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OUE_FEDLEAL RiSELVE POLICY TODAY

Introduction

Our inflation is an offspring of the war. During the war, re-
sources had to he diverted from the production of goods end services for
¢ivilions and turned to the production of militery necessities. BDut
the fact that goods were not available did not mesn thet the demand for
them autometically dissolved. Unsatisfied wants accumuluted, awaitiag
the return of pecce and prosperity. Today the impuct of those cccunu-
leted wants is still being felt in almost every sector of our economy.

But the most important aspect of the war fron the pgoint of view of
explaining the present inflation is the way in which it was financed.
Fundamentally the Government had two sources upon which to draw for its
fundg: (1) the pocketbooks of individuals and business firms which it
could reach through taxation or borrowing; (2) the resources of tne
banking systen.

Taxation is, of course, a noninfliationary form of finance. Vhen
taxes are imposed, the spending power of the public is reduced by the
anount that the Government's is increased. No expension in the total
Spending power of the ccmunity tekes place. The taxpayer receives in
exchange only & tax receipt, which he cannot use to make purchases in
the market, either in the present or in the future.

No government has ever succeeded in finencing the total cost of was
through taxation, and ours was no exception. It is estimated that less
than half of the total funds raised by the Treasury fron the middle of
1940 to the end of 1945 came from texes. Now, there are serious prac-
tical obstacles thot place a definite upper limit to the tax burden that
can be imposed in wartime vithout hampering the war effort itself. Just
vhere that limit is cannot be determined exactly. But it is certain
that we didn't reach it. We should have done hetter, and nad we used
tsxation more during the war, inflstion would not be the problem that
it is today.

Another noninflationary type of finance, at least while wor is
going on, consists in borrowing from the nonbank public. Since in
Purchasing a Government security the individual gives over a portion of
his current spending power to the Government, borrowing from the non-
bank public is in one aspect similar to taxetion. It has a basic dif-
ference from taxation, however, which is all important for the postwar
beriod. Holding a Government security is the next best thing tc hold-
ing money, so far as a resevoir of purchssing power is concerned. This
Mmeans that the loss of spending power involved in lending to the Govern-
ment was not permanent, as with taxation, and that the power could be
reclaimed in the future pretty much at the lender's demand. Ve have
been seeing the effects of this potentiality since the war's end. Thus,
While borrowing instead of taxing helped to relieve current pressures
during the war, it was storing up pressure trouble for the postwar era.
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An outright inflationary way to finance a war 1is through borrowing
from the commercicl benking system. When commercial banks lend to the
Governaent, which they do by means of security purcheses, bank deposits
are crested and placed at the disposal of the Treasury. During the war
this deposit creation typicelly took the form of additions to the Treas-
ury. During the war this deposit creation typically took the form of
additions to the Treasury's war loan asccounts. Thus, by borrowing from
the banks, the Government increased its spending power through an ex-
pansion of credit and the money supply. There was not, ag was the case
for taxation and borrowing from the nonbaunk public, an offsetting re-
duction ia the spending power of the rest of the community. Ané when
the Govermaent spent the funds it accuired from the banks, a general
rise of money incomes took place. With no commensurste increase in the
supply of goods &nd services upon which the community could spend the
higher incomes, the result was an intensification of the upward pressuré
on prices.

In this process of wartime borrowing from the banks, trouble was
also being stored up for the postwar era.

Suplort of Government Securities

As you know, the pivotal wartime policy of the Federzl lLeserve was
the maintensnce of the longer-term interest rate structure at approxi-
mately the level existing at the beginning of the war. As was generally
¥nown at that time, this policy was intended to serve several purposes:
to forestall delay by investors in purchasing securities, who might other~
wise have awaited higher interest rates as during Vorld VWsr I; to keep
down interest cost on the Government's var debt; and to prevent an undue
growth in bank and other investors' earnings from their holdings of pub-
lic debt, issued to fight a victorious war.

Another important purpose of the policy was to fecilitate necessaly
bank purchases of Government securities. For though it was generally
recognized s desirable that the balance of expenditures not covered by
taxes should be borrowed out of the people's savings, it was also rec-
ognized that us a practical fact the Treasury would rely on the com-
mercial bsnking system for a fairly substantial portion of its funds.
The Federal heserve sccepted as an over-riding obligation the neces-
sity of assuring the availability f whatever funds the Government
needed for the prosecution of war, even though it was congtantly stress—
ing the importance of sales of securities to the public rather than the
banks. About one-fourth of the total funds raised by the Treasury durné
the war came from the banking system. This was clearly excessive, gven
in view of any prectical difficulties of wartime finauce. As the Board
of Governors pointed out in its 32nd Annual keport to Congress, in the
interest of a successful financing of & victorious war we committed the
double error in our wartime finance of taxing too little and expanding
bank credit too much.

From the point of view of the problem of postwar inflation controls
the chief conseguence of the policy of maintaining the interest structu
on the Covernment debt is that it hos seriously impaired the capacity 0
the Federal Reserve to perform at this time its chief central benking
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function: namely, the control of expansion of bank credit <nd the money
Supply,

Expansioa of bunk credit requires, of course, that banks have ac-
Cess to an expanding volume of reserves. Conseguently, in exercising con-
trol over the total volume of uoney end credit, traditienal PFedercl ke-
Serve policies have had as their focul point the reserve position of mem-
ber bonks. Through changes in the rediscount rate tenks were to be en-
Couraged in, or discouraged from, borrowing, from the keserve System to
9btain additionsl reserves. Through chenges in rescrve requirements the
liéserve System was to influence the volume of credit thet member banks
Were able to extend on the basis of any given amount of rescrves. Through
1ts open market operations the System vaz to be atle to bring about ex-
pansion or contraction in the volume of reserves itself —- though aiways
of course within amounts set by the criterion of orderly security mcrket
conditions.

Now, with the Federal keserve committed to supporting the market,
Government secnrities in commercial bends are essentially potential legal
reserves. Banks cen alweys count on liouidseting their holdings of Gov-
ernment securities, in order to obtain reserves for credit expansion.

Furthermore -- and this i3 2 point thet I think hes been frequently
Overlooked in discussing the problem of credit control in the current
Situction -- so long as a support policy is in force, the Covernment
Security holdings of finsncial institutiona other then banks must also

Classified as part of the potcntial reserve tese for credit expansion.
“hen these institutions sell Government securities to obtain funds for
loang to private borrowers, the effects may be exactly the same as when
Commercial baniks sell securities to make private loens. in the absence
of other buyers the securities must be absorbed by the Federal Feserve
under the support progrem.  Vhen the proceeds of the sale are then added
to the institution's bank account the legal reserves of the bunk receiving
the deposit as vell as its deposits are increased. 1n other words the
behavior of nonbenk lending institutions can be a factor that seriously
2ggravates the problem of credit control.

As the portfolios of Government securities of member bunks them-
Selves continued to swell throughout the war, so, in & seunse, their re-
Serve position became stronger and stronger, and they became more and
ore ingulated from any restraining influence by the System. Except for

psychological impact, the rediscount rate lost much of its effective-
NeSs as an instrument of control, since bsnks could generaliy adjuet their
Yeserve position by seles of securities and not by borrowing from the he-
Serve Banks. From 1941 forward, reserve reguirements had been raised to
the pPrevailing legal maximum for country and reserve city baaks, and the
ilcreases still remaining for central reserve cities were not large. In
any event, moderate increases in reserve requirements were not likely to
be very effective, since banks on the whole couid meet the higher re-
GUirements fairly readily by selling Government securities. Finally, the
bolicy of support precluded the possibility of refusal by the System to
SUpbly banks with reserves at their volition when they offered Government
SClurities for sale. Open market policy as an instrument of restraint
Yas rendered essentially inoperative.
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“doney and Credit Supplwv

As a result, then, of our methods of wartime finence, the netion's
money supply and the national debt experienced a tremendous growth.
Between December 1939 ana December 1945, currency and bsnk deposits in
the hands of the public increased from 63 billion to 151 hillion. The
increase in the gross national debt, other then thet held by agencies
ana trust Tunds of the Federal Government itself, amounted to 10
billion. Of this incresseo nearly 115 billion, or 55 per cent, was held
by nonbank investors; approximately 75 billion, or 35 per cent, went
into the portfolios of comaercial. banks; and the remeinder into the
holdings of the Federal Reserve HJanis.

Thus the stege was set for postwar inflation. First, there was a
generally pent-up demand thet would take several yecrs to satisfy, even
with the economy operating at full capacity. Second, there wes ¢ huge
volume of licuid zssets held by individuals and business firms which
could be drawn on to make demends effective in the market pluce.

And third, though by no means third irn importznce, there wes the
bankine systea, and cther finencial institutions as well, capeble of
providing a huge supplementary tlow of spending power through credit
expansion, and well insulated under existing povers from any restrain-
ing influence by the Federal lheserve. For it was clear that tne policy
of System suport of the Government cecurities merket, inhibiting though
it was, could not be abandoned or suspended at the teraination of hostil-
ities. The public debt hzd grown to trenendous proportions during the
war -- five times its prewar peak. Its interest level had become
integrated into our whole asset and lizbility structure. Aside from
any considerztions as to increased interest cost on the public debt,
withdraval of support might well have a disastrous impect on our whole
financial system. Perhaps never again, or at least not for a long tinme
could public debt management be permitted to recede from its position
as o prime preoccupation of Federal heserve policy.

Well, I do not need to remind any of you here tonight that on
that well-set stege a very vigorousiy acted-out play took place and
is still taking place. The plot has been simple: an upwerd spiral of
wages, profits and prices. The only element of suspense hag been, where
will they stop? £nd the great concern of us all hag been, what 1s to
be the sequel? 4 leveliag off into enduring prosperity is the great
hope; deflation and unemployment the great fear.

hestraints

Nevertheless, there have been ¢ number of restraining elements in
the postwar situation to date, without which matters might h=ve been
much worse. Particularly since mid-1947, Tressury fiscui and debt
management policies, as well as Federal Reserve credit policies, huve
had as a major objective generation of restraint on monetury and credit
expansion.

Perhaps most significant has been the restrsining influence pro-
duced by the Treasury cash curplus. During the period between July 194




ond Ceptember 1948, receipts by the Treasury from tzxes and other sources
exceeded expenditures by wbout 10 biliion dollers. This excesz of re-
ceipts over expenditures has hud the effect of directly reducing the
spendiag pover of the commuaity. Further, by using the surplug sub-
stantially to retire debt hela by the heserve Benks, funds hove been
Permznently withdrawn from the comasercial bonking systen as well as from
tiie publie. Thus pressure hss veen brought to bear on the reserve posi-
tion of commercial banks.

To reise the cost of reserve funds to the banks, snd elzo to encour-
age the willingness of banks and nonbonk investors to hold on to the seam:
ties they own rether then uniosd them onto the System, short-term market
rates and Federnl Reserve discount rates have been permitted to rige.
Tates on Treasury bills have risen from 3/3 of 1 per cent in mid-19.7 to
wore then 1 per ceat today. Yields on one-ycar certiiicutes have in-
creaged from 7/3 to 1-1/4 per cent, while the Federal reserve Banxs have
reiged their discount rates from L to 1-1/< per cent.

doderate preasure has also becn hrought to bear on the reserve posi-
tion o' momber banks by incresses in reserve requirements. FPrior to the
leginlation enscted in August, this was & possible course of action only
for the New York and Chiccgo banks. since for all other clasces of banks
recuirements were ab their legal limic. In Jenuary, ond egaia in June of
this year, the Federal heserve Board rsised by 2 percentnge points the
regevve recuilements on net demand deposits at New lork and Chicago banks
On the beais of the temporery authority granted by the Congress in August
the Bourd reised reserve reguirements by = vercentage points on demand
deposits and 1-1/2 percentage pointe for time deposits. These new re-
Quivements becsme effective Septemver 16 tor country ben<s, end Septenmber
~4 for centrol reserve gnd rezerve city benks.

As o measure of direct restraint in gn area in which credit expan-
sion hes been very repid, the Bosrd has reinstituted controls on down
Leyment and moturity teras of consumer installment credit. Fipst iaposed
in 1940, these controls expiced in November of 1947. They hrve been
feviwed under the temporary authority grented the Board in the August
iegislation.

mn - . 0
iodey's Situation

Today the Board's responsibility for restraining the forces of in-

filation is perhaps greuter then ever. ~Certtinly the general situation is

volatile as it has ever been. Yot the 1948 tax reduction act, calling
for an estimated reduction in revenve of uround 5 biliion dollars, and
expunded defense and foreign cid expendltures huve cul deeply into the
Treasury surplus.’ Thereby cne oi the most important elements of inflatio
restiaint in Lhe postwar period has been removed -- though 1 should per-
haps point out that 1 de not mean by this Lo suggest that the defense ond
foreign aid expenditures ave the cause of the present inflation. kather,
they z1e today a contributine fector, no differcnt in this respect from
certain other forms of government expenditures, or from the expsnditures
of consumers nnd business firms, especially cspital expenditures. No one
of these eapenditurc components is, alone, responsible for the presont in-
flation. But all of them together are responsible in the sense that they
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add to a totel of spending that ic excessive in relation to the total
volune of goods and services that can be mude available. The even
greater responsibility then that today's situation imposes may contront
the centrol banking authorities ot the United Stutes with a very real
dilemma: to scriously modify the policy of supporting the Government
securitics merket in the interest of credit control, and thereby risk
demoralization of our capitel morkets; or to adhere to the support
policy and risk the pessibility of a further serious inflation result-
ing from excessive expausion of bank credit.

Either horn of our dilemma would obviously be intolerable. Would
escape between them be possible?

To put the matter in another way, it may be necessary to seek more
efficient means of credit control than the Bourd now possesses -- instru-
ments that taeke into zccount the changed environment in which centrel
banking policy must operate today. What wvould be the nature of such
instruments? Many proposals huve been made, and I would like at this
juncture to mention briefly to you some that have been given considera-
tion.

Optional Plan

The first of these is the optional or special reserve proposal
which was recommended to Congress in the Board's fnnual Keport for 1945
and afain recormended in November of 1947 znd in fpril 1948. Under this
proposal the Board would be authorized to impose on &ll commerciel banis,
member and nonmember, a special temporary requirement that could be met,
at the option of the individual banik, either in aspeecified casn assetbs
or certain marketsble short-term Government securities. Nonmember benks
were included in the proposal since it wes recognized thet the responsi-
bility for curbing inflationury credit expansion should be snared by
the whole bonking community, and not oniy by meabers of the Federal
Recerve System. It would be unfair and inequitable to do otherwise.

An important adventage of the plan is that it would inmmobilize
a portion of each bank's holdings of short-term Government sceurities,
and thereby cut down the reserve potential ot the banking system. At
the same time, however, the earning assets of the banks wou.d not be
reduced, and any consecuent rise in interest rates would be limited
largely to the field of privete credit and would not te reflected in
an increase in the cost of carrying the public debt.

Further, the special reaquirement would autonetically reduce the
increase in total deposits that could be supported by any new reserves
the banking system might acguire. At the present time, member bung re-
serve recuirements on the average work out to be about 17 per cent, or
1/6, of total depogits. Thus $100 of new reserves can support an ex-
pansion in deposits of £€00 of new reserves can support an expangion
in deposits of &600. If the special requirement were to raise totsl
required reserves to, say, <5 per cent of total deposits, then .1C0
of new reserves would permit an expansion of only;400 in deposits. For
the individual bank, the imposition of the special reserve requirement
would mean that when it received a new deposit it would heve to put
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aside an smount to meet primary reserve requirements as it does now, and
then an additional amount in the form of assets eligible to meet the
special requirement. As a result, less would reaain for new loans and
investments.

Uniform Leserve Plen

It has also been proposed that iI' changes in reserve requirements
snould become a major instrument of ecredit control modifications should
be made in the present system to eliminute inecuities thst would become
more burdensome as requirements were increased. FEssentially whot the
Proposal -- termed the Uniform Heserve Plan -- cells for is the abandon-
ment of distinctions based upon central reserve end reserve city desig-
nations, so that reserve requirements would be based solely upon classes
of deposits as such, regardless of the bank's »hysiccl locstion. Under
this vlan, veult cash and interbank btrlances would be eli,ible for meet-
ing reserve requirements.

. Thus, under the Uniform heserve Plin individual banlks would no
longer be pluced at a disadventage becruse of the arbitrary clessifica-
tion of the communities in which they are locited, or becuuse their
business requires that they hold & larper volume of vault cash. Fouer
to increase or decrease reserve recuirements is part of this Uniform
keserve Plan whicn is in process of a Federul heserve System study.

bual negerve Account Plan

Another plan involving ¢ somevhat different approach to credit con-
trol policy has been named the Optionsl Ceiling Leserve Plun, or, alter-
natively end perhuaps more accurately, the Dual neserve fccount Plan.

The plan cells for establishing two deposit accounts at the Federal
keserve Ranks: a lieserve Account and a Clearing ficcount.

) Fach member benk vould start under the plan with an emount in its
Reserve Account ecual to its existing reserve reguirement at the time.
I . . ) e .

fny excess or deficiency of reserves would be posted to the Clearing
Account

Reserve sccount beslances could be bought or sold among banks in the
market just as Federal Reserve funds are traded now. But onty the Open
Market Committee, through deiiberate purchase or sale of keserve Lccount
Deposits, would be able to affect the total of Leserve Account bulances
available to the benking system as a whole.

After the plan had been put into operation, the computation of he-
serve Account requirements would be simple: For reserve city banks, for
example, heserve account recuirements would ecual 22 per cent of net
dgmand deposits less Clesring Account bulances, plus 7-1/2 per cent of
time deposits. Ho changes in the keserve Account reguirements would be
necessury under the pien as & method of controlling credit expansion and
the money suppiy. For this purpose, sny desirable chunge in the heserve
Account position of the benks could be better achieved by use of the
more refined method of Open Merket Committee purchase or scle of heserve
Account deposits. However, the changes in requirements that would be
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necessary to incorporate the adventages of the Unitform Leserve Plen
could, of course, be readily adopted &t any tiue.

A1l new funds received by a bank from ordinary transfers or from
such scurces as a return flow of cnrrency or goid inflov from abroad,
would expand only the bani's Clearing sccount balunce and by just the
smount needed to cover the rise in deposits. OJr, as a possible alterna-
tive that would protect bank earnings, new funds could be invested in a
special, interest-bearing heserve Bond. In either czse there would be
no excess to he used for loan expansion and further increasce in de-
pasits.

But more importent, funds received as a result, of System purchases
of Covernment securities would also affect only the Cleuring Account and
not hegerve sccount balances. Thus sfter the plen is installed a 5100
purchase made by the System in supporting the UGovernment securities
market would provide the basis for no more than a 100 expsneion in
total deposits, and not a $600 deposit expansion, as is the case today.
The conflict between the policy of market support ond the need for
restraining the growth in the money supply would clearly be considerably
mitipated.

Finally, the plan could be introduced without causing a sinple benk
to undergo any trensition adjustments. It would not reduce hank ecrn-
ings, and while it would severely limit the amount of eredit expansion
that could be produced by the banking system as a whole, 1t vould still
leave individusl bunks free to meke louns cn a basis essentially similer
to thet whicia prevails today. This plen has no status in the Federal
Keserve System and is being submitted here only for your study.

Conclusion

To repeat, in view of current und foreseeable conditions, it may
be necessary to devise additional instruments of credit controi of the
kind suggested by these and other proposals. Hot to do so mey meen that
the central bunking suthorities will heve to default on one or the
other of their major vecponsibilities. And, as & cost of thut defeult,
there may come new techniiues of control much less compatible with the
framevorkx of our free enterorise economy.



