
STAFF MEMORANDUM

THE PROBLEM OF CONTROLLING CREDIT
EXPANSSION WITHOUT SERIOUS INJURY
TO THE MANAGEMENT OF THE
PUBLIC DEBT

Introduction

The following discussion begins with a statement of the

logic of traditional general credit restriction to combat in-

flation. Then we discuss the changed conditions which make

suck restrictions ineffective under present conditions as a
means of curbing excessive loan expansion to business, and

which convert it into a specific attack on the Government bond

market. We next examine the alleged anti-inflationary effects

of a moderate rise in interest rates. Then we consider the

dangers under present conditions of a vigorous and undiscrimi-

nating restrictive credit policy. Finally, we summarize the

main requirements of sound private and public credit in the

present situation and examine various possible measures whereby

these requirements may be met.
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I. - The Logic of Traditional General
Credit restriction to Combat Inflation

The Present demaid of the Federal Reserve authorities and
other persons for an undiscriminating restrictive credit policy to
combat inflation is in keeping with a long tradition. It was a
sound tradition in the circumstances in which it arose. But a
method of control that was well enough adapted to a banking system
in which the bulk of bank assets consisted of business loans
cannot be effectively or safely applied without modification to
one in which the bulk of bank assets consists of Government securities

The logic of a traditional general restrictive credit policy
can be simply summarized as follows:

Inflation is caused by excessive spending relative to the
output of the goods and services desirec by the public. Although
an excessive volume of spending can develop without additions to
the supply of money, it is powerfully stimulated by such addi-
tions, and it can be checked and reversed by reductions in the
money supply. This is particularly true of bank deposits created
by bank loans. Such deposits are promptly spent because the bor-
rowers pay interest for them and are therefore anxious to employ
them fully. If bank loans can be stopped from expanding or be
actually reduced, the total volume of private spending will
almost certainly be curtailed.

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



- 3 •

During 1950, the expansion in loans of a l l commercial

banks in the United Sta tes amounted to $9.7 b i l l i o n . Their loans

to business expanded $5 b i l l i o n and t h e i r real e s t a t e and consumer

loans each expanded by about $2.5 billion. The net increase

in the money supply of the country during the year was $6.4 billion.

A par t of the growth in the money supply due to the rise in bank

loans was of f se t by a reduction in bank holdings of s ecu r i t i e s and

other f ac to r s .

Unless the creation of new money via bank lending i s limited,

we cannot hal t the march of inflation by increasing taxes . By

itself, as increase in taxat ion i s one of the most effect ive means

of combating inflation, since i t directly reduces pr iva te spending

power. But the effect of a given increase in taxes i s largely or

w h o l l y destroyed if an equal amount of new spending power is permitted

to be created through bank loans.

The t r ad i t i ona l method of stopping or reversing an expansion

in the aggregate volume of bank loans and bank deposi ts i s t o

reduce the lending power of the c o m m e r c i a l banks. This has already

been d o n e in par t by ra is ing the required reserves of member banks,,

which account for about 4/5ths of t o t a l bank deposits, but we have

v i r tua l ly reached the s ta tu tory limit in this d i rec t ion . Another

step already taken has been to ra ise the discount ra tes a t which the

Federal Reserve banks are prepared to rediscount business and

agr i cu l tu ra l paper previously discounted by member banks for the i r

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



-4-

customers and at which the Reserve banks wi l l make d i r e c t loans

to member banks. This has the effect of making i t more expensive

for member banks to obtain addi t ional reserves by rediscounting or

borrowing at the Reserve banks. But its practical influence is

small because rediscounting and borrowing are no longer the

principal methods whereby member banks obtain additional reserves.

Instead, they nowadays sell Government Securities to the Reserve
banks. Since the member banks own about $52 billion of Treasury

securities, they have a virtually unlimited source of additional

reserves as long as the Reserve banks remain ready to buy Government

securities at pr ices the banks wi l l accept. And each do l l a r of

additional reserves obtained by the member banks as a whole enables

them to expand their loans and investments by about $6.

Apart from moral suasion, which has already been attempted

by means of public pronouncements and letters urging loans res-

triction, the only substantial remaining tool available to the

Reserve System under present law is to stop adding to their

holdings of government s e c u r i t i e s on net balance or a c t u a l l y to

reduce these holdings. When the member banks can no longer ob-

tain new reserves by selling Government securities t o the Reserve

banks, they w i l l be unable to increase the t o t a l volume of

t h e i r deposits. And i f the member banks or t h e i r customers buy

secur i t i e s sold by the Reserve banks, they wi l l lose reserves of
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approximately the same amounts, they wi l l be forced to reduce

the volume of their d e p o s i t s by about six times the lose in their

reserves. They will reduce their deposit l i a b i l i t i e s by presenting

maturing Treasury securities for redemption without replacing them,

I f fai l ing to renew a portion of maturing loans, and by se l l ing

securities to the nonbank public. In th is way, the expansion in

the country's money supply will be brought to halt or reversed;

and this source of inflationary spending wi l l be eliminated.

The halting or reversal of the growth of member bank lending

power would be accompanied by a rise in interest rates. I t is

contended by m o s t , though not by a l l , advocates of tighter money

that such a rise will exert additional anti-inflationary e f fec t s .

We shall discuss these presently.
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The prescription of t igh t money and an accompanying rise

of interest r a t e s as an ef fec t ive means of c o m b a t i n g inflation,

arose abroad and in this country at a time when the bulk of the

assets of commercial banks consisted of customer loans and other

sho r t - t e rm business paper. In 1914, the marketableart»tA*l« *«aurlt io«

of a l l th« ««MWMrei«l bajsJts 1A tfe« Uait*4 dt«t«« sawairted t o

! « • • ttwMB "28 ^«rc«fi*> of t t e l r earnljac *»*#ts . ^oat of t h» i r

holdiagi con«ist»d of lo«u* t o tu»la»»8 *»t*rffls«fi. Th»»» «MP*

«»a»r*Iijr »o st««^»r»d tfeat » « M a t %lm» f # i l da# «T#r/ l>a»ta»8»

i i ^ * Uu4»r th«a« «ojadltl«E8, tiM teaks e@»M r»4ac« tlw t o t a l

•oloae df tee* cr*ai t Miiwljr W •»*!«€ »•* xoeas «e «xt*a£ia§

old O M * l a manl-lar u o t n t s thnn tfco«« witur in^. Vlsea tlw bewdts

lo»t r*s«r»®», th»j Aid not hav® t o s e l l lAi*a« s|w«fttiti«» of «ar-

k«t&bl« s«ea r i t i «« . Ti» fe«rro«i»r« »i«wse aetea w®r* wHttarlng |sro*

t l t e d an stHttttfttle w*rk»t At ;«r f a r t h e i r «*m a«t4«.

A ,p^crr»l n w t r i e t i v * e red l t j[»oli«y *̂ BA»r tiMM* eaa&itioa*

op«r«te<l pria*riljr *» • • • i»e t tv» r«« t r i« t io» <m io«a« t o hmi~

mm and on tftt- teak <»po»lt« wat «»!»••«/ of hMiMM «o«»r-

p r i s e s . A {wets«etlao sC teak s*wti* of %bi« eJ«w^t®r eo«M

II. Changed conditions which Make A
General Restrictive Credit Policy
A Specific attack on the Government
Bond Market and Only a Weak and In-
direct Attack on Excessive Business
Loan Expansion.

Restrictive Credit Policy Formerly Operated
Directly Upon Bank Loans to Business
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not proceed far vitbout critically reducing tti« aoaey supply

of the feu»ioeas eoaaunlty. This was particularly tnw prior

to 191^ because i t we then tit* faablos of business enterprises

to finance * far greater proportion of their vorfciog: capital re-

quireaeat* throuffc bank loans tbaa It i s today, &fw» a aod*rate

eontractios of baak credit or the Mre sloving up of tbc «xpaa-

aion, ttauvfore, hit dir&ctly at a particularly active aad stra-

tegic sector of the eou»trjrf8 asoney »upply, as4 easaaoaly fore«d

a contraction of business spesaiing. Siffe interest rat«s a$ aucte

did not achieve thisj a curb on the availability of ban* er*dit «a«

necessary to achieve it*

It Woaia Row Ojpgjtmt» Halnly AfaiMt
gOTanaayat aecuritl»g

B«it aee bow diffcrsnt the batikiag situation Is tod*y. i t

tb« «od of June, 1950, lowas of a l l kinds §f a l l Vm insured, ccw-

sercial banks ie the Unltad states constituted oaly 3? percent

of their earnlag a»*etc. ?fore than a quarter of tfatir loans,

aoreov«r, con»i«te4 of real estate ioane, whica are akin la eoa»

raapeets to securities, though leas li«uM. tbe total of tbeir

cowaercial and agrieultural loans was oaljr 1^ |»ere«nt of their

earniog assets. S«*rly tifo-thirds of their earning assets coc»

s is ted of securities, aaitxly federal govenassot obligations.
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Tho ehaaga in tk» isstitutiawal situation of honirtnc metro

this: Mhoroa* foMHsrly a goaaral tight moo-y pelley operated

dirsctly aa« iw»dlately to re*trlct ioana to bu»tne»» «ofcarpria«M»,

today » g i m n l tinfrt »on»y policy »easa * •?#elflc attack *poa

th# Gorortawxtt bon4 wt«t»tf «e4 only MI Indirect tmt «Mk attftek

on btt»lww> io»a «xiwa»l<».

la ordmr to seltlwv* & nNliwtian of a or 7 feilXion 4oli&» of

tmslJMBs lotas, tfc» mMi.y«» af ft g»a»ral rMtrietltw cro4lt policy

woald f i » t bow to «*«• through h i l l l aw of dollar* of Corona-

WPBC i w u n t iwa ownva Q/ t t i couwTCiaj. wtmtw» i M i i tWWifT ssw

bold twarly #« Million cT Tr*ftau«7 M i l t , soo» af vfeieh »tax*

•w«y «N»«k aai « U «T miich wtttm wltkla 13 vwks. If th* F«terU

KM»rrt oy«t«» »—ght. to eturt> V«»Ia»«» loa* «xp«M»t«R by r«f aaia^

to add to t te ir UmlM&B&t ®t <k**rment mewritlm, thjt tmmrciMX

tank* could eoatluM to ootaitt funds to oxpftad tlwlr bualaaoa

loan* mrroly %p aot wrplacing their afttarlnfi Tr—amy btlia «•

they w t m l . fwrthor, u * c<»»»rciftl banka hold afeoat $2B

billion of fzwuiaqr note*, soot of whloh •atora within ft year*

Tbay hold large a»ca<nt« of other Fodoxvl obligation* with ao*r-

torn aetarlt lw, fw» which thsy could obtain twaAm for e&t&ixm*

loaa ox^omlaB ft* thos* a#eiuriti»a satur«f without aaliing tnwb

in tho ofOft aarkat. losioso waiting for their ahert-torft aoldiag*

to wat«r», «ad *«•* of thM would acitwro *fwcy w k , tha fe&aks ca*iM

got additional fsnto hy w l l l « e CHWHMHI aac«rlti«« la th« opos
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Cm :-i.1telJ*9mm lhX\km^iri%n ?'jftfwt SabtUta t l im
of r^ttttlae^s ^aaas far fy«aftttry 3<gttrttlgs

"' " " i a B<yafe V#r»fQ3.t».».'

I t I* arga#d fcy »oa« tlmt *h» rt»» i * fatinp*st ***•• «***$eJt

3«@»rllt#s ibat *fe# bft3fe« nwalA ¥ • r*«tr»in«d fr»» ••111Kg th«i

th« yi«li*» would %* *or* attra.eHT#» Sut « a&iwrata r&sv la in»

*»r«at r&fc#* wettld e»tts« wtljr ««*11 «h«a^«* i s th« 9rie«« sf tbor t -

fy^aswrjr me to tfouM s t i l l t * ! ! ab«y« S9 1 / **• «&sPt~i«Tsi r&t« of

la t«r«»t w»»t wo #ro« 1-1/* to t - l / f j t . if a te«*k ka« & «ea4 e^««»reial

i t s fi*#&«ttFjr iu»t«« a t f9 la. sr4#r to slrtaiB ta* fund* tor Vam »sw

lean. M©r«©ir«r, as pr«»istt»l? set«d, tb* fe*ak* own large saoaatK

of •wrljr *Bt«plft« Ywuwsary «wmrlliMi wfelok ih*y eauld tmwi i a le

ti»» frmmmx? f@r c«»h U.-:SOB a ^ t a r l t y without l e s s , Jh»rth*r, t&«

ht^i*r yield* «n Irwasury aot«» «MM aot ««g«*«&ril^ aak« th# l r

jHi%«atl»tt 1»y tta* %at»kt »ttrs.«stt»e i f «^asl ®r gi»sk%«r ia«r«R«««

took -»l«c« ia tli« yl*I.tf« #%talmat»l« from 1»««ia«*a IORVUI. -Exf»«ri-

«ac« t o l l s un t k t *aeh iner*«*a»« MffM smtov»"»l^ly take ••-!««*.
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Is short, • Moderate tigfetmiag af the Money a»ricet* wn&sr

p iMrt eooditloae wil l aot provid* an effective curb an busi-

ness loaa azptaftlaa because at t te txt really large swsMoa of

abort-tent Government securities owned bjp tk# teaks, »»c«riti»«

th»t ttatgr ecmld • •H or allev %c »satur« im or4»r to obtain fund*

for ooutimi«<i aziMoticn of their loam.

V« bkT* iadleat«A tbat * | « w r i l riistrlctiTo carudit poiicsy

by tb» P«4»T»1 !•««-*• SjrstMi voiild tava to go a loag way — b«-

coo» mm tteft «od*»U — kaform It e«OA wwrtott*!/ l l« i t tba

•xvaaaloe of baaka loaae to buaiaaaa. It would teva •*•» l«aa,

If aay, «ff«ct upon t te loan •xpuslaa of other fiaamsial iwtlttt-

t l a w .

Ti» Hie lit* lwmapaa©» sesajjaniaa, for •xaaple, function as

capital taaka. Th»y flatter tte 141* ea«h a&4 eurrwit aaTlac* of

«iUloa» <at m i l a«w«« as« lend tte* sat to twiMM »nt*rprla«i

ami indirlAaala »ho «ak« active u»« of ttem. Tte «»»•» «f

pr««lu» sad IstoVMt receipt* orer policy ret—ptleo» and opara-

tlug AlaTworaeaanta of tte 1ST* ia»araaee eoapasiea i s aov ruBJting

at arcmad f% blUloo a yaar, eaR»llne tte» to sake thii TO twit

of fanda available <wtmwil1y for lnvaatswat speadliig, fcalaJgr *y

terrew»rs. It is well kaown that t te big laauraac* co»paftiea »ow

coeipetw actively vita wcw—rrlal teak» for aawjr traalaes* loaasai,

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



- u •

aad that t3»y jaswrida aa lKpartoat fraetisa of t te total. iong-

fcara loan* for industrial plaat vxpasmitm and residential aad

etbsr eoas tract ioe. ¥a* aataal *a?lags feaaks, Sea* Loan tMtaks,

savings and laaa associations, fir» waaA esammlty itavrmam cat-

W I I M , and etlwr f imtnclal ia»titutioo« *!•« prori4» i«rg» sum

•ach aeMPtli for atwr U w o t f n t 4 pending.

Swsfe loons do not swmliuUlj' add to th» ssfply of wamj,

tout tfeajr «r« us 1MM •ff«ctir» la fla«&eias ixx;r«a««d spending.

TSaj acstivat* tlM tdia eaafe aad cwrr»nt aarla^i of milll«w of

H i l l Mtftn. If inflation is to 1N» fought uttttfrnly fcfereugh

eradlt waapcsa, oao-banir i«adiae wemt also tw rwrtrleted. Th»

mmll coatribttticm to tais end off.red by as cu-i4iscrlaia»ttn«

wi»trictiT» cwdit policy iwald iw tSat ae*i«ved tferew«B ta«

influABe* of Bi£feer t i t m s t mt«s, ta« fwtole affaets of vhieh

«• dlaeuas la taa aast section.

fli* groat growth in tt» aonataar/ iaiwrtane* of Bna-b*nk

crftdlt iMt i ta t iou aas tea* VMopUswd lacz«aala£2jr la tala

e<»aati7 and abroad, ft* Board ef Go»«raora «T ta« fadaral

R«a«nr« >ijr«taft haa 9ou«fet aad obtained •«Iectiin» eredit controls

or»r »oa» araas of iwi'twiiik landing. It obtained control e*ar

rtock amrgla r«quirrwpnt» uwJ«r tfe* SIC Xa^lalatioa cf 193^.

It «*talmd %mmpeaewr c^itfol of coaatntar credit (Its

V*#S*Astian '*•) dwrl^ VatU War II , aad tals control wa* raaastly

rerwwed fey CoBgrass aad is agais la «ff»«t. tast fa l l i t sotmkt
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aad detained considerable posr**1 avar construction lo«a» ( I t s

SegulaiAau 1 ) . tfeere is l i t t l e doubt that I t voul4 l i t e s m

oofttrol over tk* lendijag and taewstiag act ivi t ies of insaraite*

conpftaiee and other nan-bank financial inst i tut ions, flies*

aoveaents la the direction of specific or %aalltative controls

atmr e n d i t in varlotta fields cleari? ladiaate that ttee F#deml

neaerr* j js taa is awaore «f th# laaiegaAey sad tea.j>proprtataa«*s,

for some purposes, of sa uodiacrlttinatlng geacr&i credit

cortailxent gol lc/ .

the bu*in«se eowwuaitjr aad the public are a l to far aor*

inauiated again*t reat r i r t lve benkiiig actioaa than they formerly

were. Vte»M wom% of tbeir soney •upfljr fewerly aroae fra»

tfbeart-tem debts to taakt — a fact which wade the» eeaeitive

to baaking, ooliciee -• esoet of i t is nm owned by tfceai free of *oy

direct *hort-ter« Aeete to the ea^w. In addition, they now

<*ra biiliaoB of dollars of sarketafeie or red©e«*fele Oovenafteat

eecuritlos, vhereaa they formerly keld ©sly M M I I aaounte of sucl?

aeeeta. Xa Juae 1926f the loan*, including rea l estate loans, of

a l l emumrclmX imsSm aaomted tc l i t |»rce»t of the to ta l of their

adjusted dewand defoeita a»4 cf the currency la circulation

outside of eaflks; liy tfes ead of 1950, they constituted oaly

45 percent. At the end @f 1950, individual* Held sore tfeaa

$200 a i l l ioa <st lifuid assets , as ntsipared vi ta less taaa

^20 kiUioa ia tas Kiddle sf 191»J •«* e««rp«fm%i«i» imM *m*

p& feillieo, as against *pwrmtimt«lj $1 feilli^ ia lfl% (li%«id
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assets b«tag defined as eare&aejr, demand deposits, savings

aeeoants la seawarelal aad actual aavlags banks, savings and

loan aasoalatloM, postal savings, aftd holding of federRl

9ttrlag th« calendar y«ir 19^0, tfee «roe« expend!turee

of busirxwa corporatl«i« for plwit and «%uipMirt, additions

to i»T»ntorl««, and lncrwiMc la net r»c#iTabl«B, aateust«d

to about $28 Milton. Atemt »0T«<n-t«atha of tJ» $20 Mllloa

thoy asod i s tb»*» way* caw» diractIjr froa th»Ir retained

earnings asd depreciation allowaoce*. About $k bill ion caw

froa new Issue* of aecxirltieaj aad only about #3.9 blUfan

caae fro* increases i s bask loaaa aad 1» sort#MfM f̂ecnafirt

by banks aad ether leader*.
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Introa^ Satoa.

ligher latevast ratas are said to axert anti-inflationary

affeeta la s w r t l waya. Let as exaaiite each of tat* brjeflgn

(1) They ditteoura«e boxrewiisg a»d t&e accompany lag a»«nd-

la« tgr aakiag It aere coatly.

Few pm«M nowaday «tt«eb arewh Importance to sod»rftt»

l a e r w w in Isttract rates as a 4»t«rr«t to aheart-tent bor-

rovlitg %j bwilBM* •nt»rpri»«*. fh» groM profit Munglaa in

•*n«f*ctur» and ti«4* art »ufflci«ntlj «l i» to ffraap tlw in-

flum»e« of Botorat* chaoses ia int*r««t ecMrta. A dftpartttent

•tor* ttat borrow $100,000 for 3 w»tb» to bay good* to ratail

for $160,000 would flad that a rimm tram 3 to 6 pareant tat it*

Istoract rat* would raiaa the eoat of tbe good* bj oalj $T50.

Xaeraaa— ia lon«-t#im r*t«a should logically %• aora la-

flu#ntial, »at « m iw»ra tka r»eord« »how that clwu^ta la •»-

9*«t«4 Toltaw of traalaaaa and ia expacted tncnwa ara ao amch

aora iaportaat tkaa taa eoat of sorrowad aon*jr tfaat actual

borroviag and eoaatrvetioa a*v» aMwiaUjr baen at thalr peak

ia tiaaa of hi^s lntar»at rataa and bww Waa •aatllar waaa la-

taraat rataa war* lowar.

(2) The deellaaa la tat prleea of OoTanaunt awettrltlea

oeoaaieaad by taa rla« la lataraat rataa would diaooarage eaaaer-

elal baaJca froa aelllae t a w beoaaeo of taa capital loaaaa taa/

wovXd amataiai baaoa, they would W datarrad f m axpandlag taclr
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feusiaess lotas with fctee j*roeeedjs dt ealee of ©©eewaawo* aeearl-

t l M . We diseaesed tlil« contention * few panes bee*.

(3) At higher / laid*, Treasury securities vottld Attract

new »«Tlag« flow log to iasureaee eoafaales aad other l&stitu«

tioaal investors a&alaat tlw eoapetitien of a»v pri^mto lovest-

••Ht o^ort«nitl««. PrLtftt* Uaev*atamt »p«edis£ would thsrebjr

to vAuamA. T© tiw «itoiit ttet th« s«earlti«« so p«aretes«d mam

trm tte portfoUo* of ouwirtiwi tasks, t te rolww sf to«k

4oposits would «i»o to y*4ue*d.

Whether e u n a i S*T1S«8 e«n to d iverts to TTWwaiy ««curi-

tlee la wttwrtaUjf greater aacHmt* voalA ammt to d«p«nd aer»

upon vbettwr * aaff lci«at roluae of ftttmctlvo private lxyrMtacnt

otttl«t» sonttmm to to armllakl* for sadtt ftt&As than »_pon a ri»»

la ittUfMtt ret««. If private lav»sta*&t «p««MUag were mtrtmxlj

curtailed by direct controls or V •hortrngta of vatertal* and

labor, current mcceeaiose to institutional fands woald teve oo

ottor place to go than Into Qwerrewct securitlee. Tlile v u the

situation durlag World War II . if, oa tae ortbwr toad, residen-

t ia l Bortgage fiaaaclaf and ne» corporate boad testtee contlnae

to to aTailable la ad*qaate amounts, a rise l» the yielde of

Ireaeury obligatiow w<mld to aeeaapaaied logr as great or greater

iacreaeee la tto yielde ototainabie froa algs grade private la*

veetaeate. This tee occurred eoaeleteatly la tto peet «lwa yielde

oa Treasury eeceritiea Mave rleea.
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Too mtty persons appoaur to «**«**» t t e t tfe» yieldu* of th«

jprtwftttt obligation* would stay jwt If ttto«* «f fnmsuiy a#««ri-

U#» ro««. la* ft**mge jrlei<i of the f rM*ufy*« iad«x of hl»Js

sorade eorpotmt* feoaftc *t tlw cad of S o w t e r , 195© « M t .66 ptr

seat . Joe* mxyw nq^o«« t t e t ttmmm corpoimt* boade would r»-

saia *t this yt#W i f l«ats<-t*m Twwuiu»y bond* caae to eoNMsd

3.3/% or 3 f«7 e««tf TrMwary *«*urlti«* p9s*»ss c*rt*la etoarne-

t«rl»tle« sot staz*4 ey otfearr l»*<»»ta»eat«, #r «b«f»4 ^y tmm in

m*cb l«seer 4egPMs, suefe as fretaoa fr»i risk of ia«olv*sc/ of tfc«

debtor, ottiy *c€*i»tablllty •» •ecurit^- la lcgfcX cuaa»cti3as, «a«x-

€«li«d aarketabiiity, « t c . Tb« wurket could fe« expected to csa-

tiaa* to *pj^r«ite ttMMNi relative «dv«»-u«*s **• « *u&«taiiti*l i'l-

guwt *a& to offor IOWKT pri«*» for iav«»ta»nta l a d i n g t.*wt«. la

•borfc, i f ttw jfeid* 93 Tr*m*uty o^ll#ktlo»i rsMM, tbos« @tt ttl^ft

gmd* cor&owtt** wouAa ri«r *» «aeh or aore. ^HW funds that

wauM othervla« go into Mm primt* tQve«t«eat» *imild no dooot b«

«ttmet«4 to <!<>v«fn»»Bt «*euri^i«@ fey • riae ia taelr yt#x4it, but

ti» «4|Uttl or greater ri«# la the jn»tum# off#r»d by prlmiut ofcli-

fUtioni would eontlnutt to aafc* tiumi ftttmetlv* for aow iQftstawat.

(k) l i ^ o r tat»r«#t r«t«* would s t i su iat* • M i t l o a s l «*vlu*.

la tlw *b«#ae# of < m » aborta^M of 4«*lyvd @OM$wptld«

f90«», too Mvtngs of iRdivltfiaUJi *rm i tr lmrily rt«po»ilv» to t te

l*v«l of t«*ir laeOMM «»4 to tine p w n i l l f t g *t»^Mrd« of eoa-

4̂ ns»ti«Mi *®A- **vtnfT. fiMty •«> not MgWLy r»#-psa»i*t t-% tiM»»e«J8«»
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in Interest rates. Twv housewives are likely U> forego the pur-

chase of an eleetris refrigerator because tbe yield obtainable

froa Savings Baals rises froa 2.9 to 3-1/2 or k per cent. In fact,

a ris« In Interest rates w?uli reluc« SONS iapart*nt. kinds of aav-

lnf. TJ*» n»t pramiuas payable om Ufa tnsuraaca polici«s, vtuah

account for a substantial voluaa of indirliual savings, would b«-

eoa« saallar. So also voild ths anm»al aaounts of savings wmqiir«i

te aco'jaulat* a «lv«n capital sua or a ^ivau anauity. Econcaists

poiisass no fact jal kaovlrd̂ s- of tha raaponelvs-aas* of total savings

to changes in interest xmtas. Thay do not avan know taa dlraotlon

of tha response — that is, whether aora teols to te saved at al&har

or at lower interest rate*.

(9) Many tank depositors would be induced b tha nl<;b»r in-

terest rates to convert their deposits lato securities purchased

fro* the banks, thereby raduelag the disposition of tha purchasers

to spend, acd reducing the total of tank deposits.

This aay wall be the tendency, but ao evidence exists te in-

dicate that the actual effect would be large. As uncertain frac-

tion of baAdeposits Is regarded by their owners as a prised

fota of property, fixed in dollar val-je and instantly available,

but not destined for spending »aier ordinary elrcuastances. The owners

sat greater store on the absolute safety and a -ailability of their

principal than upoa yield. If they did oct, they would already have in-

vested their deposits in GovaraavBt securities. Moreover, even

if an appreciable aaouat of s ;ch deposits were invested into

Oovemaeat securities, the anti-lnfLatioaary effect would be
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negligible, for -,he ieposits UMBMAVM are regarded by these

owner*; a* * fom of in-estaent, not available for spending.

Another portion con*i«ts of f*nd* held temporarily to

*set corporate ail individual tax l iabi l i t ies or coni.e«pLate•;

expenditure*. IMMN of the hi^h !•«•] of tax l iabil i t ies

in recent earu, substantial depoiltJi are ace- *.,iated to MMI

t,e». Principally for this reason, tusinesa corporations already

:o»5tit »te a wood «ar>;et for »hort-tera« Treasury obli&Atlon^;

the/ ncl4 about $? billion of Tax Notes aione; aai a rise la yields

mJght attract a ^oaevhe-t larger vtiMH of f -ni&. Bvt no ei^Aif leant

antX-inTiatlonar- result 1» achieved when idle lepovlts hm)\ tor

tax payaeatj are converted into Treasury securities. I rl^e

in Interest rates woull ^ive ao lasoa^ht bonus to prevent holders

->f seciritie*, without reducin-- the spend In.- of those who would

be induced by the hi ..-.her rates tc convert additional such deposit*

into Treasury securities.

Perhaps the largest portion of bank iepoaits eossists of

thoae »«i for tranaactloa* purchases. It ia possible that hi*fcer

Interest rates woais attract ioa* of these into 3overna»nt

-«?2!.rities, b-ut no one eouli <?onf ilentl- sa. that the aaoact wo ,M

be large. The anti«laflatlonary effect of such conversion a<>

did oeawr would oe offset to an unknown and perhaps cub~tanti*j
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•xtoat b««au«o tbm rcaaialag deposit baiaaeos would be used aore

actively. The aaaual rtm of turaovtr of baak deposits hM lncr*A*«d

••Urlal l j 1B r»cent y«ar« but Is «t i l i fmr b«lov th* rftt* in 142

and prior y*«rs. «fcxl anti-laf atiooary r««ults ar« aekia^d by

« a»l« of Qovcroaant ••curltlos to lodivldualB mad buslassa «at«r-

prlMMi who r««r»r4 IIMS« ««eurltl«« as cios« «ub*titut«a for caah,

as tr—lr avallablo for apanilac.
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I v " Q'HM*.1"0 *̂ y ° * 8 l b l i l t 1 * 8 o f ** Uadisorialgating
. •0trX.ctl.vm CreditPolicy

We havs hitherto assumm* for purposes of discussion that

a feneral restrictive ertdlt policy could be kept moierate in

i ts Impact*. In particular, tm assumed that non-tank inv*stor«

would ffci l iy *,t«ort th« ilovrmmnt securities liquidated by

the banks or offered by the Treasury to r*fimd vaak-held

•aturla^ obligatioa*. This i s by no »saaa likely.

The mistaken a«»uaptioc is coaaoRl., aade that the non-

tank market for Government and other high grade securities i«

hlgfely responsive to small change in Interest rates. The

Treasury's extensive experience ana that of investment banking

houses clear 1/ indicates otherwise. Let us see vb>.

U loa-baak Institutional lavestor* cannot buy large

amounts suddenly.

The biggest investor* ID marketable Government aad other

high :reie securities are in*titutions - insurance companies,

commercial aad savings beaks, trustees, pension funds and

business corporation* holding Ooveramtnt securities for tem-

porary investment, either In antlelpatiom of corporate tax

liabil it ies or contemplate! expenditures.

On December 31. 1990, of the $tl8 bllllom of tam United

tates government obligation*, direct and Indirect, aeld
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oatsi do of xwr«rim*at »jc«aalaa, t&o conworotal » mates *ad 7odoral

!Hi«rvt boako htld H total of 582 b l l l i e a , tho autttal SftTiag*

Walts aad iaswraaco ooo)->aaioo $J^ b i l l i on , business onroor«tlaas

119 b lU loa , oti»»r last i tut loaal aftoouat*. I«clu4la« brok»r«

•ad d i i l i n , t i l * i U l o « . ad i t c U u d loct.l cor«rrs«nt* $8 M l -

U M . fill* loft 967 M l l l a a ia %h* k\ad* of iadivldanlot aai

•90 o i l l i oa of tJJoir ooldia^t HM la the f o n of «Aria«« boada

«ad oal / *17 b l l l i oa U tao font af •*rk«U.»l« noeuritios.

Tao ao»»b«Lak lait i t t t t ioa«l iavostor* ••ear* thoir finds

•jgr by day taxo«*a tn« rosol t of rrowltai -tojrBoats, donotits,

diYidoada, iatoroot, roots, *ad >>roflto{ «ad tb«y uao^ll/ iarost

thoa r»thor rroantl/ at %a« naiaff r«toa, MI tho roeolita eoao

la. Taay rarol/ hold Ur^o aaooat* of ldlo eaah. Hoaea

taojr oaaaot oalar#o tkolr ^arebAitoa of Gororaaoat oaaartliaa

irroAtly ta aagr aaorl «r*«oo of t iao onto^t by llqptidatlag other

iavostawata. 9«t tho rlocl *J a«rkot for otaor hlxh «r»da

laroataovta io Mu»a<st thoatolToa aad tho baako. Aa a awi<

iho aoa-b«mk lnrontor* onaaot •roomro aov faado for buyi«<

tfororoawntt by *ollfa^ otaor laT*«t*oatt to oao saothor. Tha

faad« obt«t«o4 la taia way by tho aollora aMoa« th*a mast bo

giraa an by tho bvyora.

Moroovar, »a wa hsro >roriouoly aot*d, tho yiolda oa

othor high crada lvroateoata v i l l also rtao i f tho yiolda oa
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Treasury securities increase* Attempts to liquidate these

ceepetlns, hi^h grade investments by those desiring to switch

t« governmsets will drive down their prices, push jp their

yield*, awl thereb tend to maintain thei- relative attractive-

Bess aa against Treasury securities.

Any substantial volume of additional government securi-

ties can be soil to institutional investors la a short space

of tlae only if new Investment outlets for their incoming

funds, sucb as nev corporate boad Issues and residential

mortgages, are great!/ reduced, as -hey were durio; World War II.

over a longer period, aa Inc.ease In tbe public's saving

In the form of life Insurance premises, savings deposits, and

the like, will add to the Investment resources of tbe institutional

Investors, bat no large Increase can be expected ie any short

space of time.

flmllarl? vita tee investment resources of individuals.

In the aggregate Individuals cannot obtain anv net increase

la Tinas available far the purchase of Government securities

b/ selllnK other assets to one another. They can secure ad-

ditional finds for this purpose only through additional sav-

ings or by using previously accumulated bank deposits. «e

hare previously noted that in the absence of severe shortages
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of lesired coaraaptlon ana inveraaent gcodw, tne savings of

i&divldual* art priaarilv respoaaire to the level of their

incoaes and to tbe prevailing standard* of CJBBjaption and

saving. T»ey are aot highly ra«poesiv« to lacreaves ia interest

ratas.

We are forced to coaclude, therefore, that, In the absence

of Major >b«tructloas to private tnye»ta»nt and consuaptlon

spending, ttie baak» aa>l tbe Traaaur/ could sel l large aaouat*

of Traaaurv securities to coa-bank investors in any short apace

of tlae only by persuading depositor* tc bu> them vitb pr»viaasl>

aecuaulatad teposlt balances. We have noted the difficulties

aad the snail antl»inflationary results to be expected in tbls

direction, ftevertheless, soavthln^r could be accoapllshel tovard

this end by vigorous public campaigns £rovlAed confidence In tne

stability of tbe Goven—tat bond aarfcet were Maintained, Bat if

«t are to use Increases la yields to accomplish tbls result, the

results are bo-:nd to ba either inadequate or diatastroo*.

If the rising yieids took place as the result of selling

pressure on the aarket b the caaawrclai. baakd an5 Federal

Reserve banks, the declining price tread of Govemaent securities

would quicken fears of farther price declines. Nany lastl*

tutloaal investors vho sonfidently purchase Oovernaent
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aoc«ritl«* today, would to w n i to tola off, aa ttoy hart,

ottoa told off la tto fMt daring porloas of doelialag bond

frtoM, to await tha eaaaatloa of the daclla*. Tttora would

to frlfMMii to tto arfloi*»nt of daclialag pricaa into

Awaplne ttoir holding? of C u w i i i l itettrttlM. lUajr tonka

would doHbtlMi Join ia tto Mlllag.

Who would to tto tojria«! W« tov* alrcadtr oaXU4 attri-

tion to tto w a l l ompfcclty of tto a f t o n i t amrtot to atoart an/ larg»

M«ar» r»«trletion» «xl«t*d on private lawMtMat aad con»u»i»tlon

•paMdlag. AM a^alost tto bvcrlnff of tto** who would to at-

tracted i f tto rl«inc /lelda m t to ••% tto tony — Illag of

•aay wbo will Hold Oinar—•t« only vtoa «>ai toeawia t to j toT»

a rtafel* aarket aad aorr* aa a foot autotitut* for oaah.

Owam of idla bank tepoaita who aight to p»rsuad«d ay a •ljorow

pub lie i t j oaayai^i to eoarart a portion of ttoir dopoalta Into

C u m — nt aaeurltioa If tto —ftot roa*la«d atabl* would to

glvvn a coorLocinff r»a«aa for ratalalac t toir caah.

A oonerat* llluatration of to* tto nifcft raacta to a

toniima in priooa of Quiai'i—II<> aoeurltloa VM prorldod by tto

BBrk*t*s botoTior during tto U aoartto tot—am Oetotor 19^7

and Doeaatar 15*3. iMtoad of tolas attractad ay tto daxliaJag

arloos aai riaiag yialda, laanraaoo ccaipanlaa, aataaX aartafa

taataf and aarla^i and loan aaaoeiattona, aa wall to ottor aaa-t>aa»
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iaTsatora, sold aaarily froa ttelr holding of loa«-tara

Traasary saoarltlas. Ttelr holdings of long-tam Traasury

sacurltias «MT» n i i a r t by aparoxlaataly $8 MUloo la this

psrloij wbila, on ast balance, tha vbola amount of the salas

« M absorbad by the Fadoral B—rr« Banks aad Qormnmtut

Tte d»ellalo« i n f w t coaid not to bald in thin ordarlj

l la iU wlthoat ooBtlaaott* and ada^aata sajport Wjriac on tha

wajr 4«Mi by tha Faaaral H»aw?» or tte fl«aa«apy. It U aa«lly

cotxsalsabl© that tte Paaaral Haa«rr» ^yatas would teva to pur-

cbaae a graatar TO lime of GovaroMaat •acurltlaa, aad tbanby

CM a\Bâ B a\ ar^Pfl aX^LavI K âv̂ aasâ  1 ^narav^BI^^Faia* t ^ 3 a^ava*u a\

daclina wlthin ordarly boanaa taaa to aalntaln tte p*a»iat

pattara of intaraat rat**.

If tte 4a a Una a la tha prlcaa of flimiaaaiil •acoritlaa

were allowad to prae«»A far, It la coacaivabla that a sarioua

Ions of confidanea la t te oradit of tte Traaaary would raault,

and vita It, a IOM of confidaaoa la tte dollar. Alraadj tte

aubatantlal riaa U coamodity pricaa baa lad to faara ana

ruaora about tte aaoadaaoa of oar eurpaney. Tte appaawiaca

of sharp dlsoovats on Txaaaary saearltlao would oonfIra s«eh

faars la tte nlnds of soaa. And If, ahortljr aftar, tte Traaaury

had to «o to tte aarkat to raisa amtetantlal suss for raoraoaaat

Aoflolta or til-out var, tte dlfflcultlas of aon-Inflationary

ftnaaelnc vowld tevo teoa naao far aoro oorloao.
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n the other tend, If the rlM la yields vere accomplished

If a Tr imIJ offer to refand th« whole publie debt at rate*

one-hslf or coo percent higher at a l l saturi t ies than the pre-

T»llln^r QSM«, and ^j a Fvtevftl B«*«rr« M»uraac« ttaftt th« oaw

ji»ld» vould be aftlBtaliwd by th«ir aftitot support, th*r» would

W llttl©, If any, gain in credit control. C O M N U I bank,

would contim»« mble to oxpaaA tb«lr N M H M at will by aolllac

Trmmwrj •oearltlos to tho Baawnm laak*9 and tb» rtso la /i«ld»

of bu«liMM« loans and garlftm aooarltlM vomit «ake It profitable

for them to do so. The operation would add perhaps *1.} billion

anw—nj to the interest cost of the public debt. The only «ain

from i t vomit bo a hlghlj conjectural oast some additional

Treasury securities — no one can say hov muck, and vo have given

ressoms for believing the amount vould be w i l l — might bo

8eod for Credit Bestrlctloo Temporary.

Lasti Adverae Effects.

Our azportoaee daring World War 12 indicates that when the

direct controls over steel aad other scarce materials, mat the

credit controls over construction, take holt during the present
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aaarganoy, prirmte oatlata for lnraataant upaadlng m i l

a brink safari a l l j . Mvoa of the waak to vaak raoaipta of

aarlaflp by tnaoraaea coBpaaiea, antwal •a.Tioga banks and

otter Institutional lavsstora will than ba-ra ao otter place

to go than Into Gor»ma»nt aacurltlaa. If tte Traaaary i*

not fetea oaaratlag at * 4»f ic i t , tbaaa lows tor* will to raa4j

to ateorb ancb aacaritlaa from ttaa ooHwrclal baaka and tte

tm4»t+l Baaarrw baaka. Tte aaaa v i l l te tma at bualaaas

oorporatloaa ttet v i l l te aceaa»latlB« fuada for fatara

plant lavawtaaat. If mm houaaa, axtoaobllaa «ad otter

la»ortant objaetc of Indirltesl apasdlnc ara alao laaa available,

tte il—nfl for ftimn—nt aaeturitlaa froai lndinduals v i l l

likaviaa laeraaaa. Wract control orrar lufairtcuj «jr?ao»ion by

bualnaaa antarprlaa* aa/ partepa te oacaaaary to curb thla

aotirea of daaaad for back oradlt) b«t tte orar-all outlook la

ttet , tefor* MMU Boittte teva alayaa, ttere v i U te A cooaldarabla

tDcraaaa la tte i>—ni for Govaifent aaotiritiaa and a ««tetential

radaetloa in tte total rolmm of prittU apandiag.

IA tte ll«kt of this BTobablllty, vblca, hovmr, la not

a certainty, i t would a«am particularly uwrlaa to aacrlflea

tte rtability and eoafldaaoa of tte long-tar* bond Murtoat for

tte parpoaa of raatrlctlat a tasporary bul«a la teak loaaa to
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taulaoaa. There la lavolvoi here sot «*!#• the large Federal

debt bat the billions of aellara of lH«-twa ooswltloo

i N M i bj public u t i l i t i w , svllrMiB, Ml «t«t« and I M B I

ftHTtri—n»<, • • «»1I u tb» lnt«r»st *•&• strwetiurw of m l -

to «chi«T» tb« pr»s«at level of 1«^ t ew latereat H t N ,

which 1* now f l i H i l la the »&rtwt yrlOM of al l high grate

•eearltlM, tat It wow Id take oalj A few •wtlM at uadlacrUilnatlng

credit reetrlctlaa to blast the obtncea of aalzitainlae or soaa

restoriac coaf ldeaoe la auofc a lerel . The effects of a so-called

t—»ore.ry rise la leag t e n interest rate* « n l d loaf tmtlast

the occasion that lsd to ralolaf them.
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• - n——f tf » ajoaaf roiicy for ?rl*ata
and Fvblie CraAlt 1m iha P m t i t iltaatioa.

fha faragolnc canal&arationa sucgaat that tiM owtttaai l t

raaulraaanta of credit policy in tht pr»*ant situation ara:

(1) M M N I W that will ra4uc« prlmta law**taint aai eo«-

MMStloa •PAMAlOil. n>rt l<wi1«rl t tAM OttJTt fiBftttCaA fc* lOA(Ui.

without 4i»ntptiag tb» Hurtot for j O t t w M t s*«i;rlti««.

(2) M—nwt that iw> a an« p r w — t adJuaUMat »f our

syat«« of bmok regulation to tha oe« taaortaaea of Traaaury

s«eurltias la bank portfoliosf

(3) CoaaMatattoa of poaslbla additional typaa of Iraaaury

sacuritlaa for non-bank lnTaatora.

(1) Jaloctl^» Jraalt Jaatrol*

la taa laaustrlal flala, «a hava alraady racogalsaa that

tha praaant oaargaaey r»auire« a varioty of aalactlva Alxaat

control*. •••• am aot ralylac «tpoo araatu locraaaa* la tha

prlca* of •taalf coppar, aad ottoar acarca aatarlals to shot out

MQQ^Ig^«f i • 1 >»IH ijf* t ^ | a Ĵ A IrnnaM ^^A^ AOflM M0a%•##S#ttt 1 %\

ti4#4 CAB 0UXvl>4 #99#ttvl%X li^## #

Taa aaaa prlnctpla Is applleaala to eradlt. Za tha proa-

ant aaariwy, valeh axiata oaly booauat thaia U graat laa^ar

of all-out war, tha eradlt oaaaa of th* Ualtaa Jtataa Govaraaaat
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should bar* a first claim ipon the credit resources at the

country. Th« amount of credit available to the Govercmmnt and

to the business enterprises serving its emergency needs, a* well

a* the rates paid for this credit, should not be determined by

tse readlass• of oo»-«ss«atlal us«rs of cradit to outbid tb«

Qovtriwiit and its supfllrs.

TtM total aaouat of er«dlt in us« must b» r»striet«d to

curb inflation, but Xbm restriction should fe* Ml«etiv«. Adsquat*

credit swat be provided for suppliers of military aal related

goods, and for the imi—1 requlreaent4 of «s*entieJ civilian

trades and Industries. The anouat of credit used by others

•bould be reduced to the extent needed to avoid inflation. A

few sooths hence, cucb reduction will be accomplished

automatically, in considerable measure, by the direct limitations

being imposed upon the availability of scarce materials tor non-

ecset.tlal uses, and by the recent limitations upon loans for

construction. But other measures are also appropriate.

(a) Qualitative ^e^nation of Bank Loana

(1) Voluntary Credit Controls

An immediate step, and go* that requires no legislation, would

be the establishment on a voluntary basis of national and local

organisations of banks and other lenders for the purpose of dissuadin*

borrowers and leaders from entering into crmait transactions, except
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ttao «J that would contribute to th- defense effort or to «a«eatlal

c iv i l ian r*quir*-«M nt^. TV Prteideat could / lv* thti wrjr*nl ration

pr^stlf • and •oral authority Vy Irsulttg an ^eeutlve Ordf** e.r*attnjy

I t , called the Voluntary Credit Control -\mmi~ »ian, »nd f?e«pofi *d

of the 7eeret3iry of the Treasury, the Chalrvan of th« Hc»rd «f

Oovcraors ef the F»4»ral ??ei»#rT« '-iygtmat, th^ T>lr*ctor cf the Office

of Defense Mobilization, and the president* of the ft«erl^«n B«Ttk«rr

^snoclatlon, th« Investaeat Bankers Aanociittlon, «n4 *h"- l i f e

InsuriuBR« Association of fimtrictk, »» wr-XX «• * repr'-ffentrtlv* of

th« •crlttgt amd lo«n «««oclfttlosAt to b<̂  s»ler»t«»d by th<» fh^iraan

of the Prdcral lose Loan Bank Board.

Sweh a CoMilesiOB would formulate a aatloa«l vol ley for th*

guidance of borrowers aad l««d«rs, dpaerlblo^ hy c:at*gorloB the-

rarlooA types of credit transaction* and their relative denlrsfeility

or uad«zlrablllty under present rsoadltlooa. It would llkevla* con.

eera Itaelf with the probles of capital expenditures, lscluAln?

those of "tntr and lo<al g w r n i f o t s as v e i l as corporate enterprise.

Tte Coaalaslon would establ ish re-slonal eonaittceF to help In the

lapl«jwnt«tion of Its prograa.

If the roluatery progrem vcre not "-ff^-ttve, there ere two

ntfttutes under which q^jalltatlT* regulation of baak loaas could

be xm^erteken «~ the t«wrt^n> y Psnkln/' Act of 193^ *nd ths Trading

with the Fneny A-̂ t. Und*r these •ta.tut'-.", th« "eerr'tn.ry of tn*

Trea««ry could Issue a regulation requiring a l l noa»err-lal and
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aarlags oaaka to obtala prior approval* for oxtoaaleas of aroolt

tf too particular loador** ag«ro0»to of loaaa would taorooy oxcood a*

aaouat ft»od la occordaaco *tth o teflslt* forauU. I» «ulala« to*

omstBloimtloa of thU r««al*tioB, tt»« regulatory •«aa«lo» would

vltoaold «pyr«Ttl trom propooot laaa* oot deaaad necessary for

tefoaoo parpo—* or for osooatial «lTlllaa roaulroaoata.

ami* a MM of oslotlac authority «OB14 roaov* tao prooont

Croat defleloaey la ta« powor of tao owaklac •ataorltlo* to rootriot

baak loadlac vxeopt at tao ooot of fvavt laji-rjr to too aarkot for

Troaaury •«curltu». Tkronca I t . tbo aattorltlo* «oul4 t>o oaa»io4

to act dir«ctly afalast uon«c«saary bank loodlag, Tao earb oa

Utttlag votOJ rostrlet «poo4iaf aaa tao eroatioa of a4di tianaJL baak

dopocltt, and It would aneourM* tao rotoatioa of Go^araaoat ooowrttloo

by task*.

(*) C—»i—tiaa of !»alltaU^> aaa ^aatltatlyo
"*fttjiilott*«"»i teak T>aii."

Aa altoraatlvo aetaoa that could bo atoyto* uaaor tao oaao

authority would rooulro ovory baak to aatatala a aupoloaoatary
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rwrv la «**h or on *rpo«lt with * F#4»rol »»onr« b*ak of

» »a*«lfl»« p*r«#atac» »f %IM lac «*«*•* la t»« total of * baak's

lo«as and la>v»»t*«ati, atb«r taca 0att«« >tmt*» (kwraarat *oeurt-

t l»s froit rb« ««e«at o« « ba«« d»t«# *«ck • • Jbttmtry i , 1951s

»xct-pt that lo»m* la «rc<>«» of tk* k«.«e MM>«»t mlgbt b*- pcrwlttti

vltbout tk* «uypX*r«*«t4try rti»rr» «po« -«pr*»n *utborl'.*tloa of

th« r««ul»torjr •vtborlt lf*. Th« «x«vptl<m« would b« « U i to »m«kl«

& fctak to aMict A*H5Oiul rrvtfti **•**, th*> d<m*tt<l for 4>f*>r* lo*a«,

»MA n««»«tl*l : iTt lUa r«n«lr#«*r»t , Iaclit41aut« la sonr c«,<«», tk«>

<-xp«a41af or*«lt B M 4 I *f frtnrtmff uo—Mt»l««.

*«•• « yrorlsle*, Ilk* the •lt«rm*tlv* « W n , woul< r*4tico

th* tb l l l ty ef t«« kitaklot #y*t-« to tntp**4 prlvat* er*41t for

eoa#»««atl«l puroo••«.•• *a4 taeraaa* tb« «ttra«tlv^aota of Oo»«ra-

aeat »*«orttl«« »• tfca b«alis. If th» • • « • c«*«lst»4 of m ryoel»

f t« i proportion of prlvat* lo«a« «ad lav&taeatt to 4«yoaltc or

totHI ro«ouro«a, lA«t»«d of tk« »aonat of prlral* lo*a? aae

toy« t»»>at* oa s »p««ifl'td 4«t*« tko plan vowK »• ^osevkat l»««

ff--t ir^ ta onrtall laf «ad*«troA eroftt #«p*n*ton b*r«u»c of tb

y«*ption of bttak* «1M>*« arlvat* lo«a« »a4 la*»«t«<»at# v«r# l#»»

tk*« ta* b«»* proportion.

Ilta^r of tfc< for««olac a^thod* of M>l*?tiT» r0#trietloa

of bMU leading v*ul4 a« aa^tr tc b^^«a»« of t a d r • • l»cttTity
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to an Increase in or Unary reserve requirement*, for the »aa*

reason they would be superior to ths adopt ion of what was

terned a cel l ing reserve plan, which would lapose a 100 percent

reverse vec.nl resant against a l l increase* ia the deposits of

any tank. An inor«a«« la oHLlaavry r«»«r»« rvqulreatats or t t e

imposition of a eal l lag rtavrvw rtqulrwavm. would aariouBi.r

raduo* tb« capacity and disposition of th* banks to own and

buy Treasury securi t ies , would reduce bank earnings, and would

not operate select ively against speculative and other unnecessary

landing.

(e) ae^ulatlon of Loans b̂ , Inaurance Companies
and Other Ban-Bank Leodero "

Heaviation of the loans of insurance companies and other

lar«e lender* Is needed to sqppleaent the regulation of bank

leading. This could take place under the voluntary organisation

previously described. If voluntary aethods proved inadequate,

the authority of the Trading with the Snatay Act could be used.

In this connection, i t «igUt be decided, for exaaw/le, that a l l

awv .oane In excess of *100,000 or purchases of nev securit ies

l a excess of 1100,000, other than United 3tatas Ooveriiawat

obligations, night require express authorisation by a designated

agency. Approval would be iven only to loans or purchase*

of securities flsa—d essential for the defease effort or c iv i l ian
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needs. The effect voultf ha to diminish the availability for

private investment of tM large : i r m t accession* to tht funds of

institutional investor* ard thereby to increase their d<—rt for

United State* GovtroMBt obligation*.

(4) Keg-jlation of Sew Capital I»«v»»

Altbough tte regulation of bank and othvr iaatltutioaal lending

«ingested above voull go far to divert aev investaent funds froa

aon-eaaestlal private project* to treasury Mcurltiet, a coawl4erable

openinu. vould s t i l l reaaia for tas sale of new securities, both

bonds and, aore particularly, preferred and eoaaoa stocks, to

individual and corporate investors. A capital issues coaalttee could

be established, as was done during World War I , wheat? authorifeation

would he retired for the sale of any aev issue of securities in excess

of £100,000 by corporations and state and Local governments. The

authorisations could be confined to issues dasstsii lesxrabie in the

national interest. The effect vould he to divert investment funds

to Treasury securities and to reduce the voluae of investaent

np«adln.;.

(e) Contraction of Qooraaent. ^endln^ and
toan guarantee Operations

A significant redaction in private Investment Sperling could

be effected by aJalnistrative reduction of the volume of loans and

loan guarantees aade under existing govern—ntal programs.
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(?) uppleejentary Eas* Reserve^ Consisting of
Treasury Securities

TM growth in ban< holdings of aovernacot seeuntlos to a

level at which they coaatlt ite the /reater part of the earning

asset* of coojtercla: banks baa created a structural change in

hank lag i© wh.ch the power* of the Federal Reserve ttea bave

not been adjust*!. These sowers were desl-nel priaarliy for the

regulation of the voluee of bank credit extended to huslnas* eater-

prises. ID eoesequeace, as we bave seen In detail in the fore-

(OinA pagtsy a need to restrict credit expaasloa to business can

naw operate only throv/.h iisryptlnc the aarket for Oevernseat

secirities. The present eaergeacy has spotu^bted this ancoaly

but did not create I t . Unless corrected# It will reemln after

the easr.eoe.v is over.

The banks are destined wlil.v-B.ill, to continue indefinite'

to own a large aaooat of Goveroawnt securities. Their holdia«s

COM14 be shifted to aoa-feank investors only over a ion£ period

of tiae, and only at toe cost of absorbing real saving*. It Is a

good taint; to ab«ort savings la this way dnrla» iaflatloaary

periods, when the atteapt to Invest tbea in real goods would oaly

add fuel to the Inflation. In periods of undereay loymsnt, hmmcr,

It would be wasteful and otherwise harafoi to absorb fresb savlan*

in tbis way.

However »«eh we aay re^^t the pheaoaeaal increase froa $36

billion to #Ud billion In the volisne of deaaad ieposita and currency
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=.tnca : •] , the effects/a wtH>lesaie redaction MMli fee f*/ M i l

than the effects of the iscrwiM. The country hae already b*co«e

adjusted to aost, if not a l l , of tlje increased none.- supply. At

My m u , there sesws l i t t le lkellhoed that shifts of Treasury

securities trcm th« banks to th« n<m-tank public la ths forssssabls

futur* could absorb a iargs fraction of bank holdings of aor« than

#60 billions of Go.Turn*nt s*c iritlas.

In the •santlae, this hug* cushion of «arfe»tablc Ireasur,

obligations (1) insulates the banks against ateepts by the banking

authorities to regulate their loan expansion, (2) creates

problems for the banklag authorities in regulating the Maturities

of the Treasury securities the banks ehooee to hold; (3) creates

unnecessary sensitiveness in the aarkets for Ooveraaeat securities}

and (b) requires the Treasury to undertake frequent large scale

refunalBv: operations for these securities without effecting substantial

changes in their ownership.

The save situation in a nusftwr of other countries has been

aet b requiring banks, through statute or inforaai agreeaent, to

bold a certain proportion of their assets in the fom of Sovernaent

securities, or to refrain froa reducing, t)«elr holdings of Governswnt

securities without peralssion. A similar proposal made in i t s

19^7 anaual report to Congress hy the Board of Governors of the

federal Reserve rvstea would require banks to emlntain ouppleaentary
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PsaS^TSS1 LB vBV fora Of ShOTt'tOm OOMIMMt t # C V l t l 4 l OF

la ouk, sfval to • stats* fraction of t te lr «»»oslt l iaMli t las ,

A nrlwrt of this propowtl that svfMcs to tew toM

••psrlor asrlts woul4 r^»«lr» that th» aap^l—untry i«s>ft>

consist of apseial Trmmnrj h u m CwtifIsatst. Just ss

P«HWH fonwrlj r»qiiir*4 that national tank aota eurnscj b«

••cur»^ 1^ Jnlt^i States taass sssrlag ths elre«iAtlao prlTlUgpt,

Coagr*** could rv^oir* a l l teaks with ssposlts la sassss of

psvtess 1 mlUlss aollam to aalataia, la asslt lsa t« otter

rsssrrss r»tulr«4 hy fsiaral or stats rs#Uatloa, rassrraa

la t te fora of spsoial nsssrw Csrtlfiaatss otaal to stated

propertloDS of t te ir toposlt l t aMl l t l s s . Tte P — u s

Csrtlf lcatss wtmls tear latsrsst at a rats tetsmlasd »y

Coagrsss or V foraula, psrteps 1-1/2 psrosnt, and would te

pajasls upon tte Asaaac of any teak. Initially aay teak cool*

obtain tte aaooat It nssdsd In saehangs ter cmf tanding

Covsmasat o»llsations. Aftsrwarc, t te Cortlfieato* would te

paretessd froa tte Trsaaury at aay tias la tte amounts nssdsd,

to aa«t t te Csrtlf leats Ssssrrs raqulrsasnta. Tte Csrtlfieat«s

assd not tevs a f laal natality sats, tho««h ttey ste«U te

oallabls.
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Under such an arrangement, tb« present reserve require-

ments of the Board of jovt^ors would oontlnue to govern

credit expansion. ir» precise percentage* that i i e w •.«

Certificate* abould constitute of 5epo*it» frca tin* to time

• i . i-t be Imft to the discretion of the fteaerve i••»•.•• v tb «

IlaiW estabii*Uel by Cotu;i*»3, and the percentage* could

vejry for different cia««es of bank* and for lmaa.1 aa a^atast

t i e s deposits, as i« true of ordinar/ reserve req>ire«ents.

The principal ad.aatanes of tiai.jfor«iD a large frac-

tion of the baiik»hexi portion of tbe public iafet i& this

manner any be snwaarlted as folloiM:

1. The Treasury would p«nnaneBt ly fun.1 at « l«v

intercut rat« per hap* as aucb a«« one-third of a l l the c .tatearlin,

•arketable Govern—ot ot u^atl-in* in private hands. The result

would be to re«o e tbis ar^e fract on of tbe total froa tbe

category of ordinary public debt obligations and to eilsunate

a l l the rffundlfe. operations otherwise necessary for i t .

Altbou^h any i c l l .id viai bank eo-Jld r«dee« the rieacrve Certificates

oa leaand, the Treasury woj-d never experience a net Jose of

cash to the banks as a whole unless the bans* Uease . / e s were

experiencing a redaction in their <3«posits.

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



- t o -

2. Ike Reserve Banks would regain a coaaliocable ——re

of control omr dlrset teak 1—alng bee am* the ladlTidaml

connerelel bank cowld no lcnaer obtain funda ****** i<— as DAM >

•latt throa«h tk» llftaidatloa of 1U p u i M M ! • •zc*«rt 1B

tlM fTMtJj w t m t M H i n la whiefc It w—U i t i i n to am

or*iB»r7 surtotttkl* Twmmmrj okli«fttl«wi /«t tn* —m1«^i at

tl» ui—inUl b*nk» would not * • r»*»<>•* V **• «**»d

3. TlM threat of sporadic VKVM of lafs»«soal« ••l l lng

of flUMi—uU by tlw bank* and tte •cco«p«iyinfc tferaat to

tfc* •ta^Hlty of latorost imtos aoa ite wppijr of M M J

vomld »• grostlj voteoot. Tto atUUr «a« iUfosttlom of the

e i — r n f 1 bank* to (MSBIOA tao bond aark*t t g U u t WVM of

B«U1A# b/ otaor iavoaton aad to pmrtorm their traditional

•orrloos 1B tfeo dlatrlbutlaB of Tfoaaij oooarltloo wcmld to

roawod aad r»lnf cxnrwd̂  for th» bank* vornld p o t i m onljr a

—11 fraction of tBOlr proooat BOldlB«B of •ark«tabl» eor»rn-

BOBU. CB tlM othor hand, for tho aaaw roaooB, tao lapa«t of

a roatrletl^o credit polio/ by tke Roaorve ayotOB voald not

be aa eooceatrated apoa tao iimiaBeal bond —Hut a« under

tnreeeBt arraagea#ot* •

%• The eoBBereial bank* would be relieved of a l l worry

over tho future cowroo of latoroot rate* and bend prleea oo far ao

the bulk of their aaeeta ia eonconaad. Vlth perhaya 50 to e>5 por-

eoBt of their earning aooeta no longer anb>et to price rl»k»,
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s* wall as »araa*a 25 porooat M M la tto f o n or «ub, tto

liquidity «M safety of ths ladlrldaal banks and the syst«c

as a whol* vault to oaciraoaoJy laersossd. Tto offset weald

to Urt iwwl to * has* lacroaao la toarinj capital. la coa-

••fwrae*, the abllltj aaA Alapealtioa «rf teaks to — —

or*in«ry rlate la laailag woal* W —lwio><. o ta« otkar

MUM y tIw Ltjns#i* k^fpnv^kvv F9##fw pv^n 1 PBaants would ppijaol>

a •t*bllity la ta* f i l l of top—If awrwalag taat at a

100 p*ro«at pmrw «j«t«a.

9. In>r—— or i«4a«tiaaa la laak aaHiaf af gpyraatat

——l'ltl— would to fcattar r*«ulat*d with telltorat» vaflava for

th»ir •ffectn upon ta* country•• TOIMM of baak awpoalta aa4 rat*

«T •p«aline> Iaat«a4 of tolas l*raltt«* to oe«mr la m y i i %•

ottor ita*liMae«Bwithout vagart to th«lr aoawtiiy «ff«eta. Tha

Cavtlf loata l l m m plan would alao haw daf lnlt* aftvaatacaa la

aaklag fartaw addlt1«n> to taa paalle 4aVt, If thay akaala occur,

aor* aanag— »!• wltkln •utotaaliilly oar pw»at institutional

amm£satffita<ft A paraaaaat aarsvt At A low latoroat vat# would •#

••••rii for taat part af tat lacr—• la daVt which was to to ab-

sortod »y taa iii—i i til tosJMag ajatoa. Tto llsssr<s Cortlfloato

raojalraBoata asaiast bank iapatlta would Mralj to imlaaa at aaaaad

froa tlM to tla* and tto •ddltioaal Koaorwo Cortlfloatoa sola to

tto banks. If i t «a*o asolioA to flaaaoo aaaltloaal oafUlta by

tto sal* of aooarltloo alrootlj to tto Bosaiio banks laotoaa of to

tto i i s j i i i i n banks, siallar oarttfloataa could to laaast, vita
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ordinary reserve requirement* being raised to offset the expansion

that would result la »eaber bank reserve.i'

V Shi ft A of deposit'; between b*nke vould result In no change
In the aaouat of veserra Certificates outstanding. Bank A, which
gained $100 of deposits, vould «e*t the Certificate c*»s*rv* require-
•ant by buying 150 of Reserve Certificate* fro* the Treasury at the
next Kettloient date (and would meet It* ordinary reserve require-
sent by depositing $80 with Its Federal *es#rve bank). Bank B,
which had lost the $100 of deposit?, vould be required to turn In
$90 of Peeerve Certificates for redemption on the saw settlement
date (and vould also have It* ordinary reserve requirement reduced
by $ » ) .

An Increase in the ordinary r«s -nr< ot the •eahrr banks
aa a whole, which could be brought about by HO Increase In Federal
Reserve credit, gold Import*, or a return of currency from circu-
lation, among other a«*ans, would be capable of producing the »am*
multiple expansion of member bank credit as Is the case today, but
one-half of the expansion vould have to take the fora of Increased
holdings of r-eserve Certificates (assuming a 00 perr-nt Certificate
Reserve requirement). Thus, If a customer of Bank * sold $100 of
Marketable securities to a Peserve bank, and deposited th- proceeds
with Bask A, the latter*s renervet* and deposits would fta^h b»
Increased by $100. Bank A vould he required to keep about $90
of Its new funds as ordinary lawful reserve* and to purchase $50
of additional Reserve Certificate* from tn* Tr*asury> leaving it
630 free 'or loans and other lnvettatent*. 1%e $y> It «o uses plu*
the $50 paid to the Treasury, which the latter would use to retire
aa equal aaount of Its other obllgttlonr, vould fin* their way Into
the reserves of oth«r banks to serve In tivllar manner «c the basis
for deposit expansion, until a total of approximately $500 of new
uraibffr baa* deposits hid been erected on the hauls of th<* $100 of
reserves ere»t«d by the Reserve bank purehas* of securities (the
5 to 1 ratio beln^ th» result of the HO percent average ordinary
reserve requirement).
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(3) £??**l»!*£_*"S!L>jl'*JLs oa o»p^ rt»*nti.llxti
fan taaUt M a t

with the public debt at It* pre**nt alse, exaesstv* market

aetlTlty la Treasury securities le alvuy* potentially dan*er«ms.

It 1* dealrutole, therefore, to Increas* the noianrketablr propor-

tion «MHd to tailor son* of these and marketable securities •or-

closely to th« Br«4n of partleulmr lar^ctor growyw la or«*r ti

«neottr«f̂  retention.

*rh« C«rtlflc«t* '<t»cnr» plan would, of eovrsa, *ut«M«tlrRlly

caBpartaent&ltzey M well at r*wer* trim th* aark^t, » Trry »ls«-

able fraction of the ptAllc debt. Th* B» ?, nni G bond? »er»» veil

to the tun result. Liberalizing th*- Halt* on «,?inu-l pur-b»i*«-« of

the 1 *nd 0 'tries, and perhapo •rtending their maturltl**, alfht

ftttraet addttlon«l funds Into th«a.

By eoavnltatlon vlth lnsuraaee eoayanlea and — — | > n «f

pension funds. It say W possible to devise Rpeclsl varl*ats Of

the aonsiart^tebl* bond* that would hav* «B*«ftlonal appeal to

these lnvstor*.

It Is desirable to explore the possibilities of utlng r̂ rldtile

Inter*«t-coupon nnrket&blr bonds — th« coupon being for ptrhnp*

1-1/? percent during the first fev years, then 2 percent, then

?•!/? or 3 percent or aorr In *ub*equ*nt year*, vlth the er*r&ll

yield froa lsnu^ fat^t to final a«turlty at about ?-l/? percent.
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