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MONETARY POLICY AND MIRTOAGE MONEY

I wvant to talk to you toniqht about monetary policy and
the mortgage money market, In thinking about ways in which to
nresent this sublect, It seemed to me that it could be dane best
by dliscussing first the general economic situation and the nlace
of monetary nolicy in a broad anti«~inflationary campafqn. This
should »ut into nroper nerspective the monetary policy actions
taken in recent months, Following this I wil]l sttempt to discuss
some of the implications of recent monetary policy actions for

the mortgage money market,

Let us look first at the general economic situation,
All of you know that we have been going through a fairly serious
inflation, 1 believe that wa face a problem of more inflationary
pressures in the future, I do not intend Lo recite a lot of
figures to »nrove the point that we have been experiencing inflation;
I am sure you all know that prices have risen rapidly, that the
dollar buys less now than it did at this time last year, Nor am
1 going to discuss ths evils of Inflationy I am equally sure that
you are all conversant with themes I will have something to say

about prosnects for the future, however.

fetually wn’have had inflation for most of the time over
the past ten years, ~ ever since 1940 when the defense o»roqram
preceding World War II got under way. The basic underlying forces
in the economy have been on the inflationary side during that
whole n»eriod, There have been temporary lulls, 2ven a madest
dip tn activity, but fundamentally we have had the oroblem of

inflation bhefore us since 19473,
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Note this fact; it has implications for the future,
The American econcomy was moving in a strongly upward trend nrior
to June, 1930 when the war In Korees began. ’Fallawing the modest
dip in iate 1948 and the first half of 1949, economic expansion
got under way and was proceeding at a fairly rapid rate before
the outdbreak in Korea, By June, 1950 most of the signs were

pointing to a resurgence »f stronag inflationary forces,

With war {n Korga came a greal nrojected increase (n our
defense program., We all heard that inflatlonary farces would
be intensified because a greatly accelerated defense effort
would be sunerimposed u3dan an economy which was already stralning
at the sesms, Actually the intensity of economic activity
throughout the last half of 1950 « and most of the increase
right up to now = has been due mainly to increased civillian
demand since the expanded defense program was still largely on
paper at the close of 1950, Ewven today desfense expenditures
are far from the peak level previously expected, althouzh they
are much hisher than at this time last year., In the second
aquarter of this year, outlays for defense and foreign aid combined
are running at an annual rate of $36 biilion as compared with an
annual rate of %17 billion in the comparable nperiod of 1950,
To reach the goal set for the program in 1951, these outlays
will have to be stepped up Lo an annual rate »f 350 bititan
by the last cuarter of this year, A year from now they may be

running at a rate of $60-%65 hilllon,

The point 1 am making, of courss, is that so far we have
had mainly a civillan booms, The nilitary and foreign ald programs

have had some effect on the economy but thelr real impact is
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stilt to come,

Let me say & word sbout the state of the economy at this
moment. We seem to be in another af the lulls {n actfivity
I mentioned earlier, Nevertheless, we are on a very high level
{n terms of employment, income, production and prices. There
has been no real decline in activity, The mrvement merely seems

to be somewhat si{deways, and has been for most of [951 to date.

This kind of situation was not uncommon during World
War 1I and the postwar era., The fact that we are agaln moving
sidewavs s not to be taken 2s Indlicating that inflationary
forces have disappesred, M the contrary, it seems apparent
that while these inflatfonary forces are somewhat dormant as
compared with the last half »f 1950, nevertheless thelir notential
ramains strong and may qgrow stronger, Informed opinion is that

we stfl! face and will continue to face inflationary nroblems,

There have been and are rumors that the Korean war may be
settled aquickly. I certainly hope such rumors nrove to be trus,
but I do not have any more dé@finite information about that
prosnect than you do. However, the end »f war Iin Kores would
not by itself bring about much moderation In the inflationary
potentials Only If peace in Korea should lead to our cutting
back the »rojected defense program would It reduce basic inflationary
faorces, My guess {s that we will continue »Hur defense bulldeup
pretty much reqgardless of developments in Koreaj that we will
cont inue our efforts to became and remain stronger {n a military

sgnse, OHur problem 13 not confined to Koreap it Is clobal in

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



-4-
its aspects, The point to watch for, then, is not developments

in Korsa as such, bul their effect on our defense program,

Assuming that the defense program goes ahead as presently
conceived, with sharply increasing demands, it appears highly
probable that any lull will prove temporary, and that the ma jor
domestic economic nroblem far the next year and longer will
continue to be how to restrain inflation. One important nint
to recognize Iin this connection is that recent evidence of
weakness In some consumer goods markets, accompanied by inventory
fncreanses, reflects in pvart the influence »f restrictive measures

now in effect,

Consider a few figures to emphisize ths nature and extent
of the Inflationary potentiml, If we work hard in this coumtry,
I1f we increase our materials supnly, our manufacturing and
transportation capacity, our emplaoyment and hours worked and our
general productivity, we may be able to raise our total sutput
by about € per cent between now and this time next vear, It
will not be easy to do this in an economy already opersting at
such & high level, but this gain is perhapns possible to attain,
Convert that increase into dollars and it comes out about %19 billien
at present prices {the dollar wvelue of our present output of all
goods and services {s running currently at an annual rate of
£300 billion plus), We have seen that present defense and forelign
aid outlays are now running at a %36 biilfon annual rate, and
by this time next year the rate Is expected to be 25 to $30
billion higher, Just for the sake of simplicity, forget about
bottlenecks, materials difficulties and so on, which might heep

us from attalning & full %12 billion increase in tots]l output,
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The flgures I have cited show that the take of the defense
program will increase faster than total osutput will Increase.
The result will fnevitably be less for the civilian econonmy,
I might note hers that the clvilian economy will not be bhadly
hurt in such a situwstion « over-nll supplies wiil be at near
record tevels -~ but there will be less for clvilians, and for

reasons I shall next discuss, that {s, or will be, infilatlionary.

30 far ! have been talking mainly about production and
supnly of goods and services, Now let us laok at the whole
pleture - the entire equation of inflation., All production of
qoods and services in this country nenerates income, Current
income is the ma Jor source of current purchasing power, ‘then
an economy is in balance, income flows out in such an amount and
in such a way that the people receiving it can buy up the production
of gonds and services as It flows Into the market, When the
avallable supvly of goods and services is in balance with the
supply of purchasing power, a fafrly stable economy results,

If the rate of flow of purchasing power i$ increased relative
to the available supnly of goods and services, the economy nets
out of balance, That (s Just what has been hgppening. The
amaunt of ~urchasing power has been increased, and the amount a{
goods available to the civilian economy has also been increased,
but {n smaller amount, And we must not forget that as the
defense nrogram proceeds there will doubtless be an ectual
reduction In the amourt of goods available for the civilian

SCONKDY
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1 have already sald that we are producing goods and
services In this cruntry at an annual rate of about %320
billfony and I want now to emphasige that the production of
these goods and services generates cquiyalcut purchasing »>wer
in the form of income, If we take away, let us say, %52 billion
of the production and reserve It for mllitary use, but 4o not
take away an equivalent amount of {ncome generated by its
production, it is perfectly clear that we have created an
imbalance hetween the sunply of nurchasing power and the sup»ly

of gonds svailable for the clvilian economy.

That {s not the whole story, however, Purchasing power
coming from current income can be !ncreaséd from two other sources,
1t can be increased by the use of nast savings, and it can be
increased by the use of more credit., 3nth of these factors
have been operating end have been widening the disparily bhetween
available purchasing power and avallable goods and services.

The net result, as you see, has been a strong rise In nrices,

Now that, as simply as [ can put it, is the inflationary
situation in which we find ourselves, rurrent Income is rising
faster than the supply of goods and services, and {n addition is
belng reinforced by ligquidation of savings and use of credit,
What can we do about this? That is the question,

In theory, correction can come on either side of ths
money-goods equation, In other words, the amount of the avallable

surchasing nower c¢2n be decreased or the available supply of
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goods can be increased, or hothe That is the theoretical answer,
or perhaps 1 had better say, that is the long=run answer to
inflation, From a practical point of view, most current sction
directed at correcting the Inflatiomary situation must of necessity
be on the money side of the equation, ! have already pointed

out the short-run prospect that the supply »f goods avallabdle

for civilians is likely to shrink rather than expand.

So we must try to work on the monetary side to reduce
the avallable amount of nurchasing powers in other words, to
reduceg the sunply of money, or to reduce i{ts rate of turnover,

or both.

That i3 the general economic situstion as it is now,
and that {s the background against which to view monetary palicy
actions taken i{n recent months, But before turning to the
specific actions taken Iin the monetary field, a most Important

point must be made,.

Sound monetary policy in an inflationary period aims at
restricting the amount of credit flowing into the economy.
Remember that credit adds to the supply of purchasing power,

A restrictive monetary oolicy operates asaan anti-inflationary
device by reducing credit (and hence purchasing power), and
thus causing the spending plans of consumers and businesses o
be revised dovnward, It Is effective as an antli-inflationary
device because it reduces avallmbie purchasing power in so far
as it reduces avallable credlt, [ might »oint out that =8

restrictive monetary oolicy may merely keep credit from espanding
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further, rather than actually reducing it, or it may merely hold
down the rate of credit expansion, The nroblem, of course, is

to make the nolicy Just restrictive enough mnd not so restrictive

as to cripple assential activity,

It is, »f course, entirely clear tn you that monetary
policy i3 but one phase of an anti~inflationary campaign., It
cannot do the jJjob alnne; it cannnt alome rediuce nurchasing power
enoudh to warrant belng considered a peaniacea for inflatisn.

To be effective [t must be accompanied by conslistent and coherent
anti-inflationary policles In other flelds, It must be accompanied
by apnropriate fiscal oolicy and by stimulation of savings., It
should be accompanied by well concelved ZTovernmental pilicy

with respect to materials, wages and prices, profits, agriculture,
and so an, 1t should be accompanied by efforts to reduce less
essential Government spending, both in and out of the defense
program. NHeverthelsss, monetary policy has its essential part

to play and e¢an be a powerful force as part of a general

anti-inflationary campalqn,

The monetary authorities have made important moves to
curtail Inflationary effects since the Korean war bhegan, As a
matter of fact, the Tederal Teserve System was pursuing a moderately
restrictive nolicy even before June, 1950, since there were, as
I mentioned earller, already strong inflationary forces in the
sconomy. Since Xorea the follwing sctions {(In chronological

oeder) have been taken:

{1} The discount rates of the Federa! Teserve Banks
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were ralsed somewhat, and short-term money
rotes were all swed Lo rise.

(2} Consumer credit regulation was re-estabiished,

{3) A new reqgulation deal!ing with real estate credit
was made effective,

(4) Reserve recuirements »f member banks were ralsed
to substentlially their upper legal limits,

{5) The Federal Reserve System discontinued its policy
af price supnort Tor “overnment securities, thus

creating a flexible market in such securities.

The last sction was the most imdoartant step and the one
exerting the most profound effect on the mortgage money market.

We should discuss that step In some detall.

The Federal Zaserve System has its ma Jor influence on the
rate of credit expansion thryugh its actions on bank rescrves.
In this country it is fmpartant to distingulsh between two types
of lenders = nonbank lenders and comwercial banks, Nonbank
lenders, of which most of you neonle are representative, cannot
Increase the supply »f money by thelr lending actions, They can
increase to some degree the activity of the money supnly but
they cannot increase the total sunply, Thelr lending operations
result merely Iin transfers of assets to their borrowers and leave

the total supnly of money unchanged,

The commercial banking system, howaver, can and does
create new money by its lending activities hecause bank loans

create deposits and banks are requlred to hold only a fraction
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of their deposits in the form of reserves, The commercial danking
syastem therefors creates checkbook money on the besis of its

avaliable rescrvas,

The primary responsibility of the Federal Reserve System
is to regulate the supnly, availabflity and cost of money; and
the System onerates to accomplish this function by varying the
supnly, availability and cost of bank reserves, YWithowt free

rescrves the banking system is unoble to expend credit,

The Fedsral Reserve System becomes most restrictive, or
perhaps I should say, it is in position to hecoms most restrictive,
when 1t i{s able to withhold reserves from the banking system - when
It Is able to restrict the sunnly and avallability of bank reserves,
When the Federal Neserve buys Jovernment securltlies it adds to
bani reserves, ‘hen it sells Government securities {t contracts
bank reserves, If the System wishes tn withhnld reserves from
the banks it has to bs in nosition to refuse to buy securities
of fered in the market and perhaps even to sell securities, It
cannot do this so long as it is pursuing a polliecy of supnorting
frovernment security prices in order to mafntsin a predetermined
pattern of rates, Sundport means that the System must purchase
securities when they are »nffered at the supoort orice and there

are no nther buyers,

Throughout the postwar period, until “March 5, 1951, the
Federal Seserve had stood ready to supnort prices of Fovernment

sacurities whenever necessary, And supoort meant support at
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falrly rigid levels., ¥e wers not always buying securities, of
course; some of the time no support was needed, but we ware
always ready to buy {f we had to. 'm March 5 there came a ma Jor
change in the financial picture, After the much publicized
accor& was reached belween the Treasury and the Fedaral “eserve,
the System discontinued its ma jor support operations in the
Government security market, Since that time the market has been
much more free « and much more flexible. The result, as you

all know, has been that Government security nrices have fallen,
in some cases substantialty below nar, Since we have not bnught
such securities, except when we wished to, and then mainly on
the hasts of the credit situstion, reserves have not been as
freely available to the banking system as before., No longer can

Government securitles be regarded as interest hearing cash,

I want to make a most important point right here, #hen
the System cut down {ts supnort opsrations and CGovernment security
prices fell, the yields on Government securities rose; in otner
words, the interest rate {ncreased. The actions taken by the
System were not taken for the mere purposs of increasing the
interest rate, They were taken to reduce the availability of
reserves and of credit, 3Such restrictive action usually results
in higher {nterest rates, bhut such an increase in rates shauld
be viewed as & by-product of restrictive monetary pslicy rather

than as an end result.
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Let me explain here that we do not belleve the demand for
credit is reduced in any great deqgree by relatively small! rises
in interest rates, Some marginel borrowsrs may he knocked sut
nf the market by slightly higher rates, but there is no great
reduction In the amount of credit demanded., Cerlainly, higher
interest rates do not deter lenders from making more loans, The
real effectivengas of restrictive monetary policy llea in curtalling

the sunnly of furndis avaflablie for lending.

1 want to stress the foliowing key points; Federal Resarve
freedon in the Tovernment security markel means that we do not
have to buy sscurilles at any given price, r cnurse, securitles
can be 30ld in the market at some price, 3But If that orice 1s
lower than the cost of acquisition, the owner is usuzlly not very
enthusiastlie about selling, If the owner is a bank, quotations
for Government securities below nar mean thet the banker has to
pay 8 higher nrice for his reserves if he gets them through sals
of Gavernments, If he cannot sell securities at a price satisfactory

to him, he is simply deprived of that means of acauiring additional

reserves,

Federal Reserve action to reducs avallability of reserves
also affects nonbank lenders. If the security owner is a nonbank.
holder, essentially the same line of ressoning applies. The
ma Jor difference i3 that nonbankers cannot multiply credit
expension on the basis of free reservesi they can lend snly the

proceeds of their security sales,

For the past severs]! weeks the Jovernment security market
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has been on its own for all practical purpnses, System buying
and selling has been done primarily in the light of nrevailing
credit conditions, We have bought relatively small gquantities
of bonds at times to Keep the market orderly, but there have

been no large-scale support onerations,

The result has been that the sunply of funds svailable for
lending has tichtened up considerably., And as a result of tighter
monsy we have sean increasing signs of more expensive money,

The key factor, however, {3 not cost bul avalilabiliity, MNost of
you are fully aware of this fact, ! am sure., I understand that
mortgage funds are hard to come by nowadays, Most Insurance

companies, for example, do not seem to find it expedient to sell

yovernments below par in order to make mortgage 1oans,

This discussion of the (eneral economlc situation and the
steps taken to rake monetary nolicy more restrictlive may serve,
1 hope, to bring into focus the factors influencing the sunnly
and dermand {or mortgage money. n the supnly side these noints
should be noted:

1+ As a result, for one thing, of attempting to
get as much money committed hefore Requlation ¥ and

its companion regulations by the Housing and Home

Flnance Agency and the Veterans Administration became
effective, the principal nonbank suppllers of mortgage
funds took on unusually heavy commitment ioads, Thus

they began the year 1951 with much of thelr anticinated
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avallabie funds for that year already sarmarked,
Soaurces of avallable funds for such lenders were
then considered as belng (a) increases In cash
assets coming from general cash asset growth and
repeyments of previous loans and (b) Zovernment
securities which could be sold in a supnorted
markets The latler source no longetr can be
counted on for two reasons: {1) As a result of

the decline in Sovernment security prices, holders
are reluctsnt to realize losses by securlity sales,
and {2) as a resuit of the rise in ylelds on

such securities, they are more attractive as
fnvestments and thus more competitive with
mortgage loans., Thus, because of nrevious
commitments and because of the fact that
Tovernment securities are no i»nger the equivalient
of interest bearing cash, the supply of new mortgage
funds has diminished.

2, Commercial banks find themselves in much
the sams position as nonbank lenders, When banks
must sell securities In order to malte more
mortgage loans, the results of such action have
not recently seemed so attractive as they used
to be,

3. Both bank and nonbank lenders ars
following policies of attemnting to restrict
credit in keeping with the orinciples of the
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Voluntary Credi{t Restraint Progranm,

The ultimate result of these three factors 1s that mortgage

money {s not so avellable as It was.

Jn the demand side these points should be noted:

le Higher prices for housing have doubtless
knocked some prospective buyers »ut of the market,

2« Regulation X and accompanyling rejulatory
actions, increasing down payments and shortening
maturities of housing credit, have brought about
some decline In demend for housing and hencs for
mortoage funds,.

3¢ Restrictions osn use of materials and
direct restrictions on some types of construction
{or permit reauiremsnts) asre In e¢ffect. As the
defense program grows, it seems likely thet uses

of certain materials will be further restricted,

These three factors tend to reduce demand for housing and

demand for mortgage funda,

There is perhaps good reason to feel that the restirictive
factors operating on the supply side are more powerful than those
opersting on the demend sides Whille higher nrices, Renqulation ¥,
materials shortages and so on are limiting demand to some degree,
demand for housing is still strong, There is no aooreciable

affering of ellher new or old houses overhanging the market,
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The demand for rental hnusing certainly has not been satisfled,
n the other hand, the sunply and avalilabitity of mortgage funds
have been reduced consiierably, +We are told that a number of
insurance companies either are refusing to take on additional
commitments at this time or are substantially restricting their
volume of new commitments, It is qgenarally true that banks are

not eager for more real estate lnans,

At this point [ suspect you would 1ike me to say whether
! believe the conditions Just described will continue to obtain
and, {f 30, how 1-ng. As much as 1 would like to know what the
futuyre holds, 1 must confess a complete lack of clairvoyance.
Mareover, it is not within my prerojatives to preempt your
right to make your own aporalsuls of the forces affecting future
developments, and base your own decisions thereon, I!f I can make
any contreibution to your deliberations and yosur decislons, I
belleve {t wiil be by casting some llght on present conditions

and thelr background, and that ! have tLried to do,

In the struggle between democratic and totalltarian ways
of 1ife, it is {mnortant to keep our own economy strong and
healthy. 3y holding down Inflation we can aid Iin building up
aur economic strenqgth., Monetary onolicy i3 one imnoartant means
to accomplish that end, In order Lo be effective the makers of
monetary nolicy must be alert to constantly channing and shifting
conditions. This is nsarticularly true when international factors
beyond our control exert such pwwerful Influences on the conditions

with which monetary nolicy must deal.
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