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THE CREDIT SITUATION

On behalf of the Board of Governors let me express my appreciation
of this opportunity to give you a resume of what the Federal Reserve Sys-
Fem has sought to do and will try to do in performing its function of
?nfluencing the volume of bank rescrves and the supply of money. That
18 the fundamental responsibility of a central bank--and the Reserve Sys-
tem is a central banking orgenization. If it were done away with some
other mechanism of regulating the country's supply of money would have
to be set up in its place. A modern nation has to have some such machin-
€ry, most of all a nation that occupies a dominant roie in tihe world
today. It follows that this mechanism should be equipped and adapted to
pPerforn its primary function under changing economic conditions.

Our System has not been and is not now adeyuately equipped. True it
has very great power. It could force a contraction oi credit and bring
abQut a severe, indeed a catastrophic, deflation. It could do that by
USing its open market powers, that is, by withdrawing from the Govermnent
bongd merket, selling off System holdings of Governmen®t securities and
?Ontracting the credit base and raising the discount rate, thus forcing
interest rates to rise. That would be the meat axe way of dealing with
an inflation. The Board and the Open Market Committee is of one mind in
1'e;.lecting such a course. It has been argued by some that small doses of

his strong medicine might have effected a cure for inflation. I schall
n?t burden you with the pros and cons of the argument which has been
Widely aired until recently. The Board hzs strongly believed that some
Other means--other than a credit contraction forced through a breaking of
the Government securities market--should be found to influence the money

Supply. If no other devices were available, it might be argued that this
deterrent should be used as a last resort. But whether in small doses or
not, the forced credit contraction and high interest rate remedy, if it

Lo be effective, almost incvitably precipitates deflation. The first

Objective of Government policy, as declared in the Employment Act of
1946, is to steer a middle course between inflation and deflation. Ve
are not prepared to admit that we rust founder on one or the other rock.

That is why, in search of alternative means of checking continued
growth of the money supply, the Board, in its annual reports to Congress
from 1945 on, has suggested various other ways of meeting the situation.

hat ig why the Board is united in support of the recommendations on the
Credit front which are contained in the President's econonic report to
this Congress.

_ There are two pronosals on this front: First, that Congress give
?he Reserve System continuing authority to require all insured banks--not

Just members of the System--to hold a supplemental reserve requirement in

addition to whatever other reserves they may be obliged to hold under

State or Federal laws. Second, that Congress give the Board continuing

%Pt?ority to regulate credit terms in the consumer instalment credit
leld.
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Concerning the firat proposal, it may be recalled that the late
Senator Glass, en author and unfailing defender of the Reserve Act, in-
sisted in the Banking Act of 1935 that all ingured banks, having de-
posits of a million dollars or moie, should qualify for membership in ihe
Reserve System. The 1935 Act so provided. Had the date for entry into
the System not been first postponed, then dropped, insured banks would
have been subjected to the cash reserve requirements which all member
banks are now required to have on deposit with their respective Federzl
Reserve Banks. Thet would have been a much more drastic step than is
proposed in the President's economic report. This proposal does not re-
auire membership in the System and does not subject insured banks to the
cash reserve recouirenents required of member benks. It sinply proposes
that if further--or supplementary--requirements are imposed, the burden
shall be borne by all insured banks, not merely by nember banks. Member
banks are today put at a very serious disadvantage as compared with non-
memboers becanse of the relatively large percentage of their deposits ik
they are obliged to keep on deposit with Reserve Banks. It is an unfeir
and inequitable state of affairs.

It is unfortunate, I think, that some other word than "reserves" wés
not invented to describe these cash requirementsc. They are not reserves
in the sence in which a banker or businessuan thinks of reserves. They
are, rather, a recuired funa immobilized so far as feeding furtiher mone-
tary expansion is concerned. They are, in offect, a protective fund
for the purpose of preventing continuing monetary inflavion. Since pre-
venting inflation protects the whole community, it is wholly inequitable
to put the community load on sone banks end to exempt others. That 18
why it is proposed thut all insured bani:s, sharing as they do this gove?
mental advantage, should share some of the burden of having their funas
immobilized against over-expansion of the money sSuppiy.

Authority to change member bunk reserve requirements was first made
an instrument of credit control in 1933. The Board was authorized, und€
the so-called Thomas Amendment, to raise reserve requirenents in order
prevent an injurious expansion of credit provided the President declarca
the existence of an emergency and with approval of the Secretary of the
Treasury. Under the Banking Act of 1935, the emergency provision was Y€
moved, but the authority was limited in that the reserve requircrients
could not be more than double the ratios stated in the law.

Ixcess reserves of meumber banks rose considerebly in 1934 and 193v
ag a result of a substantial gold inflow. The Board decided in the summ
of 1936 that it would be in accordance vith the spirit of the law to ré
reserve requirements, vhich could be done without putting banks in ded®s
and thus nrevent the large volume of excess reserves from becoming the
basis for z possible injurious credit expansion. Requirements were ral~
50 per cent effective in August 1936.

In early 1937 economic activity was increasing rapidly. Inventorié?
were accumulating, a wave of buying was in progress and prices of certain
rav materials were rising sharply. Capital expenditures of manufacture
were growing raoidly end prices of securities were at, the highest levedt
since the early part of the depression. In the light of these develop~
rents, and in view of the large volume of excess reserves held by
the Board decided to raise reserve requirements in two steps to the 11
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Pernitted by law, thut is, to double the basic amount stated in the law.

This action was not a reversal of the policy of wonetary ease pur-
sued since the beginning of the depression. After meeting the require-
lents, banks still held large amounts of excess reserves. Interest
rates remained very low. The Board's action was precautionary in
character and placed the System in a position to control an injurious
credit expansion by open market operations and discount policy, should
Such an expansion occur.

In the spring of 1938, as a part of a general move by the Government
to combat a rapid decline in business activity, the Board reduced soue-
what the reserve reauirements for member banks. Gold inflow in the late
'thirties was very large, however, and excess reserves increased rapidly.
In the fall of 1941 reserve requirements were raised again to the legal
éiﬁitS, a step which still left excess reserves at sbout 3.5 billion

Ollars,

In order to facilitate financing of the war, reserve requirements at
?anks in central reserve cities (New York City and Chicago) vere lowered
in three steps over the late summer and early fall of 1942 to the sane
levels brevailing for banks in reserve cities.

As a part of the System's general program to place under restraint
Ehe inflationary credit expansion of the postwar period, the Doard in
february 1948 and again in June 1948 increased by 2 percentuge points the
reserve requirements of member banks in New York City and Chicago. Re-
Serve requirements of other member banks could not be increased since
these were already at the highest levels permitted by law. In August
1948 Congress granted the Reserve Board temporary authority to increase
Pecerve requirements of member banks only and the authority was limited
to 4 per cent on demand deposits and 1 1/2 per cent on time deposits. So
far, the Board has not used 2 per cent of this authority affecting de:and
deposits., Presunably the Board would have no occasion for applying the
Qdditional reserve recuirement authority when bank credit is not expand-
ing, as has heen the case in the past two months.

Increases in reserve requirements in 1948 absorbed about 3 billion
dollars into required reserves of member banks. This was somewhat more
than the total amount of new reserve funds banis obtained from gold in-
flow and return flow of currency from circulation during the year.

It is not suggested that the supplemental reserve now proposed--
which would amount, if fully used, to ten per cent of demand deposits and
fgur per cent of time deposits--is the last word, and the perfect solu-
tion for the problem of arming the monetary authorities with adequate
Means of performing their primary function. It is to be hoped that pos-
8ibly through another monetary study Congress will arrive at a still
better long-range means of dealing with the question of bank reserves.
The Pending proposal, however, is a necessary step in the right direction.
Together with other powers now available, it would equip the central

anicing mechanism with authority to cope with overexpansion of the money
Supply in case that danger again threatens us. It is a workable substi-
tute for the now unusable discount rate and open-market operation weapons
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Perhaps I should digress here long enough to point out that in speak-
ing of open-market operations I am referring to their effects in increas-
ing long-term interest rates. As you are aware, it has been possible to
have some danpening effect on the crestion of bank reserves by peraitting
discount rates and short-term Covernmuent interest rates to rise somewhat
and thereby encourage the banks and other investors to hold short-tern
Governments and to inerease their holdings. Purchases of additional
holdings in this way can help to offset the credit expansion effects of
additional reserves supplied by Federal Reserve purchases of Goverament
bonds, by gold imports, or by inflows of currency from circulation.

I should like to cuote the President's words, in this connection,
because they state, briefly, the fundamental principle that the country's
monetary authorities should be equipped at all times to ceal vith infla-
tionary pressures on the one hand or deflationary forces on the other.
Monetery policy is not a one-way street. It must be flexible, and suibec
to the changing economic situation.

"On previous occasions", -~ the President said, "I have
recormended that adequate means be provided in order that mone-
tary authorities may at all times be in a position to carry out
their traditional function of exerting effective restraint upon
excessive credit expansion in an inflationary period and con-
versely of easing credit conditions in a tine of deflationary
pressures.

So far as the recommendation relating to consumer instalment credat
regulation is concerned, this type of selective credit conirol, like the
statutory margin requirements on listed stocks, is always a fruitful
source of debate. It can be said fairly, I think, tnat the Regulation 1
exerting come effective pressure on instalment credit expansion. With
more than 8 billion dollars in instalment credit outstanding, it secms3
to us desirable to have sone concern over the soundness of this credit
and over any further excessive growth of it. It is in the public intere
too, to have competition in consumer nmarkets take place in prices and 1D
quality of product rather than in credit terms. Recently, with the re~
imposition of consumer instalment credit regulation under authority grap
last summer, the inflationary credit and monetary expansion based on Sut¢
loans has slackened considerably. The volume of consumer instalnent
credit, which had been increasing ot the rate of from 180 to 200 millo
dollars a month through September 1948, showed a much inore moderate
growth (150 millions a month) over the last three nonths of the year.

Available evidence suggests thet in the major sector of instalment
credit--new passenger car financing, Regulation U has had the direct
effect of increasing average downpayments from 47 to 49 per cent and ¢~
creasing cverage maturities from 20 to 16 monthe. Average monthly pey. ="
have apparently increased from 73 to 89 dollars. Ditffercnces in these
effects appear, of course, wmong the various car-price classes.

Another impact in the autonobile field, attributable in some part
Regulation W, has been a sharp decline in the prices of used cars,
particularly prices of recent models. Premium prices are still obtain-
able on many "used" new cars, especially in lower price brackets.
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Retail sales of consumer durables, perticularly of household appli-
ances and used cars, exhibited a marked weakening in the fourth quarter
of 1948, and total retail sales showed distinct signs of leveling off.
}?Vels of dollar sales, however, are substantially above prevar years.
Jith respect to all categories of durable goods, dealers appear to face a
Problen of maintaining sales volume at prevailing prices for the first
time since the war.

. Factory production of most consumer durable goods has continued at
aigh levels, but with recent flagging sales, there has probably been some
inventory accunmulation at wholesale and retail levels. In 1948 output
of a few household lines was noderctely below 1947.

Enployment in consumer durable poods industries has also continued
at high levels, but there are currently more frequent renorts of tempo-
rary lay-offs, actual or prospective. Generalization of recent tenden-
cles ig difficult because of varying seasonal and other nroduction con-
ditions in the several industries.

Equity positions in the sales finance business were under strain
Prior to Regulation W and subsequent developments have brouzht only
slight, if any, improvement in financial positions. Partly under pres-
Sure of limited funds, some sales fintnce companies have apparently been
Placing greater emphasis on automobile financing, causing dealers in
aI?pliance lines to rely more heavily upon their own resources und on bank
flnancing. Furniture dealers continue to rely on their resources supple-
mented by bank financing. Reports indicate thcot sales finance companies
are especially concerned about the volume of funds they have tied up in
dealer stocks, and are tending to 1limit the volume of "wholesale" paper
Fhey are willing to handle for individual dealers. Such policy "ration-
ing" of dealer financing has an imaediate impact on factory sales, out-
but, and employment.

The Board's use of its authorities over listed stock nergins has
also been a helpful means for checking inflationary credit and nonetary
eXpansion. Loans for purchasing and carrying stock have not risen during
the postwar period. Ve have not, as in sone past boom periods, weakened
our economic position by alloving a sneculative boom to develop in the
Stock market on the basis of an expansion of security loans.

In the Securities Exchange fict of 193/ the Congress directed the

oard to issue margin-recuirenent regulations "for the purpose of pre-
Venting the excessive use of credit for the purchase or carrying of
Securities." The Act does not define what use of this credit shall be
deemeq "excessive," but leaves this to be deteriined by the Doard. The
context, and legislative background indicate, however, that decisions to
change margin requirements should give consideration to the general
economic and credit situation, as well as to the extent of speculative
activity and credit inflation in the securities markets themselves.

~ In general, it may be said that the purpose of security nmargin re-
Quirements is to help prevent economic instability. The Securities Ex-
change Act of 1934 was a result of the general public recognition that
SPOCk speculation had been a very important factor in the serious insta-
bility of the economy in the late twenties and early thirties.
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According to the broad principles which ordinarily underlie the
Board's credit policy, margin requirements would presumably be raised or
lowered only when such action appears to be called for both by develop-
ments in the general business situation, actual or impending, and by
develonments in the stock market itself. The pertinent criteria wiich
indicate developments in the stock market 1ltsell relate prinarily to the
degree of speculative activity in tne markets. TFor this reason, the
level of the verious market indices usually is given less consideration
in decisions to change margin requirements than is the rate of change ot
these indices. Rapid changes, particularly in stock prices, may provade
a basis for a change in margin requirenents that would not be justafied
if the same amount of chanye were sprecd over a longer period.

Specific stock marvket criteria usually considered in connection yrith
a chanse in margin requirements include the following: (1) The level anc
rate of change ol cormon stock prices; (2) The asount of credit borroved
by custouers from brokers in margin accounts; (3) The number of shares
traded, and the extent of public or professional participation in tie
morket; (4) The volume end ease of flotation of new security issues.

Two points should be mentioned in connection with the term "exces-
sive use of credit" in the statutory mandate. This has been generally
interpretated in the past by the Board as applying not only to the
anount of credit in use but a2lso to its turnover, that is, the extent 1o
which a given amount is being used. For instence, an active and sharply
rising warket may in itself indicate an excessive use of credit even
though customers' debit balances remain relatively stable. Furthermore,
studies by the Board's staff and others haove indicated that :ost of tue
credit used in the stock market is not absorbed by the market but flows
into the general stream of spending for capital goods and consumer good$s
throughout the economy. Consecuently, the major question in determining
whether or not a particular amount of stock mariet credit is excessive
is whether economic stability would be promoted by un increase or by a
decrease in the auantity of credit money being spent generally in the
markets for goods and services.

Stock prices have been comparatively stable since 1946. For condi-
tions of inflationary prosperity, however, they have maintained stabilai®
at severcly deflated levels in terms of current earnings and dividenas
and in relation to prices of fixed income gecurities and of real estate.
hile the common stock price factor in itself does not suggest an urgent
need for a change in margin requirements ab this time, the current high
ratios of earnings and dividends to prices expose the reouirements to ¢©
tinuing criticism as "unduly sirict.” However, a lowering of margin ré-
quirements could not be expected in itself to chonge public appraisal oF
stock price earnings or dividend relationship.

There have been a few chort periods in the past year when consider-
able public participation in the market vas evident. In lay 1948, ther
was heavy activity when volume averaged nearly 2-1/2 million shares 1n
week of sharply rising prices. Again in November 1948, activity in the
nmarket suggested considerable public liquidation as stock prices fell ¥
per cent in a week after the election. On the whole, however, tie nari®
has been relatively inactive in the past two years, with 1little indical’
of any sustained bullish or bearish speculative participation at any
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There has been a relatively small volume of new stock issues in the
bast year in relation to the general business level and corporate fi-
hancing in general but the present 75 per cent margin requirement has
been only one factor in this situation. In 1946, when margin require-
lents were 100 per cent, there was a relatively large volume of new
Stock issues, compared with past years. The large supply of equity
money obtained through undistributed profits, and the sharply lower cost
of debt, as compered with equity funds, were probably niore important
tactors than the level of margin requirements in influencing the low
volume of new stock issues in 1948.

In view of the present huge supply of money and other liquid assets,
rising Government expenditures, and the threat of resumed inflationary
tendencies, the desirability of substantial lowering of margin require-
ments at this time, in order to expand the amount of stock market credit
and credit money generally flowing into commerce and in‘ustry, may be
duestioned. Inflationary tendencies have shown recent signs of abate-
Ment. Should further slackening of inflationary pressures materialize,
an economic case for a relaxing of margin requirements would develop.

These two credit regulations that I have just discussed-—instalment
¢redit and margin requirements--are flexible. Terms that are appropriate
& time of in{lation, scarce goods, and an over-supply of noney are
not appropriate for a time of deflation, when goods are in abundance and

€1fective purchasing power is not adeguate.

I vant to stress the point again that monetary measures rust be
4dapted to the times. Credit restraints must be eased in slack times,
JUust as they should be tightened in boom times. The President's economic
Message broadly states the basic principle which should guide monetary
8na credit policy. It does not operate in a vacuum. It needs to be
¢losely coordinated with other najor economic policy, including notably
Iiscal measures.

This point is especially important with respect to housing. As to
e need of housing and the importance of a housing program, it seecms to
. @ there can be no difference of opinion. Yet it is obvious that we have
© deal with two things here that are in direct conflict. Ve can not,
fat is, expand credit for a housing program with one hand and restrict
¢redit to combat inflation with the other. The time to stimulate
Conomic activity is not when it is over-stimulated already. Housing,
hless it ig carefully tined, cntails a demand for materials that will
,Tive prices up and intensify the inflationary condition that we are
“Tying to cure. It is necessary, therefore, that Federal programs for
anouraging housing construction and re-development be so conducted as to
1ninmize inflationary pressures during periods of substantially full
Mployment and production. lle must not frustrate policy by attempting to
do things similtaneously that are bound to interfere with each other.
Natever we do must be timed not only to be effective itself but to
AVoid rendering other measures ineffective.

Vhat the present situation still calls for, in my opinion, is the

“Ort of corrective the President emphasized in his Economic Report. He
Saiq.
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"It is essential to sound fiscal policy to have a budget
surplus now. This is our most effective weapon against infla.
tion. I5 will enable us to reduce our debt now; it would be
much more difficult to do so in less prosperous times......

"Inereased taxation is only one of the means by which we
can accurulate a budget surplus. The other is a careful limi~-
tation of Federal expenditures. It is essential that our
fiscal policy under present circumstances contemplate not only
a surplus of revenues over expenditures, but also a surplus
acnieved at the lowest level of expenditures which is con-
gistent with our needs."

Iinally, let me say a word about the downside of the cycle. The R~
serve System today is far better equipped than ever before to help offse
deflationary dangers. Apart from relaxing instalment credit and margin
requirement regulations, it has virtually unlimited means of supplying
market with additional reserves through purchases of Government secur~
ties. Under existing legislation with respect to gold reserve require- -
ments--25 per cent of note and deposit liabilities--the System is not 19
hampered by any cripnling limitations on its ability to supply funds to
the market, should the need arisc. The Federal lieserve Banks have .i23
billions of gold certificate reserves, only half of vhich is required bY
the law. Accordingly, their note and deposit liabilities could be moreé
than double what they now are. The System is also in a position to mak
advances freely--that is, to lend on any assets of nmember banks accept@
to the Reserve Bunks as security. This greatly liberalized lending
authority was provided by the Banking Act of 1935, In addition the Re-
serve Banks are empovercd to make direct loans for working capital
purpnses to business and industry, in case other lenders are not aveild

If the System is now armed by the new Congress with sufficient means
to deal with over-expansion of credit--just as it has been armed since the
mid-thirties with important powers to offset deflationary credit A=
it will be eguipped once more to play the role that central banking pa8 d
plsy in a nodern economy. The adequate equipping of this mechanism sho
not be left for another emergency. The time to prepere for stormy ecor
weather is before the storm breaks. The President's reconrendations &%

adequate for the period zhead, and they are moGerate.



