
CONFIDENTIAL August 1 , 1950 

FISCAL AND CREDIT POLICIES IN PRESENT EMERGENCY 

A memorandum, prepared by the s t a f f of the 
Board of Governors of the Federal Reserve 

System at the request of the Joint 
Committee on the Economic Report 

The sudden outbreak of war i n Korea has ca l l ed for a reappraisal 

of American economic developments and economic po l i c ies of the Government. 

Increased Government expenditures fo r m i l i t a r y purposes are being in jec ted 

in to an economy already showing signs of bulging a t i t s production and pr ice 

seams. The impact of these new defense expenditures on a l l aspects of the 

economic s i t u a t i o n under these conditions w i l l go f a r beyond what the f i g -

ures of 10 or 20 b i l l i o n do l la rs by themselves suggest. Unless inc is ive 

o f f s e t t i n g Government act ion i s taken, substant ia l i n f l a t i o n seems i n e v i t a b l e . 

The United States cannot successfully discharge i t s great respon-

s i b i l i t i e s of world leadership, i t cannot f u l f i l l i t s funct ion as an arsenal 

f o r the United Rations, unless we maintain the strength and i n t e g r i t y of our 

domestic economy. I t i s as imperative to maintain our economic strength as 

i t i s to provide f o r our m i l i t a r y strength. Without the one, we cannot have 

the other . I n f l a t i o n a t home can be as deadly an enemy as the armed enemy 

abroad. We have t o assure success on both f ron ts . Both require sacr i f i ces 

of a l l of us. 

The Nature of the Problem 

I n the broadest aspects, the object ives of economic po l icy are 

t h r e e - f o l d : ( l ) to assure that the m i l i t a r y program obtains the goods and 

manpower needed to accomplish the task assumed; (2 ) to finance the increased 

Government expenditures i n a way which w i l l avoid or diminish the p o s s i b i l i -

t i e s of i n f l a t i o n both during and a f t e r the emergency; and (3 ) to c u r t a i l 
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or r e s t r a i n pr iva te spending and investment, as we l l as nonmil i tary expen-

di tures of Federal , S ta te , and l o c a l governments, to the extent necessary 

not only to assure essent ia l supplies to the m i l i t a r y but also to reduce 

the current and future p o s s i b i l i t i e s of i n f l a t i o n . 

Attainment of these objectives i s essent ia l to the maintenance 

of a sound economy. I n determining po l i c ies d i rected toward them, the 

p r i n c i p a l aspects of the current s i tua t ion and of possible future develop-

ments to be taken in to consideration are the fo l lowing: 

(1 ) The economy is already operating at close to capacity and 

the leeway for fu r ther expansion is l i m i t e d . This s i t u a t i o n i s i n sharp 

contrast to that ex is t ing i n 19^0 and 19^-1 when the previous defense pro-

gram was commenced. I n addi t ion , holdings of money and other l i q u i d assets 

by businesses and indiv iduals are much greater r e l a t i v e to the nat ional 

product than i n 19^0 and, together w i th ex is t ing potent ia ls for c red i t ex-

pansion and growing current incomes, could provide the basis fo r a sub-

s t a n t i a l increase i n the volume of pr iva te spending and investment. 

(2 ) The present ly announced increase i n the m i l i t a r y program 

taken alone could be met by the economy wi th l i t t l e change i n the volume 

of goods and services ava i lab le to the c i v i l i a n sector of the economy. I n 

p a r t i c u l a r areas expansion of capacity or contract ion of consumption w i l l 

be needed. A considerable expansion of the m i l i t a r y program beyond what 

has yet been indicated would d r a s t i c a l l y change the s i tua t ion . 

(3 ) The major problem of economic po l icy for the immediate fu tu re , 

i r respect ive of the size of the m i l i t a r y program and the ra te of increase 

of expenditures, w i l l be to c u r t a i l overa l l c i v i l i a n spending. The increase 

i n incomes resu l t ing from the expanded m i l i t a r y program, the divers ion of 
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goods to that program, and the various s t imul i given to p r iva te spending 

by the psychological and other factors inc identa l to such a development w i l l 

not only r e s u l t i n increased consumption and investment but also i n specu-

l a t i v e commitments. I n f l a t i o n a r y pressures now already powerful w i l l snowball. 

(a ) Businesses and indiv iduals have been put on notice 
that they are insured against depression for some time to 
come. The general caution which tempered the postwar i n f l a -
t i o n cannot safe ly be r e l i e d on for the years immediately 
ahead. 

(b) Businesses and indiv iduals have been educated by 
recent experience regarding i n f l a t i o n I f a pr ice r i s e be-
comes general , they can be expected to move quickly to spend 
vast amounts of l i q u i d funds i n an attempt to protect them-
selves against fu ture declines i n the value of the d o l l a r . 
Some are already doing so. 

(c ) Prices w i l l be under upward pressure from the cost 
side (aside from other pressures from increased demand). The 
increased cost of l i v i n g and the la rger p r o f i t s , together 
w i th high employment and the a t t r a c t i o n of labor in to defense 
indust r ies , w i l l st imulate wage demands and some wage increases. 
I n add i t ion , labor costs per un i t w i l l tend to r i s e as overtime 
payments are required and as less e f f i c i e n t marginal workers 
are reemployed i n an e f f o r t to maintain or expand production. 

(d) The actua l cash expenditures by the Government for 
increased m i l i t a r y supplies w i l l not be the measure of productive 
resources t i e d up i n t h i s work. Higher incomes w i l l also be 
generated and scarce resources used up as work proceeds on pro-
ducing planes, tanks, and guns and providing addi t iona l capacity 
even before actua l payments are made by the Government. 

(e ) Speculative buying and investment a c t i v i t i e s can be 
r e a d i l y f inanced e i ther by ava i lab le l i q u i d assets or by bor-
rowing from banks and other lending agencies. 

A l l i n a l l , the outlook for a serious I n f l a t i o n a r y s p i r a l i s fo re -

boding. Such an i n f l a t i o n would cause great hardship to many groups of our 

people. I t would diminish incentives and misdirect tremendous amounts of 

e f f o r t in to nonproductive areas. To prevent i n f l a t i o n is a matter of 

c r i t i c a l importance and urgency. 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- k ~ 

(k) Pr iva te credi t expansion, which has already been substant ia l 

t h i s year , is l i k e l y to be accelerated. This would provide the monetary 

means for an i n f l a t i o n a r y s p i r a l . Banks, insurance companies and other 

lenders can r e a d i l y obtain funds for new lending by s e l l i n g low-y ie ld 

Government s e c u r i t i e s . I f the Federal Reserve should purchase these 

secur i t ies to maintain stable ra tes i n the market, there would be an i n -

crease i n bank reserves which provide the basis for mul t ip le c red i t expan-

sion, Strong cred i t demands w i l l undoubtedly continue i n the housing f i e l d , 

for purchases of consumer durable goods, and fo r expansion of business 

inventor ies . Widespread demand for bank cred i t t o f inance speculative com-

mitments of various sorts i s also to be expected. 

(5 ) The immediate need i s for a w e l l constructed, ably and 

f i r m l y administered set of f i s c a l and monetary controls . Such controls 

are always preferable to d i rec t ones i f they can do the job. They are 

always needed to back up d i rec t controls i f i n f l a t i o n i s to be avoided. 

At t h e i r best , d i rec t controls do not prevent i n f l a t i o n so much as post-

pone some of i t s impact. 

F isca l and monetary controls involve less infringement upon i n -

d iv idua l freedom and choice, do not dispense w i th the pr ice system as a 

guide to c i v i l i a n production, are less d i f f i c u l t to administer , are less 

co s t l y , and are more r e a d i l y re laxed or otherwise adjusted f l e x i b l y to 

changing s i tua t ions , thus creat ing fewer post-emergency problems. I t w i l l 

be necessary, however, for such controls to be appl ied wisely and courage-

ously i n a manner tha t w i l l be genuinely r e s t r i c t i v e . Their administrat ion 

could not be pain less. 

Scope of F isca l and Credi t Po l ic ies 

This i s the time to resolve to finance the nat ional defense 

program as f a r as humanly possible on a pay-as-you-go basis. Nothing could 
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be as e f f e c t i v e i n combating and preventing i n f l a t i o n as taxes high enough 

to absorb surplus money competing f o r scarce goods. I n retrospect , the 

gravest mistake we made i n f inancing l o r I d If-ar I I , and the mistake which 

l e f t the deepest mark on the American economy, was f a i l u r e to tax enough. 

This f a i l u r e l e f t us wi th a huge burden of Government debt and tremendous 

p o t e n t i a l i t i e s f o r i n f l a t i o n . As a consequence, we experienced great 

d i f f i c u l t y i n maintaining economic s t a b i l i t y i n the postwar per iod. 

A f t e r taxa t ion , the l e a s t i n f l a t i o n a r y method of Government 

f inance i s fo r the Treasury to confine i t s borrowing as much as. possible 

to the current savings of the publ ic and to avoid as f a r as i t can borrow-

ing from banks. Current savings Of indiv iduals and businesses would be 

s u f f i c i e n t to provide the Treasury w i th a substant ia l source of funds, pa r -

t i c u l a r l y i f l i m i t a t i o n s are placed on extension of housing and other i n -

vestment not essent ia l fo r the m i l i t a r y program. Choice of secur i t i es 

of fered to ra ise these funds i s especia l ly important. 

The most important immediate task of c r e d i t po l icy i s t o c u r t a i l 

p r i va te c red i t fo r nonessential purposes. I t w i l l take time f o r a tax pro-

gram to become e f f e c t i v e . I n the meantime, the only weapon a t our coiumand 

i s r e s t r i c t i o n of p r iva te nonessential c red i t extension. I n f a c t , i t w i l l 

be necessary to maintain a more e f f e c t i v e set of r es t ra in ts on pr iva te c red i t 

extension than has been undertaken i n recent years . 

The task of res t ra in ing pr iva te c red i t extension is much more d i f -

f i c u l t under ex is t ing conditions than i t was i n previous periods. The large 

volume of l i q u i d assets, including cash and Government s e c u r i t i e s , held by 

banksy other lending i n s t i t u t i o n s , businesses and indiv iduals const i tute a 

large block of funds ava i lab le fo r other uses. 

Par t i cu la r f i s c a l and monetary measures that might be considered 

f o r use i n the present emergency w i l l now be discussed more f u l l y . 
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Taxation 

I n the present emergency, the most important measure i n the f i s c a l 

and c red i t area i s to assure a volume of Federal Government revenue tha t 

exceeds expenditures. This w i l l require a substant ia l increase i n taxes 

and r i g i d economy i n the less essent ia l functions of Government. Some cuts 

i n expenditures, such as those i n connection wi th the a g r i c u l t u r a l commodity 

support program, housing, and unemployment should come automat ical ly . 

Others w i l l be necessary and w i l l require courageous act ion . 

I n considering an expanded tax program t o f inance increased de-

fense expenditures, the fo l lowing guides or p r inc ip les are suggested: 

(1 ) I t i s h ighly important t o curb purchasing power through-
out the p r iva te sectors of the economy. 

(2) Purchases of c e r t a i n c i v i l i a n goods need especia l ly to 
be c u r t a i l e d to help prevent m i l i t a r y procurement from creat ing 
pr ice sp i ra ls i n these areas. 

(3 ) The tax program diould h i t war p r o f i t e e r i n g and specu-
l a t i v e a c t i v i t y . 

Financing the expanded m i l i t a r y budget should not be l i m i t e d to 

taxa t ion of wealthy ind iv idua ls and business enterpr ises . An across-the-

board increase ixi income tax ra tes , including those on indiv iduals i n the 

lower and middle income tax brackets, i s absolutely essent ia l i f income 

ava i lab le for the purchase of goods and services i s t o be brought in to l i n e 

wi th the supply of such goods and services without pr ice s p i r a l s . 

Public acceptance of such an increase i n ind iv idua l income taxes 

would be considerably aided i f groups t h a t are known for t h e i r a b i l i t y to 

avoid income taxes were subject to closer scrut iny and enforcement. The 

plugging of other tax loopholes, including cer ta in tax f r e e exemptions, 

would also improve the r e c e p t i v i t y of the general publ ic f o r higher income 

taxes as w e l l as substant ia l l y increase revenues. 
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Use of se lect ive excise taxes should also be expanded to d i v e r t 

p r i va te purchasing from c r i t i c a l sectors as w e l l as fo r purchase non-

essent ia l products and services that u t i l i z e scarce l abor , "Without such 

taxes or other contro ls , expenditures i n these areas would be r e s t r i c t e d 

only through higher pr ices wi th resu l t ing higher business (w ind fa l l ) p r o f i t s . 

This would contr ibute t o the development of an i n f l a t i o n a r y s p i r a l . With 

an excise tax t h i s money flows d i r e c t l y in to the Treasury. Consideration 

should be given to levying excises as temporary measures wi th a d e f i n i t e 

exp i ra t ion date r e l a t e d to the immediate and prospective s i t u a t i o n . 

Not only should there be a we l l conceived contract renegot ia t ion 

po l icy appl icable to business corporations handling m i l i t a r y contracts, bat 

a l l business corporations should share i n carrying the burden of the i n -

creased tax program. A program of corporate tax increases designed f o r a 

r e l a t i v e l y short emergency would place considerable re l iance on an excess 

p r o f i t s t a x . The basic weakness of such a tax i s the incent ive given to 

nonessential and ether cost increasing expenditures, which i n v i t e the very 

s i t u a t i o n tha t the a n t i - i n f l a t i o n program is intended to prevent. New 

excess p r o f i t s tax l e g i s l a t i o n should discourage extravagance resu l t ing from 

unl imited allowance f o r nonessential expenditures, and may need t o be ac-

companied fcy wage controls i n order t o r e s t r a i n excessive wage and sa lary 

increases. Such cost increases, i f - l e f t unrest r ic ted , would d i v e r t funds 

in to the spending stream and defeat the purposes of the a n t i - i n f l a t i o n a r y 

program. 

I f the emergency i s l i k e l y to be of long durat ion, i t would be 

preferable to ra ise normal and surtax rates on corporations as w e l l as to 

adjust ind iv idua l income taxes, rather than continue i n d e f i n i t e l y a system 

of heavy excess p r o f i t s taxes. 
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Government Borrowing f rom Nonbank I nves to r s 

Even i f Government expenditures were f u l l y covered by taxa t ion , 

i t would be highly desirable under present and prospective conditions f o r 

the Treasury to obtain as large a volume of excess investment funds as 

possible by borrowing from r e a l savings. Every e f f o r t should be made to 

s e l l bonds to the pub l i c , including ind iv idua ls , corporations, and nonbank 

f i n a n c i a l i n s t i t u t i o n s , thus absorbing money tha t would otherwise be spent 

on current consumption or new p r i v a t e investment. Such a program would not 

only absorb redundant funds but a lso make i t possible to reduce the volume 

of secur i t ies held by banks, which would be a fur ther a n t i - i n f l a t i o n a r y 

in f luence. 

The success of a defense bond f inancing program should not be 

judged i n terms of the d o l l a r amount of bonds sold. The program should be 

judged mainly by the extent to which purchasing power i s r e a l l y d iver ted 

frcm the publ ic to the Federal Government. I t should have the e f f e c t of 

c u r t a i l i n g current purchases of goods and services. I f new bonds are sold 

to investors who i n t u r n s e l l ex is t ing holdings to banks, the major purpose 

i s not accomplished. 

I n order best to accomplish t h i s purppse, the program of borrowing 

from nonbank investors should vary somewhat from tha t fol lowed during the 

l a s t war. The main aspects of a program that might give most e f f e c t i v e r e -

sul ts would be as fo l lows: 

(1) E f f o r t s to s e l l Series E, F, and G bonds t o indiv iduals should 

be continued and i n t e n s i f i e d . These funds come d i r e c t l y from indiv iduals and 

the bonds are of a nature t h a t discourages t h e i r l i q u i d a t i o n , although per -

mi t t ing redemption a t some penal ty . 

(2 ) Sales of savings notes, which are l a r g e l y purchased by corpo-

ra t ions , should be pressed. 
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(3 ) Continuous (or tap) o f fer ing should be made of a nonmarketable, 

redeemable 2 -1 /2 per cent bond to nonbank investors (perhaps wi th l i m i t e d 

purchases permitted by banks i n r e l a t i o n t o savings deposi ts ) . The matur i ty 

of the bond, the scale of redemption values, and l i m i t a t i o n s upon purchases 

would be determined i n the l i g h t of market condit ions. This bond should be 

continuously ava i lab le i n the same manner as Ser ies E, F, and G bonds. Pur-

chases might b© l i m i t e d i n accordance wi th the accumulation of new funds 

ava i lab le to investors, i n order to discourage buying by sale of outstanding 

secur i t ies to the banks* Opening up of Series G bonds to i n s t i t u t i o n a l i n -

vestors on a s imi la r l i m i t e d basis might be considered instead of o f fe r ing 

a new type of bond. 

Such an issue would o f f e r a means of tapping current savings as 

they become a v a i l a b l e . T i t h l i m i t a t i o n s on mortgage c red i t and perhaps on 

other types of p r iva te and publ ic f inancing, and wi th appropriate s e l l i n g 

e f f o r t s , these bonds should a t t r a c t a substant ia l amount of funds. 

(it) So f a r as possible, sales of marketable secur i t i es should be 

l i m i t e d , and large-sca le loan drives of the kind used during the war should 

be avoided. Vigorous s e l l i n g campaigns i n e v i t a b l y encourage a c e r t a i n 

amount of f ree^r id ing (oversubscription i n order to s e l l l a t e r a t a p r o f i t ) 

and resu l t i n substant ia l switching from ex is t ing holdings to new issues. 

Such pract ices are p r o f i t a b l e to subscribers and cannot be e n t i r e l y p re -

vented so long as short-term rates are lower than long-term r a t e s . Since 

the secur i t ies sold by subscribers would be l a r g e l y bought by banks, the 

i n d i r e c t e f f e c t of these pract ices i s to increase bank c r e d i t . 

Continuous o f f e r i n g of a long-term nonmarketable bond of the type 

proposed would help accomplish c e r t a i n desirable purposes. (1 ) I t would 

always be on tap to absorb investment funds as they become a v a i l a b l e j (b) i t 
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w w l d establ ish a l e v e l of long-term in te res t ra tes at a sustainable basis 

reasonably r e l a t e d t o rates on outstanding bondsj and (c) i t would provide, 

both f o r the emergency period and f o r l a t e r years, a securi ty that would 

discourage widespread l i q u i d a t i o n such as occurred i n 19U7 and 19U8 wi th 

upsetting e f fec ts on the economy. The bond would be redeemable but a t some 

1oss of i n t e r e s t , which would provide an inducement to hold; a lso , demands 

for redemption would not be r e f l e c t e d i n martet pr ices of outstanding se-

c u r i t i e s . Mo other type of issue would contr ibute so great ly to s t a b i l i t y 

i n the long-term market, and l i g h t e n so m a t e r i a l l y the burden of the Federal 

Reserve System i n i t s open market operations, both during and a f t e r the war 

emergency. 

Two objections have been ra ised to nonmarketable issues of t h i s 

sor t : One i s that they a re not popular w i th large f i n a n c i a l investors, who 

n a t u r a l l y would pre fe r to be able to s e l l t h e i r bonds on a supported market 

when they wish without loss. Their a b i l i t y to make such sa les , however, 

would require continuous support operations which exert h ighly i n f l a t i o n a r y 

e f fec ts a t times when prevention of i n f l a t i o n i s most essent ia l . The second 

object ion i s t h a t such secur i t ies present a t a l l times a p o t e n t i a l demand 

ob l igat ion upon the Treasury of indeterminable magnitude. Because of the 

penal ty involved, however, redemption of nonmarketable obl igat ions i s less 

l i k e l y to occur than i s the sale of marketable s e c u r i t i e s . 

L imitat ions on Bank Credit Expansion 

I n a s i t u a t i o n where inducements f o r expansion and speculation are 

substant ia l , where capacity f o r expansion i s l i m i t e d , where the bulk of 

economic decisions continue to be p r i v a t e l y motivated, and where new and 

adequate taxes have not ye t become e f f e c t i v e , vigorous measures of r e s t r a i n t 
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on pr iva te c red i t extension const i tute the most important instrument imme-

d i a t e l y ava i lab le fo r holding the l i n e against an i n f l a t i o n a r y pr ice sp i ra l * 

As previously pointed out , however, t h a t task i s necessari ly complicated by 

the large volume of publ ic debt outstanding, which makes i t possible not 

only fo r ind iv idua ls , businesses, and f i n a n c i a l i n s t i t u t i o n s to obtain 

needed funds by l i q u i d a t i o n of Government secur i t i es but also f o r banks to 

obtain reserves needed f o r cred i t expansion i n a s imi la r manner. The various 

means ava i lab le fo r r e s t r a i n t on credi t expansion are as fol lows: 

(1) Se lect ive Credit Instruments — Some types of c red i t can be 

rest ra ined by Government regulat ion imposing conditions as to the nature of 

the c r e d i t advanced. The outstanding examples are margin requirements on 

secur i ty loans, matur i ty and down-payment requirements on consumer i n s t a l -

ment c r e d i t and payment l i m i t a t i o n s on other types of consumer c r e d i t , and 

various types of requirements as to r e a l estate c r e d i t . These are important 

supplementary instruments but they cannot by themselves be r e l i e d upo^ t o 

meet the present a n t i - i n f l a t i o n problem. 

Expanding cred i t i n the housing f i e l d during recent years has been 

g r ea t l y st imulated by Governmental po l i c ies and i s current ly very i n f l a t i o n a r y 

i n character . Current construction a c t i v i t y and the expansion of mortgage 

c red i t as w e l l as the outstanding volume of such c r e d i t are at the highest 

l e v e l of a l l t imes. Recent act ion by the President to reduce Governmental 

stimulants i s an important step toward curtai lment i n th is f i e l d , but ad-

d i t i o n a l ac t ion w i l l be required. The author i ty requested i n the proposed 

"Defense Production Act of 19E>0" would provide the means for applying fu r the r 

r e s t r a i n t s and th is author i ty is necessary. 

Authori ty to regulate consumer c r e d i t , including p a r t i c u l a r l y 

instalment c r e d i t , i s provided for i n l e g i s l a t i o n before Congress» Under 
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that author i ty r e s t r i c t i o n s could be imposed on new extensions of such 

c r e d i t . Previous experience wi th regulat ion of consumer credi t indicates 

the procedures for accomplishing t h i s purpose. 

Present laws and regulat ions as to margin requirements appear ade-

quate to deal with any s i t u a t i o n which may a r i se . Margin requirements, which 

are now 50 per cent of the current value of stocks he ld as c o l l a t e r a l , are 

moderately r e s t r i c t i v e . The present au thor i ty i s adequate to r e s t r a i n c red i t 

i n th is area i f speculative developments i n the stock market should requ i re 

more r e s t r a i n t . 

Select ive controls are jaot sui table to most other types of c r e d i t , 

such as loans to businesses and farmers to provide working c a p i t a l or carry 

inventor ies because speci f ic rules as to repayment are not general ly a p p l i -

cable • Expansion of these c r e d i t s , as w e l l as of those subject to se lect ive 

regu la t ion , can be rest ra ined to an important degree through the voluntary 

cooperation of banks and other lenders, through bank supervisory po l icy 

applied cooperat ively by the State and Federal a u t h o r i t i e s , and through the 

use of general c r e d i t instruments which l i m i t the supply of reserves 

ava i lab le t o banks. 

(2 ) Open Market Operations — Under ex is t ing condit ions, w i th the 

large volume of Government secur i t i es outstanding, the p r i n c i p a l source of 

funds f o r c red i t extension i s the sale of Government secur i t i es to the 

Federal Reserve. Such sales create bank reserves which can be used ff*r 

mul t ip le c red i t expansion* The Federal Reserve could impose d e f i n i t e r e -

s t r i c t i o n s upon the p o t e n t i a l expansion of bank c r e d i t by l i m i t i n g i t s pur-

chases of secur i t i es to the amount necessary to maintain orderly conditions 

i n the market. Under such a po l icy some f l e x i b i l i t y i n short-term in te res t 
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ra tes "nould be necessary. Some proponents of easy and cheap money advance 

the thought that i t i s more important f o r the Government to have access to 

unl imited Federal Reserve funds at very low i n t e r e s t ra tes than to use open 

market operations to combat i n f l a t i o n and maintain the basic strength of the 

American economy. 

I t i s important to remember, furthermore, tha t the Government no 

longer issues tax-exempt secur i t ies so that some por t ion of what i t pays out 

i n in te res t i s recaptured through income taxes paid by corporate and i n d i -

v idua l rec ip ients of the i n t e r e s t payments. Hence, the cost to the Govern-

ment of an increase i n short-tenp ra tes , for example, ought t o take account 

of what i s recaptured by taxat ion and not b© measured simply by the add i t iona l 

charge against the current budget. 

(3 ) Discount Rates I n e a r l i e r years, changes i n discount rates 

on member bank borrowing were the p r i n c i p a l instrument of Federal Reserve 

p o l i c y . I n recent years, the ef fect iveness of discount rat© changes has been 

diminished by the very large bank holdings of Government secur i t ies which 

enable them t o obtain needed reserves by the sale of such secur i t i es instead 

of by borrowing. Discount ra te changes, however, s t i l l have a considerable 

psychological inf luence and sre used ^n appropriate occasions. The discount 

r a t e a t Federal Reserve Banks I s now 1 - 1 / 2 per cent compared wi th a current 

market ra te of 1 - l / U per cent on 1-year c e r t i f i c a t e s and s l i g h t l y less on 

3-month Treasury b i l l s f With t h i s spread i n r a t e s , banks pre fe r to s e l l 

Government secur i t ies ra ther than borrow to obtain needed reserves, b u t a 

narrower spread i n rates might encourage some increase i n the amount of 

borrowing as a means of adjust ing temporary s h i f t s i n bank reserve posi t ions. 

Under present condit ions, changes i n discount ra tes must of necessity be 
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re la ted i n some degree to changes i n short-term rates on Government secur i t ies . 

There i s a wel l -es tab l ished, and on the whole desi rable , t r a d i t i o n 

on the par t of banks against continuous borrowing which resu l ts i n r e s t r a i n t 

when banks are i n debt. Consequently, adjustment i n bank reserve posit ions 

by rediscounting i s more r e s t r i c t i v e i n i t s e f fec ts on the c red i t s i t u a t i o n 

than i s adjustment bv sales of short-term Government secur i t ies i n the marie t . 

Penalt ies on borrowing, of course, can be var ied i n accordance wi th credi t 

conditions by changing the discount r a t e . 

(U) Reserve Requirements — One means of decreasing or increasing 

the supply of reserves ava i lab le to banks as a basis f o r extension of credi t 

i s to change the amount of reserves tha t banks are required to hold with the 

Federal Reserve Banks. Changes i n reserve requirements are p a r t i c u l a r l y 

adapted to bringing about broad adjustments i n the reserve pos i t ion of member 

banks so that monetary pol icy may be carr ied out through the f l e x i b l e i n s t r u -

ments of open market operations and discount r a t e s . An increase i n r^serv^r 

requirements can be used to absorb excess reserves that banks might hold i n 

order t o make them unavailable as a basis fo r fu r ther c red i t expansion. I t s 

appl ica t ion a t a time when banks do not hold excess reserves makes i t neces-

sary fo r banks to l i q u i d a t e assets i n order to obtain the add i t iona l reserves 

needed. Under the circumstances, the add i t iona l reserves would have to be 

supplied by Federal Reserve purchases of secur i t ies or .advances to member 

banks* The res t r i c t i veness of the act ion would depend i n large par t upon 

whether banks have s u f f i c i e n t Government secur i t i es to par t wi th some of them 

and s t i l l meet t h e i r l i q u i d i t y standards. The in te res t y i e l d ra te at which 

the Federal Reserve bought secur i t ies would also inf luence the response of 

the banks to the a c t i o n . 
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One of the disadvantages of an increase i n reserve requirements 

i s i t s unselective appl ica t ion to "banks. I t a f f ec ts a l l hanks a l i k e i n 

r e l a t i o n to t h e i r respective deposits without regard to the nature of t h e i r 

assets or t h e i r current cred i t p o l i c i e s . I n contrast , open market opera-

t ions exert t h e i r inf luence i n d i r e c t l y through the money market without an 

obvious and d i r e c t e f f e c t upon ind iv idua l banks. Under present law, the 

author i ty t o increase reserve requirements applies only to member banks of 

the Federal Reserve System which, i n general , are already subject to higher 

requirements than nonmember banks. I n a c r i t i c a l per iod of i n f l a t i o n , i t 

would be of less than maximum effect iveness as w e l l as inequi table to impose 

higher requirements on member banks without giv ing consideration t o some 

s imi la r l i m i t a t i o n s on nonmember banks. Such l i m i t a t i o n s could take various 

forms and could be administered through the State bank supervisors. 

The ex is t ing unused author i ty fo r the Board to Increase requi re -

ments under the present law is l i m i t e d . For banks other than cent ra l r e -

serve c i t y banks, which are i n New York and Chicago, requirements against 

demand deposits can be increased by only 2 per cent and against time de-

posi ts by 1 per cent. For banks i n New York and Chicago, the increase 

could be as much as h per cent on demand deposits. These banks have not 

shown the same increase i n resources i n recent years as have other banks 

and would be unduly penal ized r e l a t i v e to other banks i f subjected to d is -

proport ionate increases i n requirements. Altogether the remaining author i ty 

to increase requirements would amount to about $2 .4 b i l l i o n of reserves. 

This small au thor i ty could be used wi th some degree of ef fect iveness under 

circumstances when short- term in te res t rates could be permitted to r e f l e c t 

the operation. 
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There are cer ta in inequi t ies i n the ex is t ing system of reserve 

requirements, which are based upon the needs of s i tuat ions p r i o r to estab-

lishment of the Federal Reserve. I t would be highly desirable to revise 

the methods of computing reserve requirements so as to r e l a t e them more 

s p e c i f i c a l l y to types of deposits and el iminate the a r b i t r a r y c l a s s i f i c a -

t i o n of c i t i e s and also to permit cash holdings and to some extent i n t e r -

bank balances to count as reserves. Means fo r br inging about such changes 

have been under consideration w i t h i n the Federal Reserve System for several 

years and a s t a f f study on the subject was presented t o the Joint Committee 

on the Economic Report some time ago. Since then, the System has extended 

i t s studies i n consultat ion wi th the Federal Advisory Council , but these 

studies are not yet concluded. 

(5 ) Supplementary Requirements - - I n view of the large holdings 

of Government secur i t ies by banks, which can r e a d i l y be l iqu ida ted to meet 

other types of c red i t demands and the d i f f i c u l t y of r e s t r a i n i n g such l i q u i -

dat ion without upsett ing the Government secur i t ies market, proposals have 

been made fo r immobilizing portions of the banks1 holdings. I t i s the 

object of such measures to assure re ten t ion of a stable demand fo r short -

term Government secur i t ies at r e l a t i v e l y low rates and a t the same time 

make i t possible to r e s t r i c t the a v a i l a b i l i t y of other types of c r e d i t . 

These measures would not prevent expansion of the money supply 

as a resu l t of Government f inancing through the banks, but would be de-

signed to reduce i t s mul t ip le e f f e c t s , p a r t i c u l a r l y i n the post emergency 

per iod. For them to be e f f e c t i v e , the Treasury would have to l i m i t the 

e l i g i b l e secur i t ies which i t issues to minimum amounts required to meet 

the needs of the s i t u a t i o n . I t would also be necessary for the Federal 

Reserve System to fol low a f l e x i b l e open market and discount po l icy which 

would permit rates i n the money market to f l u c t u a t e . 
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Following are the p r i n c i p a l objections advanced against requi re -

ments of t h i s nature: 

(1 ) I n view of the large holdings of Government secur i t ies 
by banks, very high requirements would be needed to exert an 
e f f e c t i v e degree of r e s t r a i n t . 

(2 ) Because of wide var ia t ions among banks, such requi re -
ments might ser iously r e s t r i c t some banks while not r e s t r i c t i n g 
others. 

(3 ) They could be used as means of forc ing banks to pur-
chase Government secur i t i es . 

{b) E f f e c t i v e r e s t r i c t i o n s could be appl ied i f the Federal 
Reserve would refuse to buy, or would s e l l , Government secur i -
t i e s , ra ther than fol low the po l icy of buying any amounts needed 
to keep i n t e r e s t rates from r i s i n g . 

Government Borrowing From Banks 

As previously suggested, the increased m i l i t a r y program as now 

scheduled can and should be financed through taxat ion wi th no resort to 

i n f l a t i o n a r y borrowing from the banking system. Vigorous f i s c a l act ion 

should be supplemented by Government borrowing from nonbank sources i n 

order to absorb funds that would otherwise be spent on consumption and 

new pr iva te investment and to reduce the volume of Government secur i t ies 

held by the banks. Any borrowing from banks should be held to the I r r e -

ducible minimum needed to f inance the increased monetary requirements of 

a wartime economy. 

I n the case of an a l l out m i l i t a r y program, every e f f o r t should 

be made to carry the f i n a n c i a l burden through pay-as-you-go taxat ion . The 

most i n f l a t i o n a r y method of f inancing the Government's m i l i t a r y d e f i c i t 

would be to borrow needed funds from the banks. Even i f special methods 

are employed to keep down the secondary c red i t expansion p o t e n t i a l of such 

borrowings, the method is s t i l l i n f l a t i o n a r y . Over the past few months, 

the Government has secured most of i t s new funds from banking sources, but 
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t h i s "borrowing has been p a r t l y counterbalanced by Federal Reserve sales 

of long-term bonds to nonbank investors. 

Experience of the l a s t war demonstrated that i t was r e l a t i v e l y 

easy to s e l l any amount of Government secur i t ies e i ther d i r e c t l y to banks 

or to nonbank investors who i n tu rn s e l l other secur i t ies to banks, as 

long as the Federal Reserve bought enough secur i t ies to supply the banks 

wi th needed reserves. I t also showed that the maintenance of short-term 

rates a t a l e v e l substant ia l ly below long-term rates i s a great encourage-

ment to the s h i f t i n g of Government secur i t i es , as they approach matur i ty , 

to banks and then to Federal Reserve Banks., Another s i tua t ion of t h i s 

sort should be avoided as i t i s an inducement ra ther than a discouragement 

to Government f inancing through the banks. Such a s i t u a t i o n i s h ighly 

i n f l a t i o n a r y i n character . 
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