STAFF MEMORANDUM

THE PROBLEM $F COITROLLISG CREDIY
EXFA83108 wITROUT sERRloos ISJuRY
T OTHE MANASVHIEY OF THE
SURLIC DAY

Introduction

The following discassion Degins with a statement of the
logie of traditions] gemewsl ersdit restriction to combat in-
flation., Then we diseuse the changed osnditicns which make
such resiricti-n ineffective i-iur preseat conditinne as &
means of curdiag exvessive loza ex ansion to Business, and
witich comvert 1% into 2 specifie atteck on the Goverament bond
market, Ye arxt exsmine the allaged anti-infiationary effects
of a moderste rise ia interest rates. Then wve consider the

~ dengsrs under jresent eanditiius of a vigorous and undiscrimi-
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asting restrictive credit poliey. Moslly, we suamarize the
ssin requirsasats of sound -rivale and sublic oredit ia the
present situation and examine various posaible measures wheredy
these reguirementa may be met,
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mixmm oebat Inflaticn

The present desmand of the Federal Beserve authorities and
ether perscns for ap undiserimimating restrictive credit peliecy to
combat inflation is in keeping with & long tradition. It vas a
sound tradition in the circumstamces in whieh it arose. But a
method of econtrol that was well easugh adapted to a banking system
in which the bulk of bank assets consieted of business l.uu
cannot be affectively or salely applied without modification o
one in vhich the bulk of bank assets comsists of Govermment securities,

The logic of & traditional gemeral restrictive credit policy
san be sisply summarized as follows:

Inflation 1is caused by excessive spending relative to the
output of the goods and services desived by the public. Although
an sacessive volume of spemding ean develep without additions te
the supply of momey, it i3 powerfully stimuiated by sceh addi-
tions, and it can be checked and reversed by reductions in the
money supply. This is particulariy true of bapk deposits created
by bank lomps. Such deposits are proamptly spemt because the bore
rowers p&y imterest for them and are therefore anxious to employ
them fully. II bark loans can be stopped from expanding or be
actually reduced, the total volume of private spending will
almost certainly be curtalled.
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Buring 1950, the expansion in lcans of all commercial
banks in the United States amcunted to #9.7 billien. Thelr loans
to busivess expanded 5 billiom and their real estate apd consumer
icans esch expanded by sbhout $2.5 billion. The met increase
iz the money supply of the countyry during the year was #6.% ®illiom.
A part of the zrowth in the wmoney spply due to the rise in bank
loans was offset by a reduction in bank heoldings of securities and
other factors.

Unless the creation of new money via bank iending is limited,
wve cannot halt the march of inflation by increasing tawes. By
itself, an increase in taxstion is cme of the most effective mesans
of combating inflation, simse it directly reduces private spending
power. But the effect of a given inecrease in taxes is largely or
vholly destroyed if an equal amount of new spending pover is permitted
io be cresmted through bamk loans.

The traditicnal method of stopping or reversing an expansion
in the azzregate volume of bank loans and bank deposits s %e
reduce the lending pover of the commercial banmks. This has already
been done in part by raising the required reserves of member banka,
vhich smecount for about 4/5ths of total bank deposits, but we have
virtually resched the statutory limit in this direction. Anmother
step alrsady taken has been to raise the discount rates at vhieh the
Federal Teserve banks are prepared to rediscount business and
agricultural paper previsusly discountied by mesber banks for their
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customers and i wvhich the Heserve bamks will make direct lomns
to member banks. This hes the effect of making it more expensive
for seaber banks to cbtaln additional reserves by redissounting or
borrowisg &t the Zeserve bamks., But its practical isfluence is
small because redisesunting and berrewing are no longer the
principal methods whereby msswber banks obiais additiocnal reserves,
Instead, they nowaday:x sell Goverpsent securities to the Heserve
banks. Since the member banks own about $52 billion of Treasury
securities, they have & virtuaily umlimited soures of adiitiomal
reserves as long a3 the Feserve banks remain ready o buy Governsent
securities at prices the banks will scecept. And eack doller of
sdditicoml reserves cbtained b the member banks as @ whole emables
them to expand their loams and investments by about §6. *
Apart from soral suasion, which bes already been sttempted
by means of public pronouncemsnts and letters urging loam res-
triction, the only substantial remsining tool avaiisble to the
Heserve System under present law is %o stop sadding to thelr
hkoldings of Govermment securitiez on wet balance or scetuslly to
reduce these holdings. Vhen the mesber banks can me loager cbe
tain pev resurves by sellinmg Covermment segurities to the Peserve
banks, they will be unable to incresse the total volume of
their deposita., Apd if the sember banks or thelr customers buy
securities seld by the Reserve banks, they will lese reserwes of
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approxisately the same amounts, they will be forced to reduce

the voluse of their deposits by ebout six times the ioss in their
reservas. They will reduce their deposit liabilities by presenting
maturing Treasury securities for redemption without replacing them,
by falling to renew & portion of maturing lcans, and Ly selling
securities to the monbank public. In this way, the expansion in
the country's money supply wilil be brought to halt or reversed;
and this source of iuflaticpary cpending will be eliminuted.

The kalting or reversal of the growth of msember bank lending
power would be accompanied by a rise in interest rates. It is
contended by most, tuough met by all, advacates of tighter money
that sueh a rise will exert additional amti-inflaticnary effects.
We sball discussz these presently.
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The prescription of tight memey and an accompamying rise
of interest rates as sn offective means of combating inflation
arose abroad and ie this country st a time when the bulk of the
assets of commercial banks consiated of sustomer losns and cther
short-ters business paper. Im 191k, the marketable securities
of all the ccamercial backs in the United itates smounted to
less than 22 percent of their earning assets. JNost of their
holdings consisted of loans to business enterprised. These were
gensrally so staggered that same of them fell due every bausiness
éay. Under these conditioms, the banke could reduce the total
voluse of bank credit merely by making new lomns or exteading
old ones in smaller amcunts than those saturing. When the danks
lost reserves, they 4id not have to sell large quantities of mar-
ketable securities. The borrowers vwhose notes vere maturing pro-
vided an awtomatic market at par for their own notes.

A general restrictive credit policy under these conditioms
opersted prisarily as s selective restriction om loans te busi-
pemd and on the bank deposits and currency of basiness enter-
prises. A contractien of bemk credit of this character could
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not proceed far without eritically reducing the mouey supply
of the business commmnity. This wvas particularly true prior
to 191k because it was then the fashion of business enterprises
to finance & far greater preportion of their working capital re-
quirements through bank losns than it is today., ZFven a woderate
contraction of bank credit or the mere slowing up of the expan~
sion, therefore, hit directly at a particularly sctive and strme-
tegic sector of the country's money supply, and commonly forced
a contrection of business spending., High interest rates as such
414 not achieve this; a curd on the awailability of bank credit was
necessary to achieve it, -

R Rl teuee
But see how different the banking situation is today. it
the end of Jume, 1950, loans of all kinds of all the insured com-
mercial banks in the United States comstituted only 37 percent
of their earning assets. MNore than a guarter of their loans,
moreover, consisted of real estate loans, which are akin in some
respects to securities, though less liquid. The total of their
commercial and agricultural loans was ouly 16 perceat of their
eaming assets, HNearly two-thirds of their saruing asseis con.
sisted of securities, mainly Federal government obligations.
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The change in the iunstitutiomal situation of baaking means
this: Whereas formwerly a gensral tight momey policy operated
directly snd immediately to restrict loans to business emterprises,
today a generel tight momey policy means a specific sttack uwpom
the Covernment bond market, sand only an indivect and weak attack
an business losn expansion.

In order to aschieve & reduction of 6 or 7 billion dollare of
Wu.mmtom&amswmm
vould first have to wade through dillions of dollare of Govern-
ment securities owned by the commercisl banks. These banks now
hold mearly $4 billion of Tressury bills, some of which mature
every week and all of which mature within 13 weeks., If the Federal
Reaorve System sought to curd business loan expansion by refusing
to 8dd to their holdings of Govermment secwritiss, the cammercial
banks could continme to obtain funds to expand their business
loans merely W not replacing their maturing Treasury bdills as
they matured. Further, the commercisl banks hold adout 158
billion of Treasury notes, most of which mature vwithin s year,
They hold large amounts of other Federal cbligations with near-
term maturities, fram which they could cbtain funds for comtimued
loan expension ss these securities mature, without selling them
in the cpen market. Desides vwaiting for their short-ters boldings
to mature, and some of them would mature avery week, the banks could
got additionel funds by selling Goverament securities ia the open
market .
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It 1s argued By some that the rise in iaterest rutes which
would agcemrany 2 tigzhter money rolicy by the Heserve System
would esuse such declines in the maritst srices of Covernment
securities that the banks would de restrained fron selling them
besause of the eanitxl losses asny of them would sustaln and bheczuse
the ylelds would de more atirsetive. Iut & modersto rise ia in-
terest rates weuld cause oaly small changes in the prices of short.
tern Goversmeat securities. Yor exam»le, s 1-1/2¢, one-year
Treasury note would still sell above 95 if the short-ters rate of
interest weat u» from 1-1/2 to 2-1/2f., If a benk hes & good commercisl
borrowsr st 3-1/2 ar 5, it is not likely %o de deterred from selling
its Treasury notes at 99 in order to obdtain the funds for the new
loan. Horeover, as previsusly noled, the biaks owa large smounts
of sarly msturing Treasury securities which they could tura in %o
the iressury for cssh wen maturity without less. Further, the
higher yields on Treasury notes would not nesessarily make thelr
retention by the danks sttractive 1f equcl or greater increases
Sook "lace in the yields obiainatle frem bBusiness losns., Ixperi-
ence tells ws that such inorssses would undoudledly take nlace.
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In short, & moderste tightening of the monay sarkets under
present conditioms will not provide an effective curb on dusi~
Dess loan expansicn decause of the extremely large sushiom of
short-tern Covernment securities cwned by the bdanks, securities
that they could sell or sallow te sature in order to obtain funde
for continued expansicm of their loans.

We have indicated that s gessral rostrictive credit policy
by the Federal Reserve System would have to go & lomg way -~ be-
ccms more than moderate -- befors it could seriocusly limit the
expension of banks loans to business. It would have even less,
if smy, effect upon the loan expansion of other fimencial imstitu-
tions.

The dig life insurance compenies, for example, fuastion as
capital banks. They gather the idle cash snd curremnt saviags of
millions of small savers and lend them out to business enterprises
and individusls who make active use of them. The excess of
premiun and interest receipts over policy redemptions and opera-
ting disbureements of the life imsursnce companies is mow running
at around $4 dillicm & year, euabling them to maks this volume
of funds svailadle ammually for investmamt spending, mainly by
borrovers. It is well kmown that the big insurance companies now
compete actively with commercial banks for many business loans,
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and that they provide an important frastion of the total long-

term loans for industrial plant expamsion and residential and

other comstruction. The mutual savings banks, Ecme Losn banks,
savings and loan sssociations, fire and casualty insurence com-
ganies, and other financial imstitutions alseo provids largs sums
each month for nev investmsat spending.

Such loans 4o net nminally add to the supply of mcney,
but they are no less offective ia fimancing incressed spending.
Theay activate the idle esah and curreat savings of millions of
small savers. If iaflation is to de fought effectively through
credit weapons, mon-bank lending must also be restricted. The
small contribution to this end offered by an undiscriminating
restrictive credit policy would be that achieved through the
influsnce of higher iaterest mates, the feebls effects of vhich
we discuss in the next sectiom.

The great growth in the monetary importance of nem-bank
credit institutions hes Doen recognised inmcreasingly in this
country and abrosd. The Board of Coverncrs of the Federal
Reserve System has sought snd obtalned selective eredit cemtrols
over some areas of nom-bank lemding. It cbtained cemtrel over
stock margin requiremente under the SEC legislation of 1934,
It obtained temporery comtfol of comswmer credit (its
Regulation ¥) during World War II, and this control was recemtly
repeved by Comgress and is agsin in effect. “Mlﬁw
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and obtained considereble power over comstruction lomms (its
Regulation X). There is little doubt that it would like some
control over the lending and investing sctivities of insurence
companies and other non-damk financial inmstitutioma. These
movements in the directiomn of specific or gualitative controls
over credit in various fields clearly indicate that the Federal
Reserve System is sware of the insdequecy and inagpropriateness,
for some purposes, of sn undiscriminating general credit
curtallment pelicy.

The business community and the public are also far more
insulated against restrivtive benking sction than they forwerly
were. V¥heress most of their momey supply formerly arose from
short~term debts to banks -~ a fact which made then semsitive
to banking policies ~-- most of it is now owned by them free of any
direct short-ters dedts to the danks. In addition, they now
ows billioms of dollare of marketabls or redeemable Covermment
securitios, vheress they formerly held only ssall amcunts of such
assets. In Jume 1926, the loams, imcluding real estate losms, of
all commercial banks amounted to 11k percent of the total of thelr
wm&-mnucmmudmmm
outside of bdanks; by the end of 1950, they comstituted only
45 percent. At the end of 1950, individuals held wore than
$200 billion of liguid assets, as compared with less than
$20 billion in the middle of 191h; and corporations held scme
$48 billion, as against spproximately $1 dillion im 1926 (liguid
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sssets being defined as currency, demand depcsits, savings
accounts in commercial and mutual savings banks, savings and
loen associatioms, postal savings, ahd holdings of Federsl
Government securities),

During the calendar year 1950, the gross expenditurss
of dusiness corporetionms for plant snd equipment, additioms
to inventories, and inecreases in net receivables, amounted
to about $28 dillion. Adout seven-temths of the $28 dillien
they used in these wvays came directly from their retained
eamnings and depreciation allowances. About $4 dillion came
from nev issues of securities; and only sdbout $3.5 billjen
came from increases in bank losns and in mortgages )bought
by danks and other lemders.
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Higher interest retes are said to exert aamti-inflatiomary
. effects in several ways. Lest us examine each of them briefly:

(1) They discourage borroving and the accompanying spend-
ing by making it more costly.

Fev perscns nowvadays attach much importance to moderste
increases in intersat rates as a deterreat to short-term dor-
roving by busimess enterprises. The gross profit margine ia
sapufecture and trade are sufficiently wide to swamp the im-
fluence of moderate changes in interest costs. A department
store that borrows $100,000 for 3 months to buy goods to retail
fer $160,000 would find that s rise from 3 to & percent in ite
interest rete vould raise the cost of the goods My caly $750.

Increases in long-term rates should logically be more im-
fluential, but even here the records show that changes in ex-
pocted volume of business and in expected income are 8o much
more important than the cost of borrowed mensy that actual
borroving and comstruction have generelly deem at their peak
in times of high interest rates and have deen smtller whem in-
terest rates were lower.

(2) The declines in the prices of Covermment securities
ocoasicmed by the rise in interest mtes would discourege commer-
cial danks from selling them decause of the capital losses they
would sustain; hence, they would be deterred from expanding their
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business losms with the proceeds of sales of Covermment securi-
ties. Ve discussed this contention a fev pages beck.

(3) At higher yields, Treasury securities would attrect
nev savings flowing to insurence companies and other institu-
tiomal investors against the competition of mev private invest-
ment opyortunities. Private investment speading would thereby
be reduced. To the extexmt that the securities so purchased cane
from the portfelios of commorcial banks, the volume of bank
doposits would slso be reduced.

Whether curreat savings can de diverted to Treasury securi-
ties in materially greater smounts would seem to depend more
upon vhether a sufficient volume of attrective priwvate investmant
outlets contimmes to de avajlable for suck funds than upon & rise
in interest retes. If private investmsnt spending vere sericusly
curtsiled by direct comtrols or by shortages of msterials and
labor, curreat sccessions to imstitutional funds would have no
other place to go than into Government securities. This vas the
situation during World War II. If, on the other hand, residem~
tisl mortgage finkncing and nev corporate bond issues continue
to be available in adegquate smounts, & rise in the ylelds of
Treasury obligations would bde sccompanied by as great or greater
incresses in the yields cbtainable from high greds private in-
vestasnts. This s ocourred comsistemtly in the past whea yields
on Treasury securities have risea.
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Too maay persons sppear to assule that the yieldes of the
private obligations would stay put if those of Tressury securi-
ties rose. Ths average yleld of the Tremsury’s iudex of high
grade corporate bonds at the end of Novewber, 1950 was 2.66 per
ceat, Does snyove suppose that these corporstie bonds vould re-
main at this yield if long-term Treasury bonds came to comsand
2-3/b or 3 per cemt? Treasury securities possess certain charue-
teristics not shared by other lavestments, or shered by them ia
much lesser degree, such as freddoa from risk of insclvemcy of the
dabtor, eusy acceptadility &8 security ia legal connections, unex-
celled marketability, etc. The market could be expected o cone-
tizus to appraisze these relative adventages at & substantiai Ii-
gure and to offer lover prices for investments lacking thea., Ia
short, il the yelds ca Treasury obligatious rose, thode oa high
grade corporsies wouid rise s mueh or move, Some funds that
wauld othervise go latc nev private investaests would mo doubt be
stiracted to Governmeni securitiez by a rise in thelr yieids, but
the equal or greater rise in the returns offered by private oblie
gations would continue to make them stirective for aew iavestuent,

(&) HEigher intevest rates would stimulate additioual saving.

Ia the adsence of severe shortages of deaired comsumptios
goods, the savings of individuals are primarily respousive to the
level of their incomes sad to the prevailing standards of coa-
sumption and saving., They are not usighly responsive to increeses
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in interest rates. Few housewives are likely to forego the pur-
chase of an electric refrigerator because the yield obtainable
from Savings Bonds rises from 2.9 to 3«1/2 or 4 per cent. In fact,
& rise in interest rates would reduce some lmportant kinds of save
ing. The net premiums payable en iife insurance policiesa, which
account for a substantial volume of individual savings, would be-
come smaller. 5o also would the anmual smounts of savings sequired
te acoumulate a given capital sum or & given anmnuity., Econcmists
possess no factual ksowledge of the responsiveness of total savings
to changes in interest rates. They 4o mot even know the direction
of the response -- that 135, wvhether more tends to te saved at higher
or at lower interest rates.

(5) Many bank depositors would be induced by the higher in-
terest rates to convert their deposits iato securities purchased -
from the banks, thereby reducing the disposition of the purchasers
to spend, and reducing the total of btank deposits.

This way well be the tendency, but no evidence axists to in-
dicate that the actual effect would be large. An uncertain frac-
tion of bark deposits is regarded by their owners as a prized
form of property, fixed in dollar value and instantly available,
but not destined for spending under ordimary circumstances, The owners
set greater store om the absolute safety and savallability of their
principal than upon yleld. If they did set, they would already have in-
vested their deposits in Government securities. Moreover, even
if an agpreciable amount of such deposits were imvested imto

o Government securities, the anti-inflationary effect would be
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negiigivle, for the daposits themselves are regarded by these
owners as a form of investment, not available for spending.

Another portion ecomnsists of funds held temporarily te
neet corporate and individual tax lisbilities or contemplated
expenditures. PBecause of the high level of tax liabilities
in recent years, substantial deposits are accumulated to meet
them. Principally for this reason, business corporations already
constitate a good market for short-term Treasury obligations;
they hold sbout §9 billion of Tax Notes alone; and a rise in yields
might attract a somevhat larger volume of fumnds., But no significant
anti-inflationary result is achieved when idle deposits held for
tax payments are coaverted intc Treasury securities. 4 rise
in interest rates would give an umsought bonus to present holders
of securities, without reducing the spendimg of those who would
be induced by the higher rates teo comnvert additiocnal such deposits
inte Treasury securities.

Perhaps the largest portion of bank deposits comsists of
those .sed for transactions purchases. It is possible that higber
interest retes would attract some of these into Goverament
securities, but no one could confidently say that the amount would
be large. The anti-inflationary effect of such converszion as
d4id occur would be offset to an unknova and perhaps substantial

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



-1'}-

extent because the remaining deposit balances would be used more
actively. The anmual rate of turnover of bank deposits has increased
saterially in recent years but is still far below the rate im 1929
and prier years., Small anti-inflatiopary results are achieved by

a ssle of Government securities to individuals and business eater-
prises who regard these securities as close substitutes for cash,

as freely available for spending.
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v - rous Possibill of an seriminati

ve

Ve have hitherto assumed for purposes of discussion that
a general restric¢tive credit policy could be kept moderate in
its impacts. In particular, we assumed that non-bank investors
would readily absord the Govermment securities liguidated by
tuum”ommum!mmﬁmm-uu
maturing obligations. This 15 by no means likely.

The mistaken sassumption is commonly made that the non-
tank sarket for Government and other high grede securities is
highly responsive to small change in interest rates. The
Treasury's extensive experience and that of investment banking
houses clearly indicates otherwise. Let us see why.

i. HNon-bapk institutiomal investors camnct buy large
amounts suddenly.

The biggest investor:z in marketable Govermment and other
bigh grade securities are institutioms - insurance companies,
commercial and savings banks, trustees, pension funds and
business corporations holding GCovernment securities for tem-
porary investment, either in anticipation of corporate tax
lisbilities or contemplated expenditures.

On December 31, 1950, of the $212 billion of the United

ftates govermment cbligatioms, direct and indirect, held
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outside of government sgencies, the commereis]l donks and Fadersl
Reserve banke held a total of 552 dillton, the mutusl savings
banks and insurance comnamies $30 billion, business cornorstions
19 ®illion, other iastitutionsl ascounts, iscluding brokers
and dealers, 511 ®illien, sad state and locsl govermments 58 dii-
llon. This left $67 dillion ia the hands of individusls; sad
$50 villdion of their holdings was ia the form of savings bonds
end only $17 ®illion in the form of marketable securities.

The non-bank institutional investors secure their funds
day %y day through the receiyt of sremium payments, deposits,
divideads, intersst, rents, and profits; and they usually iavest
thea rather promptly at the goling rates, as the receipts come
ia. They rarely hold large amounts of idle cash. Hemee
thay cannot ealarge Stheir surchases of Covernmeat securities
greatly in any shert space of time excert by liguidating other
iavestasnts. But the srineinal smarket for other high grade
investasuts is amongst themselves and the banks. As a grou
the non-bank investors cenmot srecure nev funds for bduying
Goversmenis by selling other iavestmeats to one amother. The
funds obtained in this way Wy the sellers among them must be
glven wp by the buyers.

Moreover, as we have nreviously moted, the ylelds on
other high grade iavestaents will also rise Af the yields on

org/
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Treasury securities increase. Atm te liguidate these
competing high grade investaents by those desiring to switeh
to governments will drive down their prices, push up their
vields, and thered; tend to ssintain their reiative attractive-
ness &3 against Treasury securities.

Any substantial volume of additional Govermment securi-
ties can be 20ld to imstitutiocnal investors im & short space
of time only if nev imvestment ocutlets for thelr incoming
funds, such &as nev corporate boad lssues and residential
mortgages, are greatly reduced, as they were duringz Verld War II.
Over a longer pericd, an increase in the public's savings
in the form of life insurance premiums, savings deposits, and
the like, will add to the investaent rescurces of the imstitutional
investors, but no large increase can be expected in any short
space of time.

fimilarly with the investaent resources of individuals.

" In the aggregate individuals canmnot cbtain any net increese
in funds available farthe purchase of Govermment securities
by selling other assets to one another. They can secure ad-
ditional fumds for this purpose only through additional sav-
ings or by using previocusly sccumulated bank deposits. Ve
have previously noted that in the sbsence of severe shortages
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of desired consumption and investment goods, the savings of
individuals are primarily responsive to the level of their
incomes and to the prevailing standards of consumption and
saving, They are mot highly responsive o increases in interest
rates.

Ve are foreced to comclude, therefore, that, in the absence
of major cbatructions to private investment and comsumption
spending, the banke and the Treasury could sell large amounts
of Treasury securities to non-bank investors in any short space
of time only by persuading depositors to buy them with previcusly
accumulated deposit balances. We have noted the difficuities
and the small anti-inflationary results to be expected in this
direction. Nevertheless, something could be accomplished toward
this end by vigorous public ceampaigns provided confidence in the

stability of the Government bond market were maintained. Bat if
ve are to use increases ia yields to accomplish this result, the

results are bound to b& either immdequate or disastrous.

If the rising yields took place as the result of selling
pressure on the market b the commercial banks and Federal
Reserve banks, the declining price trend of Govermment securities
would gquicken fears of further price declines. Many insti-
tutional investors who coanfidently purchase Govermment
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securities today, would be moved to hold off, as they have
often held off in the past during pericds of decliaing dend
prices, to swait the ceasation of the declimes. Others would

be frightenesd by the development of declinimg prices iato

dumping their holdings of Govermmeat securities. Many banks

vould doubtless Joim in the selling.

Who vould do the buying? We bave already called attem-
tion to the small capacity of the mon-bank markest to absord any large
volume of Treasury securities in any short space of time unless
severe restrictions existed on private investaent aand consumption
spending. And against the buying of those who would de at-
tracted bWy the rising yields must be set the heawy selling of
many vho will hold Govermments cnly when and decause they have
a stable market and serve as a good substitute for cash.

Owners of idle bank deposites vho might de persuaded by a vigorous
publicity campaign to comvert a portiom of their deposits into
GCovermment securities if the market remained stable would de
given a convincing reascon for retaining their cash.

A concrete illustration of how the market reacts to a
decline in prices of Govermment securities was provided by the
market’s behavior during the 1A mouths betveen October 19NT
and Decesder 1948. Instead of being attracted Ly the declining
prices and rising yields, insurance companies, mutual savings
banks, and savings and loan associations, as well as other non-bank

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



Digitized for FRASER
http://fraser.stlouisfed.org/

-”.

investors, sold heavily from their holdings of long-ters
Treasury securitiea. Their holdings of long-term Tressury
securities were reduced by approximstely $8 dillion in this
period; while, om net balance, the wvhole amount of the sales
was absorbed by the Federal Reserve Banks and Government
investment agencies.

The declining movement could mot be held within orderly
limits without comtinuous and sdequate support buying om the
wvay down by the Federal Reserve or the Treasury. It is easily
conceisable that the Federal Reserve System would have to pur-
chase a greater volume of Govermment securities, and thereby
create a greater increase in memder dank reserves, to keep a
decline within orderly bSounds than to maintain the preseamt
pattern of interest rates.

If the declines in the prices of Govermment securities
vere sllowed to proceed far, it is conceivable thet a serious
loss of confidence in the oredit of the Treaswry vould result,
apd with 1t, & loss of confidence in the dollar. Already the
substantial rise in commodity prices has led to fears and
Tumors about the scundmess of our curveancy. The appearance
of sharp discounts on Treasury securities would coufirm such
fears in the minds of scme, And if, shortly after, the Treasury
had to go to the market to reise substantial sums for rearmament
deficits or all-out war, the difficulties of non-inflationary
financing vould have been made far more serious.
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On the other hand, if the rise in yields were acoomplished

W a Treasury offer to refund the whole publiec debt at rates
one-half of cme percent higher at all maturities than the pre-
vailing ones, and by & Federal Reserve assurance that the new
yields vould be maintained by their market support, there would
be little, if any, gein im credit control. Commercial danks
wvould continue able to expand their reserves at will by selling
Treasury securities to the Reserve Banks, and the rise in yields
of business loans and private securities would make it profitable
for them to do so. The operstion vould add perbaps $1.5 billion
anmually to the interest cost of the public dedt. The only gain
from it would be a highly conjectural one: some additiomal
Treasury securities ~- no one can say how muck, and we have given
reascons for believiang the smount would be small -- might be
purchased by non-dank investors.

Beed for Credit Restriction Tempoyery,

But Updiserimipsting Action Mey Have

Lasting Adverse Kffects.

Our experience during World War Il indicates that vhem the

direct comtrols over steel and other scarce materials, and the
credit controls over camstruction, take hold during the present
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emergency, private outlets for imvestment spemding will
shrink saterially. MNuch of the week to week receipts of
savings by indurence companies, sutual savings banks and
other institutiomal investors will then have no other place
to go than into Govermment securities. If' the Treasury is
not then ocpersting at a deficit, these investors will be ready
to absord such secwrities from the commercial banks and the
Federal Resorve banks. The same will be true of Dusiness
corporations that will de accumulating funds for future
plant investment. If new houses, sutomobiles and other
important cbjects of individual spending are also less available,
the demand for GCovermment securities from individuals will
likevise increase. DPirect comtrol over inventory expansion by
business enterprises may perhaps de necessary to curd this
source of demand for benk oredit; but the over-all cutlock is
that, before many monthe have elapsed, there will be a consideradle
increase in the demand for Goversment securities and s substential
reduction in the total volume of private spending.

In the light of this probability, which, however, is mot
& certaimty, it would seem particularly unwise to sacrifice
the stadbility and confidemce of the long-term bond market for
the purpose of restricting & temporery bulge in deank losms to
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business. There is involved here mot only® 6he large Fedsral
dodt Dut the dillicms of dollars of lomg-term securities

issued by public utilities, railroads, and state and local
governments, as well as the intsrest rete structare of resi-
dential mortgage fimancing. It has taken s great many years

to achieve the preseat level of lomg-term interest rates,

vhich is nov inbedded in the market prices of all high grede
securities, dut it would take emly & fev months of undiscriminating
credit restriction to blast the chances of msintaining or soem
restoring confidence im such 2 level. The effects of a so-called
temporary rise in long-term interest retes vould lomg outlast
the oceasion that led to raising them.
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The foregoing considerstions suggest thet the outstanding
requirements of credit poliey in the present situation are:

(1) Measures that will reduce private investment and con-
suaption spending, particularly the part fisanced by losns,
vithout disrupting the market for goverument securities.

(2) Messures that seek a wore permaneat adjustment of our
aystem of bank regulation to the nev importance of Treasury
securities in bank portfoliocs;

(3) Consideration of possible additional types of Treasury
securities for nou-beank investors.

(1) Selective Credit Coutrols
In the industrial field, we bave already recoguized that
the present emergency required a variety of selective direct
eoatrols. Ve are mot relying upon drastic increases in the
prices of steel, copper, and other scarce materials to shut out

non-essential uses of them, Ve knowv that some non-essential

uses can outdbid essential uses.

The sase principle is applicsbdle to credit, In the pres-
ent emergency, which exists only becsuse there is great danger
of all-out war, the credit needs of the United itates Goverument
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should have a first claim upon the credit rescurces of the
country. The amount of credit available to the Covermment and
to the business enterprises serving its emergency necds, as well
as the rates paid for this credit, should mot be determined by
the readiness of nome-essential users of credit to outhid the
Govermment and its supplies.

The total amount of credit in use must be restricted to
curb ianflatien, but the restriction should be selective, Adequate
eredit must be provided for suppliers of military and related
goods, and for the normsal requirements of essential civilian
trades and industries. The amount of credit used by others
should be reduced to the extent needed to avoid inflatiom. A
few months hence, such reduction will be accomplished
automatically, in consideradble measurs, by the direct limitations
beling imposed upon the availabllity of scarce saterials for nom-
esserntial uses, and by the receant limitations upon loans for
construction. But other measures are also appropriate.

(a) tative lation of Loans

(1) vel Comtrols

An imsediate step, and one that requires mo legislation, would
be the establishment on & volumtary basis of national and loecal
organizations of banks and other lenders for the purpose of dissuading
borrovwers and lenders from emtering into credit transactions, except
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those that would contribute to the defemse effort or to sssemtlal
eivilisn requirsmente, The Presideat could give this organization
prestige and moral authority by {osuing an Zxecutive Order creating
it, called the Voluntary Credit Control Cosmission, snd compossd
of the Geeretary of the Treasury, the Cheirman of the Bosrd of
Governors of the Federal Reserve System, the Director of the Office
of Defense Mobilization, and the presidente of the American Bankere
Association, the Investment Benkers Association, and the Life
Insurance Association of America, as well a8 & representative of
the sevings end loan sssocistions, to be selested by the Cheirmen
of the Federal Home Losn Bank Boerd,

Such & Commission would formulste a natiomal policy for the
guidance of borrowers and lemders, deseribing by categoriecs the
various types of credit transactions and their relative desiradility
or undesirsbility under preseat conditions. It would likewvise con-
cern itself wvith the problem of capital expenditures, inscluding
those of State and local govermments as well as corporate enterprise,
The Commission would establish regional committees to belp in the
implementation of its program.

(2) compulsory Credit Comtrols
If the voluntary progrem were not offective, there sre two

statutes under vhich gualitative regulation of bank loams could
be underteken <~ the Imergency Banking Act of 1933 and the Trading
wvithk the Epemy Act. Under these statutes, the Secretary of the
Treasury could issue 2 regulation requiring all commercisl and

.org/
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savisgs bteuks to cbtain prior approvals for exteasions of eredit

if the particular lender's sggregate of losas would theredy exceed an

ssoust fixed in accordance with s definite formula. In guiding the
i sdainistration of this regulation, the regulatory agescies would

vitihold appreval from proposed loams not deemed necsssary for

defense purposes or for essential c¢iviliaa requirements.

Such & use of existing aubhority would resove the present
great deficieacy in the power of the bankiag sutborities to restrict
bank lendiag except at the cost of grave iajiry to the sarket for
Treasury securities., Through it, the suthorities would be enabled
to set directly against uanecessary back lesding. The eurd on
lending would restrict spending and the creation of additisnal bank
deposits, sad it would encourage the retention of Govermnmeat securities
by banks.

(v) of i asd

An slternative method that could be adopted under the same
authority would require every btaank to maintaia a supplemsntary
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reserve in essh or on deposit with & Federal "eserve bank of
e specifisd percentage of the increase in the total of s bank's
loams and {mvertments, other then United States Govermment securi.
ties from the smount on & dase date, such as Juswary 1, 1951
except that lomms ila excess of the Dase smount might Be permitted
wvithout the supplemsatary reserve wpon express authorizatioa of
the regulatory suthoritiss, The exesptions would be sade to enable
s bank t0 meet seasonsl credit meeds, the domand for defemce lonna,
sad cesentiel civiliss requiremests, including, in some cases, the
expanding credit needs of growing ccamunities.

fueh & provisies, like the altermative above, would reduce
the ability of the banking eystem to expend private eredit for
sosesseatial purposes sad {nereass the sttractiveness of Joverae
sent secorities to the Danks, If the base conrlsted of a rpeci-
fied proportion of private loans sad iavestments to deposite or
total resources, lastesd of the smount of privete losar and
favesteents on & specified date, the plan would de nscmewhat less
sffective in curtailing undesired credit expansion becmuse of the
sxemption of banks vhose private loane sad investments were lesa
then the base proportioa.

Either of the foregeing methods of selective restriction
of bsnk leading weuld be auperior deaszuse of their selsctivity
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to an increase in ordinary reserve requirements. For the same
reason they would be superior to the adoption of what was

termed a celling reserve plan, vhich would impose a 100 percent
reserve requiremsnt against all increases in the deposits of
any bank. An increase in ordimary reserve requirements or the
imposition of & ceiling reserve requirement would sericusly
reduce the capacity and disposition of the bdbanks to own and

buy Treasury securities, wvould reduce bank earnings, and would
not operate selectively against speculative apd other unnecessary
lending.

e e et Tanters

Regulation of the loans of insurance companies and other
large lenders iz oeeded to supplement the regulation of bank
lending. This could take place under the veluntary orgeanization
previously deseribed., If voluntary methods proved imadequate,
the authority of the Trading with the Enemy Act could be used.
In this commection, it might be decided, for example, that all
nev _oans in excess of $100,000 or purchases of nev securities
in excess of $100,000, other than United Jtates Government
cbligations, wight require express authorizaticn by & designated
agency. Approval would be gzivem only to loans or purchases
of securities deemed essential for the defemse effort or civiliam

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



e 35 e

needs, The effect would be to diminish the avallability for
private investment of the large current accessions to the fundo of
institutional investors ard thereby to increase their demand for

United States Government obligatioms.

(4) Eegulation of New Capital Issues
Although the regulation of bank and other institutional lending

suggested above would go far to divert sev investment fumnds from
non-espential privete projects to Treasury -ieuutm. & considereble
opening would still resain for the sale of new securities, doth
bonds and, more particulariy, preferred and common stocks, te
individval and corporete inveetors. A capital issues committee could
be established, as vas done during Worid Var I, vhes» authorization
would be reguired for the sale of any new issue of securities in excess
of $100,000 by corporations and state aad local goveruments. The
authorizations could be comfined to issues deewmed desirable in the
patiocpal interest. The effect would be to divert investment funds
to Treasury securities and to reduce the volume of investaent

spending.

Iy~~~
A significant reduction in private investaent spending could

be effected by administrative reduction of the volume of loans and

loan guarantees made under exiating governmental programs.
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The growth in bank bholdings of Govermment securities to &
lavel at vhich they comstitute the sreater part of the esarning
assets of commercial banks bas created a struetural changs in
banking to which the powers of the Federal Reserve “setem have
pot been adjusted. These powers were desiimed primarily for the
regulation of the volume of bank ¢redit extended to husiness enter-
prises. In consequence, &5 we have seen in detall in the fore-
going pages, a need to restrict credit expansion to business can
novw operate ,Lv through disrupting the market for Govermment
securities. The present smergency has spotlighted this ancmaly
but 4id mot create it. Unless corrected, it will resaln after
the emergency is over.

The banks are destined willy-nilly to continue indefinitely
to owu a large asount of Covermment securities. Their holdings
could be shifted to non-bank investors only over a long peried
of time, and only at the cost of absorbing real savings. It iz a
good thing to absord savings in this vay during iaflatiomary
periocds, when the attempt to invest them in real goods would only
add fuel to the inflation. In pericds of undereaployment, however,
it vould be wasteful and otherwvise harmful to absorb fresh savings
in this way.

However much we may regiret the phenomenal increase from $36
billion to $115 billiom im the volume of demand deposits and currency
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since 1939, the mu?ﬁ vholesale reduction would be far worse
than the effects of the inmcrease. The country has already become
ad justed to most, if not all, of the increased money supply. At
any rate, there seems little iikelibhood that shifts of Treasury
securities from the banks to the nomn-bank public im the foreseeable
future could absord a large fraction of bank heldings of more than
$60 villions of Govermmemt securities.

In the meantinme, this huge cushion of sarketable Treasury
obligations (1) imsulates the banks against atiempts by the banking
authorities to regulate their loan expansion; (2) ereates
problems for the banking asuthorities in regulating the maturities
of the Treasury securities the banks choose to hold; (3) creates
unnecessary sensitivemess in the markets for Govermment securities;
and (&) reqguires the Treasury to undertake frequent large scale
refunding operations for these securities without effecting substantial
changes in their ownership.

The same situation in & number of other countries has deen
met by requiring banks, through statute or informal agreement, to
bold a certain proportion of their sssets in the form of Govermnment
securities, or to refrain from reducing their holdings of Govermment
securities wvithout permission. A similar proposal made in its
1947 anmual report to Comgress by the Board of Governors of the
Federal Reserve System would require banks to maintain supplementary
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reserves, in the form of short-term Govermment securities or
in cash, equal to a stated fraction or their deposit liabilities,
these reserves being im sddition to the primary reserves.

A variant of this proposal that appears to have some
superior merits would require that the supplementary reserve
consist of special Treasury Reserve Certificates. Just as
Congress formerly required that natiomal bank note curremey be
secured by United States bomds bearing the circulation privilege,
Congress could require all danks vith deposits in excess of
porhaps 1 million dollars to maintain, im addition to other
reserves required by federsl or state regulation, reserves
in the form of special Reserve Certificates equal to stated
proportions of their deposit lisbilities. The Reserve
Certificates would bear interest at a rate determined by
Congress or by formuls, perhaps 1-1/2 percent, and would be
payable upon the demmnd of any dank. Initially say bank could
obtain the smount it needed in exchange for cutatanding
Govermment obligations. Afterward, the Certificates would de
purchased from the Treaswry at angy time in the smounts needed
to meet the Certificate Reserve requirements. The Certificates
aeed not have a fimal maturity date, though they should de
ocallable.
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Under such an arrangement, the present reserve regquire-
sents of the Board of Govermors would comtinue to govera
eredit expansion. The precise percentages that Reserve
Certificates should comstitute of deposits from time to time
might be left to the discretion of the Reserve Systea withina
limits established by Congress, and the percentages could
vary for different classes of banks and for demand as sgainst
time deposits, as L& true of ordinary reserve requirements,

The principal advantages of transforming & large frac-
tion of the bank-held portion ef the publiec debt in this
manner =8y be summarized as follows:

1. The Treasury would permanently fund at a low
interest rate perhape as much as one-third of all the cutstamding
marketable Govermment obligations in private bhands. The result
would be to remove this large frection of the total from the
category of ordisary pubiic debt obligations and to eliminate
all the réfunding cperations otherwvise necessary for it,
Although any individual bank ecould redeem the Heserve Certificates
on desand, the Treasury would never experience & net loss of
cash to the banks as a vhole unliess the banks themselives wvere
experiencing a reduction in their deposits.
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2. The Reserve Banks would regain s comsiderabls measure
of comtrol over direet dank lending because the individwal
commercial bank could no lomger obtain funds for loan expam-
sion through the ligquidatiom of its govermmemts except in
the greatly reduced measure in which it would contimme to owa
ordinary sarketable Treasury obligations; yet the earnings of
the commercial banks vould not be reduced by the added
reserve requiremeats.

3. The threat of sporadic vaves of lafge-scale selling
of govermments by the banks and the accompanying threat to
the stability of interest retes and the supply of momey
vould be greatly reduced. The ability and disposition of the
commercial banks to cushion the bond market sgainst vaves of
selling by other investors and to perfarm their traditiomsl
services in the distribution of Treasury securities would de
renswed and reinformed for the banks vould possess only a
small fraction of their preseat holdings of marketabls govern-
ments. .lh.ﬁhrhl,tcth-n.-,tbl—ud
a restrictive credit policy by the Reserve system would not
be as concemtreted upon the govermment bomd market as under
?resent arrangements.

k. The commercial banks would be relieved of all worry
over the future course of interest retes and bond prices so far as
the bulk of their sssets is concemmed. - With perhape 50 to 65 per-
cont of their earning assets no lomger subject to price riasks,
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s well as perdaps 25 percent more in the form of cash, the
liguidity and safety of the individual banks and the system
a3 a vhole vould be enormously imcressed. The effect would
be tantamount to & huge increase in baaking capital. In com~
sequence, the ability and disposition of bdanks to assume
ordinary risks in lending would be enhanced. “n the other
hand, the larger aggregate reserve requirements would promote
& stability in the volume of deposits approaching that of a
100 percent reserve system.

5. Incresses or reductions in bank holdings of govermment
securities would be better regulated with deliderate regard for
their effects upon the country®s volume of bdbank deposits and rate
of spending, instead of being permitted to occur in respemse to
other influencesvithout regard to their monmetary effects. The
Certificate Reserve plan vould also have dsfinite advantages in
making further additions to the public dedt, if they should occur,
more manageabls within substaatially ocur present institutiomal
arrangsmentsi A permsmnent market &t & low imterest rate would de
assured for thet part of the imcrease in debt which was to be ab-
sorbed by the commercial danking system. The Reserve Certificate
requirements agrinst bank depceits would merely be reised as needed
from time to time and the additiomal Reserve Certificates sold to
the banks. If it were decided to finance additicomal deficits W
the sale of securities directly to the Feserve banks instead of to
the commercial bamks, similar certificates could be issued, vwith
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ordinary reserve requirements being raised to offset the expansion
that would result in mewber bdank mme:.y

s of deposits bDetween banke would result in no change
smount of Reserve Certificeates outstanding. Bank A, vhich
of deposits, would meet the Certificate Reserve Nequire-
$50 of Reserve Certificates from the Treasury at the
settlement date (and would meet its ordimary reserve require-
by depositing $20 with its Pederal Reserve bank). Bank B,

the $100 of deposits, would be reguired to turn in
Certificetes for redemption on the same settlement
and vould also have {ts ordinary reserve requirement reduced

$20).

TrgEiRILs
:a;!§3§&<
IR

An incresse in the ordinary reserves of the member banks
es a wvhole, vhich could be brought sbout by an increase im Federal
Reserve credit, gold imports, or a return of curremey from circu-
lation, emong other means, would be capeble of producing the same
multiple expansion of mewber bank credit as is the case today, but
one~half of the expansion would have to take the form of ineressed
holdings of Feserve Certificates (assuming s §0
Reserve requirement). Thus, if a customer of Bank 2 sold $100 of
marketable securities to a Reserve bank, and deposited the proceeds
vith Bank A, the latter's reserves and deposits would each be
increased by $100. Baak A would be reguired to keep sbout $20
of its nev funds as ordinsry lewful reserves and to purchase $50
of additionsl Reserve Certificstes from the Treasury, leaving

as
deposit expansion, until a total of approximately $500
mesber bank deposits had been erected on the basis of the $100 of
reserves crested by the Reserve dank purchase of securities (the
5 to 1 ratio being the result of the 20 percent average ordinary

reserve requirement).
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(3) Contimuing Smphasis oa Compartmemtalizing
the Public Debt

With the public debt at its present sise, excessive market
activity in Tressury securities is alwveys potentizlly dangerous.

It is desirable, therefore, te increase the nommarketable propor-
tion sand to tailor some of these and marketable securities mors
closely to the needs of particulsr iuvestor groups in order to
encourage retention.

The Certificate Reserve plan would, of course, sutomstically
compartmentalize, as well as remove from the market, a vory size-
sble fraction of the public dedt, The B, ¥, and ¢ boads serve well
tc the same result. Liberalizing the limits om annusl purchases of
the ¥ and @ neries, and perhaps extending their maturities, might
attract additional funds into them.

By coasultation with {iasurance companics and mansgers of
pension funds, 1t may de possible to devise speciel varieats of
the nommarketabls bdonds that would have exceptional sppeal to
these investors.

It is desirsble to explore the possibilities of using variskble
interest-coupon marketable boands -« the coupon being for perhaps
1-1/2 percent during the first fev years, then 2 percent, then
2-1/2 or 3 percent or more in subsequent years, vith the overall
yield from isoue date to finel meturity at sbout 2-1/2 percent.
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