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CUONFIDENTIAL DRAFT = EAG:VT

Februery 23, 1946

PUBLIC DEBT, INFLATION, AND THE
FEDERAL RECERVE S SLEM

Monetary conditions in the United States reflect the profound
effects of the war on the economy. Superabundance of money, resulting
from the growth in the public debt, together with a shortage of goods,
has resulted in a heavy upward pressure on the price structure. In view
of the monetary aspects of this situation, the Federal Reserve System has
imperative duties to perform and vital responsibilities to discharge.

The phencienal achievements of.the Americen economic system in
more than doubling its physical output of goods for the purpose of waging
war has resulted in a threefold growth of money with which to buy goods,
accompanying widespread shortages 6f raw materials and finished goods
wanted and needed by'thé peo?le. Through allocation of materials, ration~
ing, 'and price controls prices have been kept from advancing as far or as
fast as the monetary factors alone would have caused them to go. But with
the war over, resistence to price advinoes becomes increasingly difficult

8o long as demand 6xceeds production.

Volume of Money and Inflation

There is a school of thought, reared largely during the depres-
sion, that the volume of money is a matter of indifference., This view
1s the outcame of experience in the 30's when additions to the money

supply failed to cure the depression. But this view overlooks the fact
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that %the éffectiveness of the money supply is vastly different when there
is, as at present, an almost unlimited demend for goods and great difw=
ficulty in obtaining them. A%t a time_like;thisfa“large volume of money is
a dangerous inflationary forece. It leads to purchases of whatever can
be obtained at whatever prices are asked or tolerated, I% finds outlets
in fields which are not covered by controls, .such as securities and real
estate, It incresses purchases not only for use but also for resale at
higher prices. It fosters speculation ~- the harbinger and, symptom of
inflation. At a time.like the present it is e matter of vital interest

to the country to prevent a further growth in the money supply.

Re sponsibility of the Federal Reserve

The Fedeféi Reserve System is charged Qith responsibility for
sé regulating the supply and cost of money as to comtribute to the main=-
tenance of economic stability. The Federal Reserve Act gives a number of
aifferent objectives and guides to ﬁolicy‘for different lines of activity;
thesé various statﬁﬁory provisions are set out in full in Appendix &. In
the finel analysis they signify that the Systom must contribute, in so
fer as its moans permit, to the provention of rspid advencos and declines
in prices, production, omployment, end national income.

In view of this rgqungibility«placqglppqp the System by the Con=-
gress, it would be derelict i;‘thp'digqbarge-of‘its.Public obligation if
at this time it failed to underteke whatover it een under-the law to stop
further expension.of bank credit and tho money..supply and:to recommend: to’
Congross such additional measures as may: be.necossary to incrcese- its:

ability to accomplish this purpose.
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Heritage of Wer Finance

Throug}lout the war efforts were made to raise as much of its
cost by texation as was feesible and to finance the rest in so far as pos-
sible by tepping the savings of the people. Fiscal and monetary authorie-
ties agreed throughout that financipg through the banks, which results in
the creation of new money, should be kept down to the necessary minimum.
Nevaerthele ss, under the pressure of the all~sbsorbing purpose of financing
e winning wer, a substential proportion of the Government's financial re-
guirements was met through the sale of Government sscurities to the banks.

Of the total funds raised to finance the war, which amounted to
%82 billion dollars from July 1940 to December 1945, 153 billion dollsars,
or ;0 per cent was obtained from texes, while the remoining 60 per cent
was borrowed =~ somewhat more than half of the borrowings wore from the
savings of individuals and businesses and the rest was obteined by the
sale of Goverrment securities to bankir systems. Whether more could have
been raised through taxds afid through the use of savings and less from
the b:nks, as was advocated by many during the war, is a meatter about
which nothing can be done nows The fact is thet as a net result of the
war and its financing, as shovn in Chert I, holdings of Govérnment secu-~
rities by all banks, including mutunl sevings benks &nd Federal Reserve
Banks, and the total volume of benk deposits and of currency in circule-
tion has inereased by 110 billion dollars, that is, from 67 billion in
June 1940 to 176 billion at the end of 1945, This growth in money was
in part a necessary and desirablo accorpaniment of the rapidly expanding

activities end abnormal needs of a wartime economy. As showm on Chart II,
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however, the increase in money has been more repid than the tremendous
expansion in the velue of tle country's total annual production of geods
and services. As & consequence, the total amount of deposits and cur-
rency outstending is much larger in reletion to the value of the total
annual product than at eny time 'in history. With the redustion in work-
ing hours and the release of wartime pressures, the national product has
declined from the wartime maximum and mey be expected to continue below
thatipeak unless there should be an infletionary rise in prices. The
“volume. of money, however, is uot likely to decrease,

The holdings: of deposits and currency represent the buying
power .and deferred demands accumulated during the war; they will exert
pressure -on aveilable. supplies of goods, which are still inadequate to
meet demends, In this situation it is essential that all efforts of the
Pederal Reserve System should be .directed towards the prevqntipn of a

further expansion of bank credit and the money supply.

Role of Federal Reserve ih War Finance

In order to discharge its obligations to the Government and
the country during the war, the Foderal Reserve 8ystem adopted a numbor
of measures calculated to make it possible for banks to meet without delay
and smoothly such needs of the Government as woro not adoquately supplied
from texation and from the borrowing of savings. #Among tho spccifiec

measures adopted to accomplish this purpose wore the following:
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'(1) The Federal Open lMarket Committee; which conducts
purchases end seles of Government securities for System' accounts,
established in 1942 a 5/8 per cent rote ot which it was ready to
buy all Treasury bills offered with an option to the sellers to
repurchase the securities on the besis of the same rate at any.
time before they matured.

(2) Each Federal Reserve Bank established, in October 1942
a prefbrentiai rate of'% of one per cent for advances to banks on
Gove: rment securities with & maturity of not more than a year,
while its regular discount rate wes reduced ‘to or held at 1 per cont,
(3) vVigorous support was given to the Government security
market whenever it was necessary to maintain yields and to fecili-
tate Treasury finsncing., Through thi s sction the structure of
interest rates was maintained at close to the very low levels which
prevailed at'the'beginning of the war. Thé System purchased all
securities offered in the market et the rates estcblished and mot

otherwise absurbed,.

Fedoral Rosorve Systam purchases of Trcasury bills at the os-

tablished buying rate and of other sccuritics offered at the prevailing

structure of rotes supplied benks with roserves, which thoy in turn used

to buy additional Govermment securities or to obtain curroncy to moot the

1

public!'s growing domand for cashs Thus Fedoral Resorve purchases of about

21 billion dollars of Govermment securitics, during the war period, to-

gother with about 7 billion dollars of raserves in oxcess of requircments

held by member benks in 1940, providod the basis for an expension of
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20 billion dollars of currency end a growth of 8 billion in member bank
required reserves. These,@gvelopmentﬁ,are illustrated in Chart III. The
increase in required reserves supported 8 deposit expansion of about 50
billion dollars at member banks, not cognting:2h,billion of United States
Govermment, deposits against which.resq;veg}werg not required to be held
during the war. Indireotly they also provided the basis for deposit
expansion at nommember banks.

Besides enabling benks to meet the gredit needs of the wartime
econamy, Federal Reserve policiss of esﬁablishingﬂespeciglky low discount
and buying ratos on short-term seourities were designod to encouragoe banks
to purchase and hold .short-term ;OWbrgte issues rcther than longer-term
issuess This objoctive wes also furthered by Treasury policy,partioularly
guring later yeers of the war, of prohibiting or restricting bank holdings
of ¢ertain longer-term issues. offercd in tho War Loen Drives. These poli-
cles were designed to holp meintain the liquidity of banks ond also to keep
down their earnings on Government securities, which oxpandod gonsiderably
during the war,

One of tho objectives of these LOQSUres was to maintein tho struc-
ture of interest rates at closo to tho low lecvels provailing ot the begine
ning of tho war. Tho trend of ratcs of verious bypos of Govormnmont socuri-
tics is shown on Chart IV, This served sovoral purposes: it oncoursaged
investors to purchesé sbeuritios without waiting for lower pricés and to
hold thom without fcar of loss from prico flictuctionss It kopt ti.o market
frec from disorderly movoments. As proviously mentiomed, it al® kopt down
bank earnings on the socuritics that bonks wero callod upon to purchase.
Finally, it hold down the cost to the Treasury of intorost chargos on the

groatly cxpanded public dobt,
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As a result of these policies and measures, ‘iorld Wer II was
finenced by the Treasury at a relatively low rate of interest. With a
public debt of 278 billion dollars the ennual cost is only 5 billion,
or an average of less than 2 per cent. This is a noteworthy achievement,
but it is not a particularly difficult one to accomplish as long as the
Federal Reserve stands ready to purchase -from the market any securities
offered at the esteblished rates. Dyring the past year the lewvel of"
long term rates has been declining, while short term rates have generally
held firm.

Thage wartime measures of the Federal Reserve ‘System, which were
pursued consistently throughout the period of hostilities and war finencing,
were of paramount. importance during the struggle, 'ith the coming of
peace, the consequont decline in Government expenditures, and the passing
of the necessiyy,for increasing the publie debi, and particularly bank
holdings, these policies need to be reconsidered to determine whother their
continued use would contribute to stability or.instability of ‘the Government

sscurity market, tho banking systom, and the economy in generals
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Immediate Monetary'Objectives

Objectives'of‘monetary poliecy in the immediate future should be
to combat the inflationary danger in so far as that can be done through
the regulation of bank credit., It is recognized that inflation resulting
from wartime developments cannot be stopped through adoption of new mone-
tary restrictions alone; other weapons must be used as well; but monstary
restrictions are an essential part of the arsenal of weapons that may be
used to combat inflation.

Policies adopted during the war to make it possible fer banks
to meet expanding demands for currency and to increase their hoidings of
Government sécurities, when the Government had to borrow over 200 billion
dollars, are not appropriate for a situetion when the Treasury may be
reducing rather than increasing the public debt and further monetary ex-
pansion is unnecessary.

‘The Treasury will continue to have a probiem of refunding its
short-term debt. Over 70 billion dollars of the marketable issues out-
standing mature or are callable within a year and in addition large amounts
of savingéhbdnds and notes may be presente&zfor redemption. Commercial
banks hold about forty per cent and Federal Reserve Banks hold nearly 30
per cent of these issues., Under these circumstanees, any measures adopted
to restirct bank credit expansion that resulted in & rise in short-term
interest rates would probably increase the cost to the Treasury of carrying

debt and would also add to the already high earnings of commercial banks,
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As already mentioned, the war-has been financed at & relatively
‘iow interest cost. It is gratifying that the cost of the unprecedented
public debt is no higher than it is. Nevertheless, ‘the annual .debt service
is a hea#y charge on the bﬁdget, equal to what not many years ago. was more
than the Governmment's entire budget. In order to elleviate the. burden of
taxation on the'pedpié it is imgortant not to increase further the cost of
the pubiic debt. From this standpoint, therefore, it is desirable to main-

tein e generally low level of interest rates.

Customary Methods not Usable

Traditionally the principal method of the Federal Reserve System
in a;tempt;ng‘Fo.regulate the supply and cost of money was to act through
bank reserves by & variety of means provided for that purpose by the law.
The,System had means of affecting the volume of bank reserves by changing
the proportion of:depq;its”phat must be held as reserves by the banks, and
by adding to orAggbtygcting from those reserves through the purchase or sale
of Government securities ig the market, In so far as banks are obliged to
borrow from the Federal Reserve, the System cen make that borrowing more
or less costly by changing its discount rate,

These traditional methods, which‘generally brought about changes
in the cost of money, i.e. in interest rates, as well as in the availability
of money, would restrict some of the forces of expansion in the present
situation but in more important respepts they are largely inapplicable to
problems of postwar monetary regulation, They could not be applied without
raising short-term interest rates to some extent and thus affecting the

interest cost to the Treasury.
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Increased short-term interest rates would correct one of the
existiﬁé forces of credit expansion, The'présent wide differentials between
short-term and long-term rates encourage further bank credit sxpansion.
This is true because banks cen sell some of their short-term securities to
Federal Reserve Banks, thus creating additional bank reserves, and then pur-
chase in the merket longer-term higher-yielding securities, It is profit-
able for banks to do this and &lso safe as long as the prices of all Govern-
ment securities are stabilized. Whenever a bank makes such a shift the
additional reserves thus created pass from bank to bank and provide the
basis for a sixfold expansion of bank credit,

This shifting by banks from short-term into longer-term securities

-has been evident to an increasing extent during.the past year or more.

Charts V and VI illustrate the trend, Chart V shows how in early years
of the war member banks increased their holdings .of all types of Government

securities; the growth. in short-term bills, certificates, .and notes was

somewhat greater than that in bonds, Since 19Lk, however, .holdings.of bonds
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have increased more rapidly than those of notes and certificates and bank
holdings of bills have declined. Federal Reserve .Banks, on the other hand,
as shown in Chart VI, rapidly, increased their holdings of Treasury bills
end more recently of certificates,.while their small holdings of honds de-
clined.

Credit expansion resulting.from bhank shifting from short-term
segurities into longer-term securities in order to.obtain higher returns
could be checked by Federal Reserve refusal to purchase the short-term issues
This would result in a rise in short-term.yields to a point at which such

shifts were no longer considered profitable, This, however, would raise the
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interest cost of the short-term debt to the Treasury and increase bank
earnings on their holdings of shorteterm securities,

In view of greatly expanded volume of the public debt out-
standing, eany rise in the general level of interest rates may increase
the cost of the public debt without effecting any substantial restriction
on monetary expansion, The Federal,Governmgnt debt, as shown on Chert VII,
has grown to & point where it now amounts to nearly two-thirds of the entire
volume of public and private debt, whereas before this war it was generally
much less then a fourth of the total. Total private debt has shown little
change in recent years and. is still less than it was in the 1920s. A rise
in the interest rats, therefore, would prim@rily affect the cost of the
debt to the Government, which must be continually refunding'its maturing
issues. As long as banks and others hold large amounts of Government se-
curities, which they can sell or refuse}to replace at maturity, the
customary restrictions on availability of credit and the consequent in-
creasés in interest rates would not exercise the restraining influence on
bank expansion which they tended to exert when the bulk of debt originated
from private business. Consequently, means must be devised for discouraging
bank credit- expansion.without forcing the selling of Government securities

and bringing about-a rise in interest rates in the public debt.

Proposed Program
To attain the ebjectives of restricting :further dangerous mone-
tary expansion and at the same time not raise the interest cost to the
Treasury, the Federal Reserve System has'a'series of policies under con-

templation. These policies involve some ¢hanges in established procedures,
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which require new legislation. The System, therefore, wishes to place
them before Congress,for consideration for the purpose of obtaining from
Congress a general directive, as well as such additional authority as may
be necessary.to carry out the directive,

:These. .measures .include some which are matters of Treasury policy
end in all cases will affect the future management, of the public.debt and
the refunding program, They thus raise questions of general Governmental
pelicies-and it is fitting that they.bg reviewed and considered by the
.Conhgress: before adoption,

.One proposal, which-the System would make, requires-action by
the! Treasury which has already taken steps.along the lines suggested. This
is the -use by the Treasury of some of its large agcumulated cash balance to
-reduce. the public.debt by retiring maturing issues instead of refunding
them. Total cash holdings of the Treasury reached a meximum of.26 billion
dollars early this year ~- an amount. far greater than will be needed to
‘meet any contemplated deficit during the next two years, Since banks hold
& large portion of the maturing issues, their retirement will reduce bank
holdings of Government securities, as well as sawe the Treasury some
interest costs.

,.Other measures will be. needed , however( to restrain banks from
purchasing additional securities in the market and thus meintaining or ex-
panding the total volume of credit. For this purpose the Federal Reserve
proposes: (1) to discontinue the preferential discount rate; (2) to dise
continue the posted rate on bills by which the Federel Reserve undertakes
at all times to buy all bills offered to it at a fixed rate; and (3) to

devise & scheme by which banks would have to hold, in addition to their
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cash reserves, a specified proportion of their 'demand deposits in short-

term Government securities.:

Preferential ‘discount rate. There is at present in effect &t

the Fedéral Reserve Banks & rate of 1/2 of one per cent on such advances
as are made to the banks on the security of short-term Government obliga-

tions., This rate compares with a rate of one per cent for other advances,

‘This preferential rate was established to encourage banks to purchase short-

term sesurities and to enable them to meet temporery needs for reserves
without ‘liquidating their securities.

The rate has been utilized only toa rédati¥ely minor extent and
bank borrowings have generally been low, except for short periods immediately
preceeding war loan drives, Nevertheless, the rate stands &s an inducement
to banks to borrow from the Federal KReserve at'a low rate for any purpose,
including the buying of higher-rate Government securities, Thé banks can
borrow from the Federal Resérve on their short-term securities and use the
proceeds for &cquiring higher-rate securities in the market, Such a practice
at this time is contrary to the public interest and should not be en-
couraged by the continuance of the preferential rate,

Furthermore, under our 'system of reserves, borrowing from the
Federal Reserve Banks, or selling securities to them, enables the member
banks-in the aggregate to purchase in the market, not only ‘the -amount that
they ‘borrow, but approximately six times that amount, It is because -Federal
Reserve money -is réserve money, on the basis of which banks in the aggregate
can erect a sixfeld expansion of -credit, that it is essential to discourage

its use at the present time.
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Discontinuance eof the preferential q;scouqt rate would not in-
crease the qqsthf borrowing to the Treasury. The_T;easury at this time
is not increasing its borrowings and the rates which it will pay for its
refunding offerings are determined by market yields on its securities and
npot by the rate at which bank holders of those securities may borrow on
them.

. The maintenance of the rate places the Federal Reserve System in
an ambiguous position of decrying expansion ¢f bank credit end.at the same

time maintaining a rate that tends to encourage banks to expeand further

through the. purchase ef Government securities on the basis of Reserve

Bank credit.

Bill buying rate. Similarly the Federal Reserve should no longer

have a posted rate at which it is prepared to buy all Treasury bills

offered to_it, The prevailing 3/8 per cent. rate was established at a

time when the Treasury was rapidly increasing its debt and the banks had
considerable excess reserves, It was thought desirable for banks to utilize
these reserves in bgyipg Tregsury bills rather than to make it necessary for
the Federal Reserve to create additional reservegs. It was a part of an
gducaticnal campaigqrto make the banks fge;»tha;,,ﬁf they had Treasury

bills in their portfoliqa, they were in as.good position to meet drains

on their reserves as they would be, if they kept thg reserves idle. They

.could always gel; the bills to the Federal Reserve.and so increase their
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reserve balances and they could do.so with the .assurance that, if they wanted

the bills back, they had an option for their repurchase.
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This was an effective.device for facilitating the financing of
the Govermnment'!s war requirements and it was utilized on a large scale.
At present the Federal Reserve Banks hold $13 billions of the total of
$17 billions of Treasury bills outstanding. Because of the low rate on
these 1lssues commercial banks hold only such amounts as they find helpful
in adjusting their day-to-day reserve positionms.

In view of the changed situation it is desirable now to dis-
continue the posted rate on bills and to let such purchases of bills as
may become necessary in connection with the current situation be made at
the initiative of the Federal Open larket Comittee rather than at the
unregulated option of commercial banks, In order to avoid increasing the
cost of borrowing to the Treasury, it is proposed that & large portion of
Federal heserve holdings of bills be exchanged for certificates bearing
a low rate of interest, say l/B of one per cent, while bills offered in
the market would continue to be supported by the Federal Reserve but at
rates which would make them more attractive as market.instruments, It is
no longer desirable, hoyever, to have the.banks feel  that bills are auto-
maticelly convertible into cash at their option and at & fixed rate.

The continuance of the fixed buying rate in the present circum=
stances is inconsistent with the System's responsibility for discouraging
credit expansion, because the fixed rate offers to the banks an inducement
to obtain funds from the Reserve at low rates and in an amount limited
only by their holding§ of Treasury bills and makes it possible for them,
after obtaining these funds, to purchase in the market higher-rate securi-

ties amounting to several times the bills swld,:
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Us S. Government security reserve. In addition to the policy

actions described ébove, the Board reoommenés that a law be enacted per=-
mitting the Federal Recerve Board to require banks to hold in the form of
Treasury bills or Treasury certificates an smount equivalent to some pro-~
portion of their net demand deposits, possibly as much as 60 per ocent,.
Deteils of this proposal, ths menner of its operation, and its application
to the benking system are discussed more fully in Appendix B.

Adoption of this proposal will have several advantageses It will
help to check further bank oredit expansion and the growth in bank esrn-
ings, will facilitate the management of the public debt, support the low
short-term rate, and arrest the decline in the long-term rate, and will be
en aid to many institutions that affect the welfare of the masses of the
pedple.

In the first place, such a reguirement could be used to restrzin
barks from selling to the Reserve Banks lerge smounts of short-torm securi=-
ties and buving longer-torm issues in the market, This would remove an
important potential source of benk-reserve creation end multiple credit
expansion on the besis of those reserves, which is inherent in the prosent
policy of étabilizing the cxisting wide difforential betwoen short-term and
long-term rates. It would make possible the maintenance of a low level of
rates on short-term socurities held by benks end at the same time prevont
a shift into the highor-yiolding longer-term issucs.

Banks could be required to hold short-term Government securitios
with intérest’Fates not oxceoding 7/8 por dont in considorably larger

volume than they hold nbw., Sirce the binks do not heve any substantial
®
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amount of excess reserves, such a requirement would necessitate their
selling some of their longer-term securities in order to acquire the re-
quired emount cf short-term securities. As & consequence, short-term
rates and yields might go down further. The benks would buy some of the
bills end certificates now held by the Federal Reserve Banks, snd this
would have the further edvantage of reducing the bssis of bank credit.
On the other hand, the banks might have to sell some of the longer-term
bonds and that would have the effect of stopping the further decline in
the yields on long-term Government securities end possibly making the
yiselds go up somowhat

This requirement could be used to rostriet the growth or bring
sbout & decrease in the earnings of commercial banks, which have becn
at en extremely high level as the¢ result of the expansion of their holdings
of Government securities. The rate of return for commorcial benks on thoir
holdings of Governmemt securities, which have grostly oxpanded and have
carried bank assets to a high ratio in relation to thoir capitel funds,
should be low, because the securitios carry no risk. Tho Govermment should
not pgy to the banks more than a reasonsble roturn for handling the doposits
and other business created through tho'purchese of theso securities.

Banks' oarnings on their loans and investments, of which Governe
ment securitics form about 75 por cent, have greatly incrcased and at the
present timo represent a return on the benk's capitel higher than that
earncd by capital invested in othor moro risky undertekings. If the benks
mre requirod to hold a large part of their portfolio in short-term Govern-
ment securities carrying low interest rates, the bank earning situstion

may be expccted to adjust itself to a more roasonablo and equitablo basis.
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This proposal will also have the adventage of guaranteeing bank
liquidity beceuse the banks vdill have a large volume of short~term securi=-
ties with no capital risks. Banks losing deposits to other banks cduld
readily sell: their short-term securities to the bEnks geining the deposits,
because the growing banks would be required to hold an increcsed smount of
such- assets,

After the new requirement has been put into eéffect and adjust-
nent. made to it, ‘the fact that the banks will hold much fewer longér-term
Governments will make the menagement of the debt considerably easier
beceuse the long-term cecurities would find permanment lodgment with genuine
long ~term investors.who would not be so iikely to sell their Govermments,
Banks' in the past have® sold Government securities for theo purpcse of meet~
ing dreins.or of reklizing profits. At -timms waves of bank sellihg have re-
sulted in di sorgenized conditions in the U. S. Govermment securities msrkot
end have necessitated intervention by tho Federal Resérve, These practicas,
which are natural for individual banks, sre not in ths gencral interest and
the proposal here macde.is intended to diminish the likelihood of their
ocCUrrence,

The ‘Federal Reservc System, however, would- sontinue to stand
ready through opon-markot opérations to maintain en ordorly merket for

United States Governmont obligations.
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Effect of Proposals on Long-Term Interest Rates

It has been indicated that one effect of the proposed short-term
gecurity reserve requirement would be to check the decline in merket yields
on long-term bands. It would, however, not result in .a risze in those
yields sufficient to reduce prices of honds below par, so long as the
Federal Reserve System stood ready to support the market, This aspect of
the matter requires further explanation.

Cessation of the decline in market ylelds on longer-term secu-
rities or even sgme rise in these yields would in no way affect the
Treasury's cost beccuse the Treasury is not now issuing long-term bonds.
It would merely mean that the decline in‘long~term rates, which has been
continuous for a long time, would be arrested. The present very low yields
serve no public purpose bocause they epply to existing securities on which
the Treasury heas to pey the coupon rate regardless of what the yield might
be., The decline in yields merely reflects a rise in prices of the secu-
rities in the hands of presemt holders, The premium alroady geined by
holders of Goverament saquritigs has amounted to several billion doilars.
“hat has happoned is thot, without any benefit to the Treasury which has
to pay the coupon rate, long-term rates hgve declined with & profit to
temporary holders and speculators at.the expense of permanent investors
who have to buy them at a‘premium and consequontly earn e lower rate on
their investmemt. Tho decline in yiclds on long-term bonds has not beon
confined to United States. Governmont sscurities but hes affocted other

bonds and has diminished the return on all invostmonts,.
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It is clear thet this movement is of no advantage to the
Treasury and serves no public purpose. At the seme time it is hurtful
to a large number of institutions, such es insurance compenies, educational
endowments and trusts, philanthropic organizations and others which de-
pend for their income on the return on long-term investments and which
represent the interests of tens of millions of the peopls.

‘The Board, however, is not concerned about maintaining any
special rate on long-term bonds, If our economy produces more inve stment
funds than there are outlets, a decline in rates is ineviteble and should
not be artificielly prevented. The institutions depending on returns
on their investments will then have to adjust themselves gradually %o the
economic and finanqial condition of the country. This is difforent,
however,. from having the rate artificielly hammered down by a constant
bidding for securities by the banks. Bank purchases create new money
which do not reflect savings or capital formation by the people. Since
further bank purchases of Govermment seourities are dependent on easy
access to additional resources from the Federal Reserve Banks, the System
has a direct regponsibility in this matter. Furthermorc, the d:cline in
long-torm. interest rates results in a risc of socurity prices in the stock
market because, as the long-term rate goes down, established dividend rates
cen support higher stock prices. This has been an important factor in
the continuous risc of these prices which has lested for sevoral years,

In this field valucs have advenccd without lot or hindrancc, Tho advance
in reel estate values has elso beon influcnced to some extont by the de-

cline in the long-term rato.
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While low long-term interest rates are generally desirable
as a means of stimuleting ccononic activity, it is questionable whether
a further decline in rates resulting from benk credit expansion is in
the public inmtersst et this time. The aveilable supply of investable
funds is large and needs no addition, at the same time tho demand for
such funds for expansion of fixed assets exceeds the supply of goods
aveilable for such purposes cnd needs no new stimulus. In fact exist-
ing pressures are already so groeat as to thresten an inflationary dsvolop-

ment of dangerous proportions.

Conclusion

In the Board!s opinion, adoption of thoe serics of proposals hers
made, including policy ecticns under oxisting law aos well as enactmont of
now legisglation, would boe in line with the System's obligation to contri-
bute to the struggle against the inflationary danger.

In laying this program before Congress the Federal Reserve Systom
is motivatoed by the fact thet tho country is facing a grove denger. Tho
System desires to hzve o cloar-cut dircctive from the Congrecss both in the
cxercise of its existing powers and in the acquisition of tho new powers
which arc hero rocommonded., If it is tho wish of Congross to handlo tho
matter in anothor way, the System begs to be informed of tho dosires of
Congresse Thero is no timo to wastc. Thoe forccs of inflation arc gathor-
ing momontum end such action as is to boe talen to combat thom must not be

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