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OUR MONETARY PROSLEMS

he monetary problems that we face today ure largely a heritage of
the most tremendous wer financing in history. This financing wns suc-
cessful because we all worked together to win the war as quickly and as
effectively as possible.

Now thet the war is won, we need to work tozether egain--this time,
to win our fight against the imiediate dunger of inflation. Countless
iillicns of Americens hive loyslly supported the home front battle
against tne inflationary forces generated by the war. It would be tragic
to lose this battle at the eleventh hour by prematurely abolishing essen-
tial price controls and the other remaining protective meazsures, irksome
though meny of them may be and eager as we all are to be rid of such
restraints as soon as we can safely do so. If we were to permit infla-
tion to demoralize our economy now it would place in jeopardy our justi-
fiably high hopes for establishing an endurin, prosperity at home. And
a4 prosperous America is essential to a lasting peace abroad.

A solution of our monetary problems is a.part of winning that fight
against inflation. I should like to touch on some of these monetary
natters tonight.

At the outset we should admit that we can not solve our monetary
problems with some simple single device, with some single action, or for
all time. .VWe must move cautiously, not abruptly, and we must take the
problems as they come--as ohjectively as we can. That is the economic and
politic thing to do. There can be no easy nor avick way.

We do not live ana work in a vacuum. We live and work in an active
day-to-day economy under a free enterprise system, which we propose to
preserve under our form of Government. This Government, like our economy,
has many parts, and these parts have many departments and divisions in
which responsibilities are not always exact and precise. Solutions to
national economic problems do not lie in any one single part, departuent,
or division, nor in any one segment of our economy. The solutions should
not result in favor of any single group or groups of our people. The
solutions of our monetary problems must be considered with one fundamental
aim--economic stability at a high level of production ana employment.

That goal can not be reached through monetary and credit mezsures alone,
but it can not be achieved without apyropriate monetary and credit

ineasures.

In peace time, as has been said often before, the primary objective
of Federal Reserve policy is to grovide imonetary and credit conditions
favorable to sustained sound economic activity in cowmmerce, inaustry, and
agriculture. In war time this objective continued to be of great impor-
tance but it was influenced by the special requirements imposed by mil-
itary necessity. In reconversion froum war to peace, it is influenced by
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+he gpecial requirements imoosed by the accumulated demands for goods
here and abrosd, the short supply of certain goods, the large purchasing
pover in the hands of the public, and the interest cost on the extra

hieve y
without, at the same time, causing a rapid inflationary rise in prices

that would end in deflationary collapse.

It is importent to note right here that inflation increuses the cost
of Government as prices rise sharply. - iner ST
continue during the subsequent collapse as the Government vould need to
make expenditures for recovery and relief.

To firht inflation we need to encourage continued savings by the
sublic on a substantial scale. The savings bond program 1is. therefore,
vitallv imoortant and deserving of support. Ve should exert every eftort
to insure the balancing of our budget. Hence vwe chould not reduce taxes
further in the coming year and should hold Government expenditures to the

minimum.

~n +he man~*-rv side, as you are aware, individuals and businesses
have accumulated huge amounts of liguid zssets which are held in the form
of currency, bank deposits, and readily convertible Government cecurities.
The putlic even after paying greatly increased var-time taxes, had a
1arce excese of income relative to the supply of goods and services avail-
able for purchase. If the public had spent a larger part of this excess
income, the result would have been a ruinous inflation.

Notwithstanding the fact that taxes were increased heavily end that
tax receipts of 153 billion dollars comprised about 40 per cent of all
funds raised during the war neriod, the public debt rose from less than
50 billion dollars before the war to a peak of approximately <78 billion.

This increase in debt inevitably added tremendously to the liquid
agsets of the public. Liquid assets--that is, currency, bank deposits,
and Government securities--held by individuals and businesces, exclusive
of financial institutions, rose from about 80 billion dollars at the time
u~ entered the war to approximately Z<5 bislion at the end ot 1745--an
increase of some 145 billion dollars. Thkis is an inflationary potential
that dwarfs anything in our past.

As vou know, it has been the policy of the Government to sell the
largest practicable spount of its securities to investors other than
commercial banks and to induce these nonrank investors to hold their

hoo haon tn channel as much as poscible to th
current income ond idle funds of nonbank investors from the purchase of
go ds . n! =ervices ta investment in Government securities. This,
in turn, has retardeu une increase in bank deposits and thereby linited
the emount of funds that were in readily spendable form for purchasing
as he r afterward. You are familiar
with the devices used to implement this policy--war loan drives, payroll
savings plans and 1ssues of Government securities whose ownership vas
general restricted to nonbank investors.
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In spite of this, a large part of the Government securities went to
the banks.

It is often said that the basic cause of inflation is the Government
deficit and the resulting borrowing from banks that creates new money.
This is essentially true, but the results of that situation now exist and
they can not be eliminated overnight. No country has ever bzen able to
impose sufficient taxes to finance a war without borrowing or creating
new money in the form of bank deposits. Now that the war is over, the
deficit has praoctically disappeared; it is no longer necessary to create
this new money by borrowing to finance the Government. Nevertheless,
the money created during the war still exists and might be expanded
through further trensfers to the banxs of Government securities already
in the market. Until those funds are firmly invested or until our
economy has grown up to them, they are potential inflationary tinder.

These funds, in addition to current incomes that result from current
production of goods ana services, are available for spending or invest-
ment in other assets. Thus the potential spending power can continue
far in excess of the current flow of goods and services even though pro-
duction should increase considerably. Expanding procduction would not
prevent or check inflotion, if the public should attempt to spend its
accumulated savings as well as current income. Nor can these accumulated
liquid assets be substantially reduced except by debt retirement--at best
a slow process. We can hope that they will remain firmly held until they
can be gredually invested in peace-time pursuits. In the meantime, con-
trols of various sorts over goods in limited supply and over prices will
continue to be necessary.

Although this background is familiar to you, it is so vital to any
discussion of our monetary problems that it bears repeating.

In the monetary field the responsible authorities face a difficult
though not impossible dilemma. Under the existing structure of interest
rates, with its wide spread between short-term and long-term rates, there
is an incentive for both commercial banks and nonbank investors to shift
their holdings from short-term to longer-term securities. By this means
they can obtain both the higher yield on the longer-term securities and
the profit thet accrues as each issue, with the passage of time, auto-
matically becomes shorter and consejuently declines in yield and in-
cre~ses in price. For this reason there generally has been & supply of
short-term securities in the market and a demand for longer-term secur-
ities. The Federal Reserve is continuing, as it did during the war
period, to support present short-term rates by purchasing all of the
short-term securities that are offered in the market at those rates. On
the other hand, the Federal Reserve can not supply the market demand for
longer-term securities, because it has already virtually exhausted its

portfolio of these issues.

The result is that, so long as holders of Government securities want
to shift from short-term to longer-term securities, Federal Reserve
holdings increase. This increases member bank reserve balances at the
Federal Reserve Banks. On the basis of these incressed reserve balances,
comnercial banks as a group can expand credit for whatever purypose they
choose by six times the increase in reserve balances at the Federal
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Reserve Benks. The expansion averages six times the increase in reserve
balances because on the average a given &nount of reserve balances will
support six times that amount of deposits. &xpressed the other way
eround, present reserve reouirenents for the various reserve classes of
banks are at levels that ecual, on the average for all member banks, one-
sixth of net demand deposits. %To eumnarize, so long &s present short-
term rates cen be maintained oaly by lederal Reserve purchases, there 1s
an inducerient for benk credit to expand further. This increased bank
credit ic avuaileble to the nublic for spending in eddition to their cur-
rent income.

You may esk, cuite properly, &t this point: "Why not use the reth-
ods thet the Federal Reserve hus employed in the past? Vhy should not
the Federsl Feserve Aiscortinue buying Governnient securities? Would not
this top the further expansion of benk credit? If the Federal keserve
diecontinued buyin~ securities, would not this make it more diffaicult end
more costly for nonbank investors to raise funds by selline Governnent
securities, by borrowing from benke, or, &8 in the case of corporations,
for exarnle, by the issuunce of their ovn new securities?"

I think the snswer to these questions is that the present situztion
is entirely different froum amything in the past. The difference lies 1n
the large public debt, the large interest cost of that debt, the large
profits that commercial banks «s & whole receive from Goverment securi-
ties, and the large holdinys of Government securities by nonbank

investors.

If the Federal Keserve discontinued buying the securities, short-
term interest rates wonuld no doubt increase. This, in turn, would in-
crease the interest cost of the debt to the Treasury as rnaturing short-
term iscues were refunded at hisher short-term rates. The importunce of
this interest cost is shown by the fact that, as & result of the war-tine
expansion of the debt, it hes increased fivefold from a billion aollers
a year to about five bitlion a year. Who pays tlils interest cost? The
texpayer. As you know, the public and the Government are in no mood to
increzse the cost of servicing our tremendous public debt.

Ln increase in interest rates clso would unnecessarily add to the
profits of commerictl banks. The importance of this consideration is
shovn by the fact that, €5 a result of war-time purchases of Gowvernment
securities, commarciel bank profits have more thun doubled. You may sey
thet, since wn increaee in berk profits wes of no concern to the Govern-
ment in the pasgt, it should be of no concern no:. I believe, however,
that the difference lies in the fact that in the puet bank profits ceme
principally from the public in the form of buciness losns, corpor:te se-
curities, and like assets. At presert, howvever, & considersble part
comes from the Government, which in the last enslysis means you end me
as texpayers. liore importent still is the contiruation of our iree
enterprise system, snd increasinge the profits of commercial benks at this
time at the expenge of the taxpayer is not a good wey to precerve the
system of free enternrise--or, to be more gpecific, to preserve our pri-

vate banking system.

I do not want to seem in any vey to dispirame either the need for
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the existence of a healthy commercial banking system or the excellent

job that commerciael benks did for their country during the wer. Cormer-
cial barks were an importcnt factor in selling Government securities to
nonbenk investors. Also, they purchased the Government securities that
the Treasury was unable to sell to nonbank investors. They nerformed nmany
other valusble functions in the war effort. Alvays--in wer or in peace--
they are vital, useful institutiong and as such they must ewrn sufficient
profite to maintain their existence. Also, in exceptional circumstences,
some individuel benks or groups of banks heve not participated in the
esenerel increase in profits but banks in general do rnot need to obtain
hirher retes of interest on Government securities to maintain their

existence.

There is a third reason for avoiding a rise in short-tera interecst
rates, in addition to the effect on the interest cost of the debt and on
comrercial bank profits. It is szid that a rise ir short-tena rates
mnight result in licuidation of present holdings of Governnient securities
by nonbenk investors. If this were to reech lerge proportions of a
flieht from Government securities, it would heve inflationery conse-
guences. #aAfter interest rates have been prevented from increasing for
four years, the firsgt bresk in the dike mnieht possibly bring on a flood.
For my pert, I do not believe that this would be the result, but the
possibility at least indicates that we should proceed with caution, and
there &re those who stress this point.

On the other hund, there is the long-run denger that lies . in the
fact, well known to you, that as conmnercial banks purchase lnedium-term
bonds from nonbank investors end thke nonbank investors in turn bid
against each other for long-term bonds not availzble to conmuercial benks
for purchese, yields on these bonds decreuse. & decline in long-term
yield tends to result in such attractive premiums thet holders of long-
term bonds other than institutional investors are tempted to sell them at
those premiums, with profit, and to seek other enployment for their
funds. The result is that the funds tend to shift to other markets--
first to high grade corporate bonds depressing their yields to the point
where they becorme unattrective, then into lower-grade bonds, stocks, reel
estate, etc., bidding up their nrices and tendins to accentuate specula-
tion in such investments. & decline in long-terw yields tends to reduce
the income of insurance companies, savings banks, snd endoved institu-
tions, which hold & lerge part of the savings of the public and perform
essential public services. It seems to me, therefore, that lower inter-
est rates, especially at this time, would not be desirable.

What I have been secying up to this point seems sltogether negative.-
There is something, however, on the positive side. iost importent is the
state of the rederal budeet. 4In the first guarter of this year, the
Treesury hed a small csurplus of tax and other receipts over Government
expenditures. Feceipts were lerger and expenditures huad been reduced
more rapidly then had been expected. The budget is close to & balance on
an annual basis. ks long as inflationary pressures continue, however,
there is no justification for further t&x reductions and Government
expenditures should be held to the minimum of public needs. I believe
that budgetary surpluses to.retire public debt should be the order of the

day.



70

The favorable trend in the budget resns thut the Government deficit
is not nearly so large as it wes and that there has been a reduction in
the excess of the public's income over the available supply of goods and
services. In addition, it mesns that the Government debt will not con-
tinue to increase.

In fact, the Governrent debt has alreedy started to decrease be-
cause the Treesury very wisely has been retiring maturing and called secu-
ritics by ugine pert of the large cash balance not needed for current
expenditures. Since the cesh balance is still large, the Treasury is in
a position to continue to retire debt. Since banks held a larse propor-
tion of the maturin~ and called issues, the result is a substantial re-
duction in benk credit. From liarch 1 throush liay 1, 1946, the Trersury
retired a total of 6.4 billion dollars of certificates, notes, and bonds.
Of this amount commercizl banks held somewhat over 4 billion dollars &nd
Federel Reserve banks 1.2 billion.

mnother new factor that may reterd the monetization of our public
debt is thst the yields on the medium-tern bonds that commercisl benks
have been earer to purchase heve declined to 1-3/8 per cent, compared
with 2 per cent only a little over a year ago. The spreed between thece
bonds znd the 7/8 per cent certificates consequontly hos been reduced
from 1-1/8 per cent to 1/2 per cent. The type of switchine that lecds
to furtker expsnsion of bank credit is not nearly so profitable as it
was formerly. <&inally the debt retirement has reduced corurerciel bank
holdings of the shortest-term securities and conseguently has lengthened
the averase maturity of their portfolios. This aleo tends to make them
a little hesitant to extend their maturities further by sellinz certifi-
cates and purchasins medium-term bonds. 1In fact, during recent veeks
commercial barks seem to have been shortening r:ther than lengthening the
maturities of their Goverrment securities.

In eny event, because of this combination of c¢ircumstances, the
situstion looks ruch riore favorsble than it did a few months ago or at
the tine you invited me to speak here.' The demand deposits of individ-
uvals snd businesses have cgtopped expandipa, end the total of benk loans
and investments hes actually declined. Yotel loans and investnents by
weekly revortins member banks declined from 68 billion dollars in Feb-
ruary to 65.5 billion dollers on april 17. Whether this is a temporary
phenomenon or a major change, I would not undertake to say, but I hope
it is & major change.

In addition, & return flow of currency &nd gold imports, which
could have been & basis for further expansion ot vank credit, has been
offset by a decline in Governmer.t securities held by the Federsl heserve
Banks. Currency in circulation has declined by about 700 nillion dollars
from the war-time peak of nearly 29,000 million dollars reuched last
December. Gold imports in this period have amounted to about 200 mil-
lion dollers: Tre effect of these movements, which is to increese bank
reserves, has been nore then otfset by a decline in “overnnent securities
held by the Federal Reserve Banks. 45 a result of the Government's.debt
retirerment proeram und sales. of securities in the market the Federal
Keserve System's portfolio has been reduced by 2 billion dollars- since
the first of the year. It is now 22 billion dollars.
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ks I have indicated, there are serious cbstacles under precent day
circumstances to the use of the traditionel nionetary powers to implement
anti-intlationary policies in a way that would increase interest rates.
Our Bowrd enncunced last veek Thursday that it "does not favor a higher
level of interest rates on United States securities then the Government
is now paying." The problem of exertine further prescure to arrest un-
necescery and undegirable monetization of the public detbt through the
comrercial bunking system may require Congresesional study and legisla-
tion.

One perhaps reletively minor but certeinly desireble step wus the
endine of the wer-time preferential discount rate of 1/2 per cent on
Government securities due or callable in & year or lecss. This special
rate was estublished purely as an emergency war neasure to help the
Trecsury in the successful sele of its securites to obtain runds re-
quired to win the war. It was designed to enable cormercial benks to ob-
tain wore rezdily the excess reserves needed to purchase Uovernment ce-
curities that could not be sold to the public. To facilitate them in
adjustinr- their reserve positicns, and finclly to encoursgze them to buy
short-temn ruther than long-term cecurities.

This rate not only hed pacsed its period of usefulness but had made
1t possible for banks to borrow at 1/2 per cent in order to purchzse
higher yielding Yovernment securities. '‘hs mugnitude of the nossible
credit expaneion is several times the emount borrowed from the Federal
Reserve becesuse, as I heve wlready explained, the bank reserves created
by the additional heserve bank credit provide. the basis for & six-fold
expansion of bark credit. The preferentisl rate also encouraged banks
to lend on Yovernment securities &t low rates, thus ziving substential
profits to borrowers and encouraging speculation. £lthough such loans
have declined from the ver-time peesk, they still exceed 3 billion dol-
lars. The preferential rete has not been an importasnt instrument of
monetary policy and its elimination is merely a post-war adjustment in
conformity with the Government's stebilization progrem.

Various other »roposals concerning our nonetery problems have come
to my attention. For example, to stop further expansion of bank credit
and a further decline in the long-term yield and to do so without in- -
creasing the interest cost of the public debt and without inereasing fur-
ther the already larpe nrofits of commerciasl banks, several suggestions
hoave been nede to require cort.ercial berks to hold a certain ninimunm
amount of Treasury bills and certificates, or, fcllowinrs the exezmple of
tlie Cenadians, to prohibit the commierciel banks from holding wore than a
certuin meximum eamount of Treasury bonds.

It has likewise been proposed by some that the required reserves of
centreli recerve city banks be increused to &6 per cent aeeinst net de-
mend denosits. They are now 20 per cent, the ssme as at reserve city
banks, vhile so-called country bsnks are recuired to hold reserves of 14
per cent against their net derend deposits. That is the limit of our
authority. It hus also becn proposed, therefore, thet the Federal Re-
serve usk the Conrress for some additional power to raise reserve re-
quirements above the present maximum for each of the three clascifica-
tions of i:ember banks. It seems to me that whetever merit there may be
in the various proposals that huve cone to my attention, one thing is
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evident and that is thst they deserve very cereful study for, as you know,
they have both advantages and disadvantuges.

Sudden or drustic uction with respect to our monetary situstion is
not advisable, economically or politically. Ve should move slowiy, cau-
tiously, moderastely--step by step--in the wmonetary field, eiving vhatever
help re can to increcsed production, giving whetever help we cen to pre-
vent inflation. Whet we do in the monetary field, while escentizl, is
only supplemental to the larger economic influences inherent in the budret
and in debt retirerment, for exemple. bionetery and credit policies cen
help, but they can't do the whole cconomic job alone.

erc inportunt and necesasry to widen our under-
problems of the times and to aid us in arriving
goluticns. vTome of the problems &re conplex and
the generel nublic. I think we may justly
classify the problems of dett renagerient, of interest rates, and cf non-
etary action throueh the commercizl benking syster as being wmong the
most complex and lecst understood generally.

guch as this
standine of the economic
at the most getisflactory
not widely understood by

¥orums

If you fe=l thet I have dewlt in too general terws in spvecking about
some of these nonetary iwtters, i nust confegs that + have done so delib-
eretely and, in pert &t leest, in the hope of stimul: ting discussion
rather then essuming to kuow the Tinal &nd best cnswers to nany of these

complex problems today.

we shall arrive at the right solutions by pa-

tient, open-minded study snd discuscion--not bdy
consideration of our individuel interests apurt
ests of the nation as a wvhole. DBy your progren
you signify your desire to hammer out the right
full and free discussion. Thet, in essence, is
seme token, we shell preserve our denocracy and

dopmatism or any narrow
from the broader inter-
and your presence here,
answers on the snvil of
democrecy--and, by the
our econoniic sgystem only

by such full, free, snd fair discusgion and debete.



