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President of the Federal Reserve Bank of New York
Before the Senate anking and Currency Committee
May 11, L1949

You have asked me to testify on Joint Resolution 87 to extend the
authority of the Board of Governors of the Federal Reserve System to exercise
consumer credit controls until June 30, 1951, and on S, 1775 to provide sup=
plemental reserve requirements for all insured commercial bankse I am in
favor of the first of these proposals and, with qualifications, in favor of
the second.

The question of whether control of consumer installment credit
should be extended is part of a much broader question, namely, what you expect
of credit control, as a whole, in terms of its contribution to economic stabil-
ity at high levels of production and employment, I take it as established
American policy that a principal means of Government intervention in the
economic processes of the country is the administration of broad credit powers
by the Federal Reserve System, By this means a pervasive influence may be
brought to bear on our economy, without intrusion upon specific transactions
between individuals, which is likely to be the consequence of more detailed
physical controls, gnd which could spell the end of democratic capitalism
as we have known it.

_ When the Federal Reserve System was established thirty five years
ago, it was generally believed that this influence could best be brought to
bear through overall quantitative credit controlse Such controls exercised

. by reason of our powers to lend or withhold reserve funds, to or from the
banks of the country, and to raise or lower the price of our accommodati?n
were the principal instruments of credit administration, They still are,

although we now use open market operations in Government securities and,
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at times, changes in reserve requirements, more largely than discounts and
rediscounts, to make our policies effective,

Experience has taught us, however, that such quantitative credit
controls need to be supplemented by qualitative credit controls in certain
areases A specific example is the experience of the decade of the twenties,
We then found that even a vigorous use of general instruments of credit con-
trol might not prevent excessive expansion of credit in particular areas,
and that this expansion might be dangerous to the whole economy, That ex-
perience led to those provisions of the Securities and Exchange Act, which
gave the Board of Governors of the Federal Reserve System power to regulate
margin requirements on security loans, I do not think you would want to re-
voke that power, At the present moment, I believe we can all be thankful
that there has not been unrestrained speculation in securities during the
post war years, and that we do not face the possibility of the liquidation
of several billion dollars of credit in that area, at a time when defla-
tionary tendencies are already in the ascendant,

Another specific example is in the field of consumer installment
credit, with whi?h you are now concerned, Here I must draw more on theory
than on practice, because I do not think the war years were a fair test,
and because the experience of the past year, since the power of the Federal
Reserve System to control consumer installment credit was revived, is too
brief to be entirely convincinge

I think it is generally admitted, however, that instability in our
national economy may well be increased by our ability and propensity to pur-

chase consumer durable goods on credite In times of maximum production and
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high employment, such as 1948, an unrestrained expension of consumer install-
ment credit can and ﬁill accentuate inflationary tendencies, It cannot in-
crease production, but it can contribute to a spiral of price'and wage in-
creases., And in a period such as we are now going through, a swollen volume
of consumer installment credit, which had to be liquidated, might well accen=-
tuate deflationary tendencies. With some slackening of business and some re-
duction of employment, the diversion of a large volume of current income to
the repayment of old debts, could dangerously reduce currently available
consumer purchasing power. I do not wish to be understood as condemning
consumer installment credit, it is a necessary part of our financial machinery.
But it operates in an area where special restraint may be necessary, In a
sense, it is marginal credit in a particularly volatile part of our economy,
and some measure of control over it is desirable.

Fortunately, it seems to me, that control can be exercised in a way
which is consistent with our economic and governmental system, and which is
administratively practical. The terms of the control can be made clear
enough and precise enough to do the job, without interfering too much as be=-
tween buyer and seller, and without treapassing upon individual determinations
as to who is to get credit and who iéﬁ‘t. The concern of such regulation is
the aggregate volume of credit in use in this field, as related to the general
state of our economy, not the credit worthiness of the individual buyer or
borrower nor the trade practices of the individual seller or creditor.

I have cited two specific examples of the need for qualitative credit
controls to supplement our quantitative control powers. There is a further
general argument for these powers, which may be more persuasive than either
of the other two, at least to those who rebel against all special controls.
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Our general control powers have been greatly weakened in recent years, by
the emergence of a tremendous public debt, and the obstacle which that has
placed in the way of a vigorous use of our general control powers. I am not
going to argue here the case for our support of the Government security market.
I think that support has had the approwval of the Congress and the country.
Otherwise you would have done something about it. But it has interfered
seriously, during the recent past, with the use of the discount rate, open
market operations, and even changes in reserve requirements =-- which are the
ordinary means of quantitative credit control - and it may do so again, If
the scope of action open to the Federal Reserve System is to be narrowed by
public debt considerations, and if effective credit policy is to be possible,
we shall need to have the help of those supplemental instruments of control
which are administratively feasible, and not repugnant to our economic system.

I believe the control of consumer installment credit, in the terms
of this legislation, is such an instrument, I would prefer, in principle,
that the authority granted to the Federal Reserve System to control such
credit be made permenent. I recognize, however, that mine may not be the
generally accepted view, and I can see advantages in & congressional review
of such a new administrative power, at a prescribed time. The limit of two
years which you have fixed is, I should say, the minimum to permit adminis-
trative development, without the handicap of undesirable reaction, by those
controlled, to the possibility of early expiration of the authority.

Vhen I come to S. 1775, relating to reserve requirements, I must
repeat what I said about this legislation when it was being considered last

year. I am not so clear asbout it as I am about extension of our powers to
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control consumer installment credit. Personally, I believe that as a means

of combatting short run or cyclical inflationary or deflationary pressures,
increases or decreases in reserve requirements are, at best, pretty clumsy

for effective and eguitable use. At worst, or so long as the Federal Reserve
System continues to bear responsibility for support of the Government security
market at something like fixed prices, changes in reserve requirements are
pretty fufile as an anti-inflationary weapon, and not much better as an anti-
deflationary weapon.

On balance, 1 come out in favor of the continuance of the present
authority with respect to supplementing reserve reguirements for three rea-
sons. First, 1 believe that if the power is a clumsy one for the Federal
Reserve System to use, it is an even clumsier power for the Congress to use.
In other words, I do not think a reduction in present reserve requirements
should be brought about by Congressional refusal to extend this authority.

It should be brought about, when appropriate, by administrative action.
If such action should be taken before June 30th, of course, this argument
would fall.

My second reason is that there are occasions when an increase in
reserve requirements may be an appropriate method of combatting a long term
trend as distinguished from short tem or cyclical fluctuations. Such a
long term trend might be a renewed large inflow of gold to this country,
such as occurred during the thirties when excess reserves of the banks were
driven up to several billion dollars. You may remember that, in January 1941,
in order to try to meet this situation, the Board of Governors of the Federal
Reserve System, the Federal Advisory Council, and the Presidents of the

Federal Reserve Banks, Jjointly urged that statutory reserve requirements for
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demand deposits be increased to 26 per cent (central reserve cities), 20 per
cent (reserve cities) and 14 per cent (country banks) and 6 per cent for time
deposits; and that they further urged that the Federal Open Market Committee
be empowered to increase reserve requirements to not more than double these
percentages. Admittedly the situation which existed then does not exist now -
the member banks do not have several billion dollars of excess reserves, and
we do have large holdings of Government securities in the System portfolio
which could be sold to offset a gold inflow. But it is not inconceivable
that, at some future time, some similar need might arise.

Finally, I have a more fundamental bias toward the continuance of
this authority. I again repeat something I said at your hearings last August.

"There may well be reasons, taking the long view, for an
increase in the reserve requirements of the commercial
banks of the country, and of the limits within which those
requirements can be varied by the Federal Reserve System.

I am inclined to believe that this could be a progressive
step in our monetary-banking organization, especially if
there should continue to be a persistent and substantial
inflow of gold. With a modern central banking system
operating in a highly developed deposit banking system,

and with a decreasing reliance upon gold, much of the

need for low reserve requirements and consequent economiz-—
ing in the provision of money by commercial banks has
disappeared. In these circumstances there may well be a
balance of advantage in higher reserve requirements, as a
means of reducing the dangerous expansibility and, at times,
destructive contractability of a money supply based on low
reserve ratios of commercial banks. There may be too great
an element of leverage in our present system to be left at
the disposal of 14,000 banks."

This is a long term improvement, not a short term device, however. It suggests
a general overhauling of thé present antiquated system of assessing reserves,
not an immediate credit cantrel program.

My suggestion, therefore, would be that you continue the present

powers of the Federal Reserve System, as contemplated in S. 1775, leaving it to
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administrative action to bring about whatever reductions in reserve require-
ments the present business and credit situation seems to require. Such a
course can do no present harm, as I see it, may have some future usefulness,
and should fit into the longer range consideration of the problem of reserve
requirements, which I have advocated. The latter, I urge most strongly. 1
think it is high time that we shifted the basis of reserve classification
from type of city to type of deposit. This is particularly so, if we are
now going to bring within the apparatus of nationally fixed reserve require-
ments, thousands of insured nonmember banks. It would be too bad to per-
petuate for long, with them, a reserve classification which was outdated at
least as soon as the Federal Reserve System was established thirty five years
ago.

When 1 make this statement, I assume that you are going to include
nonmember insured banks in this legislation if you adopt it. It should be
made applicable to such banks, not merely to members of the Federal Reserve
System, if it is to be capable of having its maximum effect, if it is to be
fair to the banks which are members of the System, and if it is to protect
the System against unwarranted withdrawals from its voluntary membership.
Whenever action is taken under this authority, you may bé sure that it is in
terms of the national situation and national needs. That means that all in-
sured banks should feel its restraints, when restraint is necessary, and
should have the encouragement of its relaxation, when relaxation is in order.
That means that whatever temporary sacrifices of earnings and profits its
use may entail, should be borne by all of the banks, and by the whole na-
tional éommunity, which are the beneficiaries of the action taken. If the

insured nonmember banks are now to be permitted to continue to avoid this
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small share in national credit policy, 1 would let the legislation lapse,
and await the outcome of the more fundamental study of reserve requirements

which I have suggested.
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STATEMENT OF CHAIRMAN THOMAS B. McCABE
OF THE
BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM

Before the Senate Banking and Currency Committee, May 11, 1949

In support of:

S. J. Res. 87, exfending until June 30, 1951, authority fto

regulate consumer instalment credit

and

S. 1775, providing authority to require all insured banks to
carry supplemental reserve requirements of 4 . per cent

on demand and 1 1/2 per cent on time deposits.

ISSUED BY THE
BOARD OF GOVERNORS
OF THE FEDERAL RESERVE SYSTEM
WASHINGTON
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STATEMENT OF CHAIRMAN THOMAS B. McCABE OF THE
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM
BEFORE THE
SENATE BANKING AND CURRENCY COMMITTEE, MAY 11, 1949

Mr. Chairman and Members of the Committee:

I deeply appreciate the opportunity to appear
before you today on behalf of the Board of Gover-
nors of the Federal Reserve System. We share a
great responsibility. You as the representatives of
the people have laid down the broad monetary
and banking policies of the nation. We as your
instrumentality are charged with the administra-
tion of these policies in such a way as to contribute
to the maintenance of a high level of employment,
stable values, and a rising standard of living. That
is the goal set by the Employment Act of 1946.
It is the basic guide for Federal Reserve System
policy.

We are emerging from eight years of mounting
inflationary pressures. During these eight years
the public’s total holdings of liquid assets nearly
quadrupled. The physical volume of production,
as nearly as it can be measured, expanded by only
about half again as much as the prewar maximum,.
It was this great disparity between demand and
supply which drove consumers’ prices up to 75 per
cent above prewar. When | testified before the
Joint Committee on the Economic Report in mid-
February I said, “Some easing of inflationary pres-
sures has been indicated recently by marked de-
clines in prices of various commodities, principally
those that have risen most sharply,” and T called
attention to the fact that “over-all consumers’ in-
comes and holdings of liquid assets, nevertheless,
have continued at high levels and are fairly widely
distributed.” That is still the case today.

Last August when inflationary pressures were
still mounting, you granted us certain supple-
mentary powers to help cope with the situation.
After Congress acted at the special session, the
Board of Governors put to use the authorities
which it had received. Regulation W was re-
issued establishing down payments and terms on
consumer instalment credit more lenient than
those that prevailed when the power lapsed the
preceding November, but sufficient to exercise a

wholesome restraint on the rapid growth of this
volatile credit. At the same time, the Board in-
creased reserve requirements of all member banks
by two per cent on demand deposits and by 1%
per cent on time deposits,

Later in the year the economic situation turned.
In the interim, however, the Treasury and Fed-
eral Reserve System underwent one more severe
test of their resolve to maintain stability in the
market for Government securities. From Septem-
ber 1 to November 1 bonds in the amount of 34
billion dollars were purchased to carry out this
policy of stability,

In retrospect, I am certain that our action in
support of the Government securities market was
the right one. That program was a gigantic opera-
tion. In the two years 1947 and 1948, the Sys-
tem’s total transactions in Government securities
amounted to almost 80 billion dollars. Despite
this huge volume of activity, the net change in
our total portfolio was relatively small, I am con-
vinced that we could not have abandoned our sup-
port position during this period without damaging
repercussions on our entire financial mechanism
as well as seriously adverse effects on the economy
generally.

Since the peak of inflation in November, there
has been a significant readjustment in the economic
situation. You are familiar with the general fea-
tures of this readjustment, but I should like to
review them briefly.

With the passing of the inflationary crest we
acted promptly to relax credit restraints. Four
major steps were taken:

1. On March 2, the Board announced a relaxa-
tion of the consumer instalment credit regulation.

2. On March 28, the Board reduced margin re-
quirements from 75 to 50 per cent.

3. On April 22, the Board further relaxed Regu-
lation W, making the maximum maturity 24 in-
stead of 21 months across the board, reducing the
down payments on all articles of furniture, ap-
pliances, etc., covered by the regulation from 15

(1]

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




STATEMENT BEFORE SENATE BANKING AND CURRENCY COMMITTEE

to 10 per cent, while retaining the one-third down
payment on automobiles. All articles costing less
than $100 were exempted. Previous exemptions
had applied to articles costing less than $50.

4. On April 28, the Board reduced reserve re-
quirements for all member banks, the effect being
to release approximately 1'4 billion dollars of
required reserves.

It has been of great help to us to have the benefit
of close cooperation with this Committee, and
with the Banking and Currency Committee of
the House.

Before coming to decisions on all matters of
policy, the Reserve Board has the inestimable ad-
vantage of being able to communicate with and
obtain factual information, as well as opinions,
from the twelve Federal Reserve Banks and their
twenty-four branches throughout the country, on
whose boards are more than 250 directors, drawn
not only from banking but from the widely di-
versified industrial, commercial, agricultural, and
professional pursuits of the nation. The directors,
the officers, and staffs of the Reserve Banks and
the Board, the Federal Advisory Council, and the
member banks comprise the Reserve System which,
as | have often said, is like a vast pyramid, whose
breadth and strength is in its base. The Board
has constantly available current information, drawn
from this great System to supplement the vast
mass of factual and statistical data gathered through
other governmental sources. Moreover, the System
sponsors special studies as occasion demands. In
addition, we are always at pains to consult with
representative businessmen, the small as well as
the larger ones, with trade associations and, in
fact, with all who are affected by System operations.
We try to weigh carefully their views and to dis-
tinguish broad national considerations from those
reflecting narrower interests. | mention these
myriad sources of information to emphasize that
we do not function in a vacuum.

We do not wish to exaggerate the role which
monetary and credit policy has played in the period
from which we are now emerging. It is fair to
say, however, that in the last year of upsurge espe-
cially, it exerted some restraining influence. We
think we may fairly say that we used the powers
which Congress entrusted to us flexibly, and that
we have made an earnest effort to take into account
every relevant fact and circumstance, including

the hardships or inconveniences imposed on those
subject to regulations and requirements,

We can all take satisfaction from the fact that
the many banks of the country are on a more secure
foundation now than ever before in our history.
The bankers themselves, as a result of their volun-
tary efforts to restrict loans in the face of strong
inflationary pressures, deserve a great deal of the
credit for this condition. At the same time, we
must recognize that our existing banking strength
is in part the product of national economic and
financial developments since the mid-thirties. To-
day our commercial banks, with about 50 per cent
of their total loans and investments in Govern-
ment securities largely acquired as a result of
war finance, enjoy an exceptional unprecedented
liquidity. ‘Their capital accounts, while not yet
at a desired level in relation to deposit growth
since prewar years, are over 5() per cent greater
than before the war, representing in large part
a steady plowing back of earnings.

Not only do our many unit banks possess un-
usual strength, but the Federal Reserve System, as
a result of the Banking Act of 1935, is in far
better position than ever before to assist member
banks, and through them all banks. Its greater
experience enhances its ability to meet the credit
needs of a time when surpluses rather than scarcities
prevail and private enterprise requires encourage-
ments rather than restraints,

In his Economic Report to the Congress last
January the President pointed out that the mone-
tary authorities should at all times be in a position
to carry out their traditional function of exerting
effective restraint upon excessive credit expansion
in an inflationary period and conversely of easing
credit conditions in a time of deflationary pressures.
He asked that Congress provide continuing au-
thority to the Board to require banks to hold sup-
plemental reserves up to the limit we had requested
in August, 10 per cent against demand deposits
and 4 per cent against time deposits. He stated
that this authority should not be confined to mem-
ber banks, but should be applicable to all insured
banks. The President asked that the authority
for the regulation of consumer instalment credit
be continued in order to exert a stabilizing influ-
ence on the economy. The President made these
requests after a most careful and exhaustive survey
of the situation with the Board and the requests
had the unanimous approval of the Board.

|

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



Digitized for FRASER

STATEMENT BEFORE SENATE BANKING AND CURRENCY COMMITTEE

That report was prepared and submitted nearly
four months ago, four months in which inflationary
pressures have abruptly abated and the economic
situation generally has changed in many respects.
In view of these developments | come here today
with somewhat changed recommendations. We
now feel that we will have adequate powers for
the period immediately ahead if the Congress will
extend the two temporarily granted authorities
voted by the special session last August and make
the authority to increase reserve requirements ap-
plicable to all insured commercial banks.

Elbow room is essential to an institution such
as the Federal Reserve System performing central
banking functions. Congress has made the System
responsible for the maintenance of sound credit
conditions in this country in the interest of high-
level economic stability. To carry out that re-
sponsibility we must always be in a position to
operate flexibly, counteracting trends as they set
in, cither toward inflation or deflation. We must
take into account how much latitude exists to move
in either direction from the position that seems
correct for the near future. Viewed in this per-
spective, the present powers of the Federal Reserve
System are ample for our needs during a down-
ward trend. Our powers in the other direction,
however, are limited. So long as we have the
huge Federal debt to support we cannot count on
use cither of the discount rate or operations in
the open market to exert the same degree of influ-
ence that they did before the war. To an extent
hitherto not contemplated, we are forced to place
greater reliance on reserve requirements as a de-
fense against inflationary trends. We are at the
moment, however, very close to the limits of that
power,

We come before you, therefore, to ask you to
maintain what we regard as the minimum operat-
ing leeway that is needed in view of our responsi-
bilities. We do not plan to use those powers now.
In fact, reserve requirements may be further re-
duced if present trends continue. But we do want
the powers in case an emergency situation should
arise. The basic concept underlying the Federal
Reserve System is that it should have at all times
residual power to deal flexibly with changing situa-
tions, not that it should come to Congress when-
ever an emergency exists. Looking backward at
the situation, I feel it would have been better for
the economy if we had been in a position earlier

to restrain consumer instalment credit expansion
and to increasc reserve requirements.

You understand, I am sure, that the ability of
the Federal Reserve System to influence credit
developments is always subject to limitations, even
when our residual authorities give us much greater
elbow room than we have at present. In large part
these limitations arise out of the complex organiza-
tion of finance in a highly developed country such
as ours. In part they reflect the many different
types of financial activities that are carried on
within the Government itself.

As members of this Committee realize, the exist-
ence of our huge public debt and the need ta assure
orderly conditions in the Government bond market
have greatly complicated the problems faced by
the System in adapting policies to adjust the supply
of money and credit to the needs of a stable, high-
employment economy. At the present time our
commercial banks hold about 60 billion dollars
of marketable Government debt securities. Non-
kank public investors hold an additional 70 billion.
Whenever any security which is a part of this
130 billion is bought by the Federal Reserve there
is an increase in bank reserves, and the reserve so
created then becomes the porential basis of a mul-
tiple credit expansion.

Of course, the Federal Reserve is not always in-
volved. There may be a balance of buyers and
sellers in the market and orderly conditions may
exist without Federal Reserve participation, But
if there are more sellers than buyers at any time,
the Federal Reserve must enter the market. It
thereby makes reserves available to the banking
system regardless of whether such reserves are
needed for the stability of the economy. If the
money supply (deposits plus currency) is already
ample in relation to the goods and services for
which it can be exchanged, the further increase
through bank credit expansion on the basis of the
new bank reserves serves mainly to exert inflationary
pressures. The initiative in all such operations
rests with the market and not with the Federal
Reserve. Thus the System cannot always control
the availability of bank reserves. It should ac-
cordingly be equipped to vary the required amount
of reserves so as to neutralize the indirect effects
of its Government security transactions.

I come now to our most controversial request.
The nature of the problem compels us to plead
that the authority in respect to supplemental re-

[3]
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STATEMENT BEFORE SENATE BANKING AND CURRENCY COMMITTEE

serves be made applicable to all insured commercial
banks, rather than only to members of the Fed-

| eral Reserve System. Failure to include all such
banks will seriously impair the effectiveness of
national monetary policy in a critical period. It
will work to the detriment of our whole banking
structure at a time when the situation calls for
consistency and uniformity in national monetary
policy. No category of commercial banking should
be exempt to that call.

We are not suggesting that the nonmember in-
sured commercial banks carry the same reserves as
the member banks. In normal periods they would
be unaffected by this legislation. We are proposing
only that to the extent supplemental or increased
reserves may be required under the provisions of
this act the percentage amounts would be the same
for both member and nonmember insured com-
mercial banks. Under our proposal this would mean
at the very maximum an increase over existing State
requirements of no more than 4 per cent on de-
mand deposits and 1% per cent on time deposits.

With a huge public debt it would be wholly un-
realistic to have no means of steadying or support-
ing the market. We have that means in the Federal
Open Market Committee. Without it no one could
be sure of a ready market or of the rates that might
prevail.

The vital point to bear in mind is that this func-
tion and operation is a protection for all banks of
the country—not merely member banks. All com-
mercial banks have in their portfolios relatively
large amounts of Government securities. Every
bank, member or nonmember, can have confidence
in its ability to find a market if necessary for those
securities without exposure to the risks that would
prevail if there were no residual purchaser. It
chould be emphasized as strongly as possible that
nonmember banks have benefited and profited from
all of these operations and actions, yer they have
not had to bear their proportionate share of the
burden. That is why we say it is only fair and
equitable to ask all insured banks to shoulder their
proportionate share of a load which is imposed for
the benefit of the entire banking community and
for the country.

As I have sometimes put it, to be a member in
the Federal Reserve System is like being a con-
tributing member to a local volunteer fire company.
So long as enough neighbors contribute, the pro-
tection will be adequate. In case of a conflagration,

however, noncontributors also receive help. This
is inequitable, but it is humane and necessary to
prevent spreading of the danger to the whole com-
munity. Nevertheless in the existence and ma-
jority support of the institution there is great
security for all.

We are not asking that nonmember insured
commercial banks be required to become members
or to become subject to all of the other require-
ments and obligations which member banks have
to meet. Membership of State banks in the Federal
Reserve System is voluntary and our membership
will be endangered if the competitive relationship
is too glaring.

We are aware, as you are, that there is strong
opposition to the proposal to include nonmember
insured banks under the supplemental reserve au-
thority. It will be said that it is simply the attempt
of another Government agency to grasp for more
power; that it trespasses upon States’ rights; and
that it is a step toward ultimate destruction of the
dual banking system.

I can only assure you that the Board does not
seek power for the sake of power; in fact, we would
prefer, as a matter of personal choice and con-
venience, to have less formidable responsibilities.
At best, the administration of regulatory powers is
a headache. Certainly we would be remiss if we
failed to explain to the best of our ability the
situation as we see it and the way in which we
feel the responsibilities entailed can best be met.

I do not feel there is a relevant objection on the
score of States’ rights. Insured banks are all
under the aegis of Federal legislation and for many
years member and nonmember banks alike have
been subject to Federal law providing for stock
market margin requirements.

The dual banking system, which T have long
upheld and will continue to support vigorously, is
not jeopardized by this proposal. It is specifically
drawn to leave with the State bank supervisory
officials full discretion and authority to apply and
enforce. It seems to me the test must be national
needs and not groundless fears that State charter-
ing and supervision are theatened. Clearly they
are not. Moreover, we contend that what we
propose will fortify and strengthen the dual bank-
ing system by arming all banking in this country
against a danger that would undermine private
banking.

A few States have cooperated to the fullest extent

[4]
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possible under their laws to parallel or approach the
reserve requirements of the System. It would be
desirable, of course, if there were greater uni-
formity and effectiveness under State reserve re-
quirements, combined with a disposition by all
State authorities to pursue policies of parallel
action. We cannot safely hope, however, for
separate and parallel action by most of the States.

In addition to authority with respect to bank re-
serves, we request you to continue authority to
regulate consumer instalment credit.

As you know, this type of credit is associated
particularly with the sale of what are known as
consumer durable goods, including automobiles,
refrigerators, radio and television sets, washing
machines, furniture, and similar articles which
have become so much a part of our American
standard of living that very large sections of our
economy depend on their production and sale.
Because the prospective buyer of these articles can
exercise so much latitude in both the selection and
time of his purchase, sales are subject to wide
fluctuation. The credit related directly or indi-
rectly to their ownership is consequently extremely
volatile,

The development of consumer instalment financ-
ing has come largely during the period since World
War I. By the mid-twenties, consumer instalment
credit outstandings probably did not exceed a billion
and a quarter dollars. Today the figure is nearly
8.5 billion. Since the mid-twenties fluctuations in
credit volume have been wide, swelling consumer
spending power in expansion periods and reducing
it during contractions. Because instalment credit
has become so important a factor in the main dis-
tribution of durable goods, its wide swings have
contributed to instability in the production and
marketing of these goods. We are fully cognizant
of the usefulness of these credits to the durable
goods industries, to consumers, and to the entire
economy, and we earnestly desire to see this use-
fulness continued and extended. We are naturally
apprehensive, however, lest this credit grow too
fast under the pressure of unsound credit practices
and terms and thus at some point contribute to
serious instability of markets and purchasing power.
We believe that a further period of trial under more
normal conditions for the regulation of this credit
can well serve the public interest.

Appropriate regulation of instalment credit can
be especially helpful during times when more pur-

chasing power serves only to bid up prices. In
periods when production and demand approach
a balance, such regulation can be relaxed consid-
erably. This the Board has done twice recently in
respect to its present authority, and the Board will
have no hesitancy in suspending any part or all
of the regulation should conditions make such
action desirable. The important thing is that the
power be at hand to exercise restraint when neces-
sary to maintain sound credit conditions.

Regulation W is of course not in itself the answer
to the problem of instability which our high stand-
ard of living presents. The problem is far more
fundamental. But we are convinced that proper
regulation of this volatile type of credit, in con-
junction with other credit restraints, constitutes a
substantial contribution to stability.

In summary, then, we are suggesting extension
of the authorities which you delegated to us last
summer but with the application of the reserve
requirement authority equally to the nonmember in-
sured banks as well as to the member banks. We
are suggesting the extension of these authorities
in the hope that the Congress will in the mean-
time sugvey the entire framework and functioning
of our financial system and of the role of banking
and Government therein, It is evident from the
resolutions which members of this Committee
have sponsored to create a National Monetary Com-
mission that you are well aware of the need for a
thorough and painstaking study of this whole com-
plicated and difficult subject. We hope that you
will press ahead to authorize such a review and
reappraisal in all its ramifications of the function
of the entire banking system and its role in con-
tributing to national economic stability through
the financing of individuals, business enterprise,
and Government,

We in the Federal Reserve System are naturally
concerned over the areas of controversy that sur-
round the System’s functioning and responsibilities
as a central banking, monetary, regulatory, and
supervisory authority. We trust that Congress will
review its delegation of authority and responsi-
bility to the System to be sure that they are com-
mensurate with each other and with the objectives
established by Congress. Such a review would in-
clude consideration: (1) of the System’s open-
market powers and their relation to Federal financ-
ing and the administration of the public debt;
(2) of the use of selective credit controls such as

[5]
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these over security loans and consumer instalment
loans and of the proper sphere for the application
of such types of control; (3) of the distribution of
regulatory and supervisory power among the vari-
ous Government agencies; (4) of the need for some
mechanism of policy coordination on the domestic
financial front as we have available through the
N.A.C. on the international financial front; (5) of
the objectives of central banking and supervisory
policies; and (6) of the relation of the Federal
Reserve System as a central banking organization
to the banks of the nation, both member and
nonmember.

In any such review the role and function of re-
serves will inevitably receive prominent considera-
tion. As you know, the System has been conduct-
ing extensive studies of this subject and believes
that a more scientific formula for establishing re-
serves can be determined by the Congress. 1T feel
confident that solutions to these problems can be
found without impairment of our long established
institutions, or encroachment upon either State or
national prerogatives. Indeed, it is imperative to
find solutions that avoid, on the one hand, ex-
tremes of centralization which would threaten the
dual banking system, or, on the other hand, jeop-
ardize the effectiveness of national policy by dis-
unity, discrimination, and divided counsels.

I hope the Committee will include in its review
of our financial system an inquiry into the ade-
quacy of our supply of equity capital. I do not
need to remind members of this Committee of the
fundamental, vital importance of this subject. This
nation grew great and strong on the enterprise of
its citizens. It used to be possible for a man with
a good idea to get capital together, start a business,
and market that idea. It is still possible, but it is

becoming much more difficult to do so, and T tell
you, as a businessman, that when our alert and up
and coming young men of ideas are unable to get
the venture capital to start and grow, then the
American way of life is on its way out.

In conclusion, I would like to give the Committee
my ideas on the present business situation. Natur-
ally I am optimistic about the future of American
business, and although many of my business friends
are pessimistic about the present situation, 1 feel
strongly that we are in a healthy readjustment
period. There must of necessity have been a tran-
sition from inflationary prices to more normal ones
and a transition from the concept of mass produc-
tion to one of merchandised production. I feel
strongly that we have let our merchandising skills
get rusty in the past eight years. The pressure was
on production. First we were engaged in all-out
production of the materials and machines of war.
Then came these past three lush years when pent-up
demand beat on the doors of our factories for
almost every type of consumer article. There was
no need to exercise merchandising skills. The more
urgent deferred demands of consumers have now
been satisfied and most goods are in plentiful sup-
ply. When sales are a little disappointing, as com-
pared to the abnormal years, there seems to be an
inclination to look for excuses rather than get down
to fundamentals of product price and quality, and
consumer services. It is primarily by that constant
improvement in quality, accompanied by lower
prices, that our competitive system has functioned
so phenomenally in improving the American stand-
ard of living. I, for one, am glad to see the return
of the competitive conditions which are so vital a
factor in our enterprise system.
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Prepared by E, M. Bernstein

1. Introduction

The recent comtroversy between the U,5, Treasury and the Federal Re-
serve System has ealled attention to the problem of eredit poliey in a
period of great inflationary pressure,

The Federal Reserve System is comcerned to see that the money supply
is not further expanded, It would do this by stopping the purchases of

[‘ goverament securities by the Federal Reserve Banks in order to suppart the
prevailing structure of government security prices. Such a poliey weuld
mean that prices of govermment securities would decline, the yields would
inorease, and new issues of government securities would have to bear higher
interest rates, But the Federal Reserve Syastem would not have accumulated
additional bonds and the money supply would not, on that account, have in-
creased,

The Treasury takes the view that the consequences of such a policy
would be to raise interest rates without, im fact, contriluting to a solu-
tion of the inflation problem., The point is made that fractiomal changes
in interest rates camnot reduce private investment, On the other hand, the
ultimate cost to the Treasury in interest charges is said to be large and
the need to finance the higher interest paymente would lead to a larger
budgetary defieit., This in {tself may add to the inflationary forces,
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This paper discusses the relation between interest rates, the supply
of loan funds, and the volune of investment; and it considers the need to
prevent the growth of excessive 1iquidity which may affect the inflationary
envirenment of the futuve.

2. Interest rates and investment

The esssnce of inflstion is a demand for goods and services for cone
sumption, investment and govermment purposes which exceeds the supply at the
prevailing level of prices and distribution of money incomes, The purpose
of anti-inflation measures iz to eliminate the excess demand without raising
prices and compelling a redistribution of money incomes., For ecomvenience in
analysis, 1t will be assumed that govermnment demand for defense and civilian
purposes has been set directly at the proper level and that the restriction
of demand for comsumption is being induced in other ways than through the
interest rate, The problem, than, is whether a change in interest rates ean
help to reduce the demand for investment and in this way reduce the curremt
inflationary pressure,

Fhen a business man is oconsidering whether to undertake certain invest-
ment in fixed capital his decision must be made by weighing several clements.
He must comsider the prospective receipts which depend on volume of sales
and the price; and then he wust compare these receipts with the proaspective
out-of-posket expenses during the useful life of the investment, From this
ho deterwines the gross investment yield, the excess of prospective receipts
over prospective expenses other than those imvolved in the investment itself.
If this gross investment yield exceeds the gross investment cost, which is
defined ae interest plus depreciation, the investment is profitable,
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Naturally allowance must be made for uncertainties, and this meens that
some oritical exeess of prospective gross investment yield over gross in-
vestment cost (varying from time to time) is necessary before investment
will be undertaken,

4 rise in the rate of interest inereases the gross investment cost,
although less than is sometimes assumed, For this reason, the operation
of the interest rate in restricting marginal investsent is probably never
very great axcept for some very lomg-lived projects. Obviously, the in-
fluence of the interest rate on investnent is very much diminished in a
period of prospective inflation when the ocutlock for a large sales velume
at high prices is especially bright.

Table 1. %ﬁa
(Interest and .

Intarest Rate FPive-Year Ten-Year Twenty-Year
(Per Cent) Life Life Life
2 2A.22 11.13 6.12
3 21.84 11.72 6.72
4 246 12,33 7.36
5 23,10 12,95 8.02
6 23,74 13.59 8,72
""'i.mntdplnctmtdml“:m-
on a sinking-fund basis.

Even if interest rates are not a major factor in determining the aver-
age volume of investment over a period, they may be very important in ine
flueneing the fime dlstribution of investment through the peried, Having
decided that a given imvestment will yield wore than its cost, the business
nan wishes to maximise the excess of yield over cost, If the interest rate
is higher now than it is expected to be, say two years from now, then a
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business-nan may be induced to put off a proposed investment until the rate
has fallen, Thus, for exasmple, if funds for s given investment can be
borrowed now at 3 per cent but may be borrowed two years from now at 2.1/2
per cent, the sggregate saving by putting off the investment for two years
would be the difference between the present value of a 3 per cent and a 2.1/2
per cont security, both selling to yield 2-1/2 per cent. For a 20-year
security, this is a large sun, amounting %o nearly & per cent; even for a
10<year security it smounts to 4.4 per cent, The relationship between short-
torm and long-term rates and the possibility of interia short-term finanecing
while waiting for the long rete to fall can moderate this effect,

Table 2. Eresent Value of 3 Fer Cent Bond at Various Yields
S-yoar 10=yoar 20-yoar

w
2 104474 109.02 116,42
2-1/2 102.34 104440 107.83
3 100,00 100,00 100,00
3-1/2 .72 95,81 92.85
4 95.51 91.82 26,32

While this relationship of present to jrospective interest rates can
ordinarily be a powerful faotor in determining the timing of investment,
there are two reasons why it would have no significant effeet under present
conditions, even if there were assurance that the interest rate will be
lower two years from nmow. The first iz that with the expected inflatiom of
demand, the profits prospects for the next two years are so great asz to off-
sot the extra cost of € per cent involved in finaneing 20-year investment
now at the higher rate rather than later at the lower rate., The seeond is
that with the expected rise in wages, materials, ets., the cost of aoquiring
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investaent goods is expected to be so such higher in the future as to more
than offset any saving in interest costs. The conclusion, therefore, is
that a rise in interest rates oannot be expected to curd to any significant
extent the demand for long-peried investment under present inflationary con-
ditions and prospects,

Nor can a rise in the interest rate be expected to curb to any extent
the demand for investment in ascumulating inventories, The demand for in-
ventordes is related to the sxtra facility they provide in production or (in
the ease of finished goods) in sales, Far more important, however, in deter-
nining vhether imventories will be kept abnormally large or small i3 the ex-
pectation as to ease of avallability of goods and the prospective lewel of
prices, While a rise in the rate of interest could under certaln conditions
affect the demand for inventories, it is most unlikely to have this effect in
a period of prospective shortages and rising prices,

S0 far as concerns the demand for investaent under present conditioms,
it 1is ALrfioult to see how it can be curtailed by a higher rate of interest.
It 18 posaible, however, that the supply of loan funds would be curtailed by
a rise in the rate of interest on govermment bonds and that this wonld cur-
tall investment because of a lack of finance.

3. Supely of Josn funds
The big sources of funds to finanee investment are the undistributed
earnings of btusiness (ineluding liquid reserves accumulated inm this way) bor-
rowing from the publie, and bank loans.
The amount of retained earmings available for investament cannot be
affected by a rise in interest rates, That must be determined primarily by
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profits, taxes, and policy on the distribution of earnings. Some earnings
of the past have heen held as reserves in the form of govermment bonds, Cone
ceivably, at a lower price there might be some inclination to delay in selle
ing such bonds to finance additional investment, This is not likely, however,
to be a restraining influence on the use of liquid reserves for investment at
the present. Over a lomger period, retained earnings will probably be greater
than investment from sush retained earnings, if opportunities for investment
are limited by direct comtrols, availability of real resources, ete,

The bond market will not necessarily becowe a less satisfactory source
of finanee for imvestment becsuse of a rise in the yield on government secur-
ities, It will, of cowrse, be necessary for the yield on industrial bonds
to rise with the yield on government securities. The rise mey, however, be
less on industrial bonds than on governmenta, There has been a steady reduc-
tion in the spread between goveraments and high grade infustrial bonds,
Before the war, the difference in yield was between .8 and .9 per cent. It
ie now between .3 and .35 per cemt, With the prospect of even higher earn-
ings in industry, the spread may be further narrowed, The basie question is
whother the absorption of wore govermment bonds by the market (i.e,, other
than commercial banks) will result in some reduction of funds made available
for aequiring new flotations of other iseues,

Suppose, for example, that banks (and insurance companies) sell govern-
ment bonds and that the Federal Reserve Bfinks withdraw support at the present
level of bond prices, The bonds sold by the banks will be purchased by the
publie (the magnitude of the transactions is neglected for the moment)., Hav-
ing reduced their liquidity, the purchasers of bonds will presumsbly absorb
lese of mew industrial issues, although the reduction may be quite small,
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There is, however, another factor to be considered and that is the attitude
of issuing houses., The mammer in which new securities are issued makes
issuing houses very hesitant about bringing cut new issues on & falling mar-
ket or the threat of a falling market, For this reason, there may be a
tendency to hold of f new issues until the bond market appears to have been
stabilized, mot only in the general level of yields on governments but in
the differentials between govermments and industrials &t any higher level
of yields. This uncertainty will be less significant for new issues of
governments.

The sale of bonds by banks provides them with sdditional loan funds,
Given the level of bank reserves and reserve requirements, the sale of bonds
by banks is likely te aceompany an expansion of business loans, If banks
sell governments and they are absorbed by the publie, the met ineresse in
the supply of loan funds will be determined by the amount they sell less any
reduction in the sbsorption of new private issues by the market, which is not
assumed %o be large, The hesitatiom in bringing ocut new issues of industrial
bonds is presumed to be a temporary phenomenon although not of negligible im-
portance on that sceount. The expansion of loan funds will mot be signifi-
cantly reduced, therefors, by & rise in the yields of govermments, if banks
decide to sell govermment bonds even if the market absorbe them,

The effect of withdrawal of Federal Reserve support and the consequent
rise in interest rates will, however, prevent a larger increase in the supply
of loan funds, When the Federal Reserve Banks buy the bonds sald by the
banks (or inmsurance companies) the resorves of the commercial banks sre ine
ocreased, As the banks mske business loans, their excess reserves decline,
but their actual reserves are not depleted except as the loane give rise to
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a demand for cash, Thus, with the purchase of bonds by the Federal Reserve
Banks the banking system is able to expand loans much more than with the sale
of an equal amount to the publie, This may not be apparent in the statie-
tical series of bond sales and business loans by banks because other factors
(e.ge, the flow of gold and changes in foreign deposits at the Federal Re-
serve Banks) may offset the effect on bank reserves of inereased Federal
Reserve holdings of securities,

Sy Skt PR . e

lnurldﬂnpct hfmcf
Year Bod _ Cold Stogk  Gov't Secupities  Gov't Securities Bank Loans

1946 20,7 2.4 4.7 3.1
1947 22.9 2,6 69.2 40.2
1948 “:z 23.3 62,6 443
1949 24 18,8 67.3 45.3
1950 22,7 20.3 6L. ™ 54.0%
* Hovewber 1950,

Souree: IFS

The offeet on the available supply of loans csused by higher yields on
government bonds depends om the behavior of the commercial benks, Assuming
that the commercial banks sell government bonds, despite their higher yielde,
but that the Federal Reserve Banks do mot buy these bonds, the supply of
loan funds for investment will nevertheless inorease, but they will inerease
by somewhat less than the amount of bonds sold by the banks. The prineipal
effect will be to Limit the increase in the supply of loamsble funds and this
will result from the setion of the Federal Reserve Banks im not acquiring
more govermment bonds. With a given degree of liquidity (eash holdings of
the publie), a rise in interest rates is mot likely to be very restrictive
on the supply of loan funds under present conditioms,
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If a rise in yields on government donds is to be effective in prevent-
ing an incyease in the supply of loansble funds it wust be by inducing com-
mereial banks not to sell their holdings in order to inerease their business
loans,

4. Bshavior of the benks

In general, with some minor interruptions and ome major interruption,
commereial banks sold U.S, government securities steadily in the postwar
period in order to secure funds to expand business loans, Such a re-arrenge-
ment of bank portfoliocs was obviously a part of the proceas of balaneing
assets in different forms which individuals, business firms and banks had to
undertake as & consequence of the large increase in private wealth (concen-
trated in the form of govermment securities) which tock place during the war.
With the higher return from loans to business firms and individusls than
from govermment securities, the banks allowed the proportion of their total
assets held in the form of securities to decline as the demand for loans in-
ereased, Suppose that medium-term, taxable government bomds, eligible for
purchase by commercial banks were now allowed to decline om sales by banks
until the yield rose by 1/2 per cemt. Would bank sales decline sharply ar
even stop with the mew price? This question is extremely aifficult te
answer, for dats are scarce and the environment is uncertain.

On the face of 1%, the experience of 1946-1950 would lead to the view
that banks will not be deterred from selling bonds by a rise in yield en the
order of 1/2 per cent., Between Jamuary 1950 and November 1950, commereial
bank holdings of govermment securities deelined by $6.5 billiom while the
yield on medium term govermment bonds rose from 1.29 to 1,62 per cant, In
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fact, the yield on medium-torm bonds of the type held by banks has been
rising steadily sinee 1946, except for the ome major interruption between
Ogtober 1948 end August 1949, without impeding the steady but gradual re-
duetion of bank portfolios.

B oy
19471

Date Holdings Yisld
1947 Jan, Thbh 1.27
Aprr. 72.0 1.24
July 70.6 1.26
Oot. 70.5 1.37
lm Jan, ".’ 1.“
a3 65 Yo
Oet. 63.3 1.63
"o ﬂ.’ 1.“
July 64.5 1.23
Cet. 67.7 1.25
1950 Jan, 68.2 1.29
Apre 65.6 1.39
July 65.0 1
Oct. 62.5 1l
Source: IFS.
Chart

The explanation of this behavior is a villingness on the part of the
banks $o sell govermment securities whenever there are profitable business
loans to be made and to buy govermment securities whem such loans are not
available. They have not heen deterred in this almost predictable process
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by an average yield that has risen (in the postwar peried) from less than
1.1 per cent to 1.65 per cent. The process has run through successive
stages—wsales by the banks, a rise in yields, temporary support by the

| Pedoral Reserve Systen, and a further rise in yields as sales pressure in-
ereases, The driving foree in the sale of govermment securities by the
- banks has been the desire to make more profitable loans at better rates of
interest. In this process, the banks have mot hitherto been deterred from
selling securities on a falling market, The capital loss on a 3-year
maturity, if the yield should go from 1-1/2 per cent is only 1.45 and on a < -
Geyour maturity only 2,80, This is a sum that could be made good within a
2-year period by a modest differential between rates on loans and the yield
on government bonds, There is no doubt, of course, that rates om loans to
business rise with the yield on govermment bonds,

The flret impression, therefore, would seem to be that banks will not

be induced to refrain from selling government bonds by an inerease of 1/2
por cent in the yield, The attitude would be different if there were a
general view among bankers that the low price of government bomds is tempo-
rary and that a higher price will be restored in twe or three years and that
the demand for business loans will turn dowm in two or three years. The
first cireumstence would induce banks to buy securities in the hope of
benefiting from the rise in the market. The second circumstance would make
banks hesitate to sell securities on a bad market in order to expand business
loans for a limited period. The "ideal” behavior for s bank under these oir-
cunstances would ba to hold securities but to raise the rate of interest on

mumﬂ

mthﬁﬁﬂud’bﬂ bonds would rise
J’n-lh banks would m.mdmh"
per cent per anmum h& and loans to
business,
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Clearly, these are not circumstances in which banks can feel that if
the yield on government bonde rises now, it will fall again in the next two
or three years or that the demand for business loans will decline in the
next teo or three yoars, Nevertheless, it is not ecertain, despite their
pattern of behavior in the recent past, that banks will go on selling secur-
itiss to raise the funds to make lomms. The banks, like other holders of
vealth, distribute their assets among various types of wealth with a view
not only to earnings but to liguidity. Before the war, the smount of secur-
ities (govermments and munieipals) in bank portfolios was sbout equal to the
amount of loans, The ratie is now about 4:3. As the ratio approaches the
prowar ratio of 111, the banks may be less eager %o contimne to sell securi-
ties in order to make loans, aven if the yields on government securities are
pot higher, And as they spproach this ratio of 111, banks may be more sensi-
tive to the yisld on governmemt honds in deciding between holding governments
and expanding loans, than they have hitherto been in the postwar years.

If the banks are not deterred from selling government bonde by a rise
in ylelds, wvhat them 1s achieved by the withdrawal of Federal Reserve support
from the bond market? There is the fact that the lending capacity of the
banks will be less if the bonds are purchased by the public than if they are
purchagsed by the Federsl Reserve Banks, But even this may not reduce very
much the volume of investment in a countyy where cash holdings are large in
absolute amount and the liquidity (cash relative to national income) greater
than in the last 1930's, Apart from this positive but linited effect in re-
straining present investment, the major basis for a Pederal Ressrve poliey
directed toward preventing an ineresse in the momey supply is the relation-
ship of inereased liquidity now to the inflatien problems of the mear future,
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5. The probles of liquidity

Nonetary policy canmot be comecermed simply with the immediate effects
without regard to the exviromment that is being ereated now and in which the
problens of the future will have to be met. The Federal Reserve authorities
appear properly to be concerned with the growing liquidity of the country.
Even with the most effective price and wage comtrols, the contimued growth
in 1iquidity 15 & menace to stability., The growth of the momey supply with
& fixed rate of interest will induce a bidding up in the prices of other
assets (real estate, stocks) until at their higher prices they are equally
attractive with the holding of cash and government securities. The profits,
even book profits, on such capital assets affect the private wealth of the
public and the attitude of the publie toward spending and saving out of cur-
rent income, They are an inducement to bid up the resources used in comstrue-
tion and investsent whem direct contrels and other restraints are later re-
moved,

It is impossible to argue that the United States can be indifferent to
the rate at vhich the money supply is growing. The effect of the money sup-
ply on inflation is not automatic or timeless, as is sometimes supposed; but
it nevertheless has a positive role, The country may be prepared to acoept
e slowly and steadily growing ratio of momey supply to income and private
wealth, But if the ratie grows too repidly, it will in time be brought to
the level appropriate to the level of inmcome and private wealth by a sharp rise
in income caused by and accompanied by a comsumption and investment boom, The
dogree of inflation the United States will have this year and next year may
depend in small part om interest and oredit policy, The degree of inflation
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the United States will have throe years from now may depend in mwuch larger
part on the interest and eredit poliey of today,

A policy of permitting steady growth in the money supply may be jJusti-
fisble when the prospects are fairly clear that the demand for consumption
and investment will not fully employ the produstive rescurces of the country.
That was the case in the 1930's, The prospect today is for a peried of un-
cortain duration during which defense needs will be so great as to reguire
some diminution in the amount of output available for consumptionand invest-
ment, And oven if the period of preparation for defemse is brought to an end
by & general settlement, the experience of 1946-4{f indicates that this will
be followed by a period of abnormal consumption and investment dewend that
will bring renewed pressure on the economy.

There is no need %o exaggerate the role of the money supply in the
Anerican ecomomy, It is probably not ordinarily a esusal factor of great
significance in the inflation pressure, But the high degree of liquidity
permits the causal forces to manifest themsalves in increased consumption
and investment even when the momey supply does not respond to these infla-
tionayy forees, That 1s surely a large part of the explanation of the
bidding up of prices and costs during 1950, The rise in prices and oosts
has reduced somevhat the liguidity and the capacity of the publie to eontime
the pressure of excess demand, It may be possible, if liguidity can be kept
down, to recapture in part the limiting effect of the memey supply on the
sudden desire of the publie to splesh in consumption snd investment with each
fear of impending shortages or rising prices,
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The postpomement of certain types of investuent and consumer expendi-
ture during the period of defense production will in any case result in an
sscumulation of potential demand that will begin to express itself when the
present restraints are removed., The effect of this accumulated demand will
be more comcentrated and the resulting rise in prices such greater if liquid-
ity is built up in the intervening years. The esperience of the United
States in 1946, shows how rapidly prices ean rise in such am enviromment,
even when current output is large and ordinarily sufficient to satisfy the
demand for consumption snd investment at a very high level of income, The
experience of many Buropsan countries in the postwar years shows that even
rigorous priece controls camnot prevent the creeping up of prices and costs
in an environment of excoss ligquidity.

The attitude that little can be accomplished in the United States to
restrain inflation through credit policy is partly a consequence of emphesis
on present inflation problems with inadequate regard for future inflatien
problems, And it is partly a consequence of the fact that the credit policies
of the past have made it more 4ifficult te wse eredit policy now to deal with
the immediate inflation problems, The difficulties of dealing with the
present infletion preblems through credit control arise from the conjuncture
of widespread expectations of rising prices and costs and a high degree of
liguidity. Under such conditions, interest rates camnot prevent execessive
investment and the availability of bank eredit is not essential to the finane-
ing of a sudden incresse in investment (and comsumption). But these expecta-
tions need not last and the degree of liquidity can be gradually reduced.
The policies to minimise inflation in the present and in the future are being
formulated and oredit control can do much to make these policies effective.
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6. A somprehensive anti-inflation poliey

One side of anti-inflation policy is to destroy the expectations of
steadily rising prices and costs. This is intended to be accomplished
through price and wage controls. There is an unwarranted attitude of skep-
ticise regarding the efficacy of such a policy. To the extent that this
skepticisn is based on fear that the adninistration of the comtrols will
give way to pressure, it may or may not prove justified. To the extent that
this skepticise 15 based on the feeling that price and wage comtrols camnot
work, it is wholly unjustified. Such controls are sconomically sound, they
ﬂl.-ll-h-t.ﬂ"hnhnmmﬁﬂ. A study of the
economio aspects of priece contrel, with special referemce to the United
States, is being prepared.

Clearly the effectiveness of price controls will be greatly enhanced if
they are supported by other polieies that reduce the pressure of excess de-
mand, There is, in general, a temiency to over<estimate the pressures that
will emerge in the next few years. The inerwase in ocutput at constant prices
will probably be greater than is commenly predieted. With the projected arms
program, the reductiom in the aggregate supply of consumer goode (excluding
residential comstruction) in 1951 and 1952, compared with 1950, may be quite
small, Contrels on construction and on the alloeation of certain materials
will keep down imvestment, With new taxes and the high marginmal relationship
of inerement of sll taxes to ineremsnts of income, the budget position will
be relatively strong, Institutional snd persomal savinge (with the limited
supply of durable comsumer goods) will inerease and will become available for
investwent x in government securities.
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In brief, economic conditions in the next two or three years are not
likely to confront the United States with an insupersble inflation problem,
But these conditions ecan create a very diffieult inflation problem for the
future, To the extent that the problem arises cut of the sccusulation of
needs for investment and consumption, it cannot be entirely avoided, To
the extent that the problem arises out of the accumulation of private wealth
in 1iquid form, 1% can be partly aveided through the fiscal and eredit
policies of today. Liquidity cam be kept down by a poliey that would
ninimise and prefersbly avoid any inerease in Pederal Reserve holdings of
govermment securities. At present, this would invelve letting the prieces
of govermment securities go down under the pressure of sales by commercial
banks and others, The Federal Reserve Bamks would, of course, moderate the
market to assure contimuity and a proper relationship among various issues,

The contimwation of uncertainty as te future poliey incresses the dif-
fioulty of maintaining the present yield omn govermment bonds without substen-
tial support from the Federal Reserve Banks, A oconsiderable amount of sscur-
1uummmma&umcwmm
prices have dropped. In on® way or another, this uncertainty should be
ended, mu.mm'cmuhumﬁtmmm
market will become strenger in the near future, If this view is widely held
by banks, insurance eompanies and large investors, them a withdrawal of
Federal Roserve support now, tut with sscurance that an orderly market will
be maintained at a lower level of prices, may encourage banks snd other ine
stitutional investors to maintain and even to add to their holdings of
government securities,
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There is a strong feeling, at least among some segments of the publie,
that adequate messures are not being taken to deal with the inflation prob-
lem uniese the growth in money supply is halted. There is a sound basis for
this view, The Treasury has been represented as more concerned with keeping
down interest costs than with dealing with inflation; and the Tressury has
been represented as trying to maintain unchanged a pattern of interest rates
that was established for widely different conditione. As a matter of fact,
there has been more resiliency im Treasury interest rate policy than is
generally recognised, as the following tebles and charts will show, But
this is the tim® to adapt interest rate policy to the needs of the next few
yoars. And this need not involve a sharp change in the structure of inter-
ost rates or the interest cost of the publie debt.

Table 5. Yislds on Various Tressury Securities, 1946-50%
126 12 198 2B 9%

Bills 381 »382 1,004 1.176 1.187
Gonds mediuw-term 1.1 1.26 1.52 1.35 1.45

Bonds long-term 2.19 2.25 2044 2.3 2.32

¥ innual aversges.
Sources: Treasury Bulletin and IFS,

7. édaptation of credit poliey
Some popular diseussions of the comtroversy between the Treasury and
the Federal Resaerve have left the impression that the Treasury has beem
adamant in refusing to consider any change in the pattern of interest rates

despite the far-reaching changes in economie outlook and ecanomic policy
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during the past year, This extrems statement is not in accord with the
facts., To a very significant extent the rates on government securities
have responded to market comditions, Within the past year, the average
yield on Treasury bills has gome up from 1,10 per cent in Jamary 1950 to
1,37 per cent in December 1950; en S-year Treasury notes the issue rate
has gome from 1-1/2 per cent in February 1950 to 1-3/4 per cent in Decesber
1950, Thus, the Treasury itself has been offering higher rates on its new
borrowing, The yield in the market om medium-term bonds (three-year) has
been sllowed to go from 1,27 per cemt in Jamuary 1950 to 1.65 per eent in
December 1950; and on long-term bonds from 2,20 per cent in January 1950 to
2,38 psr cent in December 1950,

And yet, despite this responsiveness of government security ylelds to
market conditions in 1950, the average computed interest rate om the publie
h“wlﬂhm___}@j_hm.;vlﬂ’. fhile on short-term
mluu.ihmuhh;lhrB”mMM,ﬁMnlq-
tern bonds was slightly below the levels of October 1948. Although some fur-
ther rise in ylelds, at least to a level slightly above that of October 1948,
should be part of a credit poliey adapted to the needs of the next few years,
it i2 by no means the whole or even the major part of such a poliecy. HNor
should it be assumed that within a well-adapted eredit policy, the rise in
yields or in the interest cost of the publiec debt must be large. Above all,
there 18 no ressem %o bde unduly pessimistic on what ocun now be aceomplished
through eredit policy to prevent the building up of excess liquidity.

One phase of a new eredit policy would be a moderate rise in ylelds on
outstanding securities, An understanding should be established between the
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Treasury and the Reserve Hoard to assure an orderly market at all times and
to provide suppert for government securities at eritical levels, even if
this should mean some enlargement in Reserve Bank portfolios, The essential
aspest of a credit poliey related to the interest rate is not so much the
absolute level of ylelds as the relation of present to expected future yields.
A rise in present yields is not an altersble step; there can be and mey be a
fall in yields two or three years from now, The market should be made aware
of this. At the same time, modifications would be made to encourage the hold-
ing of government securities by the public and the banks, Among such modifi-
cations might be the following:

(s) A new 25-to 35-year bend with a 2-3/4 per cent coupon rate, espe-
elally designed for insurance companies;

(b) 4An administrative regulation meking bonds withia 12 years of
maturity eligible for purchase by banks during 1951;

(¢) Readjustment of Reserve Bank portfolics to emable the publie and
the banks to shift to types of security that will induce them to maintain
their holdings.

W¥hile some rise in yields and an adjustsent in the yield pattern should
be used for holding down ligquidity, there 1s no reason to confinme the program
to yleld incentives, The Federal Reserve needs further suthority to inerease
reserve requirements in one form or another with a provise permitting inere-
mental holdings of government securities to be used as part of the supple-
pontary reserve, There will be difficulty in devising an effective plan be-
ecsuse of the great differences between individual banks; but there is no doubt
that with good will an equitable plan can be devised,

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



-n-

The cbjective of eredit policy should be to hold down liquidity, This
means a definite attempt to avoid inereasing Federal Reserve eredit except,
perhaps, to the extent necessary to offset a reduction in U.8. gold holdings
and an inerease in foreign balances at the Federal Reserve Banks, Such a
policy is an essential part of an anti-inflatien program for the present and,
even more, for the near future. An imsginative eredit program weuld rouse
publie support; and the environment for making credit policy effective is
more favorasble than is sometimes supposed,
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Second Draft

Subject: Inflation and Interest Rates on Government Securities

I do not believe it is useful to discuss the problem of interest
rates except in terms of the two major problems facing us under present
conditions. On the one hand, we must make available to the Government
the goods and services needed to carry out our mobilization program, and
these gpods and services will reduce the amount available for civilian
purposes. At the same time, we are endeavoring to avoid an inflationary
rise in prices and wages for reasons which it is unnecessary to elaborate.

The Treasury is directlﬁ concerned with both of these two great
problems, We must find the funds which the Covernment requires to finance
its grestly expanded needs for men, msterials, equipment amd all the mani-
fold activities connected with the defense program. This is our financing
problem, which we must deal with through taxes and through sppropriate
issues of government securities, The Treasury is equally concerned with the
second front, that of controlling the inflationary pressures in the economy
created by the defense program. To this end the Treasury has submitted to
the Congress programs for increases of taxes which, when adopted, will
effectively contribute to reducing the inflationary pressure, as well as
finding the necessary funds. Ve are equally concerned, in our borrowing
operations with both aspects of the problems before us. We must borrow the
funds which we need, and we wish to do so with the minimum of inflationary
results from our borrowing,.

Broadly speaking, we face the inflationery situation before us

primarily because of growing: shortages of civilian goods. The public
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knows that we are going to have these shortages, and there is always a
tendency for prices to rise and for inflationary movements to get under way
whenever it is anticipated that a government must undertake a large scale
defense program. Inflationary pressure is inevitable and has always been
present in such a situation, We have to do our best to deal with and
control those :.‘.ni‘lationary pressures,

Inflation means over-spending. It means that everyone is trying to
acquire more goods or services than he can acquire at present prices. It
is this tendency to over-spend which brings about inflation. Hence, it is
basically necessary to find ways and means of avoiding or preventing this
over-spending.

How is this over-spending made possible? From what sources does it
spring? Broadly speaking, it can come in three ways. First, people can
stop saving the normal proportion of their current income and try to spend
this amount. Second, they can go further, and draw upon their past savings
in the form of bank deposits, savings bonds, and similar holdings. Third,
they can borrow sgainst their credit or against capitgl assets, or sell
their capital assets.

In the United States our people were sgving at an anmal rate of
approximately $15 billions per annum in the first quarter of 1950. If

more than
they stopped this saving and spent that money, this could add/{2 billion
a month to the spending throughout the country and put an inflationary
pressure on prices if additionai goods were not being produced to meet the -

increased rate of expenditure. 1In fact, the supply of goods was tending
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to be restricted as the govermnment went forward with its defense program.
In the second plasce, there was outstanding at the time of Korea, z very
large volume of liquid savings in the hands of the public, amounting to
about 200 billion. Drawing upon these savings may be made at any time
and constitutes a continuous potential inflationary pressure of very
large magnitude, In fact, during the third quarter of 1550 the rate of
personal consumption expenditure by the public grew to $1986 billion per
annum, as compared with §182 billion per annum in the first quarter of the
years The rate of savings, by comparison, fell off from $15 billion in the
first quarter to 6 billion in the third quarter, despite the higher in-
comes resulting from the inflationary rises in wapges, farm prices and other
incomes during the period.

The third scurce of funds for over-spending is borrowing or resliza-
tion of ca;ﬁtal assets, Most typical, perhesps, of the two classes are
loans from banks and sales of securities on security exchanges. A great
deal of attention has been given to the effect on the inflstionary picture
of the upwerd trend in bank loans. These loans in fact rose by about
$ billion in the third quarter of the year. There can be little or
no question that the full purchasing power provided by many of these loans
has contributed toc over-spending. What is important to remember is t hat
this is only one source from which funds have been obtzined for cver-spending.
It is not the largest or the most significent source. It would be difficult
to prove that expenditures which have been made during this period would
have been impossible if these loans had not been made. Nevertheless it

is certainly true that there might have been a slightly swaller smount
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of what I have called over-spending if there had been no expansion in
bank loans during this period. Personslly, I believe that even if there
had been an absolute freeze on the total outstanding loans of every bank
in this country during recent months, so that there could have been no
net expansion in bank loans by the banks, that we wouldn_kiéﬁe seen a heavier
rate of drawing on private savings, some grester liquidation of securities
and other capital assets, so that there might have been only a very limited
and perhaps hardly noticeable diminution of the upward pressure of wages and
prices caused by over-spending.

I do not say the above in order to imply that the bank loan problem
should not be dealt with, even though I am convinced the present situation
would not be sppreciably different even if it had been dealt with very
drastically, Although it mgy be a relatively small element in the entire
picture of the inflationary pressures, it clearly requires attention.

What I do wish to emphasize is that it must not be given disproportionate
attention in terms of all the efforts which we must make to deal with the
inflationary problem,

Those efforts take two genersl forms, which tend to be called the
direct and indirect anti-inflationary programs. The direct approach is
exemplified by price and wage ceilings. By imposing these ceilings, we
are trying to s tabilize incomes and we are trying to decrease the speculative
pressures resulting from anticipation of future increases in prices. We
are trying to maintain the general level of the cost of living, so that our
workers will be satisfied that their real incomes are stabilized. These
are the direct controls and they are very importent because they :bouch

directly at the foundations of an inflstionary movement. The real basis
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for nearly every inflationery movement is anticipation of higher prices
and higher incomes. Our efforts have t§ be directed toward dealing with
that basic factor. The direct measures are also of great help in preventing
the tendency for the movements of prices and wages to interact on each other
in a sort of upward spiral, one fﬁllowing the other and no tendency to
settledreadjustment being apparent.

We must remember that all these measures are taken against the background

of a situstion in which many items are going to be in short supply, end have
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to be in short supply if we are to carry out our defense effort satisfactorily.
We do not want any more shortages than necessary. But we do want the
necessary shortages, becsuse they mean we are getting the job done. We must
not, however, let these necessary shortages become distorted into widespread
and general inflationary pressures, with people vainly attempting to get the
goods which are not going to be there by contimually bidding-up prices and
then asking for higher wages, when they find that prices have gone up.

One of the important series of direct éontrols consists of the restric-
tions which have been imposed on consumer credit and on real estste credit,
These have a direct impact in dampening down over-spending in these two
important areas, and help to release goods, labor, materials, and other
resources for the production of more necessary items, They have been, in
a sense, forerunners of the commodity allocation arrangements which we are
having to introduce, end they assist in the enforcement of those allocation
programs.

In addition to these direct controls, we have undertaken to act against
the inflationary menace by the so-called indirect controls. These are

measures which do not deal specifically with particular prices, incomes,
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or categories of credit, but apply more generally to the objective of re-

ducing over-spending. They are of three general types: first, we increase

taxes to reduce the amount that people can spend out of current income;
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second, we intensify our efforts to ask them to make contribution to our
ngtional survivel by saving and lending their money to the government at
reasonable rstes; third, we try to reduce reserves of the banking system,
so that it will have less potential power to expand credit.

I am sure you will agree that we have vigorously and conscientiously
pursued the policy of increasing our taxes. The inflation which we have
had to date has not been due to any significant budget deficit, and in fact
we have been taking in more money than we have been paying out thus far,
But we do not have in prospect 2 contimuation of this happy situation. We
will have to increase our taxes x so as to pagy as we go to the utmost ex-
tent. But, unfortunately, we would have to go much further than this to
avoid any possibility of over-spending. We would have to tax our people
heavily enough to meet all the expenses of our defense effort, and also to
take away most of their saving, if we relied solely on the tax measures,

Instead of fhis, we are endeavoring in every possible way to supplement
our tax policy with a vigorous effort to ask people to save and provide
their savings to the govermment. Let us be quite frank; The success of
our anti-infletionary measures in general contribute to the success of
our saving campaign, and our savings campaign contributes to the success
of our anti-inflationary program in general. In & situation like the present
everything works together., The better we do in any direction, the better
we shall do in all directions, and vice versa. It is a gigantic campaign

like a military campaign, in which every part of the operstion must contribute
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its share to the campaign. And likewise, the better everyone does, the
easier it is for everyone in the campaign.

It is in the third sector of the anti-inflationary campaign that we
have run into difficulties. There is a conflict between the objective of
reducing the potential power of the banking system to extend credit and
the objective of maintaining a stable market for government securities
which form such an importent part of our financizl structure at the present

time. There is some difference of opinion as to how this conflict should

be resolved, The difficulty arises because the benking system now holds a
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large volume of government securities purchased at par or better, which

are the assets which it holds against the deposits of the public. The
savings of the public, in effect, are invested in these government bonds
indirectly through the baking system, The banks h;ve not hesitated to
sell these government securities to the Reserve System and make additional
loans on the basis of the reserves thus established, One way of dealing
with this problem of expanding loans by the banks would be, it is argued,
to allow the price of govermment bonds to fall so that banks would not sell
them to make loans of inflationary character. That is to say, if the
Federal Reserve System should no longer be prepared to buy the bonds at or
above par, the banks would not sell them to the Reserve System because they
would take a loss, and hence would be reluctant to establish the reserves
necessary to make the additional loans, Agains_t this point of view, it is
the Treasury opinion that there ar;ugﬁﬁ;;:gﬁ;::t;;tiimiting the expansion of
loans by the banking system, and that this particular method has the
serious disasdvantage of hampering the efforts of our government to raise

the necessary funds through tapping the savings of the public., It hampers
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this operstion in two ways. First, it increases the cost to the Treasury

of borrowing money, and mskes the Treasury pgy to the banks and other
financial institutions larger amounts in the form of interest on the

public debt, thus adding to the overall expenditures of the government

and the over-all deficit to be financed by appropriations and taxes.
Secondly, by disturbing the confidence of depositors, insurance policy
holders, and other savers, it may accelerate a flight from government
securities into commodities and other forms of wealth,

The Treasury believes that, at this critical juncture, the overall
fiscal advantages of maintaining the level of interest rates is more
important to the country, than the limited contribution which would be made
to the bank loan problem by allowing interest rates to rise fractionally and
the prices of government to falle There are a mamber of reéfgns why we do
not feel that, under prevailing circumstances, a rise in bank loans would
be effectively prevented by unsettling the government bond market. The
banks todsay c an replenish their cash reserves and go on making loans,
without needing to sell any long-term government securities to the Federal
Reserve System. They have in their portfolios short term bills and notes
some of which mature every dsy, week or month. To make new loans all that
is necessary is that they fail to renew some of the maturing short term
securities which they now hold. It is for this reason that we do not be-
lieve that banks will forego opportunities to make profitable loans even
if their long term government securities are made unmarketable except at
2 loss, The fact that in recent months they have preferred to sell long-term

government securities rather than let the short-term holdings run down as
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a means of replenishing their reserves, I believe is to 2 substantial
extent due to the desire to reduce their portfolios because of the threat
that prices of these securities might be allowed to decline,

It would not, in my opinion, have been easy to stop the loans that
the banks have t?;f;rf:ming the past few months by any of the indirect
measures which affect primarily the prices and the interest rates on govern-
ment securities. I strongly suspect, as I have indicated before, that
nothing short of a definite ceiling on the loans permitted to any bank, in
the form of a quota for total loans fixed by the Federal Reserve Board would
really have achieved the result of preventing an expansion in bank loans
during recent months, |

While I remain rather skeptical as to the effect of indirect measures.
in holding down the level of bank loans when the bank's customers are
vigorously demanding credit, there are other ways of applying indirect
pressure to the level of bank loans without at the same time incurring the
risks of unsettling the govermment security market or adding to the cost of
the defense effort and the size of the budget. These might take several
forms: a general increase in reserve requirements, the addition of special
emergency reserve requirements during the emergency period, and an extension
of selective controls on credit in the form of directives to the banking
system., Though I do not place any ways near as great emphasis on the
significance of bank credit in the total inflationary picture as some
others doy, I fully agree that no objection should be made to any attempt
to deal with this aspect of the inflationary problem unless it involves

dangers to other objectives we have before us. Consequently, I would
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support the adoption of legislation authorizing the Board of Governors
of the Federal Reserve System to increase reserve requirements above
present levels. I would also endorse the proposals which the Board of
Governors hall made at previous dates, as a special emergency period de-
vice only, the requirement of a special reserve, over and above regular
reserves, to be held in the form of eligible securities of a short time
character, I believe this should be a specizl emergency measure rather
than a permanent authority.

In the third place, I would be glad to see the powers of the Federal
Reserve System extended to enable -them to provide limits as to the amount
of business inventories as well as consumer credit, which may be financed
for a given borrower. I would also-be glad to see them given powers to
direct the banking system to refuse credits for particular types of
activities, In fact, I am prepared to accede to any request of the Federal
Reserve System for powers to control bank loans directly, so long as these
powers are not exercised in such a way as to make more difficult the problem
this country faces in financing this gigantic effort of national survival
and maintaining & steady and confident market for the billions of government
securities which / must eventually be placed with the public snd with the
financial system, at rates which are reasonable but which do not add
unnecessarily to the heavy burden of expenditures which we must write into

our forthecoming budgets,
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Subject: Credit Control and Debt Management

The crux of‘ the credit control problem in this inflationary period
is to find some means of holding down the total volume of commercial bank
and related credit to the desired volume,

Credit control is the direct responsibility of the Federal Reserve
System. Some members of the Board of Governors, at least, now propose to
tackle the problem of controlling the volume in large part through the
use of the device of allowing the yield on both short-term and long-term
government issues to increase and thereby decrease the incentive for
commercial banks to shift from governments to commercial loans., The use
of the device is technically possible because the Federal Reserve is today
in a2 position through its open market operations to determine the price
and yield on the entire govermment issue.

In times of stable economic activity the Federal Reserve policy might
be able tc exert an important deterrent effect on the expansion of bank
credit. The inherent weakness of the approach todgy rests on the fact
that, under existing circumstances, the type of yield increases which would
seriously impede the szle of government securities or notes by commercial
banks are probably so great as to be impracticable. The type of fractional
increases that would be feasible without running a serious risk of dealing
2 severe blow to public confidence in the United Stetes credit-—and the
type which the System apparently has in mind--are not likely to deter the
commercial banks from extending further loans as long as the general

business situation remans so favorable.
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Unless it can be shown conclusively that the withdrawal of the peg
in the long-term rate will contribute more in the wgy of checking the
monetary inflation than it will cost in the form of an extra debt burden
and unstabilizing effect on the public credit, there would seem to be a
public policy presumption in favor of the use of alternative methods of
bringing the volume of commercial credit under control.

The most obvious, direct, and perhaps the most effective way would
be to freeze the volume of outstanding loans at existing levels and allow
increase in the volume only upon specific approval of the Federal Reserve
System, or the State Banking Commissions in the case of State banks. A
combination of direct quantitative credit control, together with an in-
tensified use of various selective credit control devices such as Regula-
tion W, would unquestionably be more salutary in checking thelagziin the
volume of commercial credit than any practicable combination of oPen-iarket
and rediscount operations.

The same r esult of checking a rise in the volume of commercial credit
could be achieved indirectly by freezing the entire present commercial
bank holdings of Government securities (thus making further increase in cash
reserves entirely dependent upon new cash inflows) and requiring a 100 per
cent reserve against zll new deposits., If the banks were obliged to main-
tain their government holdings at existing levels and had to establish a
100 percent reserve of cash or government securities against new deposits
the volume of bank credit would be effectively frozen.

The above solution is obviously so extreme as to be outside the
realm of practicable possibility short of the grazvest nationd emergency.
There are, however, variants of the technique of completely freezing
commercial bank holdings of govermment securities that are worthy of careful
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consideration as alternatives to fractional increases in yields brought
about through Federal Reserve open market operations. The simplest is the
device of a specizl reserve requirement that would require the commercial
banks to hold, over and above their regular reserves, a specified per-
centage of special reserves in the form of short-term government securities
or additional cash reserves at their option. The percentage could obviously
be set at a figure that would require the commercial banks to maintain short-
term CGovernment holdings at existing levels, or even incresse the level, for
an indefinite period.

The specisl reserve requirement would force the banks to sell long-
term governments to the Federszl Reserve System rather than to sell short-
terms or allow the short-terms to mun out in order to acquire new reserves.
While it is clear that this action would not seriously interfere with the
power of the banks to establish new reserves at their option, it would
equal]é?klear that it would be at least as, and probably much more, effective
than a deliberate increase in the yield on short-term government issues.

The direct alternative to the Federal Reserve approach of partially
freezing the long-term goverrnment holdings of commercisl banks by permitting
a yield increase is an increase in general reserve requirement which would
compel the banks to dispose of some govermment issues to the System in
order to establish new reserves. If the assumption is correct that the
Federal Reserve System would not propose interest rate yields to increase
to the point'where the deterrent effect on the banks would be decisive,

a modest increase in reserve requirements would have the same partial

immobilizing effect.
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The choice of approach in the field of controlling the volume of
commercial bank lending would seem, in the last analysis, to revolve around
the government estimate of the overall situation which will confront this
country during the next decade. A fairly persuasive argument can be made
for the use of the orthodox, indirect approach of fractional interest rate
and rediscount rate adjustments if one is convinced that this country is
nearing a new period of stable economic activity and budgetary balance,
If, on the other hand, one is convinced that the outlook for the next
decade is that of continuing budgetary deficits and an upward price trend,
it would appear to be more appropriate to peg the yield on both short-term
and long-term government issues and deal with the problem of the volume of
credit by a combination of direct restrictions on the volume of loam s out-
standing and measures which will effectively freeze the entire government
portfolio, now and subsequently acquired, of the commercial banking system.

Any appraisal of future policy in the credit control field should
bear in mind the fact that, once the banking system acquired large holdings
of govermments-it automatically rendered itself largely immune to any
indirect pressure from the central-banking system and largely free to expand
the volume of commercial credit at will., If United States public policy re-
quires that the present power of the banking system to expand commercial
credit at its own volition be curtailed or abrogated, it would appear
essential that the problem be attacked at its source. There appears to be
no prospect in the foreseeable future that commercial bank holdings of

govermments will fall below present levels, It would not appear wise
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lightly to give up the objective of keeping the debl service charge
down and the price of governments stable merely to permit the Reserve
System to experiment with an indirect wegpon which, within the limits
that it can prudently be used, now appears completely outmoded as an

effective deterrent to credit expansion.

IMPsbb 2/12/51
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FEDERAL RESERVE OPEN MARFKET OPERATIONS, INCREASED RESERVE REQUIREMENTS, DIRECT
LOAN CEILINGS AND BANK LOAN EXPANSION

The Federal Reserve proposals are designed, fundamentally, to bring about
a curtailment of further commercial benk loan expansion via the indirect route
of limiting the commercisl benks' powers to expsnd their reserves through
sales of CGovernment securities to the System. In evaluating the merits of the
proposals, therefore, we should try to reach a judgment on the following
questions:

(a) Just how important a contributinz factor to the post-Korean inflation
has commercial bank loan expansion been?

(b) Under existing circumstances will the methods proposed by the Reserve
System effectively deter further commercial bank loan expansion?

(e¢) Are there alternstive methods aveilable to the System which will be
equally, or more, effective in bringing to a halt the commercial benk loan
expansion?

(d) Are any of the alternative methods less imjurious to the publie
debt mansgzement requirements than the Federal Reserve interest rate proposals?

There would seem to be no doubt thaet bank loan expansion has been a major
contributing factor te the recent monetary inflation. Since last July, benk
loans have risen by éi billion, from 52 billion to &0 (2)
billien. This /2~ percent expansion in the level of bank credit outstanding

compares with the percent rise in the genersl price level, over the same

period. In view of these basic statistics, which ere reasdily aveilable and
already generally known to the interested portions of the generasl public, the

financisl committees and Concress, I think thet it would be a mistake to
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ettempt to minimize publiely the infletionsry impact of the recent bank loan
expansion. If any issue in thie field is really open to debate, it is the

issue of whether or not the recent bank loen expansion has now largely run

its course and will soon come to a halt as & result of the impact of the various
price and allecation controls and commodity shortages. A convineing affirmative
enswer to this q'uestion, would at least enable Treasury spokesment to maintain
that there was no need for adopting the Federal Reserve proposals because the
problem with which they were concerned had resolved itself. If, however, a
convineing case cannot be made for the proposition thet the bank loan expansion
phase is now nearly at an end, I think the Treasury should accept the premise
that bank loan expansion is a significant contributing factor to the current
inflation and that some agreed program will have to be adopted to bring bank
ecredit under more effective control. This would narrow the issue to the choice
of methods to be used and there would seem to be a presumption in faver of

those methods, other things being equal, that would have the least injurious
fiscal consegquences.

Whether or not frectional interest rate adjustments, such as those ap-
paerently contemplated by the Federal Reserve, would effectively deter further
commercial bank loan expensien, turns on the intemnsity of the various demands
for bank loans. If it is true, as some meintain, that the demand is already
at its peak and that the various price and allocetion controls and commodity
shortages will tend to check sharply future demands within the next several
months, there is good reason to believe that the Federsl Reserve proposals
would be quite effective &t this juncture. If, on the other hand, appearances
on this score are deceptive and the demand for new bank loans for non-defense

purposes should continue very strong over the next year, it seems quite likely
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that the Federal Reserve measures would be of only limited effectiveness.
Commercial banks tocay heve § /& (7) villien of short-term government
issues and they could finance & multi-billion additional benk loan expansion
in the next 12 months merely by letting a billion odd of these issues run out
this year. '

In view of the uncertainty about the present real demand situation for
commercial bank loans for both defense and non-defense purposes, I think thet
we should try to arrive at an agreement to adopt that method which is mest
adaptable to changing needs. If, for example, it should turn out theat defense
program reguirements make a further expansion in the lgval of bank loans
desirable it would have been a serious mistake to have imposed too rigid a
ceiling on bank loans. If, on the other hand, it later turns out that we are
underestimating the demsnd for non-defense loans, it would have proved advisable
to have taken relatively drastic steps in this interim peried.

The Federsl Reserve approach is, I think, clearly one that falls iﬁ a
half-way cetegory by the tests of effectiveness and adaptability to changing
circumstances. In all likelihood it would have some deterrent effect under
almost any conditions, and it would be quite effective in the next few months
if the expansionist pressures of the past few months are now nearly at an end.
On the other hand it would probebly be relatively useless over the next few
months if there is a continued strong new demend for commercial loans.

If it cen be s own that there are other ways of getting at the problem
of unwanted bank=-loen expension which will be at least as effective and
flexible as the fractionmal interest rate adjustment method but without the

same adverse fiscal consequences, then I think that serious consideration
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should be given by the U. S. Government to the adoption of one of the alternative
methods in prgference to the Federal Reserve proposals,

There are at least two alternative methods for bringing the level of bank
lending under control. They are;

(2) Increased reserve requirements, either general or supplementary
special reserves set at, or somewhere below, the level which would freeze the
commercial banks holdings of government securities are existing levels.

(b) Direct loan ceilings, with some or all new loans requiring approval
by Federal Reserve district loan committees.

Both methods could clearly be drawn up in & fashion that would be much
more effective in dealing with the loan problem then any feasible central bank
open-market technique. The direct loen ceiling technique deals directly with
the loan problem while the reserve requirement approach deals with the problem
at the next most direct level, the ability of the banking system to create new
reserves.

The question then is: can either of the methods be implemented in
practice so as to provide the type of flexibility and effectiveness which the
present uncertain loan demend situation calls for.

In theory, & loan ceiling technique can be made as flexible as one likes
by having some sdministrative machinery such as Federal Reserve district loan
committees with the authority to raise the ceiling and approve new loans.

The reel difficulty of the direct loan ceiling technique, in my judgment, lies
in its implementation. The Federal Reserve district loan committees would
find themselves from the outset faced with an exceedingly diffg?gg£ administrative

problem unless they confined their sctivities simply to epproval of requests of
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individual banks in their districts to raise their loan ceiling in order to

be able to make new defense loans. This type of flexible loan ceiling would
probably soon become substantially self-defeating inasmuch as any bank could
get an increase in its own ceiling more or less et will by submitting its

new defense loans to the Committee for approvael above the ceilings. On the
other hand, an absolutely inflexible loan ceiling would appear to be out of the
guestion in a period of steadily expanding defense requirements. It might,
however, be possible to work out some compromise between the above extremes
which did not go so far as to require the district loan committees to approve
all new loan applications.

Some form of increased reserve requirements would be the more orthodox
alternative method for dealing with the bank loan problem that is the direct.
consequence of the present ability of U. S. commercial barks to increase
their reserves at will through sale of governments to the Federal Reserve
System. Today member banks hold §o0edd  billion of government securities
against demand deposit liabilities of 35 billion. Their government
holdings would be frozen at present levels and their ability to increase
reserves cancelled out if an emergency supplementary special reserve require=-
ment of 60 percent holdings of short or long-term government securities
ageinst demand deposit liabilities were imposed. This would compare with the

" Belgian supplementary reserve requirements, introduced in 1946, of 50 te 65
percent of deposit liabilities. The necessary degree of flexibility could be

obtained by obtaining legislative authority to introduce special reserve

requirement up to, say, LS percent of demand deposit liabilities. If
special reserve requirements of LS percent appeared too extreme, it
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might be possible to limit the percentage to the figure necessary to freeze

the short-term government holdings of the banks, or approximstely 29 percent.
This would not, however, prevent commercial banks from increasing their
reserves through the sale of their long-term government holdings to the Reserve
System, hence would be relatively ineffective in bringing bank loan expansion
to a halt.

The great adventage of the increased reserve requirement over the direct
loan ceiling approach lies in its administrative simplicity. Its drawback is
the fact that it would require new legislative authority, a matter of months
even if Congressional suppert could be attained at this session of Congress.
For this reason, the practical choice would seem to lie between the use of
some form of direct loan ceiling or the Federal Reserve open-market technique
if the intent is to deel with the loan problem immediately.

From the Treesury viewpoint a direct loan ceiling would h#ve obvious
advantages over the Federal Reserve approach since it would not involve any
lifting of the peg on government securities. The question is therefore
whether or not & loan ceiling that is administratively feasible can be worked
out promptly under existing legislative authority, There seems to be, as
I understand it, little question that legislative authority does exist for
establishinz a direct loan ceiling. If it is felt that the present loan
expansion problem can be met adequately by the device of a loan ceiling on
everything but new defense loans, the administrative task would be gquite
simple. Federal District loan committees could gquickly be established to
approve increases in the loan ceilings of individual banks tL take care of

new defense loan requirements. If, on the other hand, a loen ceiling somcwhat
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more rigid than this, yet not an absolute ceiling, were called for, the
administrative licensing problems posed thereby would be very great, and I
think it is open to question whether or not public support could be long
meintained behind such an approach.

As compared with the introduction of a direct loan ceiling, the Federal.
Reserve proposals have the advantage, at this juncture, of beinz easy to
apply. Furthermore, thareP.s, I think, a general tendency to exagzgerate the
probable effectiveness of the Federal Reserve proposals. As long as this is
the case, those urging alternative courses of action, such as the direct loan
ceiling, are called upon to make & stronger case for their approach than is
perhaps really necessary. In view of these considerations, it seems to me
to be quite difficult to oppose the Federal Reserve proposels effectively
with enything short of a fundamentel solution to the bank reserve problem.

The fundamental solution, in my judgment, is to deprive the commercial

banks through legislative ection of their power to expand reserves without the
approval of the Federal Reserve System. In practice, I feel this can only be
achieved through some appropriate form of special reserve requirements. If

it is the judgment of the responsible authorities that it is premature to
undertake this fundemental step at this time, I can see little hopes in obtaiﬁ-

ing agreement to any alternative half-way measure such as direct loan ceilingse
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The following are the figures on holdings of all U, S. government
securities by the Federal Reserve Banks at the dates indicated, in mil-
lions of dollars: (End of the Month except June 21)

May _ 17,389
June 21 17,678
June 18,331
August 18,356
September 19,572
October 19,252
November 19,693
December 20,778

Following are some comparative figures comparing the assets and
liabilities of all banks in the U, S. with certain other figures:

June 30 November 29 Difference

A1l banks in U, S, (excluding
Federal Reserve Banks)

Deposits 163,770 168,400 #l, 630
Loans 51,999 59,660 £7,661
U, S. Government Securities 77,320 72,700 =k, 620
Cash Assets 34,099 36,100 #2,001

The figures after June 30 are preliminary and are partly estimated,
since all banks do not report at such frequent intervals., On the, basis
of these estimated figures, the developments may be summarized as fol=-
lowst

il The banks extended loans in the amount of $7.6 billion during this
five months period, They also added $2 billion to their cash assets,

To offset these movements, they sold government securities in the
amount of $li.6 billion and added &l.6 billion to their deposits.
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During the five months period, the Federal Reserve System acquired
government securities in the amount of $1,362 million, Member bank
reserve balances rose during the five months period by $829 million,

During this period the banks were able to add about $5 billion to
their total assets and their total liabilities. Of the increase in
assets about #2 billion took the form of cash and about $3 billion of
earning assets, The net change in earning assets reflected an increase
of loans in the amount of $7.6 billion partially offset by sales of
government securities in the amount of $L.6 billion.

The cash basis on which the banks expanded their assets was pro-
vided in part by an inerease in reserve bank credit in all forms of
$1,935 million, of which $1,362 million represented net purchases of
government securities. The total reserves of the banking system with
the Federal Reserve System, however, increased only %829 million.
This difference is largely due to two other factors., GCold reserve
decreased $1,194 million and currency in circulation increased by
$439 million. The remaining difference is accounted for by a decline
in Treasury deposits and in non-member deposits (principally foreign
bank accounts with the Federal Reserve).

The net effect of all these factors on the credit basis provided
to the banking system by the monetary system may therefore be summarized
as follows:

The Federal Reserve System extended enough credit to the banks to
offset the outflow of gold, the increase in money in cireulation, and
the deeline in Treasury and foreign bank accounts taken together. In
addition it provided $800 million of new reserves to the banking system.
Most of the increase in Federal Reserve credit took the form of purchases
of government securities,

On the basis of these additional reserves, and some other additions
to cash assets of non-member banks, the banking system as a whole
increased its assets as indicated earlier, by about #5 billion, The
indications are that the banks sold government securities to non-bank
holders in the amount of about $3,3 billion, while selling about $1.k
billion in government securities to the Federal Reserve Banks,
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From
OFFICIAL VERBATIM TRANSCRIPT
OF
HEARINGS BEFORE JOINT COMMITTEE

ON THE ECONOMIC REPCRT

Friday, February 2, 1951

The Chairman., Dr. Clark, do you care to make a statement on the
attitude of the Council of Economic Advisers with respect to this
general subject?

STATEMENT OF JOHN D. CLARK, MEMBER, COUNCIL OF ECONOMIC
ADVISERS

Mr, Clark. Mr, Chairman, may I stand rather than use the micro-
phone?

The Chairman., It will be quite agreeable.

Mre. Clark. Then I will be sure to keep this inside of 10 minutes,

The diversity of view of monetary policy which has been exhibited
in recent discussion here today is not surprising. We are dealing with
the problem now in an environment which has never before been experienced.

The policies, theories, developed in a period when, as Dr. Seltzer
said, business loans constituted the bulk of investments of the banks,.
Today it exists in a situation where the banks hold billions of dollars
of Government securities which; whatever price manipulation may take
place, will always be liquid and can be turned into cash upon a moment's
notice.

It exists in a period when great institutional lenders likewise
hold billions of dollars of these liquid assets and when business itself

is a source of credit far beyond any situation that existed before.
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So that business does not have to go to banks in order to get
loans before they can initiate a project even though later in the
course of the project they many want to resort to banks for part of
the funds.

These are new situations which have very greatly upset the assump-
tions upon which monetary policy has been developed in the past century
and a quarter. We also have the new situation of an enormous public
debt which, because it has been handled successfully, seems now to be
looked upon by many people as a tame domestic animal which does not
hold within it the seeds of violent disturbance to the economy, and
therefore we do not have to do much about it.

That is not the character of the nationagl debt. If it is not
handled prudently, if we take such action that some important offering
of Government securities is a flop on the market, we will soon learn
that the Government credit can be destroyed by imprudent debt management.

These are the two new situations which have to be considered then
in considering monetary policy today. And obviously we have an
opportunity to come to different conclusions about proper monetary
policy. Certainly the lessons of the past have very little to guide
us in determining what we are to do in a situation which is so greatly
different from that of other years.

The breadth of this diversity of view is illustrated by a couple
of statements which have been brought to the attention of the Committee.
One I am not certain that you have had, It is a statement issued this
week by some of the most important members of the faculty of Chicago
University, the department of economicse 3

I do not know whether that has been received by members of the
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Committee. Since we received it I suppose all of you dide.

The Chairman., I have not seen it.

Mr., Clark. To show how strongly these various respectable
anthorities support the most rigorous view of monetary policy, I want
to read just a few lines:

"The price rise of the last six months could almost certainly
have been largely or wholly avoided by effective monetary action."

Approaching the subject from that standpoint they come to this
conclusion of what the policy should be todays

"The Federgl Reserve System should at once announce that it will
conduct its operations with an eye single to their effects on the
supply of money and credit and on the level of prices.™

They exclude all idea of monetary policy being related to the
problems of debt management in this period when debt certainly is going
to be a matier of daily concern. "It should at once begin to sell
Government securities to whatever amount is necessary to bring about a
contraction in the currently swollen credit base, and it should perse-
vere in this policy to the point that the inflation is checked, even
thcuéh one of its incidental effects is a rise in the interest rates
on Go&ernment securities.”

Last week you heard Mr, Eccles state a very simple theory of
monetary policy based upon the idea of the direct relation between the
volume of money=--including currency and bank deposits and savings
deposits=--and priceses

As I understood him, his view was that you could influence prices
in either direction by changing the volume of money. That seems to be

the view expressed by the Chicagoe economists. The simple fact is that
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prices in July, August and the first part of September had their most
rapid price advance when there was almost no change in the volume of
money, and had slowed down and there was relatively little price advance
from the middle of September until the end of November when there was a
very rapid increase in bank loans and in the volume of money outstanding,.

The very reverse of the situation implied by these theories,

In 1939 the Federsal Reserve Board made a very frank statement to
the American people of the monetary theories held by the board. I will
read a single short sentence which occurred in that report and which
was repeated in the report more than once:

"The board finds it impossible to believe that prices can be con-
trolled by changes in the volume and cost of money."

. Before you suggest that that was at a time when we were interested
in bringing about price increases, and that the very general and
universal terms used by the Board at that time must be interpreted as
applying only to efforts to come out of a deflationary condition, let
me hurry to tell you that the illustration they used; out of experience,
to justify this conclusion, was the events from 1926 to 1929 which as
you may recall was not a deflationary period.

The “hairman. Was that a Board statement?

Mr. Clark. Yes, sire.

The Chairman., Not the statement of any individual members?

Mr. Clark., That was a Board statement, published in the Federal
Reserve Bulletin in April 1939, The Federal Reserve position today
is not so easily determined. They had not made an equally candid
statement of the theories behind their operations.

Never let the people know what they are going to do until after

Digitized for FRASERthey have done ite If we can operate on the direct statements of the
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Board--and I have tried to do so=-I will say this: They still hold

to the view expressed in 1939 that you can not control prices by
bringing about changes in the volume of money or in the cost of money,
the cost of credit., They first moved into the theory of restricting
availability of bank credit, which has been mentioned here today, by
finding methods which will induce banks to hold their Government
securities-=you see it is a new problem they are dealing with, one they
d:d not have in 1939 to any large degree-=~induce banks to hold their
Government securities by giving them a better yield thereon, a policy
which Professor Musgrave in his report to you=--which has been published=-
speaks of as buying off the banks from using their credit machinery to
endanger the public welfare.

The difficulty, of course, with that is, as has been pointed out
by some of these gentlemen today, that every bank in America has plenty
of Government securities which it can dispose of in the market without
being much concerned about these changes in yields. The banks hold a
large proportion of short=terms which are not very much affected by the
moderate changes in yields which you can bring about.

The Reserve Board has not apparently a nuch more sophisticated
theory of controlling bank credit under this provision of bank holdings
of enormous Government liquid securities. It is perhaps that they will
be able to dissaude the banker from disposing of his Government
securities if he has to take a book loss thereon.

I can not quote anything officially from the Board itself on that,
but this is the explanation given by Mr. Louis Brown, a director of
the Federal Reserve Bank of New York,'when he undertook to explain the

recent policy maneuvers of the Federal Reserve Systeme.
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By using open market operaticns to bring about an increase in
the yield=--which means a decline in the market price-=cf the Govern-
ment securities, including short-terms, the banker will be persuaded
not to sell some Govermments if he has to add to his reserve in order
to make some business loan which is offered to him.

The suggestion has been made that tarkers do not think that way
and do not act that way, But quite irrespective of that, I do not think
that the banks of the country can possibly be put in that squeeze. The
little bank that supports me when the Government is not paying me is not
entirely typical in that respect, but it is not such a bad example. It
is one that I happen to know aboute. Every Monday or Tuesday morning,
whatever the date is; we subscribe for $200,000 of bills which mature

| in 13 weeks, $200,000 happens to be just 10 percent of our required
reserve.

So every Monday or Tuesday morning we have $200,000 of bills
maturinge All we have to do in any week to increase our reserve by
10 percent is simply not to subscribe for new bills that week. And
in three weeks we can increase our reserve by 30 percent. We are
going to continue to use these short-term securities in our total debt
structure. They are available to the banks to dispose of,

You could not possibly drop prices on the financial markets low
enough=--unless you are ready to completely destroy the debt structure--
so that any Danker is going to be under any particular difficuily of
meeting requests that he make attractive loans. We are caught in this
trap and we can not get out of it,; by these methods.

The banlers do have liquid assets which they are able to turn into

reserves and you can not stop them by market manipulations. The view

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



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

=7 =

of the Council upon this tough problem has been presented under two

of the three groups of circumstances with which your committee has been
concerned.dﬁring the~ast year., Last February Mr. Keyserling and I,

as the surviving members of the Council of Economic Advisers, in
response to your request for a report upon a number of questions, in=-
cluding monetary pelicy, furnished you our views which you have pub=-
lished in the hearings on the 1950 economic report of the President.

In November we again made a report in response to the request of
the staff that we contribute to this very valuable staff report that
has been published within the last few days. The first time we were
dealing with problems of monetary policy in a period of peacetime
inflations We told the committee that our approach to the problem is
not and can not be limited to the monetary aspect, that under the
Employment Act of 19L6 our approach has to be much broader to consider
the total problem of stabilization and not merely the monetary problem,
and that we are continually concerned with the problem of economic
growth; that we look upon the cost of capital as being no different
from any other cost of production; that it is always desirable to have
costs of production, including the cost of capital held at as low a
point as social policy will permit or will bring abouta.

Therefore, we were not in faver of monetary policies that were
directed to increasing the cost of capital and thereby limiting
economic expansion. But in a period of inflation, under ordinary
peacetime conditionsy, a period which is bound to come to an end either
through effective policies being applied to it or through the crash
which otherwise is the normal result of inflation, that in such a
temporary period we think that it is entirely permissable to tighten
credite
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And for that reason we had; ever since the Federal Reserve
Board presented the proposal in 1947, we have vigorously supported
the plan for a special reserve , to be held at the option of the
bank in short-term Government securities.

In November the committee was considering the situation that now
was dominated by the needs of the defense program following the attack
in Korea. A very long term program, so far as we can tell. And the
one change that we then made, and for that reason made, in our recom-
mendation was to tell you that under the conditions that we were in
following the Korean attack we looked upon the continued expansion
of the economy as being far more important than it would have been in
another period of inflation.

For that reason we were not in favor of tightening credit, although
we did believe that it was still true that the Federal Reserve Board
always should have among the tools in its armory of anti-inflationary
policy, the right to establish the special reserve requirement under
conditions that would make them proper,

Now we are in the third situation., The Chinese attack has aggravated
the problem of preparsdnesgss and accelerated the defense program so that
we immediately shifted from the original position we had taken that it
was not necessary to have wage and price controls, that now we thought
it was necessary to have wage and price controls. And a second change
which that new condition makes in my mind is that if new business
loans, the extension of banl credit, are creating a dangerous situation,
there is nc sense in trying to attack the danger by the use of the
awkward, indirect, and indiscriminate control of credit, but that we
should do with respect to credit what we are doing with respect to other
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sectors of the economy, and that is to apply direct control of the
volume of credit.

And when it is suggested, as Mr. Eccles argues with me, that the
problems of direct control of the volume of loans which banks may make
is an administrative impossibility, I have to say that we certainly
are wasting our time in talking about such things as controlling prices
of L4,000,000 business institutions and fixing the wages of 60,000,000
workers if the problems of controlling 14,000 banks, the institutions
more subject to control than any others in our nation, is too big a
job for us to handle, That is a personal view. The Council has not
had occasion to pass upon ite.

I say if it is necessary to act. Last week, when the committee
had an executive hearingy, I stated my view that there is probably no
great problem in this matter of bank credit, that the situation has
already been carried into a pattern which will not only stop the in-
crease in bank credit but will very soon create a plethora of funds
seelking investment,.

Two days after I made that forecast to you the president of a
building and loan association, in an address at one of their conventions,
bescught them not to establish limits upon deposits which they would
accept. And the problem arcse because these institutions already are
finding it impossible to find outlets for savings and for new invest=-
rent funds,

If you looked at the schedule that Don Woodward gave you at your
hearing the first of the week you may have noticed that he came to the
conclusion that in 1951, without any changes in prices, the inability

of consumers to find goods to buy would mean that consumers' savings
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would be in excess of $25 billion this year. What are they going to
do with the money3 It will not be put into houses. That is a kind
of a saving or a method of saving. What are they going to do with
the funds? What will be done with the funds of these corporations who
are going to begin Lo establish reserves for these higher taxes that
the President has proposed today, and which will not be payable until
the beginning of next winter?

They will not let those funds idle in the banks. I am sticking
by my forecast, lr. Chairman, that by the middle of the year you are ﬁot.
only not going .o have any problem of expansion of bank credit, but you
are going to have such a drive upon the Govermment security markets by

those seeking that as the only outlet available for their funds, that

9,___, it will be absolutely impossible through any open market operations to

" prevent interest rates from going down.
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TESTIMONY ON EUROFEAN EXPERIENCE

The problem facing the United States at this point, namely, the

% M”‘,}Z, 'jﬂ%\lﬁ%) G Goparia
requirements the uSe of 4 raditional

»

ontro

menctary o

-
is a problem that has been faced by every European country is an acute form
since the end of World Wer II.

The problem arises from the fact that the large wolume of public debt
held by the commercial banking systef:l;;:‘lvfﬂ it = substantial independent
capacity to expand reserves at will through sales of the government securities
to the central bank. The task posed to the monetary authorities has been to
find some means to prevent thig " izgtion" of the public debt other than

de L\ bevate m:-nnw offeet 0 Public cre@

through drasticaincreases in the yields on the governfient securitIest
”

A wide variety of methods have been used to deal with this problem,

Some countries have tried the indirect approach, chiefly the use of
price and investment controls in order to make it difficult for both banks
and Andividaals to find pmfiéable@x‘sgs\the funds they could readily
acquire through encashment of government securities,

Other countries have adopted a more direct approach, and have adopted
various types of supplementary reserve requirements, which, by freezing a
pertion of the short or long-term govef‘nment or both of commercial banks,
have made it difficult for the banks to expand their reserves at will,

The usugl form chosen has been to require banks to increase their
percentage holdings of cash and/or govermment securities against their ovistanding

deposit liabilities. BEelgium, France, Sweden, and Italy 2l1 have used this
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device deliberately as 2 means of making it more difficult for the banks
to increase their loanable funds by selling securities to the central bank.

In some cases the permission to count government securities as leggl re-
serves applies to the standard reserve and in other cases it applies to a
special additional requirement.

A related device that Ihas been used in France and Italy is a differential
reserve reguirement which requires commercial banks to hold much higher re-
serves against incresses in deposits., This device, rather than g blanket in-
crease in reserve requirements, had to be adopted because e —— &

ol rnéiviclveal bawks Va el 3”;"‘7
i, oW coshoand scceplable” assets position at the time

the requirement was introduced. 3

In several instances direct steps have been taken to curtail the amount
of their reserves that the commercisl banks could use for private lending.
The United Kingdom has utilized the device of the Treasury deposit receipt
for this purpose since 1940 (?). Under this system, the Treasury determines
every week the total sum (if any) which the banks are called upon to invest

ourv mend

in this non-negotiable, non-transferable instrument. The effect of thisnis t hat
of a varisble (weekly-adjusted) supplementary reserve requirement. In France,

ihe Bank of France has supplemented its control over bank reserves exercised

via stringent reserve requirements @y individuzl ceilings on the wvolume of
%M.‘ ;
rediscounts it wg.l_l undertzke for given banks. / ”&"K ’3 Wm Aa.om:.ufg'
wm & m CM-A".? - e”ﬁl
A wide variety of qualitative measures have been « Quelitstive

credit controls have been gpplied in the United Kingdom, France, and the

Netherlands. In Framcehthe Netherlands the extreme device of subjecting
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loans above a minimum size to the specific approval of the central bank
on e w
was tried for a while but not too successfully. The United Kingdom has
n

made effective use, however, of the Capital Issues Committee, established
during the war, in the post-war period both in ;c-h-a field of new securities
floatation and bank loans. The criterisz laid down for this Committee in
the securities field are used by the commercial banks as a gulde to g proval
of new business loans, and all bank loens in excess of &50,000 nust be
approved by the Committee,

Finally, central btanks have not hesitated to resort to moral suasion,
wherever feasible. This has been 2 very effective weapon in the United
Kingdom in view of the standing of the Bank of England and has made possible

w rh UK
the usehaf 2 much more flexible approach than is possible in countriess where
the central bank carries less weight,

Several important ]jessons to this country may be drewn from the European
post-war experiences:

In the first place, that experience malkes it abundantly clear that
one can deal with inflationary pressures far more difficult than amgy confronting
this .country today by & variety of measures which deal directly with the
problem that frlces the United States, namely, the ease of monetization of the
large volume of bank-held United Stetes government securities, arxlfw?ﬁhoat
resort to deliberste increases in the yield on government securities W‘M
M&n&%ﬁgrawak of central bank supporting open-market operations,

[Ind_ivichlal country experience summarized, as per attached, at this

point.7
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United Kingdom

Harufort He et wnn tssed

The United Kingdom has placed its principal relianc?hon the Treazsury
deposit receipt as the means of keeping the reserve position of the
commercial banking system under control. This weapon was used effectively,

it should be noted, during a pericd in which the Government was pursuing

Soofudo Mo averrane o et
a deliberate cheasper money policy (19L5 to 19L7), énc‘. there was no threat rn:i-l'
A otewnnd
in that period to the power of the Treasury and the Bank to keep the re- %

serves under control through sale of long-term governments to the Bank by

the commercial banks. /[Lisieieivy=it-snouis-becnobody=honevany-bhatwitc
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FRANCE
<f ;@: g@ Jerous ™
In the fall of 1940, ationasry problem in France was tackled

AN
vigorously on toth the fiscal and monetary fronts. OUn the fiscal side,

increased taxes and ceilings on government expenditures were adopted. On
the monetary side, drastic quantitative credit controls were imposed. A
supplementary reserve requirement was established. Each bank was reguired
to continue to hold the volume of Government securities it held on October 1,
1948 and to invest 20 percent of any increase in deposits in Governments.
This requirement largely prevented the commercial banks from selling their
Governments to acquire new reserves. In addition, rediscount ceilings
were established at the Bank of France for cach commercizl bank at a level
only slightly higher than that prevailing on October 1. This action
reinforced the supplementary reserve requirement by closing an avenue which
French banks héve traditionally been very ready to use as a means of re-

establishing their reserves.
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Belgium has relied on monetary policy more hegvily than almost any
other European country as a means of regulating the level of economic
activity via a very rigid control over the volume of bank credit, This
control was achieved early in 1946 by the introduction of a supplementary
reserves recquirement system under wnich the commercial banks are required
to maintain, in addition to | percent cash reserves, a reserve of
{:;)vement securities equal to from 50 to 65 percent (depending on the size
of the bank) of their deposit liabilities, This requirement has severely
% the ability of the banks to sell Covernments to the central bank.

It has ;S rediscount @ commercial paper at the National Bank Zmmbiase

b e T axpand
T T i et cTedlit and, as s resull,
uartitatiye

rendered the rediscount policy of the Bank an effective meth ofﬂcredit.
controcl. In recent months the National Bank has applied individual re-

discount ceilings and thus further tightened its control over bank credite.
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The Netherlands

In sharp contrast with Belgium, the Netherlands relied on price
controls, rationing and subsidies to dezl with the inflsationary pressures
arising from the high level of investment in the post-war periocd and placed
almost no reliance on traditional monetary and credit controls until late in
1950. The only measure of credit control used until that time was a
qualitative measure requiring that all bank credits exceeding 50,000 guilders
required the approval of the central bank. In 1950, however, a cash
reserve requirement system -for the commercial banks was instituted for the
first time in Dutch history. The Netherlznds Bank raised its rediscount rate

from 2 1/2 to 3 percent, the first cheange since 141,
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Italy, wﬁh experienced inflstionary pressures during and after
[A

the war that i,hreatened to get out of hand and resulied in a price level |
in mid-19L7 60 times the prewar level and twice that of mid;}&'f‘, undertook, ‘7,
drastic credit control measures in October 1947 which rather promptly brought

the situation under control. All banks were required to set aside an amount

equal to 20 percent of their deposits in excess of 10 times their capital or

an amount equal to 15 percent of their total deposits, whi;:hever was smaller,

These amounts were eithef to be invested in government or government-guaranteed
securities for deposit at the Bank of Italy, or tobe held in an interest-

bearing blocked account at the Bank of Italy ér the Treasury. Furthermore,

LO percent of any increase in 2 bank's deposits after October 1 was to be

set aside in a similar fashion until the bank's total reserves reached 25

percent of its total deposits. At the same time the rediscount rate was

raised from I, to 5 1/2 percent. These new reserve requirements meant that
hereafter the banks had to rediscount at the Bank of Italy in order to in-

crease their lending operastions. They were ;:9 reluctent to do thisﬁ

a general shortage of funds was felt during the months following the adoption

—
~d

of the ecredit restrictions.
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In Sweden, the Government undertook to dezl with the renewed in-
flationary pressures arising in early 1950 and intensified after Korea
by the adoption in October of a reserve requirement system that effectively
tied down assets that might otherwise have been used for further credit ex-
pansions

(a) Cash and supplementary reserve assets (primerily gGovernment
securities) are set for the five large Swedish banks at 10 percent of
total liabilities exclusive of savings deposits and contingent liabilities.

(b) Forty percent of these reserves must be held in casup (till
money and sight deposits with the Riksbank) and 25 percent of this LO percent
mist be held on deposit with the Riksbank.

The authorities hold the power to increase reserve requirements up to
25 percent of liabilities and to vary the proportion of these reserves to

beleld in cash.
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Not one of the above-mentioned countries, the United Kingdom, France,
Belgium, the Netherlands, Italy, and Sweden, therefore, attempted to prevent
the monetization of the govemment securities holdings of their commercial

simpl
banks gy'having the respective central bank withdraw its support of the

N
government bond market over any extended periodes In the United Kingdom
the long-term government rate declined from 3 percent in 1945 to 2 1/2
percent in 1947 and has since been allowed to return to the wartime 3% level,
In France the average yield on governments increased from percent in
1945 to __ percent in 1951. The corresponding figures for Belgium are
o percent in 1945 and __ percent in Jamary 1951, In the Netherlands
the average rate was percent in in 1945 and __ percent in January
1951, 1In Itzly the avlerage rete moved from ____ percent in 1945 to
percent in January 1951, In Sweden the rate was pegged at 3 percent from
1945 until 1950, and has since moved to percent in Januéry
1951,

In the second place, the varying degree of success of different
countries with essentially similar measures makes it clesr that the particular
techniques adopted by any country must be related to the basic characteristics
of the.financial institutions,

The United Kingdom, for example, was able to use qualitative bank
credit measures very effe;:tively because of the commercizal banks unhesitating
acceptance of the E%;;rgfa?h%‘\g:nk of i‘itrél*:rféﬁ .ltxfa.:-eas the theoretically more
complete qualitative control measures in france and the Netherlands were no

ways near as effective. The supplementary reserve requirements measures

introduced in France, Belgium, Italy znd Sweden were quite effective, whereas
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in the Netherlands it was not until 1950 that the suthorities

were able to introduce a cash reserve system for the commercial banks for
the first time. The United Kingdom was able to deel with the reserve posi-
tion of the commercial banks directly by placing with them non-neogitiable
non-transferable treasury short-term notes, whereas Belgium had to get at
the problem by establishing general supplementary reserve requirements at so
high a level that the commercizl banks had to rediscount commercial paper

at the central bank to obtzin new reserves.

Coriclusion

The Treasury Depsrtment believeé that European experience, to the
extent that it is zpplicable to the substantially different circumstances in
the United states, lends strong support to the view that it is more szpproprizte
to deal with the serious problem of the continuing "monetization" of the public
debt by direct increases in reserve requirements than by the indirect route of

open-market operationsg etc.

SRR = S — = 3
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Credit and
How did bank credit enter inte the inflationary picture?
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factor in an inflationary situation., It is the

berrower, who makes the primary judgment that he should
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Thus it is perhaps not appropriate to regard eredit, and particu-
larly bank loans, as an aggressive "engine of inflation,"

Rather credit
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there is a great demand for current, the standby plant is brought inte

operation to meet that demand,

is more like the standby unit of an electrical generating plant.
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This tends to divert savings inte
Secondly,

It is the effects of rising interest

The second disadvantage is, we believe, not guantitatively measur-
ﬁmth“uuﬁnlynlnhrp-mu,um
the government to sell its securities to the Federal Reserve

able, at least with any exsetdtude,

rates, and partienlarly of an uncertainty as to future rates of interest,
-’w‘-,
to tighten bank

on the market for public securities,
expendi tures for the financing of private investment, rather than the
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bank reserves and cancelling or negating efforts
of these two disadvantages, we dc not believe the experi-

In view
ment should be carried amny further.

First, eredit controls do not
affect expendi tures carried out from the current income or savings of
Second, credit to finance consumers'

individuals and corporations,
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FOR RELEASE AT 12 NOON MONDAY FEBRUARY 12, 1951

An Address given before the 55th Annual Meeting of Group Two of the
Pennsylvania Bankers Association
held at the Bellevue-Stratford Hotel, Philadelphia, Pennsylvania
By Aubrey G. Lanston, President of Aubrey G. Lanston & Co. Inc.
On February 12, 1951

THE SURY= L ERVE DISPUTE

I would like to talk to you this morning about the differing convic-
tions of the Treasury and the Federal Reserve, because these involve questions
of policy that are of great importance to our economy and, therefore, to you
as bankers, Public opinion is being brought to bear on the impasse that exists,
and it is being marshalled through statements that oversimplify the points at
issuve. It would be unfortumate, as we see it, if too many people accepted the
thought that, if the Federal Reserve were freed of its compulsion to buy
Treasury securities at fixed prices, the Federal could necessarily exercise a
deflationary influence. Nor should we accept the generality that preys upon
our love for tradition, namely, that the Federal Reserve was created as a supreme
court of finance and that it would be a sacrilege if it were interfered with
in any vay.

Let me tell you at the outset where we stand on these matters. We
believe it is most desirable that the Federal become more free than it has been in
the pest decade to follow a restrictive credit policy at times when this is
needed. We agree with those who say that Treassury domination of Federal Reserve
credit policy is dangerous. We do not go along, however, with the sophomoric
contention that the Federal Reserve should be ounipotent or that it should be
free to assume an attitude that might be described as "the Treasury be damned".
There is much appeal in the thought advanced by Mr. Russell Leffingwell that
the Treasury and the Federal Rescrve be equal partners. On such a plane each
can act to restrain the other or to goad the other as the case may be.

The question of domination or partnership is important largely as a
matter of who holds the final say. The real problem involves many technical
phases of debt and credit management and the need for a continuing understanding
of investor psychology. Perhaps the outstanding problem in the technical field
is whether 2 1/2% Treasury bomds need be supported forever at par or better.

We have long been of the firm belief that par support should not be a permanent
practice, At the same time we are equally firm in our belief that we cannot
depart from such a practice overnight, particularly in an atmosphere of conten-
tion between the Federal Reserve and the Treasury. We also believe that if the
two partners in money and debt mansgement are so far apart in their convictions
that agreement can be reached only by literally hitting one of the two of them
over the head, the public cannot be blamed if it loses confidence in both, and
in the dollar, and in Treasury securities.

We are inclined to place a great deal of weight on the importance of
the state of mind of the investor and on the degree in which this must be con-
sidered in the management of both debt and credit.
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The open-market operation is the principal instrument with which the
Federal mey affect the amount, availability, and cost of money. We know quite
well how readily the Federal can expand the amount and can increase the avail-
ability of credit by the purchase of securities in the market.

We believe that some misconception exists as to the ability of the
Federal to contract credit by the sale of Treasury securities. Success in this
regard depends upon the Treasury's cash position. If the Treasury is operating
with a substantial cash surplus, the Federal can contract reserve credit by
selling securities in the market or by redeeming obligations as they mature.

If the Treaswry does not have a cash surplus, attempts by the Federal
to sell in the market camnot contract credit against the will of the market ard
may only expand the amount of credit in use.

At the present time the Treasury faces a deficit, and the prospect of
the Treasury attaining a surplus seems remote. Therefore, in future open-market
operations the Federal will be unable Yo contract credit to any appreciable
extent by sales of Treasury securities on balance.

Parheps this is why we are confronted with the demand that the Federal
Reserve be restored to the independence conceived for it thirty-seven years age.
Such independence would permit of an attempt to reduce the inflation problem
by denying credit to the market, with the obvious result that & sharp upward
trend in interest rates would follow, In the meanwhile the Federal Reserve
creates, on occasion, a situstion where there is no market for Treasury securities.

This bringsus to the second phase of open-market operation, namely, the
techniques employed by the Federal that would produce a trend toward higher
interest rates. One can be certain that if the Federal were free to precipitate,
directly or indirectly, a sharp upward trend in interest rates and if it were
determined to use this mechanism to the necessary extent, it could stop the
present inflation spiral. But once this bad been accomplished, or during the
process, another series of chain reactions would be started, such that the
resultant inflation potential would cause our present problem to be dwarfed by
comparison,

The February National City Bank letter offered a comment that was of
great interest to us in this comnection. It was directed primerily to the defense
effort, but it applies equally to those phases of credit and debt management that
have precipitated the Federal-Treasury dispute. The National City Bank noted
that during most of the time since Korea, pcople have been uncertain as to the
extent of the requirements of defense and what was expected of them. The Bank
wvent on to say that little authentic information had been available on the size
of the defense program, and it admitted that, although such uncertainties may
have been unavoidable, the lack of a firm basis for calculations left the way
open for uninformed opinions, speculation, and extreme statements both publiec
and private. The comment closed with the following quotation, "Undoubtedly there
has been 'inflation by publicity', which hag fostered a contagious state of
alarm and scare buying".

We believe that the drawn-out public discussion over the clash between
a fixed interest rate and credit control, a discussion in which Federal Reserve
officials have taken a long lead, has contributed importantly to the expansion
of bank credit.
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How much weight should be given by the Federal to the impact of its
credit policies on holders of Treasury securities such as businesses and
individuals? For an idea we might turn to an estimaete of the so-called infla-
tionary gap that was rccently made by a noted Federal Reserve economist. BHe
said that the gap during the next year could be as much as $20 billion and will
stem from a contraction of $10 billion in the goods available for civilian pur-
chase and an increase of a like amount in consumer and business income. He
cautions that the estimate is premised on (1) no further price or wage increases,
(2) no substantial credit expansion, (3) no further tax increases, and (4) a
congideration of particular potency to our discussion =- namely, no large use
of available liquid assets. He then points out that individuals and businesses
hold $17 billion of bank deposits and currency and §90 billion of Treasury
securities, a large part of which are redeemable on demand or have short maturi-
ties. The total is $266 billion. The ouestion, therefore, is whether attempts
by the Federal to reduce the size of the inflation gap will suggest that some
portion of the $90 billion of these Treasury securities be sold or whether such
investors thereby will be encouwraged to increase their holdings.

The Federal Reserve, o8 o gpecial guardian of the purchasing power of
the dollar, also must keep in mind that some $100 billion of Treasury securities
rest in the portfolios of commercial banks, savings banks, insurance companies,
and the like, and that such invegtors hold additional billions of other mar-
ketable securities, the value of which would be affected, along with their
Treasury securities, should a sharply increasing trend in interest rates occur.

Menagers of thegse portfolios, such as yourselves, are concerned with
the decreasing purchasing power of the dollar, but you also take into congidera-
tion in the management of your portfolio the dollar prices that your security
investments command in the market. Many of the decisions that you make with
respect to the purchase, sale, or retention of these gecurities are based upon
changes in market values. Collectively these decisions of yours, influenced
as they must be by the Federal Reserve's policies, will bear importantly on
whether individuals and businesces prefer to acquire additional securities or
are inspired to bring their liguid assets into play in & manner that will
heighten our inflation.

Thus, the Federal is quite correct in saying that it must protect the
purchasing power of the dollar, but the Treasury is also on sound ground when
it says that investor confidence in Treasury securities should not be impaired
by unexpected sharp fluctuations in the dollar prices of its securities. These
two statements are the crux of the dispute.

Now let us digress for a moment in order to examine the weight that
should be given to the Board's contention that it has a responsibility for credit
that it is not able to discharge. There is nothing new about this. The Federal
Reserve was charged just as fully in this connection nine years ago as it is
today. Yet nine years ago, as a consequence of the war emergency, the Federal
agreed to underwrite a pattern of rates for Treasury wartime finencing. The
Federal had no option, because the Treasury faced an unprecedented deficit, the
money had to be raised, and there was nothing else to do.

Since the Treasury again faces a deficit, is there any better way to
resolve matters than to bring about an agreement between the Treasury and the
Federal in the technical area of interest rates and support techniques?
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Nine years ago when the Federal accepted the responsibility of pro-
tecting the prices of Treasury securities, the Secretary of the Treasury would
have accepted a support price that was fractionally below par. When I say this
I am not making an assumption. The choice of par, as a precise figure, was made
by the Federal, and with the passage of time most Treesury security lnvestors
heve come to believe that whenever "the cards were down", neither the Treasury
nor the Federal would elect to drop the support price of the 2 1/2% bonds below
that figure.

Indeed, you will recall that by the time we had to face up to the
inflationary problems of 1947 and 1948 a leading official. of the Federal pro-
claimed that failure to support Treasury 2 1/2% bonds at par would lead to &
catastrophic condition. We repeat that we firmly believe that we need to get
away from par support, and we believe that a program should have been and could

/ have been worked out long before this. A period of nmational emergency and of
/  bitter dispute between the Treasury and the Federal, however, is not a propitious
[ moment to engage in drastic changes or to withdraw support.

Furthermore, if the reasons for supporting outstanding Treasury bonds
were compelling in 1948, how do we justify ignoring similar reasons today?

The Federal has lived with its conscience for nine years, Why must
/ it suddenly choose a war emergency and a period when the Treasury faces a deficit
/  of unknown size to suggest that it be free to act independently?

Indeed the differences between the type of inflation that we face today
and that with which we were confronted in 1947 and 1948 should leave the Federal
Reserve with less rather than more reason to have precipitated these questions.
During 1947 and 1948 the inflationary problem arose primarily from activity in
the private economy, at a time when the Treasury had a substantial cash surplus.
The present inflation has been enlarged by the prospect of controls, of shortages,
and of an undefined but large defense program.

Some portion of the plant and equipment expension necessary to the
defense program is yet to be met. The money needed from outside sources must
come largely from either the inswrance companies or the commercial banks. At
the present time great emphasis is Deing placed on the expansion of bank credit.
Few seem to realize that under cxisting conditions loans granted by banks are
less inflationary than the extension of an equal amount of credit by insurance
companies.

Now, the Treasury security and other bord markets have remained rela-
tively calm throughout this drawn-out Federal Reserve-Treasury dispute and its
accompanying publicity. This calm is the result of a general confidence that
the Treasury long-term rate of 2 1/2% will stand, and so will par support for
outstanding long-term bonds. In other words the rank and file of investors do
not believe that the Federal will be or will feel free, in the final analysis, to
unstabilize the Treasury security market by decreasing the support prices or by
withdrawing support.

My first question, therefore, is as follows: If against the contentious
background of recent months, the Federal reduced its support price for Victory
2 1/2s to 100 and, at the same time, became a more-than-usually reluctant buyer
of short-term Treasury securities, would investors continue to be calm or would
their confidence be somewhat shaken?
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Second, would a drop in the support price of 2 1/2% bonds to 100 or an
increasing denial of a market to some holders of Treasury securities produce
an increased volume of precautionary sales?

Third, if the Federal Reserve were to drop the support price to 99 1/2
or 99, how confident would institutional irvestors be that such support prices
would hold?

If the Federal breaks par in support of Treasury bomds, will this be
deemed, by investors, to be evidence that it has adopted a program of retreat
to successively lover prices depending upon the volume of bonds offered to it?

If, to make its credit less readily available, the Federal decided to
let the market decline to whatever point wes necessary to dry up selling, how
far would prices have to decline? Does anyone know? Can we afford to act on
optimistic guesses?

Now let's go to the other side of these things. Let us assume that,
to reduce the availability of credit, the Federazl Reserve drops its support
prices sufficiently low that it ultimately dries up any substantial selling.
How many institutional investors would become buyers of Treasury securities?

We are asked to believe that more Treasury securities can be placed if
the interest rate offered on them is made more "attractive". When bond prices
decline interest rates become more attractive, but I have never seen a bond
market that was undergoing a major decline that could be characterized as a
confident one. If the bond market is caused to decline sharply while institu-
tional investors are net sellers on balance, where are the additional buyers
of these bonds going to come from?

We believe that the important consideration is not whether interest
rates become more "attractive" or whether a higher level of rates is brought
about. It is the trend of rates that is important. As bankers, you may agree
that there is a tendency to feel more "loaned-up" when the outlook is for higher
rates of interest than is the case if the outlook is for lower ones. The same
thing is true with respect to bond buycrs. A given rate is unattractive if the
trend of the market is down, but the same rate can appear attractive if the
price trend is stable or rising.

Please do not misunderstand. We are not an advocate of low interest
rates. We would have much preferred a Treasury decision calling for a long-term
2 3/4% bond or a long-term 2 1/2% bond at a discount to yield 2.70% or 2.75%.
Both of these would have been possible without disturbing the stability of
outstanding bonds if the Treasury and the Federal had evidenced an ability to
resolve their differences.

We have been told that market conditions have clearly shown that the
Treasury has insisted upon interest rates that are "too low". In justification,
ow attention is called to the nmatural forces of supply and demand as they
appear in the market and to the amount of Treasury securities that the Federal
has been forced to acquire. The market for Treasury securities during the past
year has been made almost entirely by the Federal Reserve, and the market has
looked, most of the time, the way the Federal open-market operations caused it
to look.

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



.

Let me illustrate this by comparing two fimancings a year apart.
First, we will go back to November 1949. When the Treasury ard the Federal
Reserve were discussing the terms to be set on the approaching refunding of
that period, the market "looked" es though a 1 1/8% rate were no longer suitable.
The Treasury, nevertheless, decided to continue with a 1 1/8% one-year rate.
It also offered a 1 3/8% note with a 4 1/4 year term. This note quickly reached
a premium of 11/32 above 100, Why? Because investors took the financing decisiom
of the Treasury as an indication that the Federal had lost the fight to advance
the pattern toward higher yields. Both offerings were an outstanding success.

During the months following the Federal showed, by its handling of
the open market, that it had not given up the fight. Even when the Treasury,
in the spring of last year, acceded to somewhat higher interest rates for
shorter-term securities, the Federal appeared to be dissatisfied. At least,
that is the impression geined by close observers, an impression that was more
than fully justified by the open break that occurred in August of last year.

Let us now consider the latest refunding in which the offering; con-
sisted of a single issue of five-year 1 3/4% notes, The terms set by the
Secretary of the Treasury were those recommended by the Federal Reserve, ones
that were later characterized by the Federal as appropriate and attractive.

Most market observers, and we believe the Treasury as well, were skeptical of
the appropriateness and the attractiveness of a five-year obligation for corpora-
tions, who were large holders of the maturing securities. But there are grounds
for believing that the Federal assured the Treasury that this refunding would

be a success.

What is the record? Only about 52% of the public holdings of the
maturing securities were exchanged for the new issue and held throughout the
exchange period. The remaining 48% of the public holdings were sold to the
Federal. or redeemed for cash. This hardly could be construed as a successful
exchange from the point of view of the sound objectives of debt management.

About 15% of the public holdings were redeemed for cash., This com-
pares with a 21% cash redemption last September and October and with the more
normal cash redemptions of 5% or less. The drain on the Treasury's balance
resulting from these two refundings was $3 1/2 billion.

The differences between the successful refunding of November 1949 and
the unsuccessful exchange offering made in November 1950 are twofold. In
the first place, it is a testimony to the deterioration in investor confidence
that has been brought about by the public wrangling over differences, Second,
it suggests that the Treaswry is a better judge of the type of securities that
investors will buy than is the Federal.

This brings to mind something that has occurred to us with increasing
frequency over recent months. We have wondered whether the Governors of the
Board and the other members of the Open Market Committee could possibly be tuo far
removed from an intimate contact with the Treasury security market, that is,
from the changing states of mind, the preferences,and the reactions of those
whose activities create the supply and demand with which the Federal open-market
operation must contend. These are details of great importance when it becomes
necessary to refine the terms of Treasury offerings. We also have wondered
whether an adequate exchange of technical information tekes place between the
Treasury and the Federal. We have wondered about these things, because if such
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situations were to exist they would explain why gome of the misunderstandings
arise. X : i

But let us get back to more tangible things. The apparent calmness
of institutional investors will be put to a full test when the ‘J,'reaaury begins
to refund almost $40 billion of maturing or callable securities, The bulk of
these refundings covers a' span hardly longer than four months and begins this
June.

Were the Treasury to experience the same percentage of cash redemp-
tions that it suffered in the last refunding, it would have to pay out about
$6 billion. MNo wonder the Secretary of the Treasury believes a stable and
confident Treasury security market is a prerequisite to financial mobilization.

If, therefore, the Federal Reserve were to endeavor to make credit
unavailable by reducing support or by withdrawing it, what would be the atti-
tude of holders of the maturing and callable Treasury securities?

Many have substantial forward commitments in mortgages and the like.
A larger number would be offered good loans at rates substantially higher than
those now prevailing. Some of these loans will be necessary to the defense

program,

Would investors accept the refumding offerings to be made by the
Treasury?

Or would they deem it prudent to redeem their securities in order to
meet their commitments or to maske loans?

If, in the final analysis, the Treasury met with no greater success
in these financings than in those just past, would potential buyers of long=-
term Treasury bonds gain or lose in confidence?

And, wholly aside from the Treasury's cash position, if it must meet
large-scale cash redemptions, from whom will it obtain the funds? From the
Federal Reserve Banks? Or from the commercial banks?

In either event it would appear that banks as a whole might be
forced to cope with some more or less unworkable plan such as a secondary
reserve requirement, a ceiling reserve plan, higher cash reserves, or they may
be told to accept Treasury eertificates of deposit bearing interest at some
rate such as 1/4%. Yet none of these devices will insure an improvement in the
credit condition over what it can be if debl management is permitted to work
in our favor instead of against us.

This is not a question of interest costs. Surely many would prefer
higher rates, but the determining element in the equation is the maintenance
of investor confidence. This requires a stable and confident Treasury security
market and confidence among Treasury-security investors that they will not be
subjected to some abrupt manipulation of the market, by either the Federal
Regerve or the Treasury.

It seems to us important that the attitude of the institutional
investor toward the market for Treasury securities may determine the co::®idence
that business corporations and individuals have in these same securities.
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To parlay the reduction in the value of the dollar by decreasing the dollar
price of Treasury securities abruptly may be the worst way to deal with
inflation.

In summation we suggest that the differences between the Federal
and the Treasury involve questions of policy that are most important to the
economy and to you. It is dangerous to accept over-simplifications, either
of principle or of the technical aspects of the points at issue. Federal
Reserve open-market operations designed to reduce the availability of credit
cannot do so on a quantitative basis except as the Treasury is armed with a
substantial cash surplus. The Treaswy will soon be operating at a deficit.
A substantial cash surplus is hardly a possibility. To reduce the support
rendered to Treasury securities, against the present contentious background,
or without warning, would be most dangerous. The withdrawal of support
would be intolerable., Yet, we need to plan for its ultimate elimination.

Of greater importance than an increase in interest rates, is the trand of
rates. But, this is no time to attempt to control credit by starting a trend
to higher rates. To do so would multiply not reduce the inflation potential.
Neither the Federal nor the Treaswry should be omnipotent or dominant. Each
should congider itself to be an equal partner charged with responsibilities
of equal weight.
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IMMEDIATE RLEASE,
Monday, April 9, 1951 S-2654

Secretary of the Treasury Snyder announced today
that he was gratified by the response to the
Treasury's offering of 2-3/4 percent Treasury Bonds,
Investment Series B-1975-80, which were availsble
during the past two weeks in exchange for outstand-
ing 2-1/2 percent Treasury Bonds of June 15 and
December 15, 1967-72. The exchange offering closed
at midnight last Friday, April 6,1951.

The Secretary said that subscriptions thus far
received and tabulated, which will be augmented
somewhat by mail subscriptions not yet tabulated,
exceed $13,450,000,000. This figure includes about
$5,583,000,000 for Federal Reserve and Treasury
Investment Accounts.

Announcement of the total amount of subscriptions

recelved and their division among the several Federal
Reserve Districts will be mede later in the week,
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IMMEDTATE RELEASE,
Tuesday, April 3, 1951, S-2648

Secretary of the Treasury Snvder announced
today that the subscription books for the current
offering of 2-3/4 percent Treasury Bonds, Investment
Series B-1975-80, in exchange for the 2-1/2 percent
Treasury Bonds of June 15 and December 15, 1967-72,
will close at midnight Friday, April 6, 1951,

Subscriptions addressed to & Federal Reserve
Bank or Branch or to the Treasury Department, and
placed in the mail before midnight of April 6 will
be considered as having been entered before the
close of the subseription books.

Announcement of the total amount of subscriptions
and thelr division eamong the several Federal Reserve
Districts will be made later. The Secretary said
that subscriptions received and tabulated by Federal
Reserve Banks as of Monday, April 2, (including about
$5,365,000,000 for Federal Reserve and Treasury
lnvestment account) exceed $11,000,000,000. This
fisure of course does not include subscriptions in
the mrails,
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RELIEASE, MORNING NEWSPAPERS, 5-2631
Monday, March 19, 1951,

Secretary of the Treasury Saydsr today relsascd the official circular
governing the offering of 2-3/L sercent Trcasury Bonds, Investnent Series
B-1975-80. Holders of 2-1/2 perceat Troasry Bonds of June 15 and Decen-
ber 15, 1967-72 nmay, at their cption, exchmnge taeir bords of cither or both
series for the new 2-3/l percent Treasury bonds, in authorized denuninations.
The arnount cof the of fering will be linited to the amount of Trcasury Bonds
of 1967-72 of either or both of th: speeilficd series tendered ard accepted,

As announced by the Secretary on idarch L, 1751, the subscription books
oy

will open on londay, March 26, for a period of about two woclts, although
the Sceretary rescrves th. right to close the Gouss at any tine without
notice,

The Sceretary alsc today rileased the offering circular governing the
1-1/2 percent five-year narketa’ le Treasury notcs which will be available
for exchange to owmers of the me s 2-3/L percent Treasury bonds, at their
option, during the life of the bords. The first issue of the new notes will
be dated April 1, 1951, and will be available as soon as the 2-3/h percent
bonds arc issued.

Pursuant to the provisions of the Public Debt Act of 1941, as amended,
interest upon the bornds and notes now offered shall not have any exenption,

thereto. The full provisinns relating to taxability are sct forth in the
official ecirculars rcleased today.

Subscriptions for the bonds will be received at the Federal Rescrve Banks
and Branches, and at the Treaswry Departmnent, washington, and should be
acconpanied by a like face amourt of the 2-1/2 pcreent bonds to be exchanged.
Subjeet to the usual rescrvations, all subscriptions will be allotted in
full.

The texts of the official circulars follows
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UNITED STATES CF AMERICA

2-3/l; PERCENT TREASVURY BO!DS, INVESTMENT SERIES B-1975-80
lontransferable

Dated and bearing interest from April 1, 1551 Due April 1, 1980

REDEFLIABLE AT THE OPTTON OF THE UNITED STATES AT PAR AND ACCRUED
INTEREST ON AND AFTER APRIL 1, 1975

Interest pay:ole April 1 and October 1

1951 TREASURY DEPARTHENT,
Department Circular No, 883 Oi'lice of the Secretary,

Washington, liarch 26, 1951.
Fiscal Service

Bureau of the Public Debt
I. EXCH.)NGE CFFERING OF BOMNDS

1. The Secretary of the Treasury, pursuant to the authority of the
Second Iiberty Bond Act, as amended, invites subscriptions, at par, from
the people of the United States for bonds of the United States, designated
2-3/ly percent Treasury Bonds, . westmeit Series B-1975-80, in exchange for
2-1/2 percent Treasury Bonds of 1957-72, dated June 1, 1945, due June 15,
1972, or 2-1/2 percent Treasury Ronds of 1957-72, dated November 15, 1945,
due December 15, 1972, in aggrega‘e amounts of 1,000, or multiples thereof,
The amount of the oifering under this circular will be limited to the
amount of Treasury Bonds of 1957=72 of either or both of the specified
series tendered and accepted.

2. Commercial banks will be permitted to exchange the 2-1/2 percent
Treasury Bonds of December 15, 1967-72, acquired by them on original issue
and bonds of either serics held in trading accounts pursuant to Treasury
Department Circular No. 787, dated iay 17, 1946,

IT. DESCRIPT™ON AND TERMS OF BCNDS

1. The bonds will be datci April 1, 1951, and will bear interest from
that date at the rate of 2-3/Li sercent per annum, payable semiannually by
check on October 1, 1951, and tacreafter on April 1 and October 1 in each
year until the prineipal amount becomes payable. They will mature April 1,
1980, and will not be redeemable prior thercto except as followis:

(a) They may be redeemed at the option of the United States on
and after April 1, 1975, in whole or in part, at par and accrued
interest, on any intercst day or days, on L months'! notice of re-
demption given in such manncr as the Scerctary of the Treasury
shall prescribe. In case cf partial rcdemption the bonds to be
redecemed will be determincd by such method as may be prescribed
by the Sceretary of thc Treasury. From the date of redemption
designated in any such notce, interest on the bonds called for
rcdemption shall cease,

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



.

(b) They may be redecemed at the option of the duly constituted
represcntatives of a deceazed cwr :r's estate, at par and accrued
interest to the date of paymcntl/ if at the time of death they
constitute part of the deccdent'!s estatc and the Seerstary of the
Treasury is authorized by the representatives to apply the entire

. procccds of redemption to the payment of Federal cstate taxes.
Bonds submitted for redemption hercander must be duly assigned to
"The Secretary of the Trecasury fur redemption, the proceceds to be
paid to the Cnlilactor of Initernal Revenue at for credit
on Federal estate taxes due frea cstate of L
The bonds must be zccompanied by Form PD 17 82*‘/ properly co wpleted,
signed and sworn to, and by a certificate of the appointment of
the personal repruscntatives, unler seal of the court, dated not
more than six menths pricor to the subtmission of the bonds, which
shall show that at the date therecf the zppointment was still in
force and effcct. Unon payment of the bonds appropriate memo-
randun receipt will be forarded to the representatives, which
will be followed in due course by formal reccipt from the
Collector of Internal Revenuc,

2. Although the bonds are payable only’ at maturity exceot as provided
in the preceding paragraph, they nmay, at the owner's option, as provided
in Departaent Cireular No. 88l, Le exchanged for 1-1/2 vercent five-year
marketable Treasury Notes to be dated April 1 and October 1 of each yecar
during the life of the bord. If the bonds surrendercd are ir order for
exchange, thc new notes Will ordinarily be issued within ten calendar days
from the date of surrender to the Treasury Departiment or to a Federal Re-
serve Bank or Branch, The notes to be issued will bear the April 1 or
Oetober 1 date next preceding the date of the exchange. Intercst will be

adjusted to the date on which the cxchange is made. gartial exchange of
the bonds in multiples of $1,000, and rcissue of the renainder, will be
permitted.

3. The bords will not be acceptable to seoure deposits of publie
moneys, but they may bo used as collateral for leans and may be pledged
as security fcr the performance of an obli-zation or for any other surpose,
In the event ¢f a default on the loan or iu the performance of the obliga-
tion, the pledgee will have thc right only to exchange the bonds for
1-1/2 percent five=year marketabls Treasiry notes. The bords nay not be
sold or discounted, and are not transferable in ordinary coursc, but they
may be transferred (by way of reissus) (1) to successors in tLtlu,,

(2) (in the event of the dcath of the owner) to legateces, next of kin,

l/ An exact half-year's interest is coputed for each full half-year period
Trrespective of the actual number of days in the half year. For & fracticnal
part of any half year, couputation is on the basis of the actual nunber of
days in such half ycar,

2/ ‘Copics of Form FD 1782 nmay be obtaincd from any Federal Reserve Bank

or fram the Treasury Department, Washington, D. C.
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and other persons entitled, in accordance with the provisions of Depart-
nent Circular No, 300, and (3) to State supervisory authorities in pur-
suance of any pledge required under State law. A bond which has becn
registered in the title of a State supervisory authority nay be rcissied
in the name of the original owner upon assigmment by such authority for
that purposec. The term "successors" as used in this paragraph includcs
but is not linited to succeeding organizations, succeeding trusteces, and
persens entitled upon the termination of a trust or the dissolution of a
fund or organization., Judgnent creditors, trustees in bankruptcy, and
receivers of insolvenks! estates will be entitled only to cxchange the
bords for 1-1/2 percent five-year marketable Treasury notes, Fersons
entitled to rcissue under the provisions of this paragraph will succced
to all the rights and privileges of the registered cvmers.

4. The income derived froa the bomls shall be subject to all taxes
now or herzafter inmposcd under the Internal Revenue Cede, or laws anicnd-
atory or supgplementary thereto, The bonds snall be subjoet to cstate,
inheritance, gift or other exeise taxes, whether Federal or State, but
shall be exempt from all taxation now or hcreafter imposed on the prin-
cipal or intercst therecf by ony Stata, or any of the posscssions of the
United States, or by any local taxing suthority,

S5« The bonds will be issued ondy in registercd form, and in denomi-
nations of $1,000, $5,000, $10,000, $100,000, $1,000,000 and $10,000,203,

6. Except as otherwise spceifieally provided in this circular,
Treasury Bonds of Investment Serics B-1975-80 issued hercunder will be
subjeet to the genmeral regulations of the Treasury Department, now or
hercafter prescribed, governing United States bonds. The regulations in
Department Circular No, 815, (which govern 2-1/2 percent Trcasury Bonds
of Investment Series A-1955), will not govern Treasury Bonds of Investment
Scries B-1975-80. All questions concerning bonds issucd hercunder and
transactions pertaining thereto should be sutmitted to a Feoderal Rescrve
Bank or Branch or to the Treasury Department, Division of Loans and
Currency, Washington 25, D. C.

ITI., SUBSCRIPTION AND ALLOTHENT

1. Subscriptions will be reecived at the Federal Rescrve Banks and
Branches and at the Treasury Department, Washington. Banking instifutions
generally may subnit subscriptions for account of custoiers, but only the
Federal Recscrve Banks and the Treasury Department arc suthorized to act
as official aszcncies.

2. The Secretary of the Treasury rescrves the right to rcject any
subscription, in whole or in part, to allot less than the amount of bonds
apeliced for, and to close the books as to any or all subscriptions at any
tine without noticej; and any action he nay take in thesc respects shall be
final, Subject to thesc reservations, all subscriptions will be allotted
in full., Allotment notices will be scnt out promptly upon allotaent.
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IV. PAYLENT

1. Payaent for bonds allotted hereurder nust be made on or before
April 1, 1991, or on later allotment, and nay be made only in Trecasury
Bonds of 1267=72, due June 15, 1972, or Treasury Bonds of 1967-72, due
Deecember 15, 1972, whiech will be accepted at par and should accompany the
subscription., Coupons dated June 15, 1951, and all subsequent coupons,
nust be attashed to bearer bonds of cither scries when surrcndered. If any
such eoupons are m ssing, the subscription must be accacpanicd by cash pay-
ment equal to the face amount of the m ssing coupons. Accrued interest
fron Deeember 15, 1950, to April 1, 1951 (%7.3L459 per $1,000) 3ill be paid
to subscribers tendering coupon bonds following aceeptance of the bonds.

In the case of registered bonds of cither serics tenderced in payment,
checks in payuent of accrued interest frar Decerber 15, 1950, to April 1,
1951, will be drawn in accordance with the assignments on the bonds
surrcndered,

V. ASSIGN"TT OF REGISTEIRED BOWD

1, Treasury Bords of 1257-72, due June 15, 1972, or Treasury Bonds
of 1967-72, due Decenber 15, 1972, in registered form tendered in payment
for beads offer.d hercunder should be assigned by the rugistercd payecs
or assignces thereof in accordanee with the general regulaticns of the
Treasury Departaent governing assignments for transfor or exchange, in ons
of thc forns hercafter sct forth, nnd thereafter should be presented and
surrcndered with the subseription to a Federal Rcserve Bank or Branch or
to the Trcaswry Departument, Division of Loans and Currency, Washington,
D. C. If the new bonds arc desired registered in the sane name as the
vonds surrcndered, the assigmment should be to "The Sccerctary of the
Treasury for exchange for 2-3/L percent Treasury Bords, Inwcstuent Scrics
B-1975-80", If the new bonds arc desired rcgistercd in anothor nane, the
assignment should bg to "The Secretary of the Treasury {or exchange for
2-3/L pcrcent Trcasury Bonds, Investment Series B-1975-80, in thz nane
of .

VI. GENERAL rROVISIONS

1. As fiscal agents of the United States, Federal Roserve Banks are
auvthorized and requested to receive subscriptions, to make allotnents on
the basis and up to the anounts indieated by the Soeretary of the Treasury
to the Federal Rescrve Banks of the respcetive Districts, to issue allot-
nent netices, to receive payment for bords allotted, to make delivery of
bonds on full-paid subseriptions allotted, and they nay issuc interin
reecipts pending delivery of the definitive boids.

2, The Scerctary of the Treasury may at any tine, or from tine to
timwe, »rescribe suppleuental or aswndatory rules and regulations govern-
ing thc offcring, which will be communicated promptly to the Federal
Rescrve Banks.

E, H. FOLEY
Acting Secretary of the Treasury.
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UNITED STATES OF AMFRICA
1-1/2 PERCENT FIVE-YEAR TREASURY NOTES

Datcd and bearing interest from Due five years fron issue date
April 1 and October 1 of each year

Interest payable April 1 and October 1

SSUED ONLY IN EXCHANGE FOR 2-3/L% TREASURY BONDS, INVEST ENT SiRIES B-1975-3

1955 TRELSURY TEP.RTENT,
Duparticnt Circular Ne. 88k Office of the OC’*“F*‘t'-lI’:y“,
Washington, larch 26, 1951.

Fiscal Serviee
Bureau of thc Public Debt

* 1. OFFERING OF KOTES

1, Treasury notes described herein are issued pursuant to the Seeond
Liberty Bond Act, as amended, and are offcered by the Scerctary of the Treasury
orily to cwners of 2~3/L porcent Treasury Bonds, Investrent Series B-1275-80,
and other persons entitled thersto, in aescrdance with the provisicng of De-
partment Circular No., 383, dated larch 25, 1951.

2. The first issue of these notes will be dated April 1, 1951. The last
issue will be dated October 1, 1979, or the April 1 or October 1 next preceding
the date on which the 2-3/ percent Treasury Bonds, Iavestuent Suries B-1975-80,
cease to boar interest if called for redenption pricr to maturity.

II. DESCRIPTION OF NOTES

1. The notes will be issued e¢ach six nonthis during the 1life of the

2=3/1, percent Treasury Bonds, Investment Series B-1975-80, in two scries, to be
dated April 1 and October 1 in each ycar. The nctes tu bu dated gpril 1 will
bear the series designation BA folleowed by the yeur of maturity »nd the notes

. %2 be dated Qectober 1 will bear the scrics designation EO followed by the year
of maturity. The notes will bear interest froam their resocttive iSsuc dates
at the rate of 1-1/2 perecnt sor anmri, dayable scuiaumally on Aoril 1 and
Qetober 1 in sach year until the pri ""_Li""..._ 1aount becores payable, They will
mature five ycars frou their resgpective issue dates, and will not be subject
to ecall for redemption prior to nmaturity.

2. Thec inconme derived fro. the notes shall e subject to all taxes, now
or hereafter inposed under the Internal Revenue Cude, or laws auendatory op
supplementary thercto, The notes shall be subjeet to estatc, inheritance,
gift or cther excise taxes, whether Federal cr State, but shall be exompt
fraa all taxation now op hercafter inposed on the prineipal or intercst
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therecf by any State, or any of the possessiuns of the United States, cr by
any local taxing authority,

3. “The notes will be acceptable to secure deposits of public noneys.
They will not be acceptable in payment of taxes,

L. Bearer notes with interest coupons attached will be iscued in denomi-
nations of $1,000, $5,000, $10,70C, £100,000 and 31,200,000, ‘The notes will
not e issued in registered forma.

5. The notes will be subject to the general regulations of the Treasury
Departaent, now or hereafter yroseribed, governlng United States notes.

IiT, IsSSUE OF BOTSS

1. The notes of fored hereurder #111 dbe issusd in exchanee for 2-3/L
pcreent Traasury Bonds, Imwestment Serice B-157-87, following orésentation
and surrcnder of the bondy duly assipied for eehanss, [he now notes will
ordinarily be issucd wvithin ten calendar days fro. the date of surrender of the
bonds tc a Feder~l Rescrve Bank or Pranch or to the Treasury Departoent, The
nctes will bear the jpril 1 or Cetober 1 dalte next preeceding the dute of the
exchance and interest will be adjusted to the dote on whieh the notes are issued
by the Federal Reservs Bank or Branch or the Treasury Deparinent. Interist
acerged at 2-3/li percent on the bonds surremdered fron thie rext preceding
April 1 or October 1 to the date of exchange will be eredited and imberest at
1-1/2 sercent for the sase perisd will be charged to the ovmer making the ex-
change and the dfference will be paid to the owner at the tiuie the exchange
is made,

V. ASSIGMNINT OF BONDS

1. Treasury Bonds, Investwenl Scries B=1275-80, tendercd in exchangs
for notes offcred hereunder should be assigned to "The Jeerctary »f the
Treasury for exchange for the current serizs of EiA or EO Trcasury noles to
be delivered to W, in accordance with thz geieral regula-
tions of ihe Treasury Deparu cnt governing assignments for exchange, and
thercalter should be presented ond surrendersd with aprropriate instructions
tc a Federsl Reserve Bank cor Branch or to the Treasury Departaent, Division
¢f Loans ard Currency, Washiagbton 25, D. C. Tac bonds must be dslivered at
the expense ard risk of the swners.

V. GENERAL SROVISIONS

1, As fiscal agents of the United Statos, Federal NMescrve Panks are
anthorized and requacted to accept anoslications for the cxchange of Treasury
Bonds, Investrent Scries B-1475-30, for 1-1/2 purecnt five-yoar Treasury notes,
and folladng discharge of registrotion to issue tne new notes.

2+ The Scerstory of the Treasury may at any tiie, or fron tine to tiue,
prescribe supplemental or ancndatory rules and regulations poverning the ex-

change offering, which will be cunpwniecated proptly to the Federsl Rescrve
Banks.

E. H. FOIEY
Acting Secrctary of the Treasury.
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TREASURY. DEPARTMENT

" i T}‘rﬂﬂ/-

Information Service WASHINGTON, D.C.

Digitized for FRASER

IMMEDTATE REIEASE,
Thursday, March 8, 1951. S-2620

In response to nivmerous inguiries, the Secretary
of the Treasury announced today that the new invest-
ment series cof 2-3/4% Treasury bonds which will be
offered March 26, 1951, in exchange for outstanding
2-1/2% Treasury bonds of June 15 and December 15,
1967-72, will be dated April 1, 1951, will mature
on April 1, 1980 and be callable on April X, 2078
The bonds will be non-marketable and non-transferable,
but will be exchangeable into marketable 5 year
1-1/2% Treasury notes. The notes offered in
exchange will be dated April 1 and October 1 of
each year with appropriate interest ad justments to
dates of exchange. Interest on such bonds and
notes will be payable semi-annually on the lst

days of April and October in each year.

o0o
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TREASURY DEPARTMENT

Information Service WASHINGTON, D.C.

RELEASE MORNING NEWSPAPERS,
Sunday, March 4, 1951. 8-2613

The Secretary of the Treasury announced today that there
will be offered for a limited period a new investment series of
long-term non-marketable Treasury bonds in exchange for outstand-
ing 2-1/2% Treasury bonds of June 15 and December 15, 1967-72,
the details of which will be announced on March 19.

The - new bonds will be issued in registered form only, with
appropriate maturity, and will bear interest at the rate of
2-3/4% per annum payable semi-anrually. They will not be trans-
ferable or redeemable prior to maturity; however, owners of such
non-marketable bonds will be given an option of exchanging them
prior to maturity for marketable Treasury notes bearing terms
to be announced in the officlal offering.

The new non-marketable 2-3/4% Treasury bonds will be
acceptable at par and accrued interest in payment of Federal
estate and inheritance taxes due following the death of the owner.
They will not be acceptable in payment of Federal income taxes.

The offering of this new security is for the purpose of
encouraging long-term investors to retain their holdings of
Government securities, in order to minimize the monetization of
the public debt through liquidation of present holdings of the
Treasury bonds of 1967-72.

The Secretary stated that he planned to open the sub-
scription books on Monday, March 26, and that the full terms of
the offering and the official circular would be made available
on March 19. The subscription books will remain open for a
period of about two weeks, although the Secretary will reserve
the right to close the books at any time without notice.

The Secretary indicated that a speclal offering of Series F
and G bonds, or an offering similar to the 2-1/2% Treasury bonds,
Investment Series A-1965, will probably be made available for
cash subscription at a later date when i1t appears that a need
therefor may exist.

o0o

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



JOINT ANNOUNCEMENT BY THE SECRETARY OF THE TREASURY
AND THE CHAIRMAN OF THE BOARD OF GOVERNORS, Al'D OF THE
FEDERAL CPEN MARKET COMMITTEE, OF THE FEDERAL RESERVE SYETEM

RELEASE MORNING NEWSPAPERS,
Sunday, March 4, 1951. : S-2614

————

The Treasury and the Federal Reserve Svstem

have reached full accord with respect to debt-
managemeﬁt and monetary policies to be pursued in
furthering their common purpose to assure the
successful financing of the Government's require-
ments and, at the same time, to minimize monetization

of the public debt.

o0o
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RELEASE SUNDAY MORNING NEWSPAPERS
MARCH L, 1951

Statement by Senator A, Willis Robertson (De Va.).:

"A French proverb says patience is bitter but its fruits are
sweet,

"Some two weeks ago I asked extreme partisans of the Treasury
position and of the Federal Reserve Board position with respect to
the management of the national debt to be patient while representatives
of the two agencies were attempting to reconcile their differences,
At that time I predicted that an area-of agreement could be reached
that would be geared to the general welfare,

"Naturally, I am very happy that such an agreement has been
reached, under which we may reasonably expect a refinancing of
a portion of the outstanding long term marketable bonds without
an undue inflationary effect, and under which the type of independence
which the Congress intended the Federal Reserve Board to enjoy will

not be destroyed,"

http://fraser.stlouisfed.org
Federal Reserve Bank of St. Louis
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CONFIDENTIAL
Board of Governors March 5, 1951.
Harold F. Chapin Government security market=10:15 a.m.

The New York Reserve Bank reports that the market
opened quiet and orderly, with the dealers apparently handling
the situation: very well. The only price change noted was
the increase of 1/32 in the restricted June 1967-72's.
Purchases of $1.6 million June 1967=72s and §1.7 million
December 1967=72!'s had been made which had not been
allocated to System or Treasury Account.

GOVERNMENT FINANCE SECTION, BOARD OF GOVERNORS

Federal Reserve Bank of St. Louis
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Dupaday, SOy 25, 1030

gm 9100 a.me
Chorles Sagyer 10300 ceme
Charles Byarmen 10345 aeme
kaodcs Tobdn 10:30 aeme
Opcar Chapam 2100 perie
Ton loCabe 2345 perie
Oscex Le Bndler 3130 pette
Vedngoday, Juby 26, 1050

Canaron Thompson 9100 aene
Ralph Pradford 10500 aeme
Willian Oreen 10845 aene
Wolter Chanbldn, dre 10430 aume
Pidlip lsarrey 2300 pane
Albert Coss 245 Pane
WaBeDe Nrown 3430 peme

Camedl of Boorde Advisers
Departnent, of Camierce
Departaant of Agriculture
Deparinant of Labor
Department of the Interior
Fodaral Resarve

Hational Socurify Rescurces Doard



M, WIOOINS' DRAFY NO, 2

We are bringing up to date owr tax studies in the light of the current
dﬂﬁmnﬂnﬂdl&hhhmmaﬁmwﬁamuﬁm
or your repressntative,

Owe present interest is in a program that will increase substantially
the revenues of the Federal Covernment.

¥Ye would prefer to have your suggestions in the form of & written state-
mant to be supplemented with a brief personal conference.

Government agencies - Tuesday, July 25th.

liop-government agencies - Vednesday, July 26th.

Hourg -~ 9100 A.Me to 1:00 P.M, and 2100 PoMe to 5100 P.M,

At the Office of lr. Orahan, Assistant Seecretary of the Treasury,

Reoom 3312,
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As a part of its continuous study of the tax problem,
the Treasury has requested Mr. A.L.M. Wiggins, former Under-
Secretary and continuing Consultant, to focus attention on
the war-time aspects of raising revenue. He will be assisted
in this work by Assistant Secretaries Graham and Martin and
it is proposed to examine as rapidly as possible the amount
of revenue that can be raised without unduly hampering busi-
ness expansion or increasing inflationary pressures,

A—study-of \[purchasing power ratioping;ﬁnd spending

"\L"\/\/-f o=

taxes as well as voluntary borrowing as—eppesed=to—conmpulsory
lending will be analyzed. It is assumed for the purpose of

this study that total war, while a possibility, is not likely

in the near future and that the incidence of taxation must _
not seriously impair business health or normal spending habits. |
The flow of investment, the flow of income, the flow of

savings and the flow of expenditures must be maintained in
parallel streams until they reach the point that their merger

in a common-stream does not overflow its banks or unduly

accelerate its current.

Digitized for FRASER * ia
http://fraser.stlouisfed.org i ﬁga
Federal Reserve Bank of St. Louis S



2,

Rationing and price controls are essential in the
total war economy. They can be avoided here if the
American pébple are sufficiently patriotic and intelligent
with respect to current habits and current standards of
living. There is, of course, no more reason to draft men
than there is to draft dollars. In a psychological and
political sense it is more important to draft dollars than
it is to draft men, What is needed as never before is a
device to induce saving, or to act as an incentive for
saving. If an incentive can be found which will induce
people to add to their savings, neither price controls nor

rationing will be required.
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EXPORT=-IMPORT BANK OF WASHINGTCN

Date 8/ 26/ 46

T0: iﬂrpﬂg\m?és - ur. S | h
‘VV

ewith initial work re
romotion of Imports". This
outline was prepared by

Dr. Pumphrey and any ideas you
may have, it might be worth-while
for you to discuss with him.

o
Wm. McC. Martin, Jr.
Chairman of the Board




REPORT ON CONVERSATIONS AT THE TECHNICAL LEVEL OF

TREASURY AND FEDERAL RESERVE SYSTEM REPRESENTATIVES

Participants: Treasury = Mr. Wm. McC. Martin, Jre
Dr. George C. Heas
Mr. Edward F. Bartelt

Federel Reserve = Mr. Winfield W. Riefler
Mr. Woodlief Thomas
Mr., Robert Rouse (N.Y. Federal)

First Meeting = Tuesday, February 20, 1951, 1:00 p;m.,
beginning at luncheon in Mr. McCabe's
office.

Adjourned at 2:45 p.m. to Federal Reserve Board
Room and continued until 4:30 pem.

Reconvened - Tuesday, February 20, 1951, 8:30 p.m.,
home of Mr. Riefler
Adjourned at 11:30 p.m.
Reconvened = Wednesday, February 21, 1961, 2:30 p.m.,
Library of Federal Reserve Building

Adjourned at 6:15 p.m.

Reconvened - Friday, February 23, 1951, 9:45 a.m.,
Library of Federal Reserve Building

Adjourned at 12:15 p.m.

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



It was clarly understood by all that these were explorations at the
technical level and not negotistions,

Lengthy discussion of the techniques of the Open Market Committee and
the necessity for better liason between the Federal Reserve and Treasury was
& part of the eerly discussion, and it was clear that both of us ecould be
better informed on the thinking of the other.

Inasmuch a&s the Federal Reserve group had a specific prepesal, approved
by the Open Market Committee, in the letter of February 7 of Chairman McCabe
to the Secretary, most of the discussion attempted to clarify what was
intended in that letter.

The Federal Reserve group continuocusly assorted.tho unhappiness of the
Open Market Committee in monetization of the Federal Debt, particularly at
premium prices, and they made it clear it was the desire te drop the long-term
issues to par.

There was considerable discussion of the rigiditiss in the present market
and the fact that a large amount of selling was probably because of commitments
already mede by insurance compsnies, savings banks, loan associations and the
banking system, and the consequent replenishing of reserves through sales to
the Federal Reserve in the open market of Government securities.

In pursuing the policy proposed in the February 7 letter, the Federal
intends to withdraw support from the short-term securities market and let it
adjust itself around the 1-8/@ percent discount rate now prevailing. They
felt that when these adjustments were mede, a groundwork would be laid in
the market which would act as & deterrent to lending and make it possible te
undertake in a more orderly fashion, although at somewhat higher rates, the
refinancings which the Tresasury faces in the final six months of the Calendar

Year 1951.
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Much of their argument revolves around the traditional abhorence of the
banks for borrowing from the Federal Reserve and an aggregste reduction of 7
needed reserves. Under these conditions, the rate adjusts to the discount w="
rate.

Under considerable pressing by the Treasury group, they were willing te
explore with the Committee for & period of time running through December 1351,
the maintenance of the 1-3/@ percent discount rate to facilitate Treasury
planning of new money and refinancing at the new levels established as a result
of these adjustments.

There was long discussion, and much of it sympathetic to a proposal
advanced prineipally by Mr. Riefler that the Secretary announce an installment
retirement non-marketsble 2-3/4 percent long-term bond (29-1/2 years) which
could be exchanged for the existing June end December 2-1/2's, the desire
being to lock these two issues up as much as possible and remove them as an
important market factor. A feature of this issue might be an alternative of
exchanze for 1—1/2 percent, five-year notes for those who desired to cash them.

At the concluding session it was suzzested by the Treasury group that
if the Secrstary should accede to the Federal Reserve proposal with respect
to the adjustment of the short-term rates and should decide to announce a
2-5/@ percent non-marketable long-term issue to be exchanged for the existing
long=term restricted issues, the Federal Reserve might consider maintaining
the current levels in the June and December issues until it was demonstrated
that they would continue to require support. In thet event, the Federal
Reserve and Treasury group would then reconsider the problem.

This was put forward, not as a counter proposal, but on an exploratory

basis and with an earnest plea on the part of Mr. Bartelt that we not attempt
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to prejudge the market. It was his hope thet such an arrangement would
release pressure from the market and permit us to get a start on the refi=-
nancing program without impairing any further publie confidence in the
markets.

It was sugpgested by the Federal that if the Treasury desired to test
the new exchange issue this way, they mizht consider an agreement that ecost
of supporting the first 200 million purchased be shared equally by the
Treasury and the Federal Reserve, that the Treasury carry 75 percént of the
cost of the succeeding 400 million and that the Treasury carry the whole
amount if eny purchases in excess of 600 million are requirede.

There was & lot of talk about secrecy and the difficulty if such an
agreement leaked in any other way than through the published statements of
the Federal and the Treasury, and the belief on Mr. Ba.lrtelt's part that
knowledge that the Treasury and the Federal had gotten together would act as
a tonic in restoring confidence to the market.

There was general agreement throughout the discussions that the so-called
feud between the Treasury and Federal was by far the most significant psycho=-
logical factor in the current situation.

After extended discussion, it seemed to be generally agreed by all that
the Federal Reserve approach was essentially a "package one™ and is not
susceptible, with any consistency, to very much compromise, unless there is
a drastic change in the existing market situation, which on the basis of our
talks appeared unlikely in the near future. It is the Federal view that their
proposal would inveolve no serious disruption of the security market, and they

felt that the increased flexibility of the market would produce more confidences.
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Their major point is an unwillingness on their part to continue mone-
tization of debt. They concede that maintenance of orderly markets will
entail some further monetizutioﬁ which they would hope to keep at a minimum.

There was general agreement that we were discussing degrees rather than
absolutes, and the Treasury was questioning the effectiveness of the operation,
and also questioning the Federal evaluation that the repercussions in the
market would not be serious.

Both sides agreed that monetizetion of debt must be stopped as far as
possible. Thé Federal Reserve position was firm that this could not be done
without repercussions in the money market while the Treasury view has been
thet it could be minimized through direect approaches which were preferable
to revisions in interest retes. This was the philosophy back of the
Secretary's January 18 address. Upon exploration of £hat address it was
agreed, however, that there was nothing in the proposals discussed which ran
counter to that address. He did not discuss an exchange issue.— but such an
issue at 2-3/4 percent if it were long-term and non-marketable would not be
considered inconsistent with a 2-1/2 percent rates

At the end of the meetings it was made clear again that these were only
exploratory talks. Accordingly, it was suzgested that the matter now be
referred to & higher level where negotiations or counter proposals might

take place.
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REPORT ON CONVERSATIONS AT THE TECHNICAL LEVEL OF

TREASURY AND FEDERAL RESERVE SYSTEM REPRESENTATIVES

Participants:

First Meeting -

Reconvened -

Reconvened =

Reconvened =
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Treasury = Mr. Vim. MeC. Martin, Jr.

Dr. GCeorge C. Heaas
Mr. Edward F. Bartelt

Federal Reserve = Mr. "infield W. Riefler

Mr. Woodlief Thomas
Mr. Robert Rouse (N.Y., Federal)

Tuesday, February 20, 1961, 1:00 pem.,
beginning et luncheon in Mr. MeCabe's
office.

Adjourned at 2:45 p.m. to Federal Reserve Board
Room and continued until 4:30 p.m.

Tuesday, February 20, 1961, 8:30 p.m.,
home of Mr. Riefler

Adjourned at 11:30 p.m.

Wednesday, February 21, 1961, 2:50 pem.,
Librery of Federal Reserve Building

Adjourned at 6:15 p.m.

Priday, February 23, 1951, 9:45 a.m.,

: Library of Federsl Reserve Building

Adjourned at 12:15 p.m.



It was clarly understood by all that these were explorations at the
technical level and not negotistions.

Lengthy disecussion of the techniques of the Open Market Committee and
the necessity for Detter liason between the Federal Reserve and Treamury was
& part of the early discussion, and it was clear that both of us could be
better informed on the thinking of the other.

Inssmuch as the Federal Reserve group had a specific propesal, approved
by the Open Market Committee, in the letter of February 7 of Chairmen MeCabe
to the Seeretary, most of the discussion attempted to clarify what was
intended in that letter.

The Federal Reserve group continuously asserted the unhappiness of the
Open Warket Committee in monetization of the Federal Debt, particularly at
premium prices, and they made it clear it was the desire to drop the long=term
issues to par.

There was considerable discussion of the rigidities in the present market
and the faet that a large amount of selling was probably because of commitments
already made by insurance ecompanies, savings banks, loan associations and the
banking system, and the consequent replenishing of reserves through sales te
the Federal Reserve in the open market of Government securities.

In pursuing the poliecy proposed in the February 7 letter, the FPederal
intends to withdraw support from the short-term securities market and let it
adjust itself around the 1-3/4 percent discount rate now prevailing., They
felt that when these adjustments were made, a groundwork would be laid im
the market which would act as a deterrent to lending and make 1t possible te
underteke in a more orderly fashion, although at somewhat higher rates, the
refinancings which the Treasury fases in the final six months of the Calendar
Year 1981.

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



e

Much of their argument reveolves around the traditional abhorence of the
banks for borrowing from the Federal Reserve and an aggrezete reduction of
needed reserves. Under these conditions, the rate adjusts to the discount
rate. -

Under considerable pressing by the Treasury group, they were willing to
explore with the Committee for a period of time rumning through December 1951,
the maintenance of the l-l/i percent discount rate teo facilitate Treasury
planning of new money and refinancing at the new levels established aes & result
of these adjustments.

There was long discussion, and much of it sympathetie to a propesal
advanced prinecipally by Mre Riefler that the Secretary announce an installment
retirement non-marketable 2-3/4 percent long-term bond (29-1/2 years) which
could be exchanged for the existing June and December 2-1/2's, the desire
being to lock these two issues up &s much as possible and remove them as an
important market factors A feature of this issue might be an alternative of
exchange for 1~1/2 percent, five-yesr notes for those who desired to ecash them.

At the concluding session it was suggested by the Treasury group that
if the Secretary should accede to the Federal Reserve proposal with respect
to the adjustment of the short-term reates and should decide to announce a
2-3/4 percent non-marketable long-term issue to be excheanged for the existing
long=term restrieted issues, the Pederal Reserve might consider maintaining
the current levels in the June and December issues until it was demonstrated
that they would continue to require l;appori. In thet event, the Federal
Reserve and Treasury group would then recounsider the preblem.

This was put forward, not as a counter proposal, but en an explorstory
basis and with an earnest plea on the part of Nr. Bartelt that we not attempt

L
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to prejudge the market., It was his hope that such an arrangement would
releage pressure from the market and permit us to get a start on the refi-
nancing program without impalring any further public confidence in the
markets.

It was suzgested by the Federal that if the Treasury desired to test
the new exchange issue this way, they might consider an agreement that cost
of supporting the first 200 million purchased be shared equally by the
Treasury and the Federsl Reserve, thet the Treasury ecarry 75 percent of the
cost of the succeeding 400 million and that the Treasury carry the whole
amount if any purchases in excess of 600 million are required.

There was & lot of talk about secrecy and the difficulty if such an
agreement lesked in any other way than through the published statements of
the FPederal and the Tressury, and the belief on Mr. Bartelt's part that
knowledge that the Treasury and the Federal had gotten together would act as
a tonie in restoring econfidence to the market.

There was general agreement throughout the disewssions that the so-called
foud between the Treasury and FPederal was by far the most significant psycho-
logieal factor in the current situation.

After extended discussion, it seemed to be generally agreed by all that
the Pederal Reserve spproach was essentially 2 "package one" and is net
susceptible, with any consistency, to very much oupnﬂu.. unless there is
& drastic change in the existing market situstion, which on the basis of our
talks appeared unlikely in the near future. It is the Federal view that thelr
proposal would invelve no serious disruption of the security market, and they

felt that the increased flexibility of the merket would produce more confidemce.
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Their major point is an unwillingness on their part to continue mone-
tization of debt. They concede that maintenance of orderly markets will
entail some further monetization which they would hope to keep at & minimum,

There was general agreement that we were discussing degrees rather than
absolutes, and the Treasury was questioning the effectiveness of the operatien,
and also questiening the Federal evaluation thet the repercussions in the
market would not be serious.

Both sides agreed thet monetization of debt must be stopped ul far as
possible. The Federal Reserve position was firm that this could not be done
without repercussions in the money market while the Treasury view has been
thet it could be minimized through direct approaches which were preferable
to revisions in interest rates. This was the philosophy back of the
Secretary's January 18 address. Upon exploration of that address it was
agreed, however, that there was nothing in the proposals discussed which ran
counter to thet address. He did not discuss an exchangze lssue - but such an
issue st 2-3/4 percent if it were long-term and non-marketable would not be
considered ineonsistent with a 2~1/2 percent rate.

At the end of the meetinge it was made clear again that these were only
exploratory talks. Aceordingly, it was surzgested that the matter now be
referred to a higher level where negotiations or counter preposals might

take place.
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Treasury - Nr. ¥Wm. MeC. Martin, Jre

Dr. George C. Haas
¥r. Bdward F. Bartelt

Federal Reserve = Mr. Winfield W. Riefler

Mr. Woodlief Thomes
Mr. Robert Rouse (N.Y. Federal)

Tuesday, February 20, 1961, 1:00 pem.,
beginning at luncheon in Mr. MeCabe's
office.

Adjourned at 2;45 p.m. to Pederal Reserve Board
Room and continued until 4:30 pem.

Tuesday, February 20, 1961, 8:30 p.m.,
home of Mr. Riefler

Adjourned at 11:30 p.m.

Wednesday, February 21, 1951, 2:30 pem.,
Library of Federal Reserve Building

Adjourned at 6:15 p.m.

md‘y. F.bmry 28’ 1’51’ 9:456 Bels,

Library of Federal Reserve Building

Adjourned at 12:15 p.m.



It was clarly understood by all that these were explorations at the
technical level and not negotiations,

Lengthy discussion of the techniques of the Open Market Committee and
the necessity for better liason betwsen the Federal Reserve and Treamury was
& part of the early discussion, and it was clear that both of us could be
better informed on the thinking of the other.

Inasmuch as the Federsl Reserve group had a specific propesal, approved
by the Open Market Committee, in the letter of February 7 of Chalrmen NeCabe
to the Secretary, most of the discussion attempted to clarify what was
intended in that letter.

The Fedsral Reserve group continuously asserted the unhappiness of the
Open Market Committee in monetiszation of the Federal Debt, particularly at
premium prices, and they made it clear it was the desire to drop the long~term
issues to par.

There was considerable discussion of the rigidities in the present market
and the fact that a large amount of selling was probably because of commitments
already made by insurance compeanies, savings banks, loan assoclations and the
banking system, and the consequent replenishing of reserves through sales to
the Federal Reserve in the gpen market of Covermment securities.

In pursulng the pelicy proposed in the February 7 letter, the Federal
intends to withdraw support from the short-term securities market and let it
adjust itself sround the 1-5/4 percent discount rate now prevailing. They
felt that when these adjustaents were made, a groundwork would be laid in
the market which would act as a deterrent to lending and make it possible te
undertake in a more orderly fashion, although at somewhat higher rates, the
refinancings which the Treasury faces in the final six months of the Calendar
Year 1951.
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Much of thelr argument revelves around the traditional abhorence of the
banks for borrowing from the Federal Reserve and an aggregaute reduction of
neoded reserves. Under these conditions, the rate adjusts to the discount
rate.

Under considerable pressing by the Treasury group, they were willing to
explore with the Committee for a period of time rumming through December 1961,
the maintenance of the 1-3/4 pereent discount rate to facilitate Treasury
planning of new money and refinancing at the new levels sestablished as a result
of these adjustments.

There was long discussion, and much of it sympathetic to a propesal
advanced principally by Mr. Riefler that the Seecretary announce an installment
retiresent non-marketable 2-3/4 pereent long-term bond (29-1/2 years) which
could be exchanged for the existing June and December 2-1/2's, the desire
being to lock these two Llssues up &s much as pocsible and remove them as an
important market factor. A festure of this issue might be an alternative of
exchange for 1-1/2 percent, fiveeyear notes for those who desired to cash them.

At the coneluding session it was suggected by the Treasury group that
if the Seerstary should scoede to the Federsl Reserve proposal with respect
to the adjustment of the short-term rates and should decide to announce a
2-3/4 percent non-marketabdle long-term issue to be exchsnged for the existing
long~term restricted issues, the Pederal Reserve mizht consider maintaining
the current levels in the June and December issues until it was demonstrated
that they would continue to require suprort. In thet event, the Federal
Mm and Tresswry group would then reconsider the problem.

This was put forward, not as a counter proposal, but on sn explomtory
basis and with an earnest ples on the part of Mr. Bartelt that we not attempt
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to prejudge the market. It was his hope that such an arrangement would
release pressure from the market and permit us to get a start on the refi-
nancing program without impalring any further public confidence in the
markets.

It was suggested by the Federal that if the Treasury desired to test
the new exchange issue this way, they might consider an mgreement that eost
of supporting the first 200 million purchased be shared equally by the
Treasury sad the Federal Reserve, thst the Treasury carry 76 percent of the
cost of the succeeding 400 millien and that the Treasury carry the whole
amount if any purchases in excess of 600 million are required.

There was & lot of talk about secreey and the difficulty if such an
agresment leaked in any other way than through the published statements of
the Pederal and the Treasury, and the belief on Mr. Bartelt's part that
knowledge that the Treasury and the Federal had gotten topether would aect as
a tonie in restoring confidence to the market,

There was general agreement throughout the diseussions that the so-ealled
foud between the Treasury and Federal was by far the most significant psycho-
logical factor in the current situstion.

After extended discussion, it seemed to be generally agreed by all that
the Federal Reserve approach was essentially a "package one"™ and is not
susoceptible, with any consistency, to very much compromise, unless there is
& drastic change in the existing market situstion, which on the basis of our
talks appeared unlikely in the near futures It is the Federal view that thelir
proposal would invelve no seriocus disruption of the seeurity market, and they
felt that the inereased flexibility of the market would produce more confidence.
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Their major point is an unwillingness on their part to continue mone~
tization of debt. They concede that meintenance of orderly markets will
entail some further monetization whiech they would hope to keep at a minimum.

There was general agreement that we were discussing degrees rather than
absolutes, and the Treasury was questioning the effectiveness of the operatien,
and also questioning the Federal evalustion that the repercussions in the
market would not be serious.

Both sides agreed thet monetization of debt must be stopped as far as
possible. The Federal Reserve position was firm thet this could not be done
ﬁth»'ut repercussions in the money market while the Treasury view has been
thet it could be minimized through direct approaches which were preferable
to revisions in interest retes. This was the philosephy back of the
Secretary's January 18 address. Upon exploration of that address it was
agreed, however, that there was nothing in the proposals discussed which ran
counter to that address. He dld not discuss an exchange issue = but such an
issue at 2+8/4 pereent if it were long-term and non-marketable would not be
considered inconsistent with a 2-1/2 percent rate.

At the end of the meetings it was made olear again that these were only
exploratory talks. Accordingly, it was suzgested that the matter now be
referred to a higher level where negotiations or counter preposals might
take place.
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Treasury - Mr. Tm. MeC. Martin, Jr.

Dr. Ceorge C. Haas
Mr. Edward F. Bartelt

Federal Reserve - Mr. "infield W. Riefler

Mr. Woodlief Thomas
Mr. Kobert Rouse (N.Y. Federal)

m‘hy. F.hmry 30. 1951. lim p-‘.,
beginning at luncheen in Mr. MeCabe's
office.

Adjourned at 2:45 p.m. to Pederal Reserve Board
Room and continued until 4:30 pem.

Tuesday, February 20, 1951, 8:30 pem.,
home of Mr. Rlefler

Adjourned at 11:30 p.m.

‘bmy. P.bmry 21' 19‘1. 2'80 Pellle,
Library of Federal Reserve Building

Adjourned at 6:;15 p.m.

s‘
Friday, February 25, 1961, 9:45 a.m.,
' Library of Federsl Reserve Building

Adjourned at 12:15 p.m.
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It was clarly understoed by all that these were explorations at the
technioal level and not negotiations.

Lengthy discussion of the techniques of the Open Market Committee and
the necessity for better liason betwsen the Federal Reserve and Tresaury was
a part of the early discussion, and it was clear that both of us ecould be
better informed on the thinking of the other.

Inasmuch as the Federal Reserve group had a specific propesal, approved
by the Open larket Committee, in the letter of February 7 of Chairman MeCabe
to the Secretary, most of the discussion attempted to eclarify what was
intended in that letter.

The Federal Reserve group continuously asserted the unhappiness of the
Open Market Committee in monetization of the Federal Debt, partieularly at
premium prices, and they made it clear it was the desire to drop the long=-term
issuves to par.

There was econsiderable discussion of the rigidities in the present market
and the faet that a large amount of selling was probably because of comnitments
already made by insurance companies, savings banks, loan associations and the
banking system, and the consequent repleaisghing of reserves through sales teo
the Federal Reserve in the open market of Govermment securities.

In pursuing the policy proposed in the February 7 letter, the Federal
intends to withdraw support from the short-term securities market and let it
adjust iteelf around the 1-3/4 percent discount rate now prevailing., They
felt thut when these adjustments were made, a groundwork would be laid in
the market which would act as a deterrent to lending and make it possible te
undertake in a more orderly fashion, although at somewhat higher rates, the
refinancings which the Treasury faces in the final six months of the Calendar
Year 1951.
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Mueh of their argument revelves around the traditional abhorence of the
banks for berrowing from the Federal Reserve and an aggregate reduction of
needed reserves. Under these conditions, the rate adjusts teo the discount
rate.

Under considerable pressing by the Treasury group, they were willing to
explore with the Committee for a period of time rumning through December 1951,
the maintenance of the 1-3/4 peroent discount rate to fucilitate Treasury
planning of new money and refinancing at the new levels established as a result
of these adjustments.

There was long discussion, and much of it sympathetie to a propesal
advanced principally by Mr. Riefler that the Secretary announce an installment
retirement non-marketable 2-3/4 percent long-term bond (29-1/2 years) which
could be exchanged for the existing June and December 2-1/2's, the desire
being to lock these tlu issues up &s much as possible and remove them as an
important market factor. A feature of this issue might be an alternative of
exchange for 1-1/2 percent, five-year notes for those who desired to cash them.

At the coneluding session it was suzgested by the Treasury group that
if the Secretary should acocede to the Federal Reserve proposal with respect
to the adjustment of the short~term rates and should deeide to announce a
2«3/4 percent non-marketable long-term issue to be exchanged for the existing
long=term restricted issues, the Federal Reserve might consider maintaining
the current levels in the June and December issues until it was demonstrated
that they would continue to require support. In thet event, the Federal
Reserve and Treasury group would then reconsider the preblem.

This was put forward, not as s counter proposal, but on an exploratory
basis and with an earnest plea on the part of Mr. Bartelt that we not attempt
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to prejudge the market. It was his hope that such an arrangement would
release pressure from the market and permit us to get a start on the refi-
nancing program without impairing eny further public confidence in the
markets,

It was suggested by the Federal that if the Treasury desired to test
the new exchange issue this way, they might consider an agreement that cost
of supporting the first 200 million purchased be shared equally by the
Treasury and the Federal Reserve, that the Treasury carry 75 peroent of the
ocost of the succeeding 400 million and that the Treasury carry the whole
amount if any purchases in excess of 600 million are required.

There was a lot of talk about seerecy and the difficulty if such an
agreement leaked in any other way than through the published statements of
the Federal and the Treasury, and the belief on Mr. Bartelt's part that
knowledge that the Treasury and the Federal had gotten topether would act as
a tonie in restoring confidemce to the market.

There was general agreement throughout the discussions that the so-ecalled
feud between the Treasury and Federal was by far the most significant psyche-
logiocal factor in the current situation. :

After extended discussion, it seemed to be generally agreed by all thet
the Federal Reserve approach was essentially a "packege one™ and is net
susceptible, with any consistency, te very much compromise, unless there is
a drastic change in the existing market situstion, which on the basis of our
talks sppeared unlikely in the near future. It is the Federal view that their
proposal would invelve no serious disruption of the security market, and they

felt that the increased flexibility of the market would produce more confidence.
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Their major point is an unwillingness on their part to continue mone~
tization of debt. They concede that maintenance of orderly markets will
entail some further monetization which they would hope to keep at a minimum,

There was general agreement that we were discussing degrees rather than
absolutes, and the Treasury was gquestioning the effectiveness of the operation,
and also guestioning the Federal evaluation thet the repercussions in the
market would not be serious.

Both sides agreed that monetization of debt must be stopped as far as
possible. The Federal Reserve position was firm thaet this could not be done
without repercussions in the money market while the Treasury view has been
that it could be minimized through direct approaches which were preferable
to revisions in interest rates. This was the philosophy back of the
Secretary's January 18 address., Upon exploration of that address it was
agreed, however, that there was nothing in the proposals discussed which ran
counter to that address. He did not discuss an exchange lssue = but such an
issue at 2-8/4 percent if it were long-term and non-marketable would not be
considered ineconsistent with a 2-1/2 percent rate.

At the end of the meetings it was made clear again that these were only
exploratory talks., Accordingly, it was suzgzested that the matter now be
referred to a higher level where negotiations or counter preposals might

take place.
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February 26, 1951

MEETING IN CABINET ROOM
WHITE HOUSE
11:00 AsMe=12:00 M.

Present = The President in the Chair
Mr. C. E. Wilson, Director, Office of pefense Mobilization
Mr. Leon Keyserling, Chairman, Council of Economiec Advisers
Mr. John D. Clark, Council of Economic Advisers
Mr. Roy Blau, Council of Economic Advisers
Mr. Harry McDonald, Chairmen, SEC
Mr. Thomss McCabe, Chairman, FRE -
Mr. Allan Sproul, President, New York Federal Reserve
Mr. Edward Foley, Under Secretary of Treasury
Mr. ¥m, McC. Martin, Jr., Assistent Secretary of Treasury
Mr. Charles Murphy, White House Staff
Mr. David Bell, White House Staff

The President opened the meeting in the most pleasant and conciliatory
menner, and stated thet he had been worried with this problem for some time
and wished to get this group together for the purpose of frank and open
discussion of the problems. He said that the RFC (obviously mis-spoken as
he cleerly intended the CEA) and the Treasury Staff had been working on some
ideas which seemed to him to make & lot of sense and so he wanted to take
the liberty of reading them to the group.

This he did, very clearly and with emphasis on certain points, such as
the importance of the public credit of the United States, which he said
several times was vital to Mr. Wilson's work, and so important that unless it
were maintained the Russians would have achieved their purpose completely.

Mr. Wilson nodded agreementa.
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After the President finished, he said that he wanted frank and open
discussion of the ideas in the memorandum.

Mr. McDonald opened the discussion by passing around a memorandum en
the volume of new securities and indiceting that Municipal financing in
particular had boomed. The President thought this very interesting.

Mr. Clark spoke next. He said the President's comments made good sense
to him and recalled historical situstions, such as the one calling for the
creation of the Federal Reserve System and the Banking Act of 1933, He felt
we might have e similar type of situation today and the powers required to
meet the current problem should be studied. He thouzht the Treasury position
in the matter of interest rates sound and appropriate in the light of
mobilization efforts and the Federal Reserve certainly ought not te drive
rates up by selling in the market and should work with the Treasury to keep
confidence in & stable orderly market and that lster in the year after tax
receipts which were going to be large whereir more money for investment would
appear ;id the finencing probloé would be possible of solution at current
levels.

Mr. Sproul spoke next. He stated there was no disagreement on maintain-
ing the credit of the government. If the Federasl Reserve had eanything to
reproach itself on to date, it was the dilatory actions it had taken to
restrict bank reserves. The System should have stopped net-buying govermuments
on the scale it has been doing sc leong agoe This, he said, under current
conditions, was monetizing the debt in & way which strained the conscience of
the Open Market Committee with respect to their responsibilitiess He did not

think the actions contemplated by the Committee would impair confidence in
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the markets as most of these securities were marketable and held by experienced
investors who were used to the hazards of the market and expeeted it. In fact,
he was of the opinion that elimination of existing artificieslities and more
dependence on the market itself would generate confidence and improve the
outlook for the refineneing and new money issues which the Treasury would be
faced with later in the year,

Mr. McCabe spoke next. He started off by stressing the element of time.
He was interested in the memorandum the President hed read from, and he would
be particularly pleased to have the support of ether agencies of the Government
for increased reserve requirements. Up to date, he had never been able to
obtain any support for this. However, he was concerned at the moment with
the necessity for making s decision on operstions in the market for which the
Open Merket Committee was pressing.

Be then spoke of the fine work that hed been done by Bill Martin sand
Win Riefler in trying to see if there was an area of agreement that could
be worked out. He thought both Treasury and Federal Heserve were opposed
to monetization of debt and they ought to be able to get together on a
preogram.

He stressed the fact that life insurance companies and corporations
and other large non—bnnking‘investora had purchased the long-term restricteds
et par and now were in a position to cash them in at a handsome profit te
make good on their commitments, while purchasers of savings bonds could only
cash in their securities at the face price and by sacrificing the interest to
maturity.

He wanted to emphasize to the President the clear purpose of the Open

Market Committee to maintain an orderly and stable market but to depend as
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far as possible on the judgment of the market itself. The Federel Reserve had
a statutory responsibility ziven to it by Congress, and he felt that they must
ect on their judgment in the matter and despite his best efforts, he had been
unable to arrive at an understanding with the Secretary of the Treasury, who
is now in the hospital. He was very sorry the Secretary was in the hospital,
but thought that time was very important and they ought not to be asked to
delay indefinitely. lir. Foley had called him and suggested that they might
delay two weeks which, coming on top of a previous delay of two weeks, meant
roughly thirty days without any action. He urged the President to appreciate
how sincere they were in dndeavoring to stop inflation and protect the
purchasing power of the dollar but how apprehensive they were about the way
things were developinge

Mr. Foley spoke nextes He said he wanted to clarify a point Mr. MeCabe
had made with respect to the Secretary which was perhaps due to a misunder-
standing. It was possible the Secretary might be able to engage in negotiations
before two weeks were up but he had expressed to Mr. MecCabe, whom he had tried
to get repeatedly over the weekend without success until late Sunday evening,
how anxious he was not to upset the Secretary unduly. On Friday neither he
nor Mr. Martin had been able to see the Secretary as there was some evidence
thet a possible hemorrhage might occur in the eye and the Doctors refused to
permit anyone to see him. The constant visits for instructions which he
and Mr. Martin and others in the Treasury had been forced to make during the
past week had unquestionably retarded his recovery and in asking for two weeks
time of Mr. McCabe, he was merely meking an estimate of whet he thought would
be desirable without intending to close the door to negotiations more

immediately.
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He then stated the Treasury's fear that lowering the pegs in the long=-
term restricted issues would unsettle the market, bring an avalanche of
selling, and seriously impair public confidence in the issues. He said the
debt was very large and that we were very apprehensive of creating any un-
necessary danger which would make it difficult to refinance or obtain new
money. He pointed out that the debt was now $257 million and a panie in the
market would be a catastrophe.

He stated that the conversations which had been conducted at the
technical levels appeared to be making some progress and there was a fine
spirit of cooperation and good will on both sides. He hoped that these could
be continued and that ultimately they might be brought te a successful under=
standing which would benefit both the Treasury and the Federal. He thought
it vital that everything possible be done to maintain stability in the market.

Mr. Keyserling spoke next. He said he had listened carefully to what
had been said by his colleague Mr. Clark, Mr. Sproul, Mr. McCabe, and
Mr. Foley and without commenting on what had been said, he wanted the President
to know that he didn't think the problem was being faced. He felt that it
was important to determine whether there was & forum or vehicle by which two
clearly opposing positions could be resolved by menf of good will. He took
thet to be the purpose of this meeting, and he thought it importent that a
real effort be made to work out this specific problem.

The President then commented that he thought it was very importent to
work it out and was very vital to Mr. Wilson's work, and he was very anxious
to get everybody together -- that!'s why he was askinz for this frank discussion.
He was not trying to reach a decision today but hoped this would not work out

the way Wage Stabilization did where a fight had developed with everyone
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resigning, He didn't want to take arbitrary action, but he had certain
powers and there came a point when he would have to exercise them.

Mr. Wilson spoke up -- said he didn't think it was necessary to delay
this matter too long, end he wondered if we couldn't contact the Secretary
of the Treasury about this particular matter promptly. Mr. Foley inter=~
jected thet he was sure that could be. done, and he hoped that if Mr. Wilson
would undertake to get the ball in motion and get the task forces or sub=-
committees set up, he knew the Secretary would be most appreciative.

There seemed to be general agreement that this would be a good idea
end the meeting broke up a little after twelve with the President asking

that an effort be made to report to him as promptly as possible.

Wm. licCe. Hartin, Jre
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‘FPebruary 26, 1951

HEETING IN CABINET ROOM
WHITE HOUSE
11 100 L-I.-IZSOO M.

Present - The President in the Chair
Mr. C. E. Wilsen, Director, Office of Defense Mobillzation
Mr. Leon Keyserling, Chairmen, Council of Economic Advisers
Mr. John D. Clark, Couneil of Economic idvisers
Mr. Roy Blau, Council of Economic Advisers
¥Mr. Harry McDonald, Chairman, 8EC
Mr. Thomss MeCabe, Chalrmean, FRS
¥Mr. /llan Sproul, President, New York Federal Reserve
Mr. Edward Foley, Under Secretary of Treasury
Mr. ¥m, MeC. Martin, Jr., Assistant Secretary of Treasury
¥r. Charles Murphy, white House Staff
Mr. David Bell, "hite House Staff

The President opened the meeting in the most pleasant and concilistory
manner, and stated that he had been worried with this problem for some time
and wished to get this group together for the purpose of frank and open
discussion of the problems. He sald that the RFC (obviously mis~spoken as
he clesrly intended the CEA) and the Treasury Staff had been working on some
ideas which seemed to him to make & lot of sense and so he wanted to take
the liberty of reading them to the group.

This he did, very olearly and with emphasis on certain points, such as
the importance of the public credit of the United States, which he said
several times was vital to Mr. "ilson's work, and so important that unless it
were maintained the Russians would heve achieved their purpose completely.

¥r. Wilson nodded agreement.
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After the President finished, he said that he wanted frank and open
discussion of the ideas in the memorandum.

II;- MeDonald opened the discussion by passing around a memorandum onm
the volume of new securities and indicating thet Mumiecipal financing in
particular had boomed. The President thought this very interesting.

Mr. Clark spoke next. He said the President's comments made good sense
to him and recalled historical situstions, such as the one calling for the
creation of the Federal Reserve System and the Banking Act of 1933. He felt
we might have a similar type of situstion today and the powers required te
meet the current problem should be studied. He thought the Treasury pesition
in the matter of interest rates sound and appropriate in the light of
mobilization efforts and the Federal Reserve certainly ought not te drive
rates up by selling in the market and should work with the Treasury to keep
confidence in a stable orderly market and that lster in the year after tax
receipts which were going to be large wherein more money for investment would
appear and the finaneing problem would be possible of solution at current
levels.

Mr. Sproul spoke next. He stated there was no disagreement on maintain-
ing the credit of the government. If the Federal Reserve had cx;ythin; to
reproach itself on to date, it was the dilatory actions it had taken to
restrict bank reserves. The System should have stopped net-buying governments
on the seale it has been doing so long agee This, he said, under current
conditions, was monetizing the debt in & way which streined the conscience of
the Open Market Committee with respect to their respensibilities. He did not

think the actions contemplated by the Committee would impair confidence in
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the markets as most of these securities were marketable and held by experienced
invedtors who were used to the hazards of the market and expeeted it. Ian faet,
he was of the opinion that elimination of existing artificialities and more
dependence on the merket itself would generate confidence and improve the
outlook for the ﬁnmeing and new money issues which the Treasury would be
faced with later in the year.

Mr. MeCabe spoke next. He started off by stressing the element of time.
He was interested in the memorandum the President had read from, and he would
be particularly pleased to have the support of other agencies of the Government
for increased reserve requirements. Up to date, he had never been able to
obtain any support. for this. However, he was concerned at the moment with
the necessity for making a decision on operstions in the market for which the
Open Market Committee was pressing.

He then spoke of the fine work that had been done by Bill Martin and
Win Riefler in trylng to see if there was an area of agreement that could
be worked out. He thought both Treasury and Federal Leserve were opposed
to monetization of debt and they ought to be able to get together on a
program.

He stressed the fact that life insurance companies and corporations
and other large non-banking investors had purchased the long-term restricteds
at par and now were in a position to cash them in at a handsome profit te
make good on their commitments, while purchasers of savings bonds could enly
ecash in their securities at the face price and by sacrificing the interest to
maturity.

He wanted to emphasize to the President the clear purpose of the Open

Market Committee to maintain an orderly and stable market but to depend as
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far as possible on the judgment of the market itself. The Federsl Feserve had
a statutory responsibility given to it by Congress, and he felt that they must
act on their judgment in the matter and despite his best efforts, he had been
unable to arrive at an understanding with the Secretary of the Treasury, who
is now in the hospital. He was very sorry the Secretary was in the hospital,
but thought that time was very important and they dught not to be adked to
delay indefinitely. Mr. Foley had called him and suggested that they might
delay two weeks which, coming on top of a previous delay of two weeks, meant
roughly thirty days without aany action. He urged the President to appreciate
how sincere they were in dndeavoring to stop inflation and protect the
purchasing power of the dollar but how apprehensive they were about the way
things were developing.

Mr. Foley spoke next., He said he wanted to clarify a point Mr. MecCabe
had made with respect to the Secretary which was perhaps due to & misunder-
standing. Tt was possible the Secretary might be able to engage in negotiations
before two weeks were up but he had expressed to Mr. McCabe, whom he had tried
to get repeatedly over the weekend without success until late Sunday evening,
how anxious he was not to upset the Secretary unduly. On Friday néither he
nor ¥r. Martin had been able to see the Secretary as there was some evidence
that a possible hemorrhage might occur in the eye and the Doctors nMd to
permit anyone to see him. The constant visits for instructions which he
and ¥r. Martin and others in the Treasury had been forced to make during the
past week had unquestionably retarded his recovery and in asking for two weeks
time of d¥r. MeCabe, he was merely making an estimate of what he thought would
be desiruble without intending to oclose the door to negotiations more

immediately.
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He then stated the Treasury's fear that lowering the pegs in the long-
term restricted issues would unsettle the market, bring an avalanche of
selling, and seriously impair publiec confidence in the issues. He ssaid the
debt was very large and that we were very apprehensive of creating any un-
necessary danger which would meke it difficult te refinance or obtain new
money. He pointed out that the debt was now {257 million and a panie in the
market would be a catastrophe. .

He stated that the conversations which had been conducted at the
technical levels appeared to be making some progress end there was a fine
spirit of cooperation and good will on both sides. He hoped that these could
be continued and that ultimately they might be brought to a successful under-
standing which would benefit both the Treasury and the Federal. He thouzht
it vital that everything possible be done to maintain stability in the market.

Mr. Keyserling spoke next. He salid he had listened carefully to what
had been said by his colleague ¥r. Clark, Mr. Sproul, ¥r. McCabe, and
¥r. Foley and without commenting on what had been said, he wanted the President
to know thaet he dld::'t think the problem was being faced. He felt that it
was important to determine whether there was & forum or wvehicle by which twe
clearly opposing positions could be resolved by -n)’ of good will. BHe took
that to be the purpose of this meeting, and he thought it important that a
real effort be made to work out this specific problem.

The President then commented that he thought it was very important te
work it out and was very vital to ¥r. Wilson's work, and he was very anxious
to get everybody together -- that's why he was asking for this frank discussioen.
He was not trying to reach a decision today but hoped this would not work out

the way VWage Stabilization did where a fight had developed with everyone
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resigning. He didn't want to take arbitrary action, but he had certain
powers and there came & point when he would have to exercise them.

Nr. Wilson spoke up -~ said he didn't think it was necessary to delay
this matter too long, end he wondered if we couldn't contact the Secretary
of the Treasury about this particular matter promptly. Mr. Foley inter-
Jected that he was sure that could be done, and he hoped that if Mr. Wilsen
would undertake to get the ball in motion and zet the task forces or sub-
committees set up, he knew the Secretary would be most appreciative.

There seemed to be general agreement that this would be a good idea
end the meeting broke up a little after twelve with the President asking

that an effort be made to report te him as promptly as possible.

h. IIBC- hrtu' J"t‘
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February 26, 1961

MEETING IN CABINET ROOM
WHITE HOUSE
11:00 A.M.~12:00 M.

Present - The President in the Chalr
¥r. Co E. Wilson, Director, Office of Defense Mobillization
Mr. Leon Keyserling, Chairmen, Council of Economic Advisers
Hr. John D. Clark, Couneil of Economic Advisers
¥r. Roy Blsu, Council of Eeonomie Advisers
Mr. Harry MecDonald, Chairman, SEC
!I'. Thﬂhl mh' Mm' m
Mr. /llan Sproul, President, New York Federal Feserve
¥r. Edward Foley, Under Secretary of Treasury
¥r. "m, MeC. Martin, Jr., Assistant Secretary of Treasury
Mr. Charles Murphy, white House Staff
Mr. David Bell, "hite FWouse Staff

The President opened the meeting in the most pleasant end concilistory
manner, and stated that he had been worried with this problem for some time
and wished to get this group together for the purpose of frank snd open
discussion of the problems. He said that the RFC (obviously mis-spoken as
he clesrly intended the CEA) and the Treasury Staff had been working on some
ideas which seemed to him to make & lot of semse and so he wanted to take
the libverty of reading them to the group.

This he did, very clearly snd with emphasis on u;-bnn points, such as
the importance of the public credit of the United States, which he said
several times was vital to Mr. "ilson's work, and so important that unless it
were maintained the Russians would heve achieved their purpese completely.

¥r. Wilson nodded agreement.
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After the President finished, he said that he wanted frank and open
discussion of the ideas in the mexorandum.

Nr. MeDonald opened the discussion by passing around & memorandum on
the volume of new securities and indicating thsat NMumiecipal financing in
particulsar had boomed. The President thought this very interesting.

Mr. Clark spoke next. He sald the President's comments made good sense
%o him and recalled historical situstions, such as the one calling for the
ocreation of the Federal Reserve System and the Banking Act of 1933. He felt
we might have a similar type of situation teday and the powers required te
meet the current problem should be studied. He thought the Treasury position
in the metter of interest rates sound and sppropriate in the light of
mobilization efforts and the Federal Reserve certainly ought not teo drive
rates up by selling in the market and should work with the Treasury to keep
confidence in a stable orderly market and that lster in the year after tax
receipts which were going te be large wherein more money for investment would
appear and the financing problem would be possible of solution at current
levels.

¥r. Sproul spoke next. He stated there was no disagreement on maintain-
ing the credit of the government. If the Federsl Reserve had aﬁything to
reproach itself on to date, it was the dilatory actions it had taken to
restrict bank reserves. The System should have stopped net-buylng governments
on the secale it has been doing sec long age. This, he said, under current
conditions, was monetizing the debt in & way which streined the conscience of
the Open Market Committee with respect to their responsibilities. He did not

think the actions contemplated by the Committee would impair confidence in
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the markets as most of these securities were marketable and held by experienced
invéfors whe were used to the hazards of the market and expseted it. In faet,
he was of the opinion that elimination of existing artificialities and more
dependence on the market itself would generate confidence and improve the
outlook for the refimancing and new money issues which the Treasury would be
faced with later in the year.

Mr. MeCabe spoke next. He started off by stressing the element of time.
He was interested in the memorandum the President had read from, and he would
be particularly pleased to have the support of other agencies of the Government
for inecreased reserve requirements. Up to date, he had never been able to
obtain any support for this. However, he was concerned at the moment with
the necessity for making a decision on operations in the market for which the
Open Market Committee was pressing.

He then spoke of the fine work that had been done by Bill Martin and
Win Riefler in trying to see if there was an area of agreement that could
be worked out. He thought both Treasury and Federal Heserve were opposed
to monetization of debt and they ought to be able to get together on a
Program. .

He stressed the fact that life insurance companies and corporations
and other large non-banking investors had purchased the long-term restricteds
&t par and now were in a position to cash them in at a handsome profit te
make good on their commitments, while purchasers of savings bonds could emly
cash in their securities at the face price and by sacrificing the interest te
maturity.

Be wanted to emphasize to the President the clesar purpose of the Open

¥arket Committee to maintain an orderly and stable market but to depend as
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far as possible on the judgment of the market itself. The Federsl Feserve had
a statutory responsibility given to it by Congress, and he felt that they must
act on their judgment in the matter and despite his best efforts, he had been
unable to arrive at an understanding with the Secretary of the Treasury, who
is now in the hospital. He was very sorry the Secretary was in the hospital,
but thought that time was very important and they ought not to be adked to
delay indefinitely. Ur. Foley had called him and suggested that they might
delay two weeks which, coming on top of a previous delay of two weeks, meant
roughly thirty days without any action. He urged the President to appreciate
how sincere they were in éndeavoring to stop inflation and protect the
purchasing power of the dollar but how apprehensive they were about the way
things were developing.

¥Mr. Poley spoke next. He sald he wanted to clarify a point Mr. MeCabe
had made with respect to the Secretary which was perhaps due to a misunder-
standing. Tt was possible the Secretary might be able to engage in negotiations
before two weeks were up but he had expressed to Mr. McCabe, whom he had tried
to get repeatedly over the weekend without success until late Sunday evening,
how anxious he was not to upset the Seeretary unduly. On Friday neither he
nor Mr. Martin had been able to see the Secretary as there weas Some evidence
that a possible hemorrhage might occur in the eye and the Doctors refused to
permit anyone to see him. The constant visits for instructions which he
and ¥r. Martin and others in the Treasury had been forced to make during the
past week had unquestionably retarded his recovery and in asking for two weeks
time of Hr. MoCabe, he was merely making an estimate of what he thought would
be desirable without intending to close the door to leathtleni more
imnmediately.
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He then stated the Treasury's fear that lowering the pegs in the long-
term restricted issues would unsettle the market, bring an avalanche of
selling, and seriously impair public confidence in the issues. He said the
debt was very large and that we were very apprehensive of creating nny un-
necessary danger which would make it difficult to refinance or obtain new
money. HNe pointed out that the debt was now §257 million and a panie in the
market would be a catastrophe.

He stated that the conversations which had been conducted at the
technical levels appeared to be meking some progress and there wes a fine
spirit of cooperation and good will on both sides. He hoped that these could
be continued and that ultimately they might be brought te a successful under-
standing which would benefit both the Treasury and the Federal. He thouzht
it vital that everything possible be done to maintain stability in the market.

¥r. Keyserling spoke next. He said he had listened carefully to what
had been said by his colleague ¥r. Clark, Mr. Sproul, Mr. McCabe, and
¥r. Foley and without commenting on what had been said, he wanted the President
to know that he didn't think the problem was being faced. He felt that it
was important to determine whether there was & forum or vehicle by which two
clearly opposing positions could be resolved by n:,t of good will. He took
that to be the purpose of this meeting, and he thought it important that a
real effort be made to work out this specific problem.

The President then commented that he thought it was very important to
work it out and was very vital to Mr. Wilson's work, and he was very anxious
to get everybody together -- that's why he was asking for this frank discussion.
He was not trying to reach a decision today but hoped this would not work out

the way Vage Stabilization did where a fight had developed with everyone
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resigning. He didn't want to take arbitrary sction, but he had certain
powers and there came & point when he would have to exercise them.

Mr. Wilson spoke up -~ said he didn't think it was necessary to delay
this matter too long, and he wondered if we couldan't contact the Secretary
of the Treasury about this particular matter preomptly. Mr. Foley inter-
Jected that he was sure that could be done, and he hoped that if Mr. Wilsen
would undertake to get the ball in motion and get the task forces or sub-
committees set up, he knew the Secretary would be most appreciative.

There seemed to be general agreement that this would be a good idea
and the meoting broke up a little after twelve with the President asking
that an effort bYe made to report to him as promptly as possible.

. Wia. MeC. ‘mn’ Jre
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February 26, 1951

MEETING IN CABINET ROOM
WHITE HOUSE
11:00 A.Me-12:00 M.

Present = The President in the Chair
Mr. C. E. Wilson, Director, Office of Defense Mobilization
Mr. Leon Keyserling, Chairmen, Council of Economic Advisers
Mr. John D. Clark, Couneil of Economic Advisers
Mr. Roy Blau, Couneil of Eeonomiec Advisers
Mr. Harry McDonald, Chairman, SEC
Mr. Thomss MeCabe, Chairman, FRS
¥Mr. /llan Sproul, President, New York Federal Reserve
¥r. Edward Foley, Under Secretary of Treasury
¥r. Ym, MeC. Martin, Jr., Assistant Secretary of Treasury
Mr. Charles Murphy, white House Staff
Mr. David Bell, White House Staff

The President opened the meeting in the most pleasant and conciliatory
manner, and stated fhat he had been worried with this problem for some time
and wished to get this group together for the purpose of frank and open
discussion of the problems. He sald that the RFC (obviously mis-spoken as
he elesrly intended the CEA) and the Treasury Staff had been working on some
ideas which seemed to him to make a lot of sense and so he wanted to take
the liberty of reading them to the group.

This he did, very clearly and with emphasis on certain points, such as
the importance of the publiec credit of the United States, which he said
several times was vital to Mr. “ilson's work, and so important that unless it
were maintained the Russians would have achieved their purpose completely,

Mr. Wilson nodded agreement,
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After the President finished, he said that he wanted frank and open
discussion of the ideas in the memorandum.

Mr. MeDonald opened the discussion by passing around a memorandum on
the volume of new securities and indicating that Mumieipal finaneingz in
particular had boomed. The President thought this very interesting.

Mr. Clark spoke next. He sald the President's comments made good sense
to him and recalled historical situstions, such as the one calling for the
creation of the Federal Reserve System and the Banking Act of 1833. He felt
we might have a similar type of situstion teday and the powers required te
meet the current problem should be studied. He thought the Treasury pesition
in the metter of interest rates sound and apprepriate in the light of
mobilization efforts and the Federal Reserve certainly ought not teo drive
rates up by selling in the market and should work with the Treasury to keep
confidence in a stable orderly market I‘Ild that later in the year after tax
receipts which were going te be large wherein more money for investment would
appear and the finanecing problem would be possible of solution at current
levels.

¥Mr. Sproul spoke next. He stated there was no disagreement on maintain-
ing the credit of the government. If the Federal Reserve had anything to
reproach itself on to date, it was the dilatory actions it had taken to
restrict bank reserves. The System should have stopped net-buylng governments
on the seale it has been doing so leng agee This, he said, under current
conditions, was monetizing the debt in & way which streined the conscience of
the Open Market Committee with respect to their respemsibilities, He did not

think the actions coantemplated by the Committee would impair confidence in
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the markets as most of these securities were marketable and held by experienced
uvo'torl who were used to the hazards of the market and expeeted it. In faet,
he '.n of the opinion that elimination of existing artificialities and more
dependence on the market itself would generate confidence and improve the
outloek for the refineaneing and new money issues which the Treasury would be
faced with later in the year.

Mr. MeCabe spoke next., He started off by stressing the element of time.
He was interested in the memorandum the President had read from, and he would
be particularly pleased to have the suppoert of other agencies of the Government
for inereased reserve requirements. Up to date, he had never been able to
obtain any support for this. However, he was concerned at the moment with
the necessity for making a decision on operations in the market for which the
Open Market Committee was pressing.

He then spoke of the fine work that had been done by Bill Martin and
Win Riefler in trying to see if there was an area of agreement that could
be worked out. He thought both Treasury and Federal Keserve were opposed
to monetization of debt and they ought to be able to get together on a
program.

He stressed the fact that life insurance companies and corporations
and other large non=banking investors had purchased the long-term restricteds
at par and now were in & position to cash them in at a handsome profit teo
make good on thelr commitments, while purchasers of savings bonds could enly
cash in their securities at the face price and by saerificing the interest te
maturity.

He wanted to emphasize to the President the clesr purpose of the Open

Market Committee to maintain an orderly and stable market but to depend as
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far as possible on the judgment of the market itself, The Federsl Feserve had
a statutory responsibility given to it by Congress, and he felt that they must
act on their judgment in the matter and despite his best efforts, he had besen
unable to arrive at an understanding tlt':h the Secretary of the Treasury, who
is now in the hospital. He was very sorry the Secretary was in the hospital,
but thought thet time was very important and they ouzht not to be adked to
delay indefinitely. Mr. Foley had called him end suggested that they might
delay two weeks which, coming on top of a previous delay of two weeks, meant
roughly thirty days without any action. He urged the President to appreciate
how sincere they were in dndeavoring to stop inflation and protect the
purchasing power of the dollar but how apprehensive they were about the way
things were developing.

Mr. Foley spoke next, He said he wanted to clarify a point Mr. MeCabe
had made with respect to the Secretary which was perhaps due to & misunder=-
standing. It was possible the Secretary might be able to engage in negotiations
before two weeks were up but he had expressed to Mr. MeCabe, whom he had tried
to get repeatedly over the weekend without success until late Sunday evening,
how anxious he was not to upset the Seeretary unduly. On Friday neither he
nor Mr. Martin had been able to see the Secretary as there was some evidence
that a possible hemorrhage might eccur in the eye and the Doctors refused to
permit anyone to see him. The constant visits for instructions which he
and Mr. Martin and others in the Treasury had been foreed to make during the
past week had unquestionably retarded his recovery and in asking for two weeks
time of Mr. MoCabe, he was merely making an estimete of what he thought would
be desirable without intending to close the door to negotiations more

immediately,
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He then stated the Treasury's fear that lowering the pegs in the long-
term restricted issues would unsettle the market, bring an avalanche of
selling, and seriously impair public confidence in the issues. He said the
debt was very large and that we were very apprehensive of creating any un-
necessary danger which would meke it difficult to refinance or obtain new
money. He pointed out that the debt was now §267 million and a peniec in the
market would be a catastrophe.

He stated thet the conversations which had been conducted at the
technical levels appeared to be meking some progress and there was a fine
spirit of cooperation and good will on both sides. He hoped thet these could
be continued and that ultimately they might be brought to a successful undere
standing which would benefit both the Treasury and the Federal. He thought
it vital that everything possible be done to maintain stability in the market.

Mr. Keyserling spoke next. He said he had listened carefully to what
had been said by his colleague Mr. Clark, Mr. Sproul, Mr. McCabe, and

. ¥r. Foley and without commenting on what had been said, he wanted the President
to know that he didn't think the problem was being faced. He felt that it
was important to determine whether there was a forum or vehicle by which twe
clearly opposing positions could be resolved by ment of good will. He took
thet to be the purpose of this meeting, and he thought it important that a
real effort be made to work out this specifiec preblem.

The President then commented that he thought it was very important te
work it out and was very vital to Mr. Wilson's work, and he was very anxious
to get everybody together -- that's why he was asking for this frank discussion.
He was not trying to reach a decision today but hoped this would not werk out

the way Wage Stabilization did where a fight had developed with everyone
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resigning. He didn't want to take arbitrary action, but he had certain
powers and there came & point when he would have to exercise them.

Mr. Wilson spoke up == said he didn't think it was necessary to delay
this matter too long, end he wondered if we coulda't contact the Soer.t-fy
of the Treasury about this particular matter promptly. Mr. Foley intere
jected that he was sure that could be done, and he hoped that if Mr. Wilsoen
would undertake to get the ball in motion and get the task forces or sub-
comnittees set up, he knew the Secretary would be most apprecistive.

There seemed to be general agreement that this would be a good idea
and the meeting broke up a little after twelve with the President asking

that an effort be made to report to him as promptly as possible.

Wime. NeCe hrtin. Jre
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Lines of Approach to Convertibility

There seem to be developing several possible approaches to the
objective of convertibility. Some of these are:

1. The expansion of the use of inconvertible sterling as widely
as possible, in the hope that it will then be easy at some stage
to make sterling convertible. This assumes that the British
can be persuaded that it is to their advantage to make the final
shift from inconvertible sterling to convertible sterling.

2. The improvement of the bargaining power of the non-sterling
countries and the sterling area countries against Britain, by
various means. This approach now appears to be favored by ECA
and given expression in its proposals for a EPU. However, there
is little indication that it is expected to carry so far as to
divert dollars to a greater extent to the European participants
on the continent at the expense of the U.K.

More fundamentally, there appears to be a good deal of uncertainty
as to whether the objective of convertibility is best approached by liberal
assistance to foreipn countries which should maske it possible for these
countries to accumulate reserves as a cushion against the dangers of
convertibility, or whether the objective is best approached by rather
limited dollar assistance which forces countries to become more competitive
with the dollar area. The second course makes more rapid progress towards
the fundamental economic adjustments which must be made to establish firm
underpinning of the current account balances in the international financial
picture. It is, however, productive of increased controls and vigorous
public planning as a result of the competitive scramble to earn dollars
and to avoid dollar payments.

On the other hand, the first approach, while easing the risks of
movement toward convertibility, tends to produce both in the minds of public
planners and the private sector, a tendency to drift along with an in-
convertible system and to hope that dollar needs will continue to be met
by some form of U.S. assistance. It is also not certain that in fact a
great deal more relazation of bilateral arrangements will accompany such
an approach, merely becamse it makes the risks of abandoning bilateralism
less pronounced. The advantages to themselves of bilateralism apparently
are becoming more and more clearly evident to such countries as the U.K.

It may be that the resolution of this dilemma could lie along the
following lines. To the extent possible, U.S. assistance might be diverted
from the stronger countries to the weaker countries but provided insofar
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as possible in the form of transferable dollars. Under this arrangement,
the stronger countries would be under increasing pressure to compete to
earn dollars and thus to improve their fundamental economic position.

This tendency would be reinforced by their desire to earn some of the
large volume of free dollars which is now provided by U.S. imports from
Latin America and Canada. A beginning toward this approach could be made
through the Payments Union, which mskes possible the setting up of a pool
of free dollars from the ECA appropriation. The stronger countries could
have their direct allocations reduced to provide the larger portion of

this pool, and could be required to earn what they obtain from the pool.
At the same time any program of assistance by the U.S. to Asia could assist
in this process, especially if it were possible to provide any transferable
dollars to Asis.

In general this approach suggests that it may be desirable first to
produce fully competitive and strong economies in the stronger countries
before trying to deal directly with the financial barriers to convertibility.
Once the countries have become really competitive with the dollar area, then
attention may be devoted to an improvement in their reserves which would
facilitate the assumption of convertible obligations if they could be
persuaded to do so. In general, therefore, the broad principle might be
enunciated that progress toward convertibility may best be furthered by
the U.S. through providing a maximum amount of transferable dollars to
the weaker countries, both through financial assistance and through imports,
while restricting to the minimum dictated by political considerations the
dollar assistance given directly to the stronger countries of the world.

It must be recognized, however, that this approach recognizes a
continued dependence of the weaker areas on U.S. assistance. It tends to
move away from the opposite concept that the weaker countries should begin
to earn their dollars from stronger countries such as the sterling area.
Perhaps, therefore, there could be a second stage of the program, comprising -
a direct convertibility drive, which might follow the attainment of full
competitive status by the stronger countries.
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