i n s h o r t - t e r m . y i e l d s t o a p o i n t a t which such 

s h i f t s were no longer cons idered p r o f i t a b l e , Th is , however, would r a i s e t he 
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i n t e r e s t cost o f t he sho r t - t e rm .deb t t.o the Treasury and increase bank 

earnings on t h e i r ho ld ings of s h o r t - t e r m s e c u r i t i e s , 

I n v iew o f g r e a t l y expanded volume o f the p u b l i c debt o u t -

s tand ing , any r i s e i n the general l e v e l o f i n t e r e s t ra tes may increase 

the cos t o f the p u b l i c debt w i t h o u t e f f e c t i n g any s u b s t a n t i a l r e s t r i c t i o n 

vr i monetary expansion. The Federal Government debt, as shown on Chart V I I , 

has grown t o a pointy where i t now amounts t o n e a r l y t w o ^ t h i r d s o f the e n t i r e 

volume o f p u b l i c and p r i v a t e debt, whereas before t h i s war i t was g e n e r a l l y 

much less than a, f o u r t h . o f the t o t a l , T o t a l p r i v a t e debt has shown l i t t l e 

change i n recen t years and . i s s t i l l less t han i t was i n the 1920s. A r i s e 

i n th&' i n t e r e s t r a t e , t h e r e f o r e , would p r i m a r i l y a f f e c t the cos t o f the 

debt t o the. Government, wh ich must be c o n t i n u a l l y r e fund ing i t s matur ing 

i s sues . As l ong as banks and o thers h o l d l a rge amounts o f Government se-

c u r i t i e s , which they can s e l l or re fuse t o rep lace a t m a t u r i t y , the 

customary r e s t r i c t i o n s on a v a i l a b i l i t y o f c r e d i t and the consequent i n -

creases i n i n t e r e s t r a tes i^ould not exerc ise the r e s t r a i n i n g i n f l u e n c e on 

bank expansion w h i c h t&ey tended t o e x e r t when the b u l k o f debt o r i g i n a t e d 

f rom p r i v a t e bus iness . Consequently, means must be dev ised f o r d iscourag ing 

bank c r e d i t - expansion, ,wi thout f o r c i n g the s e l l i n g o f Government s e c u r i t i e s 

and br ing ing- abo.ut a r i s e i n i n t e r e s t r a tes i n the p u b l i c deb t . 

Propose'd Program 

To a t t a i n the o b j e c t i v e s o f r e s t r i c t i n g ^further, dangerous mone-

t a r y expansion and a t the same t imd not r a i s e "t'her i n t e r e s t cos t t o the 

Treasury, the Federal Reserve System h a s : a ; s e r i e s o f p o l i c i e s under con-

t e m p l a t i o n . These p o l i c i e s i n v o l v e some changes i n e s t a b l i s h e d procedures, 
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which r e q u i r e new l e g i s l a t i o n . The System, t he re fo re * wishes t o p lace 

them before Congress, for c o n s i d e r a t i o n f o r the purpose o f o b t a i n i n g f rom 

Congress a genera l d i r ec t i ve , * as w e l l as such a d d i t i o n a l a u t h o r i t y as may 

be necessary , to c a r r y out the d i r e c t i v e . 

. These..measures . i nc lude some which are mat ters o f Treasury p o l i c y 

and i n a l l cases w i l l a f f e c t the f u t u r e management, o f the pub l i c , : deb t and 

the r e f u n d i n g program, They thus r a i s e quest ions o f genera l .Governmental 

p o l i c i e s and i t i s f i t t i n g t h a t they., b^ reviewsd,. and cons idered by the 

;Congress, be fo re adop t i on . 

.One p roposa l , which the System,would make, r e q u i r e s - a c t i o n by 

the ; Treasury wh ich has a l ready take j i s t eps .a long th§ l i n e s suggested. This 

i s ' t h e use by the Treasury .of some p f . i t s l a r g e accumulated ca$h balance t o 

-reduce.-the p u b l i c , debt by r e t i r i n g matur ing .issues i ns tead o f r e f u n d i n g 

them. Total* cash ho ld ings o f the Treasury reached a maximum o f . 26 b i l l i o n 

d o l l a r s .ear ly t h i s , year an amount, f& r g rea te r than, w i l l be needed t o 

• meet any-contemplated d e f i c i t du r i ng the nex t two yea rs , Since banks h o l d 

a l a r g e p o r t i o n o f the matur ing i ssues , t h e i r , r e t i r emen t w i l l reduce bank 

ho ld ings of Government s e c u r i t i e s , as. w e l l as save the Treasury some 

" in te res t c o s t s , 

• Other measures w i l l be -needed > however, t p . r e s t r a i n banks f rom 

purchas ing a d d i t i o n a l s e c u r i t i e s i n the market and thus m a i n t a i n i n g or ex-

panding the t o t a l volume o f c r e d i t . For t h i s purpose the Federal Reserve 

proposes: (1) t o d i scon t i nue the p r e f e r e n t i a l d i scoun t r a t e ; (2) t o d i s -

con t inue the posted r a t e on b i l l s by which the Federal Reserve undertakes 

a t a l l t imes t o buy a l l b i l l s o f f e r e d t o i t a t a f i x e d r a t e ; and (3) t o 

dev ise a scheme by which banks would have t o ho ld , i n a d d i t i o n t o t h e i r 
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cash reserves , a s p e c i f i e d p r o p o r t i o n o f t h e i r ''demand depos i ts i n s h o r t -

t e rm Government s e c u r i t i e s . ' 

P r e f e r e n t i a l ' d i s c o u n t r a t e . There i s a t present i n e f f e c t a t 

the Federal Reserve Banks a r a t e o f l / 2 o f one per cent on such advances 

a s a r e made to the banks on the s e c u r i t y o f s h o r t - t e r m Government o b l i g a -

t i o n s , This r a t e compares w i t h a r a t e o f one per cent f o r o ther advances, 

This p r e f e r e n t i a l r a t e was e s t a b l i s h e d " t o encourage banks t o purchase s h o r t -

te rm s e c u r i t i e s and t o enable them t o meet temporary needs f o r reserves 

w i t h o u t l i q u i d a t i n g t h e i r s e c u r i t i e s . 

The r a t e has been u t i l i z e d only t e a r e l a t i v e l y minor ex ten t and 

bank borrowings have g e n e r a l l y been low, except f o r sho r t per iods immediate ly 

preceeding war l oan d r i v e s . Nevertheless, ' the r a t e stands..as an inducement 

to banks t o borrow f rom the Federa l Reserve a t ' a low r a t e f o r any purpose, 

i n c l u d i n g the buy ing o f h i g h e r - r a t e Government s e c u r i t i e s , The banks can 

borrow f rom the Federal Reserve on t h e i r s h o r t - t e r m * s e c u r i t i e s and use the 

proceeds f o r a c q u i r i n g h i g h e r - r a t e s e c u r i t i e s i n t h e market . Such a p r a c t i c e 

a t t h i s t ime i s c o n t r a r y t o the' p u b l i c i n t e r e s t and -should riot be en-

couraged by the cont inuance o f " t h e p r e f e r e n t i a l r a t e . 

Furthermore, under our -system o f reserves , bor rowing f rom the 

Federa l Reserve Banks, or s e l l i n g s e c u r i t i e s t a them, enables the member 

-banks* i n the aggregate t o "purchase i n t h e market, not on l y the-amount t h a t 

they borrow, bu t approx imate ly s i x t imes t h a t amount. I t i s because-Federal 

Reserve money i s Reserve money, on the bas is o f wh ich banks i r i t he aggregate 

can e rec t a s i x f o l d expansion of- c r e d i t , t h a t i t i s e s s e n t i a l t o discourage 

i t s use a t the present t i m e . 
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Discontinuance of the p re fe ren t ia l discount rate would not i n -

crease, the cost of borrowing to the Treasury. The Treasury at t h i s time 

is not increasing . i t s borrowings and the rates which i t w i l l pay for i t s 

Refunding of fer ings are determined by market y ie lds on i t s secur i t ies and 

npt by the rate at which bank holders of those secur i t ies may borrow on 

them. 

The maintenance of the rate places the Federal Reserve System i n 

an ambiguous pos i t i on of decrying expansion * f bank .credit and at the same 

time maintaining a rate that tends to encourage banks to expand fur ther 

through the.purchase t f Government secur i t ies on the basis, of Reserve 

Bank cred i t * 

.B i l l buying rate,. S im i la r l y the Federal Reserve should no longer 

h$ve a .posted rate at which i t is prepared to buy a l l Treasury b i l l s 

of fere4 t o . i t * .The p reva i l i ng 3/8 per cent..rate was established at a 

time when the .Treasury was rap id ly . increasing i t s debt .and the banks had 

considerable excess reserves. I t was thought desirable fo r banks to u t i l i z e 

these reserves i n buying Treasury b i l l s rather than to jnake i t necessary for 

the Federal Reserve to creat^ addi t iona l , reserves • I.t was a part of an 

educational campaign to .make the banks fee l that , , i f they had Treasury 

b i l l s i n t he i r por t fo l ios. , they were, i n as^gjoAd pos i t ion to meet drains 

on t he i r reserves as they would b.e, i f .they ke.p.t th$ reserves id le * They 

could always s e l l tl\e bi l l .s. to., the Federal Reserve,,and so increase t h e i r 

reserve balances and they, could, do. 30 ,>vith the ?assurance t^hat,. i f they panted 

the b i l l s back, they had an opt ion for t h e i r repurchaser 
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This was an effective..device for f a c i l i t a t i n g the f inancing of 

the Government's war requirements and i t was u t i l i z e d on a large scale. 

At present the Federal Reserve Banks hold $13 b i l l i o n s of the t o t a l of 

$17 b i l l i o n s of Treasury b i l l s outstanding. Because of the low rate on 

these issues commercial banks hold only such amounts as they f i n d he lp fu l 

i n adjust ing t he i r day-to-day reserve pos i t ions . 

In view of the changed s i t ua t i on i t i s desirable now to d is-

continue the ppsted rate on b i l l s and to l e t such purchases of b i l l s as 

may become necessary i n connection w i th the current s i t ua t i on be made at 

the i n i t i a t i v e of the Federal Open Market Committee rather than at the 

unregulated opt ion of commercial banks* In order to avoid increasing the 

cost of borrowing to the Treasury, i t is proposed that a large por t ion of 

Federal Reserve holdings of b i l l s be exchanged for ce r t i f i ca tes bearing 

a low rate of i n te res t , say 1/8 of one per cent, whi le b i l l s o f f e r e d ' i n 

the market would continue to be supported by the Federal Reserve but at 

rates which would make them more a t t r ac t i ve as market -instrument's • I t i s 

no longer desirable, however, to have the, banks feel- that b i l l s are auto-

mat ica l l y convert ib le in to cash at t he i r opt ion and at a f i xed ra te . 

The continuance of the f i xed buying rate i n the present circum-

stances is inconsistent w i th the System's r espons ib i l i t y f o r discouraging 

cred i t expansion, because the f i xed rate o f fe rs to the banks an inducement 

to obtain funds from the Reserve at low rates and i n an amount l im i t ed 

only by t he i r holdings of Treasury b i l l s and makes* i t possible fo r them, 

a f te r obtaining these funds, to purchase i n the- market higher-rate secur i -

t i es amounting to several times the b i l l s s<oldf-
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U. S# Government securi ty reserve. I n addi t ion to the po l i cy 

actions described above, the Board recommends that a law be enacted per-

m i t t i ng the psderal Reserve Board to require banks to hold i n the form of 

Treasury b i l l s or Treasury c e r t i f i c a t e s an amount equivalent to some pro-

por t ion of the i r net demand deposits, possibly as much as 60 per cent# 

Detai ls of t h i s proposal, the manner of i t s operation, and i t s app l icat ion 

to the banking system are discussed more f u l l y i n .Appendix B» 

Adoption of t h i s proposal w i l l have several advantages* I t w i l l 

help to check further bank credi t expansion and the growth i n bank earn-

ings, w i l l f a c i l i t a t e the management of the publ ic debt, support the low 

short-term rate, and arrest the decline i n the long-term ra te , and w i l l be 

an aid to many i n s t i t u t i o n s that a f fec t the welfare of the masses of the 

people. 

I n the f i r s t place, such a requirement could be used to res t ra in 

banks from se l l ing to the Reserve Banks large amounts of short-term securi-

t i e s and buying longer-term issues i n the market. This would remove an 

important po tent ia l source of bank-re servo creat ion and mul t ip le c red i t 

expansion on the basis o f those reserves, which i s inherent i n the pro sent 

po l icy of s tab i l i z i ng tho ex is t ing wide d i f f o r o n t i a l between short-term and 

long-term rates. I t would make possible the maintenance of a low leve l of 

rates on short-term secur i t ies held by bonks and at tho same time prevent 

a s h i f t i n t o the h ighor-y io ld ing longer-tonn issues. 

Banks could bo required to hold short-term Government secur i t ios 

w i th i n te res t ' r a tes not exceeding 7/8 por cent i n considerably larger 

volume than they hold now. Since the "bonks do not havo any substant ial 
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amount of excess reserves, such a requirement would necessitate t he i r 

se l l i ng some of t he i r longer-term secur i t ies i n order to acquire the re -

quired ©mount c f short-term secur i t ies . As a consequence, short-term 

rates and y ie lds might go down fu r the r . The banks would buy some of the 

b i l l s end c e r t i f i c a t e s now held by the Federal Reserve Banks, and t h i s 

would have the further advantage of reducing the basis of bank c red i t . 

On the other hand, the banks might have to se l l some of the longer-term 

bonds and tha t would have the e f fec t of stopping the fu r ther decl ine i n 

the y ie lds on long-term Government secur i t ies and possibly making the 

y ie lds go up somewhat. 

This requirement could be used to r e s t r i c t the growth or br ing 

about a decrease in the earnings of commercial banks, which have been 

at an extremely high level as tho* r esu l t of the expansion o f the i r holdings 

of Government secur i t ies . The" rate of re turn fo r commercial banks on tho i r 

holdings of Government secur i t ies , which have great ly expanded and have 

carr ied bank assets to a high r a t i o i n r e l a t i o n to t he i r cap i ta l funds, 

should be low, because "the secur i t ies carry no r i s k . Tho Government should 

not pcy to the banks more than a reasonable return for handling the deposits 

and other business created tlirough tho'purchase of the so 'secur i t ies . 

Banks1 earnings on the i r loans and investments, of which Govern-

ment secur i t ies form about 75 Vo r cent*, havo great ly increased and at the 

present timo represent a re turn on tho bank1 s cap i ta l higher than that 

earned by cap i t a l invested i n othor more r i sky undertakings. I f the banks 

are required to hold a large par t of the i r p o r t f o l i o i n short-term Govern-

ment secur i t ies carrying low in te res t rates, the bank earning s i tua t ion 

may be expoctod t o adjust i t s e l f to a more reasonable and equitable basis. 
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This proposal w i l l also have the advantage of guaranteeing bank 

l i q u i d i t y because the banks v a i l have a large volume of short-term securi-

t i e s w i t h no cap i ta l r i sks . Banks losing deposits to other banks could 

read i l y sel l : t he i r short-term secur i t ies to the b&nks gaining the deposits, 

because the growing .banks would be required to hold an increased amount of 

suoh- assets. 

A f te r the new requirement has been put in to e f f ec t and adjust-

ment made t o i t , , the fac t that the banks w i l l hold much fewer longer-term 

Governments w i l l make the management of the debt- considerably easier 

because the long-term secur i t ies would f i nd permanent lodgment w i th genuine 

long-term investors-who would* not be. so l i k e l y to se l l t h e i r Governments* 

Banks' i n the past have'- sold Government secur i t ies for the purpose of meet-

ing drtdns or "of rea l i z ing p r o f i t s . At -timas waves of bank se l l i ng have re -

sulted i n disorganized condit ions i n the U« S» Government securities'-msrkot 

and have'necessitated in te rven t ion by the Federal Reserve* These pract ices, 

which are natural for ind iv idua l banks, are not i n the general i n te res t and 

the proposal here- made.is' intended t o diminish the l i ke l i hood of t h e i r 

occurrence. 

The Federal Reserve System,- how&ve'r,- 'wbuld continue to stand 

ready through open-market operations to maintain an ordor ly market for 

United States Government obligations*-
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Effect of Proposals on Long-Term In teres t Rates 

I t has been indicated that one e f fec t of the proposed short-term 

securi ty reserve requirement would be to check the decline i n market y ie lds 

on long-term bonds. I t would, however, no t ' r esu l t i n .a r ise i n those 

y ie lds su f f i c ien t to reduce prices of bonds below par, so long as the 

Federal Reserve System stood ready to support the market. This aspect of 

the matter requires fur ther explanation. 

Cessation of the decline i n market y ie lds on longer-term secu-

r i t i e s or even sane r i se in, these y ie lds would i n no way a f fec t the 

Treasury1s cost because the Treasury i s not now issuing long-term bonds. 

I t would merely mean that the decline in long-term rates, which has been 

continuous for a long t ime, would be arrested., The present very low y ie lds 

serve no publ ic purpose because they apply to ex is t ing secur i t ies on which 

the Treasury has to pay the coupon rate regardless of .what-.the y i e l d might 

be. The decline i n y ie lds merely r e f l e c t s a r ise i n pr ices of the secu-

r i t i e s i n the hands of present holders. The premium already gained by 

holders o f Government secur i t ies has amounted to several b i l l i o n do l la rs . 

TJhat has happoned is that , without any benefi t t o the Treasury which, has 

to pay the coupon ra te , long-term rates have decl ined wi th a p r o f i t t o 

temporary holders and speculators at . the expense of permanent investors 

who havo to buy them at a premium and consequently earn a lower rate on 

t h e i r investment. Tho decl ine i n y ie lds .on long-term bonds has not beon 

confined to United States, Government, secur i t ies but has af fected other 

bonds and has diminished the return on a l l investments*. 
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I t i s clear that t h i s movement i s of no advantage to the 

Treasury and serves no public purpose. At the same time i t i s h u r t f u l 

to-a large number of i n s t i t u t i o n s , sych as insurance companies, educational 

endowments and t r u s t s , phi lanthropic organizations and others which de-

pend for the i r income on the return on long-term investments and which 

represent the in te res ts of tens of m i l l i ons of the people. 

•The Board, however, i s not concerned about maintaining any 

special rate on long- tem bonds. I f our economy produces more investment 

funds tha^ there are out le ts , a decl ine i n rates i s inev i tab le and should 

not be a r t i f i c i a l l y prevented. The i n s t i t u t i o n s depending on returns 

on t h e i r investments w i l l then ha*ve to adjust themselves gradually to the 

economic and f i nanc ia l condi t i on of the country. This i s d i f f e r e n t , 

however,, from having the rate a r t i f i c i a l l y hammered down by a constant 

bidding for secur i t ies by the banks. Bank purchases create new money 

which do not r e f l e c t savings or cap i ta l formation by the people. Since 

fur ther bank purchases of Government secur i t ies are dependent on easy 

access to addi t ional resources from the Federal Reserve Banks, the System 

has a d i rec t respons ib i l i t y i n t h i s matter. Furthermore, the decl ine i n 

long-term, in te res t rates resu l ts i n a r i so of security pr icos i n tho stock 

market because, as the long-term rate goes down, established dividend rates 

can support higher stock pr ices. This has been an important factor i n 

the continuous r i so of these pr ices which has lasted for several years. 

I n t h i s f i e l d valuos have advancod. without l o t or hindrance. Tho advance 

i n real estate values has also boon inf luenced to some extent by the de-

cl ine i n the long-term ra tp . 
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While low long-term in te res t rates are general ly desirable 

as a means o f st imulat ing economic a c t i v i t y , i t i s questionable whether 

a fu r ther decline in rates resu l t i ng from bank cred i t expansion i s i n 

the publ ic i n te res t at t h i s t ime. The available supply of investable 

funds i s large and needs no addi t ion, a t the same time tho demand for 

such funds for expansion of f i xed assets exceeds the supply of goods 

av r i l ab le for such purposes end needs no new stimulus. I n . f ac t e x i s t -

ing pressures are already so great as to threaten an i n f l a t i ona ry develop-

ment o f dangerous proport ions. 

Conclusion 

I n the Board* s opinion, adoption of tho series of proposals here 

made, inc luding pol icy actions under ex is t ing law as we l l as enactmont of 

new l e g i s l a t i o n , would bo i n l i ne w i t h tho System's ob l iga t ion to con t r i -

bute to tho struggle against tho i n f l a t i ona ry danger. 

I n lay ing t h i s program before Congress tho federal Reserve System 

is motivated by tho fact that tho country i s facing a grave dangor. Tho 

System desires to have a clear-cut d i rect ive from the Congress both i n the 

exercise of i t s ex is t ing powers and i n tho acqu is i t ion of tho now powers 

which aro horo rocommondod. I f i t i s tho wish of Congross t o handlo tho 

matter i n another way, tho System bogs to be informed of tho dosiros of 

Congress. Thero is no timo to waste. The forces o f i n f l a t i o n are gather-

ing momentum and such act ion as i s to be taken to combat then must not bo 

tardy. The cost to tho country might be too groat. 
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