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STRICTLY CONFIDENTIAL
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The responsibility for the sound conduct of the Nation's finances 15 a
very grave one. Since the earliest days of our history, this responsibility
has been placed with the Secretary of the Treasury. But the problems in-
wleﬂtﬂowﬁlmofmmm. They sre not the problems
of the Congress alome, They are the problems of every eitizen of the Nation.

Here is the situation with which ve are nov confronted. We have today
& public debt amounting to over $250 bdillion. Not long ago we were worrying
about & debt which might reach $50 billion. We did not know how the country
would be able to stand such a debt. We did not know how it would affect
the solvency of the Govermment. We d4id not know how it could be managed
without disrupting the fimancial 1life of the Natiom.

But our public debt today is more than five times that figure. It is

" the most important single factor im our fimanciel structure, It represents
one-half of all the debt obligations im the country. Mortgages, State and
municipal securities, corporate bonds, other private ocbligations -- all of
then added together only equal the sum total of the present debt of the
Government.

Life insursnce companies now own over $13 billion of Federal GCovernment
securities -« about one-fifth of their total assetz. Mutual savinges banks
own $11 billion -- about ome-half of their total assets. Nonfinemeial
corporations own $20 billion, or nearly 15 percent of their current assets,
Individuals own $67 billion of Pederal securities of all kinds -- representing
epproximately one-third of their total liquid assets of more than $200 dilliom,
Commereial banks hold more tham $61 billion = representing approximately
( ", one-half of their earning nssets.
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Before World War II, the situstion was entirely different. Finaneial
institutions and business concerns had much more of their invested fumds in
private obligations, Oaly a very small proportion of our individual citizens
wvere owners of the securities of their Govermment.

As & result of World War IT financing, the public debt became the pre-
dominant factor in the financial life of the Nation. The size, the importance,
and the wide distribution of the debt are new facts to all of us. They create
nev problems. They place tremendous nev responsidilities on the Secretary of
the Treasury vhe is charged by lav with the sound management of the Nation's
finances., And under present conditions of internationmal crisis and rising
inflationary pressures, both the problems and the responsibilities are enor-
mously increased.

Throughout the postwar period, the public debt remained the single most
.| isportant influence in the finamcial 1ife of the Nation. But it has not been
o disruptive factor, The problems involved in mamaging & public debt of over
During the postwar period, the debt hes been maneged in such e vay as to ease
the problems of reconversion and promote our return to peacetime business at
the highest level of production and employment im history.

How wes this sccomplished? It was accomplished by means of mainteining
stability in the market for Federal Govermmetit securities and by spreading
the debt as widely as possible among the people of the Nation -« at the same
time thet bank holdings of Federal securities were being reduced.

mmmmmmmuunmmamtm:
There has been no more dynamic period in cur entire industriasl history them
the past five years. There hes been no similar period in vhich such a large

{ volume of long-range programe for imereasing productive capecity and for
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" modernizing existing plant and operations were put {mto effect. Stability
in the financial markets was essential to these programs. But the maintenance
of stability d4id not require sbsolute inflexibility in interest rates. As
the economy itself began to function smoothly at & mew high level of activity
ond trade, more flexibility in the Treasury debt mensgement rrogram was
achieved by allowing shorteterm interest rates to inerease gradually, Moree
over, there have been times during the postwar period vhen keeping the market
stoble has meant strong ections to keep prices from going too high. The
Federal Reserve System has hed to sell Government securities and the Treasury
has sold issues held by the trust sccounts to keep prices dowvn. Federal
securities were in great demand. They were considered very attractive. With
the outbreak of the crisis in Korea, however, the considerations calling for
a high degree of stebility in the Govermment security market once more became
all importeat.

Likevise, the Treasury achieved great success in its progrem for incress-
ing the proportion of Federal securities in the hands of nonbank investors sad
reducing bank holdings of Govermment obligations. In the last half of 1950,
the holdings of nombank owners reached a nev postwar peak, vhile bank holdings,
correspondingly, fell to & nev low for the postwar period. This shift in owmer-
ship is of the greatest significance at the present time, since it acts directly
on the money supply by reducing the inflationary potential of bank assets.

The Treasury's sucecess in achieving these important objectives of dedt
mensagement -~ a stable and orderly market situation, a wide distribution of
securities smong nonbank owners <- could not have been realized 4if our people
hed not had full confidence in the ability of the Government to manage the
debt without disturbance to the cconomy. It could not have been realized if
the citizens of the Natiom bhed not hed full confidence in Covernment securi-

ties. But they did have confidence -- a confidence based on performance.
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Today, with the enormously increased financial requirements of the defense
program before us, it is more important than ever before that people hold on
to the Government securities which they now own. It is more important than
ever before that they add to these holdings as their funds permit them to do
so.

One of the odbvious things that has to be done if we want people to hold
on to an investment already made is to stabilize the price. During the
present emergency, ve must eliminate the fear that the owner or prompective
buyer of an obligation of the Govermment is going to be pemalized immediately
by having the market price of his investment drop. Nobody who has any
choice wants to hold on to & conmodity that is going down -- that is deing
priced lower all the time. (It dossn't take & financial expert to figure

t mtm.)numdm,mm.

m-“ummn--rmn;ummﬂm-
Federal Government securities means forcing down the price. It means
slicing off a part of the imvestment which every owner of a marketable
security has made in the obligations of the Govermment. It means that
ovners of demand obligations, such as savings bonds, may decide it 1s
prudent to cash in their bonds ~- to get their money out. There is little
inducement to hold & fixed income obligation, such as savings bonds, when
the owners of other Govermment securities are getting increasingly higher
returns.

let me emphasize that word ~- inereasingly. It is the trend that matters.
A given interest rate is umattractive -- it will cause investors to shy away --
if the price trend of the market is down. The same rate can appear attractive
if investors believe that next week, or next month, 1t won®t be very different.
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A bond market that is undergoing & major decline -- that is being subjected
to rumors and forecasts of further declines -- cannot be & confident market.
There will be many sellers. There will de a lot of people on the side lines.
But who will want to bwy?

Let me repeat again -- nobody wants a commodity that is going down
in price. It is imperetive that we keep the securities of the Federal
Government attractive to owners and purchasers. It is imperative, there-
fore, that we keep the prices of these securities stable. We must avoid
every action which holds the risk of starting a rumor, & belief, or a fear
that investment in Federal securities is not a good investment -~ now or in
the future.

These considerations are urgent at all times. With a Federal debt of

\ over $250 billion, intervovem throughout the financial fabric of the Nationm,
there is no period when we can afford to raise doubts as to the wisdom or
prudence of an investment in Federal Government securities. Under presant
circumstances, however, vhen the money must be forthcoming for a greatly
enlarged defense program, the considerations calling for a stable and confident
situation throughout the whole broad structure of the public dedt are
magnified many times.

Because of the uncertainties of the international situation, we cannot
foresee the full extent of the fimancial demands which may be made upon the
Government. We know only that they will be very large. The Congress has
already acted to increase the revemues of the Government. Further measures
for a greatly enlarged revenue program are nov being deliberated. But owr
military spending is already rising et a rate which vill result in a budget
deficit of several billion dollars by the last quarter of this fiscal year,
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To the extent that additional revemue is not at hand to cover all of the
Government's needs, we shall have to borrow. We shall have to increase our
already large public debt.

Under any circumstances vhich we can foresee, there appears to be no
possibility for some time to come of reducing the outstanding debt of the
Government. This means that maturing obligations which come due must be
refunded. Every holder of a maturing issue =-- like every holder of a demand
obligation, such as savings bonds -- may, of course, obtain cash for his
securities if he so desires. But the money to pay him will, in-turn, have
to be borrowed from someone else. During the remainder of this calendar
year, for example, over $50 billion of marketable securities alone must be
refunded. This in itself is a tremendous financing operation. It is as
much as all the private refunding in this country in the past 25 years.

The Govermment needs every dollar of nonbank money represented by these
securities. It needs a full 100 percent reinvestment, and where possible,
more than 100 percent. But this it cannot achieve without full confidence
of the holders of the maturing obligations and of investors gemerally in the
desirability and the wisdom of continuing their investment in securities
of the Government.

These are considerations of such weight that they cannot be overemphasized.
Questions and doubte as to the wisdom of investing in securities of the
Govermment would lead to conditions of financial chaocs. If these questions
and doubts persisted to the point where important numbers of Federal security
owners attempted to liquidate their holdings, irreparable harm would be dome
to the entire financial structure of the Natien.
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The course which the Federal Reserve has been purauing during the
present period of international crisis involves precisely this risk. The
Federal Reserve has carried on & policy which has resulted in lowering sub-
stantially the prices of outstanding issues of Govermment securities. The
stated purpose of this program is to check credit expansion by reducing
incentives to sell Federal securities and by increasing ineentives to hold
on to them or to buy new ones. This the Federal Reserve means to accomplish
by the price and interest rate route. It has pulled down prices -- and
told the market that prices will go still lower. It has thereby raised
interest rates -- and given notice that the rates will go still higher.

First and foremost, this program is dangerous because it takes the grave
risk of upsetting the debt structure of the country; not only the debt
structure of the Government itself, but the private debt structure as well.,
This would inveolve all of the difficulties which have already been discussed.
It would very shortly involve a mass refunding of all Federal Government
securities, nonmarketable as well as marketable, on the basis of higher rates.
As already moted, refundings now come to about $50 billion a year. The
Federal Reserve action has already started a chain of events vhich could well

7. result in a $250 billion refunding. No Federal securities would be exempt,
not even those held by the trust funds, since & large part of these reguire
an interest rate tied by law to the average interest rate onm the public debt.

A mass refunding would drive many Federal security holders out of the
market for good. Others would stay on the side lines for an indefinite period.
The confusion and chaos which this would cause seem unthinkable to us now, after

many years of placid and orderly conditions in the Federal security market

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



a8 a consequence of successful debt management. But complete disruption of
the debt structure, with all that would entail, is not by any means beyond the
realnof possibility. It can happen. The failure of the two important
refundings of the Government since last June, as a result of the Federal
Reserve actions, shows that it might, in fact, happen very swiftly.

The experience of other mations shows us that no one can predict exactly
vhat final ocourrence ~- poseibly small in itself -- will start a full-scale
retreat from Govermment securities when conditions of uncertainty and confusion
bave been prolonged for some time. A flight from Government securities ~- which
vould bring with it a flight from the currency of the country =-- would, of course,
cause & rampant inflation of a type never defore experienced in this country.

Why should we take such a risk; vhy should we even consider actions which
might impair the credit of the Government of the United States? Even if the
expansion of bank eredit could be oqwu4w,m method, it still does
not seem rational or reasomeble to use this wveapon, in view of the risks which it
involves. We know that it is possible toninhu:thﬂmmm at
a level permitting new issues to de offered at no change in interest rates.

" "Support" operations are not needed when investors are fully confident of a stable
market situation. Why, then, should we use a weapon vhich lowers the price of the
outestanding securities of the Govermment, seriously unsettles the Government bond
market, and reises doudbts which, if not quieted, could impair the Govermment credit?

The great risks involved are thus the first consideration which must bde
veighed in judging the appropriateness of the Federal Reserve policy. But it
is important to note, in the second place, that even if bank oredit expansion
vere completely restricted, the battle against inflation would not necessarily
bhave been won in whole or in part. The present inflation is not fed only
by bank credit expansion -- by an increasing volume of demand deposite.

During the years since the end of World War II, there have, at times, been
Digitized for FRW in prices when there has been no expension in bank credit and
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currency holdings; in other words, vhen there has been no expansion in the
money supply of the country. There have been other periods wvhen the price
level stood still or declined, although the money supply was expanding.

¥hy then should we use changes in the interest rate at all to combat
inflation?

The stock snswer to this guestion is that, in times of inflationary
pressures, we must use all of the weapons at our disposal. Such sn answer
cannot be called anything dut irresponsible, however, when it is used to
Justify measures vhich have the distinet possibility of doing more harm than
good.

But now let us come to the possibilities for good. Surprisingly emough,
in view of the vehemence with which the Federal Reserve has clung to its
position, we find that these possibilities shrink to the venishing point under
the cold light of facts. It has not been proved that a higher price for
credit is an effective measure in restraining bank loan expansion and in
fighting inflation. The evidence, on the contrary, is all on the other side.

The record of recent months clearly shows that the Federal Reserve

[ peliecy, implemented by means of higher interest rates, has had no perceptidle

’I effect on credit expansion. Total loans of all commercial banks expanded

' nearly $8 bdillion in the last six months of 1950 -- an inerease of 2 magnitude
which has never been equalled in this country. We have had other -- and more
extreme -- examnles of attempts to control banmk eredit expsmsion by interest
rate inersases in the past history of our country. In the 1919-1920 infla-
tionary period, rates on short-term Treasury issues were run up sharply until
they reached nearly 6 percent; and the rate on call-money went as high as

{ 30 percent. In 1929, rates on short-term Treasury issuee vere rum up to
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gbove 5 percent; and the call-money rate went to 20 percent. Yet, bank credit
expansion was not effectively checked until we had the market crashes with
which all of us are familiar.

It is perfectly clear to all of us, when we stop to think sbout it,
that higher interest rates ia a dynamic period such as the preseat actually
may result in gpurring oa the banks to make more loans. Higher rates on
Governments mean that private lenders can boost the rates vwhich they charge
their customers. They can make more money. This is the best possidle
incentive to making more loans, at a time when there is no lack of bdorrowers
seeking funds.

And this has been the situation since last June. BEvery dusinessman
knowvs that controls are about to become tighter, that many eseential materials
for nondefense products are about te dry wp, that plant expansion may soon be
greatly restricted. A jump in the price of credit, under these eircumstances,
will not deter many borrowers. In particular, it will not deter those who
need credit the least -- the inventory hoarders, the speculators, the pro-
ducers of soon-to-be-scarce consumer goods. They will try to borrow anyhow --
and the lenders will get a windfall profit.

Whether Federal Reserve policy has actually stimulated private borrowing

/
!

during the period since Korea, or vhether it has merely coincided with a
eredit expansion brought adout by other forces, can never be decisively
determined. But there is ome result of Federal Reserve actions which can be
fully demonstrated. That is the effect which these actions have had on the
stability of the Government security market and on confidence in the credit
of the United States. The Govermment security maerket has been seriously

{ unsettled; and the resulting fear has restrained investors from purchasing
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or holding on to Government obligations. The actions of the Federal Heserve
System also have brought about two failures in Treaswry refunding operstions -~
an occurrence of such great significance that it warrants a full discussion
later in this statement. Finally, the confusion and fear with respect to
the prices and yields of Govermment securities may even have weakened the
appeal of savings bonds. During the last part of 1950, there was a noticeable
deorease in the sales of the larger denomination savings bonds and an
increase in redemptions of these demominations, which are ordinarily bought
by the more “"sophisticated” investors. ~1[\
’\Mmthmmhmmniudtth
increases in interest rates on Government securities.

There is, however, another sure effect of the Federal Reserve actions
in raising interest rates which camnot be ignored. That is the increase in
Governmment expenditures which will be required if the Govermment is forced
to pay higher interest rates on new issues of Government securities. The
Treasury is often quoted as being only concerned with this one aspect of
increased interest rates. That, of course, 18 not the case. Nevertheless,
it 18 the Treasury®s responsibility to recommend fiscal policy which will
use the taxpayers' money wisely. There is never any defense for needless
inoreases in taxes. To wse the taxpayers® momey to pay far further increases
in the interest cost of the public debt in an ineffectual attempt to control
inflation is clearly unjustifiable.

It is helpful in understanding the effects of the Federal Reserve
actions in raising interest rates on Government securities to review the
specific occurrences in the Govermment security market since the invasion of

‘ the Republic of Korea. Let us take up that record now.
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Immediately following the outbreak of hostilities in Korea, the
Secretary of the Treasury took the position that our first line of defense on
the financial front was a steble and confident situation in the market for
United States Government securities. The consideretions which led him to
this viev are evident. From that time forwvard, our defense needs were
paramount. They would have to de financed. We should have to live with
our large public dedt for a long time. We might have to increase it.
Confidence in Federal securities had to be maintained. Stability wvas nov not
only desireble; it vas vital to a successful defense financing program.

On Monday, June 26, Secretary Snyder requested the Fiscal Assistant
Secretary of the Treasury to convey to the Open Market Committee of the
Federal Reserve System the feeling of the Secretary that “everything possible
should be done to maintain a basically strong position in the Government bond
market during the present period of international disturbdance.”

On July 17, Secretary Smyder wrote at seme length to Chairman McCabe of
the Board of Governors of the Federal Reserve System, restating his feeling
that stability in the Government bond market was of paramount importance
because of the disturbed intermatiomal situation and explaining the reasons
in some detall. In this letter, he also stated that it was imperative that
every fimancing operation of the Government be carried through #o a successful
conclusion.

On many occasions since then -~ both publicly and privately, and directly
to Chairman McCabe and other officials of the Federal Reserve System --
Secretary Snyder restated his comviotion that stability in the Government
security market is required.
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Officials of the Federal Reserve System have not agreed that the

/" situstion calls for stability in the Goverment bond market. The System has
/ ignored, in its actioms, the fact that the Secretary of the Treasury, as
chief fiscal officer of the Nation, has grave respomsibilities with respect
to the management of the outstanding obligations of the Government of the
|\ /United States. The System has made it clear that, in its opinion, it hes
complete right to disregard entirely the wishes of the Secretary of the
Treasury and of the President ia managing the Govermment security market.

Although discussions of the differences between the viewpoints of the
Treasury and the Federsl Reserve on stability in the Govermment security
merket slmost always start with the actions of August 18, the Federal Reserve -=
right from the beginning of the outbreak of the conflict in Korea -- acted
in a manner which unsettled the Govermment security market. Despite the
mmummummm;mmamunhu
confidence in the Government's financial position, the Open Market Committee
did not stop its progrem of weakening the market for Government securities
by continuously putting pressure on long-term bonds. In the period from
June 27 through August 18, the System sold $1.1 billion of long bdonds in
36 trading days. The market reaction to this operation was a rising tide of
doubt and questioning as to vhether the 2-1/2 percent rate on long-term
issues vas going to be comtinued.

The decision of the Secretary of the Treasury to maintain the 1-1/k per-
cent rate on the two issues of l3-month Treasury notes offered in exchange
for the $13-1/2 billion of Treasury bonds and certificates of indebtedness
maturing on September 15 and October 1 was no surprise to the Federal Reserve.
This offering -- which, in sccordance with the laws of the United States,
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stcad el Ltls Tionounso vted Z
;‘gb of the President -~ wvas in line with the s poliey
s -

’\f | udx&wumwmwm.
The terms of the issues announced on August 18 were identical with the )
terns of the issues offered in comnection with refunding the certificates Cﬁfﬂ"
of indebtedness which had matured on June 1 and on July 1. Furthermore, the
terms of the nev issues were in line vith the market on the day of the re-
funding announcement . It 1s of very great importance to note, also, that
th““ﬂnﬁhtmutﬂnmﬁdﬁ.“htntthtﬁn. This
the Treasury is alwvays careful to do, and indeed must do, if it is to be
fully sucecessful in attracting the largest possible amount of nonbank funds
into Pederal securities. When long-term funds are fully committed, and
short-term funds are avalilsble, 1t is the short-term needs vhich must be met.
This was the situation in August. GShort-term securities were, accordingly,
offered.

Despite all of these facts and the careful evalustion of the situation
vhich the new lssues reflected, the Federal Reserve, at the cpening of trad-
ing on Monday, August 21, immediately proceeded to run up the rates on short-
term securities -~ that is, mark down the prices of these issues - to levels
vholly inconsistent with the rate on the refunding offering of the Treasury.

There has been & great deal of emphacis on the fect that the Federal
Reserve had to purchase a large portion of the maturing issues in the
Septesiber<October refunding operation in order to prevent the Treasury from
having to pay off almost the entire maturities in cash, What has never been
made clear is thet this so-called "support” would not have beem required if

the Pederal Reserve had not changed the market on the first trading day after
by

\
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the financing ammouncement. It bears repeating that the refunding issues
were priced in line with the market and met the investment needs of the
market at the time. As in previous refundings, a large proportion of the
maturing issues would undoubtedly have been presented for exchange if the
Federal Reserve had not immediately changed the market pattern of yields on
outstanding securities. The Open Market Committee accomplished this by lowering
the prices at which it sold Govermment secwrities from its portfolio, thereby
giving purchasers of outstanding issues a higher rate of return than they -
vould receive on the new issues offered by the Govermment.

This increased doubts as to the future of the entire rate structure -- and
it started a stampede to the side lines, as far as the holders of the maturing
issues were concerned., Obviously, most of them did not choose to exchange their
holdings for the new ilssues. A great many did their own refunding through the
process of selling the maturing issues to the Federal Reserve System and
buying back outstanding issues vhich were more favorably priced. Most of the
remaining holders either sold their securities to the Federal Reserve and
retained the cash, or turned in the maturing issues to the Treasury for cash.
When it was all over, the figures showed that less than 6 percent of the
refunded isswes were exchanged for the new issues by private holders. This
vas a measure of the extent to which the Federal Reserve had demolished the
Government securities market and caused a virtually complete failure in an
important refunding operation of the Govermment. The action taken by the
Federal Reserve with respect to this refunding, it should be emphasized, was
unprecedented in Govermment financing experience. Moreover, it was underteken
in connection with a refunding operation of great market significance, amounting
to $13-1/2 villien.

I have noted that the September-October refunding was approved by the

President bdefore its announcement. When it became apparent that the actions
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of the Federal Reserve System were threatening to cause a failure in the
refunding operation, President Truman -« personally and by letter =-- requested
Chairman MoCabe to see that the actions of the Federal Reserve System were
consistent with maintaining confidence in the credit of the United States
and stability in the Govermment security market. The President was assured
that this would be done., In the weeks that followed, nevertheless, the
Federal Reserve continued to push up rates on Covermment securities.

While these events were taking place, it was necessary for the Treasury
to undertake another refunding offering. The terms of the refunding of
$8 billion of certificates of indebtedness and bonds wmaturing in December
1950 and January 1951 were amnounced on November 22, Because of the actions
of the Federal Reserve in the intervening period, an interest rate higher than
the rate in August had to be offered in order to price the new iassue in line
vith the market. Holders of the December-January maturing issues were,
accordingly, offered S-year Treasury notes drawing interest at the rate of
1-3/k percent per year., The new issue was in accord with the Federal Reserve
recommendation to the Treasury; and Mr. McCabe assured Secretary Snyder of
the full cooperation of the System in the refunding operation.

The announcement was made on November 22, The following day was
Thanksgiving; so that Friday, November 24, was the first trading day after the
announcement was made. On that day, the Federal Reserve permitted the market
to go off sharply; and further unsettled market psychology by dropping the
price on the Vietory Loan 2-1/2's by 2/32 during the day. This latter action
was of particular significance because this issue is the dellwether of the
long-tern bond market. It ¥as a particularly sharp impact, therefore, on

{ market paychology.
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As a result of the continued uncertainty with respect to the price and
yield outlook created in the minds of Government security owners, the exchange
experience in the December-January refunding operation - while considerably
improved over September-October -- was still far from satisfactory. Only
51 percent of the maturing issues were turned in to the Treasury by private
holders for the new issues. Moreover, the cash redemption experience vas
only slightly better than in September-October. Cash redemptions amounted
to 1lhkel/2 percent of the total of the maturing issues; in the previous opera-
tion they had amounted to 17-1/2 percent, This compares with an average on
offerings of this type of a little over 5 percent in recent years.

In addition to unsettling the Government security market by sharp
mark-downs in the prices of outstanding Government issues, the Federal Reserve
System continuously instigated rumors of further increases of rates on
Government securities. This type of thing led to further doubt and confusion
as to where the Federal Reserve System intended to take the Government market.

This "planned confusion,” as it was called by one market commentator,
was supposed to make banks hold on to their Government securities and refrain
from expanding loans. What actually happened was entirely different. There
was so much confusion and unsettlement in the market that investors were
restrained by fear from holding on to Govermment securities. In other words,
econditions reguiring "support” operations were worked up by the Federal Reserve.
The Federal Reserve portfolio of Government securities increased by nearly
$2-1/2 billion between June 30 and December 31 -- the opposite of the effect
the Federal Reserve actions were intended to have. This was the real meaning

and the real result of the soe-called support operations of that period.
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Although there was some pressure on the long end of the Government market,
the events which have just been describded affected primarily the short- and
mediun-tern issues of Govermment securities. However, early in January,

Nr. McCabe and Mr. Sproul -- President of the Federal Reserve Bank of

New York -~ outlined to the Secretary of the Treasury a program which would
involve a complete reorientation of debt management policy. They proposed
a program of further increases in interest rates, particularly in the long-
term area. They also urged higher interest rates om savings bonds.

Secretary Sayder decided, under these circumstences, and in view of the
large finameing operations coming wp within a few months, that the time had
come to settle for the duration of the emergency the matter of the rate on
long-term Goverament bonds. Decisions on Federal Govermment finamecing were,
of course, the responsibility of the Secretary, assigmed to him by law. They
were responsibilities which could not be delegated. Accordingly, Secretary
Snyder met with Bresideat Truman and with Chairman NcCabe to discuss the
entire defense financing program. At this time it was agreed that market
stability was essential and that, therefore, the 2-1/2 perceat rate on long-
tern Govermment bonds would be continued and that refunding and nev-money
issues should be financed within the pattern of that rate. This was im-
mediately prior to the speech which Secretary Snyder made on January 18,
before the New York Board of Trade, amnouncing this poliey.

In the course of this speech, the Seeretary outlined in some detail the
considerations which had led to his decision on contimuing the 2-1/2 perceamt
rate. The 2-1/2 percent rate, he moted, is a fair and equitable one -- to
the Government, which is borrowing the money; %o the purchaser of Government
bonds, who is lending the wmoney; and to the tazpayer, who has to pay the
interest on the money dorrowed.
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The Secretary pointed out that the 2-1/2 percent rate of interest on
long-term Govermment securities has become an integral part of the financial
structure of the country. During the past 10 years, it has become & most
important influencing factor ia financial policy throughout the Nation. It
is a foremost consideration in the financial policies of ur insurance
compenies, our mutuel savings banks, ouwr commerciel banks, and even in the
fhancial decisions made by private business concerns and individuals
throughout the country. It is the single most important factor in the bond
markets -« Qovermment, corporate, and municipal.

As an exsmple of the way in vhich the 2-1/2 percent rate has been woven
into the fimancial fabric of the Natiom, the Secretary noted that the guaran-
teed interest provisions of newv life insurance policies during the past decade
have been brought into conformity with that rate. In consequence, about
85 percent of the new life insurance premiums received by insurance companies
at the present time are on policies written at interest rates of 2-1/2 percent,
or less. Mutual savings benks, likewise, have tied their current interest
rate on funds of depositors to the Govermment rate.

It is important not to mise one other highly significant fact with respect
to the 2-1/2 percent rate. The existence of this rate has coilneidbd with =
period of unprecedented growth and prosperity for the financial institutions
of the Nation, There is mow $100 billion more life insurence in force than
there vas a decade ago. The deposits in mutual savings banks are twice es
large as before World Var II. Earnings of banks and life insurance companies,
moreover, are more then double those of 10 years ago. Financial fastitutions
of every kind, in fact, ere enjoying the most gprofitable period in their

| bistory. It is clear, therefore, that the existence of the 2-1/2 percenmt
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rate has been in uo way stifling to the finaneial life of the Netion. It
has, on the comtrary, provided the necessary finmancial stability for a growving
econony and at the same time made possible earnings which sre not only fully
adequate, but richly rewarding to the financial institutions of the coumtry.

Despite the weight of evidence bearing on the wisdom of Secretary Sauyder's
decision to continue the 2.1/2 percent rate =~ and despite Chairmsn MeCsbe's
agreement with the Treasury policy before the Secretary's announcement e
officials of the System launched s public attack on the policy immediately
following its amnouncement. The attack has been carried on with vigor einece
thet time. Mr, Sproul end Mr. Eccles, in particular, have strongly criticized
the announced program. Noreover, the Federal Reserve has continued since
January 18 to put pressure on the longeterm bond market, On January 29, the
Open Market Committee agein reduced its buying price on Victory Losm 2-1/2's.
It vas at this jJuncture that President Truman asked the Open Market Committee
to meet with him, so that he could impress upon the Committee the need for
stebility in the GCovermment bond market and confidence in the credit of the
United States as long as the emergency lasts; and request that they govern
their actions accordingly. As is well known, the Federsl Reserve subsequently
gave out information to the press indicating that the Open Market Committee
intended to follow its own course and disregard the reguest of the President.

For a full understending of the program which has been pursued by the
Federsl Reserve since last June, it is iuportast to note the source of the
Federal Reserve's pover <. of its ability to act comtrary to the established
financial policies of the Covermment.

In an sct passed during the first session of sthe First Congress of the

( United States, the Secretary of the Treasury was given full responsibility for
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the conduct of the Nation's finances. This responsibility has remained with
him since that time. The instruments which enable the Federal Reserve System
to assume an important part of this responsibility itself and to dictate the
financial policies of the Government have fallen into its hands accidentally.
They are the direct result of the great changes in our economy and in our
financial life brought about by the increase in the public debt - with an
accompanying increase in the Government security holdings of the Federal Reserve
Systenm,

In 1913, vhen the Federal Reserve System was established, it was given
permission by law to carry on transactions in the fimancial markets. This
permission was thought of as an incidental part of its discount functions --
namely, as an ineidental outgrowth of eredit operations carried on between

( the banks and their own members. There was no thought and no possibility at
that time that market operations could influence to any appreciable extent
the financial policies of the Government.

For many years, such market transactions as were carried on by the
System were conducted by informal groups or committees. In the middle Thirties,
hovever, when the last major revision of the Federal Reserve Act took place,
an ageney forcarrying on market transactions was established by lawv and was
given full statutory suthefity to conduct all of the open market operationms
of the System., This agency was designated the Open Market Committee of the
Federal Reserve System. It is mafle up of the seven Governors of the System,
together with five of the presidents of the Reserve Banks. At that time -
as in 1913 -~ there wam no recognition that conditions might develop which would
give this Committee the powers it now has to dominate the financial markets
and to dictate the financial policies of the Government.:
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Between 1935 and the present time, the Federal debt has grown from
$33 billion to over $250 billion. The Government security holdings of the
Federal Reserve System have grown from about $2-1/2 billion to over $20 billiom.
Because the public debt is widely distributed among institutional,
business, and individual owners throughout the Nation, the Open Market
Committee need use omnly a small part of its current holdings to establish
any price or interest rate level it chooses for the marketable securities
of the Federal Covermment. Because of the size of the public debt, this
action in turn has the effect of a depth charge. It sets wp repercussions
vhich are felt throughout the emtire economy. But first and foremost, it
leads to conditions which may impair the public credit. It leads to conditions
which may drive the Treasury into the dangerous waters of bank financing -
including Federal Reserve bamk financing.

Interest rates alone do not sell bonds., Confidence in the public credit
sells them. Salesmanship sells them -- backed up by the belief of our
millions of bondholders that the product they are buying is a good investment
in itself and a sound instrument of public debt management. For the very
good reason that the credit position of the United States Govermment is higher
than that of any private organization or institution, the Govermment need
never compete on interest rates with other borrowers. Raising the rates
on Federal Governmment securities simply pushes up other rates all along the
line. The Govermment's competitive position -~ viewed solely from the
standpoint of interest rates -- is unchanged by such a policy.
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From every point of view, therefore, the program mnow being followed
by the Federal Reserve is seen to be utterly futile for the purpose intended --
namely, cutting back the volume of bdenk credit and stemming the rise in
prices. If at the same time this futile process undermines the credit of
the United States, forces Federal security owners out of the market, and
makes necessary refundiag operations of the Government a failure, them surely
it is time to call & halt to theory. It is time to recognize the essential
facts in the vital problem of inflationary control, and act on the basis of
these facts.

These things we must do.

¥irst, we must have comprehensive programs for allocating scarce materials
end we must take the other necessary steps for reducing the inceatives to
speculative nrojects.

Having done this, we must, second, keep the volume of private borrowing
at a minimum, through measures which act at the cruciidl point of the borrowing
relationship between the banker and hisg customer, Selective credit controls
such as those already put into effect -- volumtary credit control programs
such as those used effectively by the American Bankers Association ia 1948 -
are of the greatest importance. Other measures for reducing the availability
of credit to nomessential borrovers may be required.

Third, wve must keep the volume of public borrowing at a2 minimum through
increasing our taxes along with our increased defemse needs.

Fourth, we must manage our outstanding vublic dedt in such a way as to
keep the inflationary potential at a minilmum. This means keeping the largest
possible proportion of the debt in the hands of nonmbank investors, and keeping

( the bank holdings of Federal securities at the lowest possible figure. Any
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policy vhich leads to increasing the dependence of the Treasury on the banks
and decreasing the volume of Federal securities in the hands of nonbank
investors is to the highest degree inflationary. It is to the highest
degree dangerous to the ability of our economy to move ahead swiftly and
surely in its great task of protecting and strengthening our defenses against
aggression.

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






COMPARISON OF INTEREST RATE PATTERNS IN THE

GOVERNMENT SECURITY MARKET, AUG. I8 AND DEC.29,1950
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THE SHORT-TERM GOVERNMENT SECURITY MARKET

Yields, July |,1950 to Date

140 — Longest Bill ——
Aug18 |
ug.18 |
1.35 —— L"I“
i
1.30 — —
1
1.25 —T -
20—+ i[ —t—
- |
-
115 — e R ==
Lo bkt 1 1] L Jisel
7 14 2 28 4 Il 825 | 8 15 2229 6 13 2027 3 10 7 24 | 8 5 22
July August September October November December
1.5 > — T T

1.50 — 1%% Note,Aug.l,195I ! —

s - e

l.4o— el ——ll { S— | E— —_—t—

135 (_I'"' ~
130 ———— - —

125 \— 1 - — —
.o-w

120 Mﬁiwﬂﬁmﬁ-h- bustihuplaeslpshdidadas

s N M | | |
2 t sheptpspabpeptbiedberp b
7T 14 2 28 4 Il 18 25 | B 15 22 29 & I3 20 27 i‘mm 724 1 B 15 22
July August September October November December
1950

Federal Reserve Bank of St. Louis



THE MEDIUM-TERM GOVERNMENT SECURITY MARKET
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THE LONG-TERM GOVERNMENT SECURITY MARKET
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TREND OF BANK LOANS
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yours,

(signed) JOEN W, SNYDER
Secretary of the Treasury
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TREASBURY DEFARTMENT

Washington

The following address by Secretary Snyder
before a luncheon meeting of the New York
Board of Trade at the Commodore Hotel,

New York, N, Y., is scheduled for delivery
at 1:-30 P.M., EST, Thursday, January 18,
1051, and 1s for release at 1:00 P. M.

We are facing critical times. It is especially vital
that under the circumstances, we take every opportunity to
exchange views on urgent national and international problems.
Many of you members of the New York Board of Trade have at
various times come down to Washington to give the Treasury
Department the benefit of your judgment on measures under
consideration in the area of Federal finance, Others of
you have participated in such discussions through committee
memberships. This exchange of views which we have had with

individuals and groups of individuals -- not only in
Washington, but on various occasions in almost every part
of the country -- has been most valuable to the Treasury in

making policy decisions.

More than three-quarters of a century ago, the founders
of the New York Board of Trade set down certain Important
goals of cooperative effort, These were -- among others --
to provide useful information, to encourage needed legis-
lation, to promote civic improvements, and to adjust
differences and misunderstandings on an equitable basis,

The guides to action which were set down by your founders
are in keeping with the doctrines of our American form of
Govermment and our Ameriecan system of free enterprise, It
1s in the spirit embodied in these principles that I should
like to discuss with you todey some of the lssues which are
involved in our present national task of mobilization for
defense, T am grateful to the Board of Trade for affording
me this opportunity to speak openly and frankly about the
fizancial and economic problems that now confront us,

$-2575 '
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I need not tell you that the destiny of a nation 1s not
always decided on the battlefleld -- nor cven in the sometimes
equally hazardous and difficult paths of diplomacy. In any -
national emergency, much depends upon our work in the "
factorics and in the filelds -- and the keystone of our pro- -
duction and economic effcctliveness 1s the financlal sthility
of our country.

Today our Nation is in a state of emergency. For the
second time within less than a decade, we are being called
upon to marshall our great military strength to resist the
forces of aggression which scek ta destroy us. Very serious
days are ahcad of us. The varnish of Soviet pretense to
peace has worn off.  Soviet imperialism is thrcatening the
structure of world security. We have no time for 1llusions.
We must be alert -- we must be fulily aware of the peril --
and we must know wherein the hazard lies.

The danger we face is all the more menacing because of
the sinister nature of the campalgn which the aggressors are
waging. This campaign is typical in most respects of. all
the campaigns of imperialist dictators, but thc Soviets
have added somec stratagems of their own,

The Moscow plan is one of arousing hatreds -- nationality
against nationality, class against class, crced against crced --
to bring about mutual destruction of those peoples on whom
they cannot count to play thc Moscow game. Herce in America;
the Communist~gggressors, through their agents and propagandists,
seck to stir up suspicion and strife among us -- and so to
create disunity. '

It 1s'their theory that if a democracy is subjected to
enough of their propaganda of confusion, its peoplc will be
unablc to act swiftly and confidently if attacked. A first
step which we must take in defense zgainst such strategy,
abviously, is to sec through the smokescrcen of propaganda,
to cxpose their lies, and to meet their threats with a solld
front of strength which is at once spiritual, economlc and
military.
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Determined efforts and concentrated energy arc needed
to gain this goal. Yet, at the same time, we must maintain
the basic stability and productivity of our domestic economy.

Public policies today, in every area of domestic
endeavor -- fiscal and otherwise -- must be so designed as
to strengthen the sinews of our productive power. We must
plan in such a way as to avoid any measures -- however well
adapted they mey seem to a spec¢ific purpose -- which would
undermine the ability of the American economy to meet the
tremendous demands which are being made upon 1it.

The Secretary of the Treasury has far-reaching responsi-
bilities in the formulation of fiscal policy to meet the
financing needs of our Government. To fulfill these responsl-
bilities adequately, 1t is necessary to have the counsel and
aid of the most able financial and economic minds of our
country. The successful merging of revenue measures and
borrowing programs in such a way as to make the most
effective contribution to the productive power of the Nation

( is one of the most difficult and most important problems on
the domestic front.

One of the most serious threats to the strength of our
def'ense économy 1is undoubtedly inflation. And it is a threat
which could develop into disaster, :

The essence of inflation is the uncontrolled spiraling
of prices and wages. There have been manifestations of this
economic disease in every period of war or defense effort
of this country and of all countries. Our defense program
today presents the same hazard,

The effects of pronounced price instablllity are diffused
in many directions. One of the most dangerous results is
that mobilization 1tself is handicapped through both direct
and indirect influences. Far-reaching inequities arise from
the inflationary process in the uneven distribution of income
and profits. The defense burden is inequitably distributed
among groups and communlities by Inflation. We losc productive
efficiency. Inflation feeds the very fires of controversy.
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To keep inflation in check, then; is the first need in
our defense undertaking. As we transfer a great portion of
our productive power from civilian to military output, and
so reduce the supply of civilian goods, we must put brakes
on the purchasing power of consumers. This means that a
substantial part of both business and personal incomes must
be diverted from the consumer markets.. The alternative of
allowing prices to move higher and ‘higher would vitally
damage the defense effort. '

Without question a most effective over-all fiscal
measure for avoiding the evils of deficit financing, and
thereby combating an inflatiomary spiral in prices 1is a
revenue system which enables the Government to pay 1lts cur-
rent bills out of current income. No one welcomes heavy
taxes. But in a time of unprecedented national danger like
the present, I am certain that all groups of our population

will soon realize that very much higher taxes -- for them-
selves, as well as for others -- are a necessary defense -
measure. : -

While adequate revenues are an essential safeguard
against the development of inflationary tendencies, they
cannot do the Job alone. Measures for allocating essentlal
materials have been adopted in order to assure priority for
our military needs without increasing the strain on the price
structure. Selective credit controls such as those embodled
in the Defense Production Act passed by the Congress last

dept- Fuky are also of definite help. Other measures of demonstrated
effectiveness in curbing inflationary tendenciles, such as
price and wage controls, are under conslderation and will
assuredly be adopted soon.

You will note that I have not included the use of
fractional increases in interest rates on Government
securities as one of the measures of effectively controlling
inflation. The Treasury is convinced that there is no
tangible evidence that a policy of credit rationing by means
of small increases in the interest rates on Government borrowed
funds has had a real or genuine effect in cutting down the
volume of private borrowing and in retarding inflationary
pressures. The delusion that fractional changes 1in interest
rates can be effective in fighting inflation must be dispelled
from our minds.
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In the absence of new legislation, the Federal deficit
will amount to $15.5 billion in the fiscal year 1952,

This deficit is a result largely of our defense require-
ments. In non-defense spending, as the President has noted,
the only major new public works projects included in the Budget
are those directly necessary to the defense effort. Con-
struction of many public works pro.jects now under way has
been substantially curtailed. Many othcer activities have
been abbreviated.

The revenue requirements which the defense situation
demands nced no comment. These requirements can be met
without damage to the economy if our citizens have mutual
willingness to make the necessary sacrifices.

Along with adequate revenues and specific controls
required for curbing price and wage rises, there is a
weapon of great importance avallable to us for keeping
inflationary forces under control. That is a debt manage-
ment program which is directed toward placing the largest
possible pronortion of Federal securities in the hands of
nonbank investors -- individuals, insurance companies,
mutual cavings banks, and other investors outside the
banking system -- and reducing the proportion of Federal
securities held by commercial banks and Federal Reserve Banks.

This program is a powerful weapon in combating inflation.
There seems to be a lack of sufficient public knowledge or
understanding of what the Treasury has achleved in this
area during the postwar period. It should be pointed ouft;
therefore, that as a result of specific Treasury debt manage-
ment policies, holdings of Government securities by private
non-bank investors have increased substantially since the
end of the war, and have reached an all-time peak during the
last half of the calendar ycar 1950. This activity has been
accompanied by a decline in the holdings of the commercial
banking system, which reached new postwar lows during the
last half of 1250, Three years ago the public debt was the
same as 1t is now. But thz Government security holdings of
the commercial banking system have droppced nearly $10 billion;
and approximately $4 billion of %$his reductien took place
during 1950,
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The importance of this anti-inflationary accomplishment
can not be overestimated. This reduction in the money supply
of the country holds particular significance at the present
time when 1t is vitally important to the well-belng of the
economy that the inflationary potentlal of commercial bank
asseta be kept 2t 2 minimum,

There are two other important mattérz relating to debt
management policy which hold particular interest at the
present time and which have been given extensive consideration
in the financial community and elsewhers in recent months.

The first is the place of savings bonds in the Government
financing picture, and thc actions that willl bes takeun to
refund maturing "E" bonds. The second is the rate of interest
that the Treasury 1is going to pay on long-term Government
bonds in refunding and nzw borrowing programs. I want to
take up each of these twn questions in turn,

A moment ago, T stated thot an important anti-inflationary
action could be accomplished by placing the largest possible
proportion of Fcderal securities in the hards of non-bank
Investors. As prart of the Treasury Departmentt's endeavor
toward this end, the Savings Bond Program has been of
outstanding value. Tt has becn both dramatic and effective.

It has been dramatic because it 1s sustained on practically
a volunteer scrvice basis. It has been effective because
today, the total of outstanding Savings Bonds represents
approximately 25 percent of thc entire Pederal debt.

It is really inspiring to know that there are about
$10 bBilllon more Savings Bonds outstanding today than there
were at the end of World War II financing. The tremendous
aelling program involved in achileving this remarkable recerd
is due in the main part to the voluntecer efforts of individuals,
business groups and all organizations who have contributed
time, money, and ingenuity to the promotlon and sales of
Savings Bonds.

There are only about five hundred paid employees in the
Savings Bond Division of the Treasury. These employees plan
and coordinate the program. The real volume of the work,
however, is done through thc¢ generous offorts of those
volunteers who have sold Savings Bonds to over eighty-five
million purchasers.
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Of the $58 billion total of outstanding Savings Bonds,
nearly $35 billion is in "E" Bonds. This 1s a.noteworthy
accomplishment -- for no one would have been rash enough
to predict at the end of World War II hostilities that filve
years later there would be a $4 billion increase in tha totzl
of outstanding "E" Bonds. Most of us were sure in 1945
that there would be a heavy cashing of Savings Bonds as soon
as war acarclties and restrictions were over. On the
contrary, however, the "E" Bond total has gone up every year
becausg of the organized promotion by veolunteers in bringing
the merits of the Savings Bond Iinvestment to the attention
of the public. As a matter of fact, in the c¢alendar year
Just ended, the volume of "E" Bonds outstanding rose by
three-quarters of a billion dollars, notwithstanding the fact
that there were increases in redemptions as a recsult of the
scare buylng immediately following the outbreak of the
Korean crisis, It is interesting to observe in this con-
nection that the redemption of "E" Bonds -- in relation to
the amount outstanding -- was less percentagewise than
other comparable forms of savings. So 1t becomes readily
apparent that the Savings Bond is, in fact, a very popular
form of savings.

It was this last fact that led to the conclusion on
our part, after consulting with many individuals and business
groups, that the Treasury should contlinue the Savings Bond
Program after World War II as a major effort to encourage
the promotion of thrift. It is this same conclusion that
leads us to announce that the Treasury will continue to offer
the "E" Bond, in its present form, to the public as a Defcnse
Bond during the mobilization period. The aim now is not
only to promete thrift, but to act as an anti-inflationary
force and to help further distribution of the ownership of
the public debt.

As you know, beginning in May of this year, a portion
of the Savings Bonds bought during the war years will mature,.
While some of the helders of these bonds may desire to
cash them Upqn maturity, i1t is our belief that the majority
will desire to_continue theilr investment in United States
Savings Bonds. Therefore, the Treasury is adopting the
following plan for-handling the maturimg bonds. The holder

( may have hic choice of~ one, accepting cash if he so
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‘desires; two, continuing to hold the present bond.ﬁith an
automatic interest-bearing extension; and three, exchange
his bond for a current income savings bond of Series G,

Under Option 2, the bond would be automatically ex-
tended, bearing interest at the rate of 2-1/2 percent for
the first seven and one half years and interest at a rate
sufficient thereafter so that the aggregate return for the
10-year extension period will be 2.9 percent commpounded.

The term of the extenslion would be limited to 10 ycars after
maturity. The exlsting option of paying taxes on interest on
Series E bomnds currently or at maturity would be retained.
Necessary Congressional lcgislation to authorize this option
will be recquested immedlately. Once the plan is placed in
effect, it will apply to all outstanding E bonds as they
maturc, and will apply by right of contract to all new

Serics E savings bonds that are 1ssued.

Thesc decisions with respect to the refunding of
savings bonds and their future place in thé Federal scecuritles
structure have been reached after long deliberation and
extensive consultation. Among thosc who have given us the
benefit of their thought and judsment are representatives
of the Federal Rescrve. System, which has done such a
magnificent job in facilitating the smooth functioning of
the savings bond mechanism throughout the Program'!'s entire
history.

Almost a year ago, at the annual Fiscal Agency Conferencc
held in San PFrancisco, various alternatives with respect to
the refunding of savings bonds werc fully discussed by
representatives of the Federal Reserve System and the
Treasury. Following that conference, other groups and
individuals continued to meet with offilcials of the Treasury
and to give time and thought to the refunding measures which
would be in the best interests of both the Government and
the bondholders. The program which I have outlined to you
today is the rcsult of this cooperative effort. As soon as
the necessary Congressional leglslation is completed, full
detalls of the extension Savings Bonds Program wlll be re-
leased to the public. I belicve that we have adopted a good
program,
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Now let us go on to the subject of interest rates. It
is my view that a 2-1/2 pcrcent rate of intercest on long-
term Treasury bonds is a fair and equitable rate -- to our
Government which is borrowing the money, to the purchaser of
Government bonds who is lcnding the money, and to the tax-
payer who has to pay the interest on the money borrowed.

The 2-1/2 peroent rate of intercst on long-term Govern-
ment sccurities is an integral part of the financial sftructure

of our country. During the pastten ycars -- a peried in
which we fought our most costly war and made a most cxtensilve
roconversion to pecacctime activities -- the 2-1/2 percent

ratce has become .a most important influencing factor in
financizal policy in the country. It dominates the bond
markets -- Government, corporatc, and municipal., Morcovcr,

it dominates the operations of financial institutions. Most
of these have alrecady adjusted themsclves to the 2-1/2 percent
rate -- and after so doing, have become more prosperous

than ever before.

Most 1life insurance companies, for cxample, have changed
the guaranteced interest provisiong of their pew policles #&uring
the past decade to conform with the 2-1/2 percent rate, so
that today about 85 percent of the new life insurance
premiums received by insurance companiecs are on policies
written at interest rates of 2-1/2 percent or less. Mutual
savings banks also have tied their current intcrest rate on
funds of depositors to the Government rate.

Any inercasc in the 2-1/2 percent rate would, I am
firmly convinced, seriously upset the existing security
markets -- Government, corporate, and municipal.

We cannot allow this to happcn in a time of impcnding
crisis, with the heavy mobilization program to finance. We
cannot afford the questionablc luxury of tinkcring with a
market as dclicately balanced as the Government securilty
markct., Now is no time for experimentatlion.

We have not hesitated to draft our youths for scrvice
on the battlefront, regardlecss of thc personal sacrifice
that might bc entalled. Ncither can we hesitate to marshal
the financial resources of this country to the support of

( the mobilization program on a basis that might, 1n some

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



"IN 2

instances, requirc a degrecc of profit sacrifices.

In the firm belief, after long consideration, that the
2-1/2 percent long-term rate is fair and equitable to the
investor, and that market stability is eseential, the it
Treasury Department has concluded, after a Joint confercnce
with President Truman and Chairman McCabe of the Federal
Reserve Board, that the refunding and new money issucs will
be financed within the pattern of that rate.

Vhen I came to the Treasury in June 1946, the war
had been over lcss than a year, and war financing had only
recently becn completed. I felt at that time that stability
in the Government bond market during the transition pericd
was of vital importance. As the economy beccame more stabllized,
the Treasury used more flexlibility in its dcbt management
program by allowing short term rates to increcase gradually.

Later, beginning with the crisis in Korca, however,; the
considerations calling for stability in the Government bond
market becamc tremendously important. The credit of the
United States Government has become the keystone upon which
rests the.economic structure of the world. Stability in our
Government sccurities 1s essential.

I do not :think that we can exaggerate when we emphasize
these matters. T think they are basic to our national sur-
vival.

I have outlined for you the highlights of our financial
mobilization program. I belicecve that with vigorous, cooperatlve
effort, we can make it a successful one.

The democratic procecsses and the frec institutions of
our country cnable us to do Just that. We arec a Nation of -
strong individuals, united in our belief in Amerilcan
principles and in our dctermination to defond them. We do
not expcet - and we do not walt to be told what to think
and what to do. We will not govern our actions according
to deccereces which represent thinking donc for us by someconc
clse. Every American citizen today is searching his mind and
heart for answers to the challenge of aggression. We do this
becausc we know that in a frce Nation such as ours, decisions
on matters of national import must bc made by the citizens
themselves.
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The formulation of a successful policy of financial
mobilization is not easy. It must, of necessity, be one
that will require sacrifilices from every one of us. Let me
make on thing clecar. Even a short period of woakness in
the financial stabllity of the United States could mean a
generation of disaster to us and to the world.

The Communist regime knows this -- and cver since the
close of the Second World War, it has sought to undermine
the structurc of peace and stability wc havc tricd so
patiently, and with so markecd a degrcc of success, to help
build in the frece world. Rcd Impcrialism has taken the
offensive against the free world in almost every arca of
human cooperation wherc civilization might agaln be made
scecurc., It has coupled with a bellicose avowal of peace the
most flagrant and most 1nsidlous forms of human sabotage.

Let there be no mistakec about 1t, We want rcal peace in
. this world. To seck this, wc sct up a forum in which men
( might work out thecir diffcrences and arrange for solutions
of common problems, We tricd very carnestly to win an
honorable pcacc across the council table. But the Russians
have triecd to make a mockcry of the vital work and procedurc
of the United Nations, While we have tried to restore
economic and financial stabllity to nations suffering from
the ravagcs of war, the Soviet Union has sought to dissipate
the effects of our unpreccdented and successful ald to
frec nations and are now trying to destroy the fruits of our
aid with the blight of urgent and costly nced for self-
defensec.

As the cconomic and financial stability of our friends
and allics in Western Europc beccamce more certaln -- Soviet
Imperialism became bolder and laid down a barrage of dircet
and indircct assaults on the frec world.

It is but a natural reaction to hope, in an emergenecy,
that we can prescrve our freedom, and save oursclves from
danger, without sacrifice. Any such hope runs counter to
all of human cxpericncec. cadiness to sacrificc for frcecedom
is the first requisitc of 1lifec in a frce land.
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I have every confidence that whatever sacrifices arc
required of our pcople to repcl the aggressors will
bc willingly, carncstly, and confidently made.

What we facc is obvious. What we must do is plain.

We shall diligently continue our cofforts with frec
nations to help e¢stablish pcace and prosperity in the world..
But in the mcantime, we shall face realities -- face them
in the knowledge that our pride in Americatls past and
present, and our confidence in her future, permit no passive
acceptance of the dictates of a foreign aggressor.

We arc going ahecad with our military and our financilal
mobilization mcasurcs to whatever extent the unfolding
disclosurcs of Communist intcntions make nccessary. In
justice to oursclves and to all other beclicvers in freedom,
we can follow no other course.

000
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The Life Insurance Plea for Higher Interest Rates
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which is popular, a product which has boen selling well year after year

last 10 years and thelr lus funds are currently slmost 2-1/2 tises
as large as they were in . This tremendous expansion in life

If the lov level of the interest rate on governments were
pushing 1ife insurance com-anies toward insolvency one would expeet that
the Tirst place where that would be evident would be ia the stock market
performance of the stock insurance companies, which accoun
one-Tifth of the life insurance assets in the cowntry. Typleally these
com-ranies have gross -resiums on thelr nomparticioating policies which
are lover than those of the partieirating policles of sutusl companies,
#0 that they do mot have the resourse of cutting down or elimimating

We have taken a look, therefore, at the record of the stocks for
three of the largeat stock comimnies, Travelers, Aetas IAfe and
Connscticut Gemeral, to test the general markst apnraisal of these

:
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above average incomes. If insurance companies (and other investors as well)
should receive higher intersst rates in the future a large share of the
burden should fsll directly on the Sampayers of the country, as Federal,
State, and local government debt costs are incressed. Most of the rest
would fall directly on home owners and renters, on public utility sad
railroad ratevayers and on conswners generslly. It wonld appesr, therefore,
that the cost of an interest rate rise vould de far more widespread than
the benefits.

The issurance companies also argue that the wse of a higher rate of
iaterest would encourage savings. If is doubtful 4f it can be proved
that individuals would save more at higher rates of interest thun at
lover rates, varticularly whea one iz Stalking in terms of a differeantial
as small as 1/26. In general the volume of saving at any given time is
such more a function of such fectors as the (1) sise of the Governmeat
deficit, (2) the relative ability or inadility of business to fimance
its own capital expenditures through retalved profite and reserves, and
(3) the consumption and thrift habdits of the large body of savers. These
ere the primary factors, vhile small changes ia the rate of interest are
secondary.

You may be interested in the two attached tables on (1) some of the
fmportant figures on the fisancial status of life insursnce companies
znd (2) the data on the net rate of interest earned on 1ife insursace
iavested funds.
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Net Rates of Interest Earned on
Life Insurence Invested Funds
1925-1950
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Office of the Becretary of the Treasury,

Office of the Technical Staff, Jan. 12, 1951

Source: Institute of Life Insurance,
e Estimated by Treasury.
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STRICTLY CONFIDENTIAL

1. June 25 <<+ The Republic of Korea is invaded.

!o M“ >

"Everything possible should be done to maintain a basic-
ally strong posftion in the Govermmemt bond market during
the present period of international disturbance.”

3. mnumynummwmmum-

“o mn -

5. July 17 =~

to sell lomg bonds inm the market, In 13 trading days, the
Federal feserve sells over $300 million of long~term bonds.

MeCabe writes the Secretary that, instead of stability,
continued pressure should be placed on the Government
security market in order to reduce bank credit.

Secretary replies to McCabe, calling again for stability
in the Government bond market and explaining his reasons
therefor at smme lemgth. (Copy attached.)

6. July 17 to August 10 -~ Fedaral Reserve continues to put pressure on

Tc m‘m -

Government security market, selling $600 million of leong-
term bonds in 18 trading days.

Melabe and Fouse meet with the Secretary. MeCabe expounds

8. August 10 through August 18 -- Pederal Reserve continues pressure on long-

9. August 18 «-
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10. M‘ln“

12, October 2 --

13. October 17 -

1k, October 26 -

15. November 17 -
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Federal Reserve raises interest rates in the eatire short-
term Goverament security market., Pillicms of dollars of
Government securities go to a discount in the first half
hour of trading.

financing.
Unsettles market psychology further by dropping price on
Vietory Loan issue 2/32 during the day.

Secretary fnyder sees the President and tells him about
developments in theumarket. The President calls McCabe,



19.

\ (
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December 28 -

Januery 3 -- The Secretery meets with MeCabe snd Oproul, who outline

January 17 -- Joint conference between the President, the Secretary, and

Janwary 22 -- Sproul makes & speech before the Newv York State Bankers

January 25 <--Zccles testifies before the Joiant Committee on the Beonomie
Report end strongly eriticizes Tressury fimancing peliecy.
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29, Pebruary 1 -

{ 30. Pebruary 2 -«

Terminates of Victory Loan 2-1/2s
and buys $33 million of this issue for Postal Savings
account.

32, Pebruary 5 and February 6 -- There is considereble discussion on the floor

of the House sbout the Treasury-Federal Reserve comtroversy --
involving primarily Representatives McCorafck, Patman, and
Crawford.

32, February 5 and Pebruary 6§ -- The press carries a report that on Pebruary 5
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STAFF MEMORANDUM

THE PROBLEA OF COZTYROLLISH CREDI®
EXPASSION YITHOU? SERIods ISJURY
T THE HANAGIMINT OF TER

PURLIC BRAT

The following discussion Degins with a statement of the
logie of traditional gemersl eredit restriction %o eombat in-
flation. Thea we dlscuse the changed eonditions which make
such restriction ineffective wmder preseat sonditions as a
means of curbing excessive losn exnnsion to business, snd
which convert 1t iato a specific attack on the Coverameat boad
market. e aext exsaine the alleged anti-inflationary effects
of a moderate rise ia intersst rates. Then we eonsider the

 dangers usder present conditione of a vigorous and undiserimi-

aating restrictive credit poliey. Moally, we sumarize the
2sin requiremsats of sound private and public oredit in the
present situation and examine various possible measures whereby

these requirements may be met.

Federal Reserve Bank of St. Louis
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The preseat demand of the Federal Feserve authorities and
other persons for ap undiseriminating restrictive eredit pelicy to
combat inflation is in keeping with & long tradition. It was a
sound tradition in the eircumstasces in which it arose. But &
sethod of contrel that was well emcugh adapted to & bamking system
in which the bulk of bank assets consisted of business losns
cannot be effectively or safely applied without modification to
one in vhich the bulk of bank azsets consists of Govermment securities.

The logie of & traditional general restrictive eredit policy
can be sisply summerized as follows:

Inflation is caused by excessive spending relative to the
output of the goods and services desived by the publie. Although
an excessive volume of epending can develep without additioms te
the supply of momey, it iz powerfully stimulsted by such addi-
tions, and it can be checked and reversed by reductions in the
soney supply. This is particulariy true of bank deposites crested
by bask lomns., Such deposits are promptly speat because the bore
rovers pay interest for them and are therefore anxicus to employ
them fully. If back loans can be stopped from expanding or be
actually reduced, the total volume of private spending will
alwost certainly be curtailed.
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During 1950, the expansion in loams of all commercial
banks in the United States smounted to $9.7 billion, Thelr loans
to business expanded $5 billice and their real estate and consumer
joans esch expanded by sbout $2.5 billion, The net increase
iz the money supply of the coumtry during the year was #6.4 bwilliom.
A part of the growth in the money supply due to the rise in bank
loans was offset by a reduction in bank holdings of securities and
other factors.

Unless the creation of mew money via bank lending is limited,
ve cannot halt the march of inflation by inereasing taxes. By
itself, an increase in taxstion is one of the most effective means
of combating iaflation, simce it directly reduces private spending
power. But the effect of a given increase in taxes is largely or
vhelly destroyed if sas egual smount of new spending pover is permitted
to be created through bank loans.

The traditional method of stopping or reversing aa expansion
in the aggregate volume of bank loans and bank deposits is te
reduce the lending pover of the commercial bamks. This has already
been done in part by relsing the required reserves of mesber hanks,
which sccount for about 4/5ths of total bank deposits, but we have
virtually resched the statutory limit in this direction. Another
step already taken has been to raise the discount rates at vhich the
Federal Teserve banks are prepared to rediseount business and
agricultural paper previously discounted by meaber banks for their
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customers and &t which the Reserve banks will make direct loans
to mesber banks, This bas the effect of making it more expensive
for sesber basks to obtaln additional reserves by rediscoumting or
borrowing at the Reserve banks, Bot its practical influence is
small because rediscounting and borrewing are mo longer the
prineipal methods whereby ssmber banks obtain additional reserves.
Instead, they nowaday: sell Govermment securities to the Reserve
banks. Since the mesber banks own about 3§52 billiom of Treasury
securities, they have & virtually wnlimited souree of adiitional
reserves as long &s the Reserve banks remain ready to buy Government
securities at prices the banks will sccept. And each dollar of
sdditional reserves cbtained by the mesber banks as & whole enables
them to expand their loane and investments by about §6. '
Apart from moral svasion, vhich bes already been attempted
by means of public pronouncements and letters urging loam res-
triction, the only substantial resaining tool availsble to the
Heserve System under present lav is to stop adding to thedr
holdings of Goversment securities on pet balance or actuslly te
reduce these holdings. When the mesber banks can no loager obe
tain nev reserves by sellimg Govermment securities to the Reserve
banks, they will e unsble to incresse the total volume of
their depoaite, Apd AT the member banks or their customers buy
securities sold by the Reserve banks, they will lose reserves of

http://fraser.stlouisfed.org
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epproximately the same amounts, they will be forced to reduce

the volume of thelir deposits by sbout six times the loss in their
reserves., They will reduce their deposit liabilities by presenting
maturing Treasury securities for redesption without replacing them,
by falling to remew & portion of waturing loans, and by selling
securities to the sombauk Ppublic. Im this way, the expansion in
the country's money supply will be brought to halt or reversed;
and this source of imflaticeary spending will be eliminated.

The balting or reversal of the growth of mewber bank lending
pover would be accompanied by a rise in interest rates. It is
contended by most, though mot by all, advocates of tighter money
that such a rise will exert additional asti-inflationary effects.
Ve shall discuss these presently.

St. Louis
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The prescription of tight momey and an accompanying rise
of interest retes as sa effective means of combating inflation
arcee sbrosnd and in this country ot & time when the bulk of the
sssets of commercial banks consisted of customer loans and cther
short-term business paper. Im 191k, the mwarketadls securitice
of all the commercial banks in the United States amounted to
leses than 22 percent of their oarning sssets. MNost of thelr
holdings consisted of loams to Dusiness enterprises. These were
generally so staggered that some of thew fell due every bdusiness
éay. Under these conditioms, the bdanks could reduce the total
volume of bank credit mevely by saking nev loans or exteading
old ones in smaller smounts than those maturing. Whem the danks
lost reserves, they 414 not hawve to sell large guantities of mar-
ketable securities. The dorrowers whose notes vwere msaturing pro-
vided sn avtomatic market st par for their own notes.

A gemersl restrictive credit policy umder these conditions
opersted primarily as & selsctive restriction on losns to bdusi-
nemt and on the bank deposits and currency of business enter-
prises. A contraction of bank oredit of this character could

Federal Reserve Bank of St. Louis
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not proceed far without critically reducing the money supply
of the business commmity. This wvas particularly true prior
to 1914 because it was then the fashion of business enterprises
t finance & far greater priéportion of their working capital re-
guirenents through bank loans than it is today. BEven a moderate
contraction of bank credit or the mare slowing up of the expan~
sion, therefore, hit directly at a particularly active and stra-
tegic sector of the country's money supply, and commouly forced
& contraction of business spending. Righ interest rates as such
414 wot achieve this; & curd on the awailability of bank credit was
necessary to achieve it, .

 orermaent eurities

But see how different the banking situation is todey. it
the end of Jume, 1950, loans of all kinds of all the insured com-
mercial banks ia the United States comstituted oaly 37 percent
of their earning sssets. MNore than & quarter of their loans,
moreover, consisted of real estate loans, which are akin in some
respects to securities, though less liguid., The total of their
commercial and agricultural loass was culy 16 percent of their
eaming assets, Nearly two-thirds of their earning assets con-
sisted of securities, mainly Federal government obligatiouns.
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The change in the institutiomal situatica of dacking mesns
this: Whereas formerly a general tight momey policy operated
directly and Lmmediately to restrict loans to business enterprises,
today a genersl tight momey policy means a epecific attack upom
the Covernment bdbond market, snd only an indivect snd weak attack
on business loan expansian.

In order to achieve a rveduction of 6 or 7 billien dollaye of
business loans, the veapen of a gemeral restrictive credit policy
would first have teo wade through billions of dollare of Govern-
mont securities owmed by the commercisal banks. These banks now
hold mearly $ billion of Tressury bills, some of which matere
every wook and all of which sature within 13 wesks, If the Federal
Resorve System pought to curd bdusiness loan expamsion by refusing
to add to thelr holdings of Covermment secwrities, the ccamercial
banks could continme to obtain funds to expand their dusiness
loans merely Wy not replaciang their maturing Tressury dills as
they matured. Further, the commercisl banks hold adout §15
billion of Treasury notes, most of which mature within a year,
They hold large amounts of other Federul obligations with near-
tern maturitiss, fram vhich they could cbtain funds for comtimued
loen expansion a5 these securities mature, without selling them
in the open market. Hesides vaiting for their short-term holdings
to mature, and same of them would mature every week, the banks could
got additicnal funds by selling Government securitise in the open
market .
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It 18 argued by some that the rise ia interest rates which
would accompany a tighter money polley by the Reserve System
would esuse such declines in the market prices of Government
securities that the bdamks would de restrained from selling them
because of the eapital losses many of them would sustaia and becense
the yields would be more atirective. BSut & moderato rise ia in-
terest rates would cause only small changes ia the prices of short-
tern Geversment securities. Yor exsmsle, a 1-1/2%, one-year
Treasury note would still sell above 99 if the short-term rate of
fnterest weat w from 1-1/2 to 2-1/28. If a bank has & good commercial
borrowar at J=1/2 ar 55, it is not llkely to be deterred from selling
its Treasury sotes at 99 in order to obtain the funds for the new
losn. MNorsgver, as previously moted, the danks owva large amounts
of sarly maturiag Treasury securities which they could tura in %o
the Treasury for cash wen maturity without loss. Farther, the
higher yields on Treasury notes would not necessarily make thelr
retention by the danks attractive 1f equal or greater increnses
took 2lace in the yields obtainable from business loans. Experi-
ence tells us that such inerscses would undoudtedly take place.

Federal Reserve Bank of St. Louis
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In short, a moderate tightening of the money markets under
present conditions will mot provide an effective curd on busi-
neas loan expansica because of the extremely large cushiom of
short-tern Covernment securitles owned by the bdanks, securities
that they could sell or allow to mature in order to obtain fundse
for continued expansica of thelr loans.

e Tl Tecication

We have indicated that a gemeral rostrictive credit policy
by the Federal Reserve System would have to go & long way -~ be-
come more than moderate -~ bafore it could seriously limit the
expension of banks loans to busimess. It would bhave even less,
if amy, effect upon the loan expansiom of other fimsmcial imstitu-
tioms.

The big life insurence companies, for example, fusction as
capital banks. They gather the idle cash and current savings of
millions of ssall savers and lend thew out to business enterprises
and individuals who make active wse of them. The excess of
premius and interest receipts over policy redemptions and opera-
ting disbursements of the life imeurance companies is nov rumning
at around 34 dillion & year, emsbling them to sake this volume
of funds available ansually for investment spending, mainly by
borrowers. It is wvell kmown that the big insurence companies now
compete actively with commercial benks for many business loans,
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snd that they provide an important frection of the total long-

term loans for industrial plant expamsion and residential and

other comstruction. The mutual savings danks, Home Loan banks,
savings and loan associations, fire and casualty insurance com-
penies, and other fimancial institutions alse provide lerge sums
each month for nev investment spending.

Such loans do net nominally add to the supply of mcney,
but they are no less offective iz fimmncing incressed spending.
They activate the idle cash and curreat saviags of millioms of
small severs., If iaflatiom is te de fought effectively through
credit weapons, non-bank lending must also be restriocted. The
small contribution to this end offered by an undiscriminating
restrictive credit policy would be that achioved through the
influence of higher imterest rates, the feeble effects of which
we discuss in the next sectiom.

The great growth in the monetary importance of non-bank
credit institutions has been recognized imcreasiagly in this
countyy and sbrosd. The Board of Governors of the Federal
Reserve System has sought and obtained selective eredit comtrols
over some aress of nom-bamk lemding. It obtained cemtrol over
stock margin requirements under the SEC legislation of 1934.
It ocbtained temporery contfol of comeumer credit (its
Regulstion ¥) during World ¥War II, and this control was receatly
reneved by Comgress and is again in effect. Last fall it sought

Federal Reserve Bank of St. Louis



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

and obtained considereble power over construction lomas (its
Regulation X). There is little doubt that it would like some
comtrol over the lending and investing sctivities of insurance
companies and other non-bamk financial institutioms. These
movements in the directiom of specific or gualitative comtrols
over credit in various fields clearly indicate that the Federal
Reserve System i1s sware of the insdequacy and inappropriatensss,
for some purposes, of an undiscriminating general credit
curtalilment policy.

The business community and the public are also far more
insulated against restriwtive benking sction than they forwerly
were. V¥herees most of thelr momey supply formerly arose from
short~term debts to banks -~ a fact which made then semsitive
to banking policies ~- most of it is now owned by them free of any
direct short-term dsbts to the banks. In addition, they now
own dillioms of dollare of marketable or redeemable Covermment
securitios, vhereans they formerly held only small eamounts of such
sssets. In June 1926, the losms, including real estste losns, of
all commercial banks amounted to 114 pereent of the total of thelr
adjusted demand deposits and of the curremey in circulation
outside of banks; by the end of 1950, they comstituted only
A5 percent. At the end of 1950, individuals held more than
$200 billion of liguid sssets, a8 compared with less than
$20 billion in the middle of 191k; and corporutions held scme
$48 billion, as against approximstely $1 dilliom in 1914 (liguid
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assets being defined as currency, demand deposite, savings
sccounts in commercial and mutual savings banks, savings and
loan sssociations, postal savings, ahd holdings of Federal
Government securities).

During the calendar year 1950, the gross expenditures
of dusinese corporations for plant and equipment, additioms
to inventories, and increases in net receivables, amounted
to adout $26 bPillion. Adout seven-temths of the $28 dilliom
they used in these vays came directly from their retained
earnings and depreciation allowances. About $& dillion came
from nev issues of securities; and only about $3.5 billfen
came from increases in bank loans and in mortgages Jbought
by banks and other lemders.
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Higher interest retss are said to exert anti-inflatiomary
. effects in several ways. Let us sxamine each of them briefly:

(1) They discourege borrovwing and the accompenying spend-
ing by making It more costly.

Fev persons nowadays attach much importance to moderate
inereases in interest rates as a deterreat to short-term bor-
roving by business enterprises. The gross profit margins in
maonfacture and trade are sufficiently wide to swvamp the im-
fluence of moderats changes in interest costs. A department
stors that borrows $100,000 for 3 months to dbuy goods to retail
for $160,000 vould find that & rise from 3 to & percent in ite
interest rete would raise the cost of the goods by oaly $750.

Increases in long-term rates should logically bde more in-
fluential, but even here the records show that changes im ex-
pected volume of business and in expected income are sc much
more important tham the cost of borrowed memey that actual
borrowing and comstruction have generully been at their peak
in times of high interest rates and have deen smaller whem in-
terest rates vere lower.

(2) The declines in the prices of Government securities
cccasioned by the rise in interest mates would discourege commer-
cial banks from selling them because of the capital losses they

\ vould sustain; hemce, they would be deterred from expanding their
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business loans vith the proceeds of selee of Covermment securi-
ties. Ve discussed this contention a fevw pages dack.

(3) At higher yields, Treasury securities would attrect
nov savings floving to insurence companies and other imstitu-
tional investors against the competition of nev private invest-
ment opjortunities. Private investment spending would thereby
be reduced. To the extemt that the securities sc purchased came
from the portfolios of commorcial bamks, the volume of dank
doposits would alsc be reduced.

Vhether current savings can be diverted to Treasury securi-
ties in materially greater smounts vould seem to depend more
upon whether & sufficient volums of attrective private investment
ocutlsts contimues to be avallable for such funds than upon & rise
in interest rates. If private investment spending vwere seriously
curtsiled by direct comtrols or Ly shortages of materials and
labor, current accessions to institutiomal funds would have no
other place to go then imto Govermment securities. This vas the
situstion during World War II. If, on the other hand, residen~
tisl mortgage fimancing and nev corporate bond issues continue
to be available in sdequate amounts, a rise in the yields of
Treasury obligations would be sccompanied by as great or greater
increases in the yields obtainable from high grade private in=
vestaents. This has oceurred comsisteamtly in the past vhem yilelds
on Treasury securities have risem.
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Too many persons sppear to assume that the yields of the
private obligations would stay put if those of Treasury securi-
ties rose. The svemage yield of the Tressury's index of high
arade corporate bonds at the end of Novewber, 1550 was 2.66 per
ceat., Does anyone suppose that these corporate bomds would re-
main at this yield if long-term Treasury boods came to commend
2-3/% or 3 per cemt? Treasury securities possess certain charac-
teristics not shared by other iavestments, or shered Ly them in
much lesser degres, such as freéddom from risk of iansclvency of the
dedtor, easy acceptadility es security ia legal comnections, unexe
celled marketability, etec. The market could be expected to con-
tinue to appreaise these relative advantages at a sudbstantial [i-
gure and to offer lover prices for investments lacking them. In
short, if the yelds ou Treasury obligations rose, those oa high
grade corporates would rise as mueh or move, Jome funds that
would otherwvise go into nev private investmeats would no doubt be
sttracted to Government securities by a rise in their yleids, but
the equal or greater rise im the returans offered by private obli.
gations would continue to make them attractive for aev investment,

(&) Higher interest rates would stimulate additioual saving.

Ia the absence of severe abortages of desired comsumptios
goods, the savings of individuals are primarily respousive to the
level of their incomes and to the prevailiag standards of con-

( sumption and saving., They are not highly responsive to imcreases
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in interest rates. Few housevives are likely to foregoe the pur-
chase of an electric refrigerator becsuse the yield obtainable
from Savings Bonds rises from 2.9 to 3-1/2 or & per cenmt. In fact,
A rigse in interest rates would reduce some lmportant kinds of save
ing. The net premiums paysble on life insurence policies, which
sceount for a substantial volume of individusl savings, wvould be-
come smaller. So also would the anmual asounts of savings wegquired
to acoumulate a given capital sum or & given amnuity., Economists
possess no factual keowledge of the responsiveness of total savings
to changes in interest rates., They do not even kmow the direction
of the response -- that 1s, vhether more tends to bte saved at higher
or at lower interest rates.

(5) Meny benk depositors would be induced by the higher in-
terest rates to comvert their deposits imte securities purchased
from the banks, thereby reducing the disposition of the purchasers
to spend, asd reducing the total of benk deposits.

mwmumm,mnmmum
dicate that the actual effect would be large. .hmﬂ‘l-
tion of bask deposits is regarded by their cwners as a prized
form of property, fized in dollar value and instantly available,
but pot destined for spending vnder omlimary circumstances. The owners
set greater store on the absolute safety and svailability of their
principal than wpon yleld. If they did net, they would already have in-
vested their deposits im Covernment securities. Moreover, even
if an agpreciable amount of such deposits were imvested into
Government securities, the asti-inflationary effect would be
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negligible, for the deposits themselves are regarded by these
owpners as a form of imvestment, not available for spending.

Another portion comsists of Tunds held temporarily to
meet corporate and ipdividual tax lisbilities or contemplated
expenditures. Because of the high level of tax liabilities
in recent years, substantial deposits are accumulated to meet
them. Prineipally for this reason, business corperations already
constitute a good market for short-term Treasury cbligations;
they bold sbout §9 billion of Tax Notes alone; and a rise in yields
might attract & somevhat larger volume of funds., But no sigaificant
anti-inflationary result is achieved when idle deposits held for
tax payments are comverted into Treasury securities. A rise
in interest rates would give an unsought bonus to present holders
of securities, without reducing the spending of those who would
be induced by the higher rates to comnvert additional such deposits
inte Treasury securities.

Perhaps the largest portion of bank deposits comsists of
those .sed for transections purchases. It is possible that higher
interest rates would attract some of these into Goverament
securities, but no one could confidently say that the amount would
be large. The anti-inflaticsary effect of such conversion as
d4id occur would be offset to an unknown and perhaps substantial
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extent because the resaining deposit balances would be used more
actively. The annual rate of turpnover of bank deposits has increased
saterially in recent years but is still far below the rate im 1929
and prier years, Small anti-inflationary results are achieved by

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

&s freely available for spending.
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Ve have hitherto assumed for purposes of discussion that
a general restrictive credit policy could be kept moderate in
its impacts. In particular, we assumed that non-bank investors
would readily sbsorb the Govermment securities liguidated by
the banks or offered by the Tressury to refund bank-held
maturing obligations. This 1s by no means likely.

The mistaken sssumption is commonly made that the non-
tank market for Govermment and other high grede securities is
kighly responsive to small change in interest rates. The
Treasury's extensive experience and that of investament banking
houses clearly indicates otherwise. Let us see why.

i. Non~-bank institutional imvestors cammet buy large
emounts suddenly.

The biggest investors iz marketable Govermment and other
bigh grade securities are institutions - insurance companies,
commercial and savings banks, trustees, pension funds and
business corporations holdimg Coverament securities for tem-
porary investment, either in anticipation of corporate tax
lisbilities or contemplated expenditures.

On December 31, 1950, of the $218 billion of the United
ftates government obligatioms, direct and indirect, held
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outside of government agencies, the commercisl benks and Pedersl
Reserve Danks held a total of 9§52 dillten, the mutusl savings
banks and insurance companies $30 billion, business corporstions
§19 ®llden, other iastitutionsl ascounts, including brokers
and dealers, 511 billion, and state and locel govermments 58 »il-
llon. This left §67 Billion iz the hands of individuals; sad
$50 billion of thelr holdings was in the form of ssviags boads
end only $17 billion in the form of marketable securities.

The non-dank institutional iavestors secure thelr fuads
day W day through the receipt of premium payments, deposits,
dividends, intersst, reats, aad profite; and they usually ifavest
thea rather promptly ot the golng rates, as the receipts come
in. They rarely hold lavge amounts of idle cash. Henee
they cannot ealarge thelr purchases of Covernment securities
greatly in any short sosce of time except by liguidating other
iavestmeats. Dut the prineinal amarket for other high grade
investasnts is smongst themselves and the banks. As a grouw»
the aon-bank investors ceanmot srecure nev funds for buying
Governments by selling other imvestaents to one smother. The
funds obtained in this way by the sellers among them mast be
given wp by the buyers.

Horeover, as we have nreviously moted, the ylelde on
other high grade favestaents will slse rise if the ylelds on

St. Louis
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Treasury securities increase. Attempts to liguldate these
eompeting high grade investaents by those desiring to switeh
to governments will drive down their prices, push up their
vields, and thered; tend to maintain their reiative attreactive-
ness &8 against Treasury securities.

Any substantial volume of additional Govermment securi-
ties can be sold to imstituticmal investors im & short space
of time only if nev imvestment ocutlets for their incoming
funds, such as nev corporate boad lssues and residential
mortgages, are greatly reduced, as they were durisg Werld Wer II.
Over a longer period, an increase in the public's savings
in the form of iife insurance premiums, savings deposits, and
the like, will add to the lovestaent resources of the imstitutiomal
investors, but no large inerease can be expected in any short
space of time,

fimilarly with the investaent resources of individuals.

" In the aggregate imdividuals camnot cbtaim any net increese

in funds available farthe purchase of Goveramest securities
by selling other sssets to one another. They can secure ad-
ditional fumds for this purpose only through additional save
ings or by using previcusly sccummlated bank deposits. Ve
have previcusly noted that in the sbsence of severe shortages

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



Digitized for FRASER

-n-

of desired consumption and investment goods, the savings of
individuals are primarily responsive to the level of their
incomes and to the prevailing stenderds of consumption and
saving., They are not highly responsive to increases in interest
ratee,

Ve are forced to comclude, therefore, that, in the absence
of major obstructions to private investment and comswmption
spending, the banks and the Treasury could sell large amounts
of Treasury securities to non<bank investors in any short spece
of time only by persuading depositors to buy them with previcusly
accumulated deposit balances. We have noted the difficulties
and the small anti-inflationary results to be expected in this
direction, Nevertheless, something could be accomplished tovard

this end by vigorous public caspaigns provided confidence in thre

ve are to use increases in yields to accomplish this result, the
results are bound to b& either imadequate or disastrous.

If the rising yields took place as the result of selling
pressure on the market b, the commercieal banks and Federsl
Reserve banks, the declining price tremd of Govermment securities
would gquicken fears of further price declimes. Many imsti-
tutional investors who comfidently purchase Govermment

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



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

securities today, would be moved to hold off, as they have

‘often held off in the past during pericds of declining bond

prices, to await the ceasation of the declime. Others would
be frightened by the development of deciining prices iato
dumping their holdings of Govermment securities. Many banks
vould doubtless jJoin im the selling.

Who would do the buying?! We bave already called atten~
tion to the small capacity of the non-bank market to absord any large
volume of Treasury securities im any short space of time unlese
severe restrictions existed om private investment and consumption
spending. And against the buying of those who would de at-
tracted by the rising yields must be set the heavy selling of
many who will hold Govermments only when and becsuse they have
& stable market and serve &5 a good substitute for cash.

Owners of idle bank deposite who might be persuaded by a vigorous
publicity campaign to convert & portiom of their depesits imto
Govermment securities if the market remained stable would bde
given a convincing reason for retaining their cash.

A concrete illustration of how the market reacts to a
decline in pricee of Govermment securities was provided by the
ﬂnummmnmmwuw
and Decesber 1943, Instead of being attracted by the declining
prices and rising yislds, insurance companies, mutual savings
banks, and savinge and loan associations, as well as other non-bank
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investors, sold heavily from their holdings of long-ters
Treasury securities. Thelr holdings of long-term Tressury
securitiss vere reduced by approximstely $8 dillion in this
period; whils, on net balance, the whole amount of the sales
was absorbed by the Federal Reserve Banks and Governoment
investment agencies.

The declining movement could not be held within orderly
limits without continuous and adequate support buying om the
vay down by the Federul Reserve or the Treasury. It 15 easily
conceizable that the Fedsral Reserve System would have to pur-
chase a grester volume of Government securities, and thereby
create & greater increase in member bank reserves, to keep 2
decline within orderly bounds than to maintain the presemt
pattern of intereat rates.

If the declines in the prices of Govermment securities
were allowed to proceed far, it is comceivable thet a serious
loss of coufidence in the oredit of the Treasury would result,
and with 1t, & loss of confidence in the dollar. Already the
substantial rise in commodity prices has led to fears and
rumors about the scundmess of our curveancy. The appearance
of sharp discounts on Treasury securities would confirm such
foars in the minds of seme, And if, shortly after, the Treasury
had to go to the market to raise substantial sums for rearmament
deficits or all-out war, the difficulties of non-inflatiomary
financing vould have been made far more serious.
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On the other hand, if the rise in yields were accomplished
by a Treaswry offer to refund the whole publie debt at rates
one~half of cne percent higher at all maturities than the pre~
vailing ones, and by a Federal Reserve assurance that the new
yields would be maintained by their market support, there would
be 1little, if any, gain in credit control. Commercisl danks
would continue able to expand their reserves at will by selling
Treasury securities to the Reserve Banks, and the rise in ylelds
of business loans and private securities would make it profitable
for them to do so. The operation would add perhaps $1.5 bdillion
anmually to the interest cost of the public debt. The only gain
from it would be 2 highly conjectural one: some additiomal
Treasury securities -~ no one can say how muck, and we have given
reascns for believing the smount would be small -- might be
purchased by non-bank investors.

Our experiemce during World War II indicates that whem the
direct comtrols over steel and other scarce materials, and the
credit controls over comstructiom, take hold during the present
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emorgency, private outlets for imvestment spemding will
shrink saterially. Much of the wesk to week receipts of
savings by indurence companies, sutual savings banks and
other institutional investors vill them have no other place
to go than into Government securities. If the Tressury is
not then opereting at a deficit, these investors will be ready
to absord such secwrities from the commercial banks and the
Federal Resorve banks. The same will be true of Dusiness
corporaticns that will be accumulating funds for future
plant investment. If new houses, sutomobiles and other
important cbjects of individual spending are also less available,
the demand for Covermmemt securities from individuals will
likevise increase. Direet control over invemtory expansionm by
business enterprises mey perhaps de necessary to curd this
source of demand for benk oredit; but the over-all cutlock is
that, before many months have elapsed, there will be a consideradle
incresse in the demand for Govermment securities and & substential
reduction in the total volume of priwate spending.

In the 1ight of this probability, which, however, is mot
& cortainty, it would seem particularly unwise to sacrifice
the stability and confidemce of the long-term bond market for
the purpose of restricting & temporery bulge in dank loans to
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business. There is involved here mot only® the large Federal
dodt but the dillicns of dollars of lomg-term securities

issued by public utilities, reilrcads, aad state and local
governmments, as well as the interest rate structure of resi-
demtial mortgage finamcing. It has taken a great many years

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

which is nov imbedded in the market prices of all high grade
securities, but it would take anly s fev nonths of undiscriminating
credit restriction to blast the chances of msintaining or scem
restoring confidence im such & level. The effects of a so-called
temporary rise in long-term interest rates would long outlast
the oceasion that led to raising them.
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The foregoing considerstions suggest thet the outstanding
requirements of credit poliey in the present situation are:

(1) Measures that will reduce private investment and con-
sumption spending, particularly the part fisanced by losus,
vithout disrupting the market for government securities,

(2) Messures that seek & wore permsasat adjustment of our
system of bank regulation to the new importauce of Treasury
securities in bank portfolios;

(3) Comsideration of possible additional types of Treasury
securities for non-bsak inveators,

(1) selsetive Credit Controls

In the isdustrial field, we have already recognised that
the present smergency require$ a variety of selective direct
coatrols, Ye are wot relying upon drastic increases in the
prices of steel, copper, and other scarce materials to shut out
non-ecsentisl uses of tuem, ve know that some non-essential
uses can outdld esseatial uses.

The sase principle is applicable to eredit, In the pres-
ent emergency, which exists only becsuse there is great danger
of all-out war, the credit nseds of the United States Goverameat
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should bave & first claim vpon the ecredit rescurces of the
country. The amount of credit available to the Covermment and
to the business enterprises serving its emergency neecds, as well
as the rates paid for this credit, should mot be determined by
the resdiness of nom-essential users of credit to outbid the
Government and its supplies.

The total amount of credit in use must be restricted to
curb inflation, but the restriction should be selective., Adequate
eredit must be provided for suppliers of military and related
goofds, and for the norsal requivements of essential civilian
trades and ipdustries. The amount of eredit used by others
should be reduced to the extent peeded to aveld inflation. A
few months hence, such reduction will be accomplished
automatically, in considerable measure, by the direct limitations
belng imposed upon the availability of scarce materials for nom-
essential uses, apd by the recent limitations upon loans for
sonstruction. But other measures are also appropriate,

(a) gualitative Neguistion of Bank Loans
(1) Yelustery Credit Comtrols
An immediate step, sad one that requires no legislation, would
be the establisheent on & voluntary basis of national and loecal
organizations of banks and other lemders for the purpose of dissuading
borrowers and lenders from emtering imto credit transsctions, except

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



e e

those that would contribute to the defemse effort or to essemtisl
eivilisn requirements, The Presideat could give thie organization
prestige and moral suthority by icsuimg an Zxecutive Order creating
it, called the Voluntary Credit Control Commission, snd composed
of the Seeretary of the Treasury, the Chairman of the Board of
Governors of the Federal Reserve System, the Director of the Office
of Defense Mobilization, and the presidentes of the American Bankere
Association, the Investment Bankers Association, and the Life
Insursnce Associstion of America, as well &s a representstive of
the sevings end loan asscciations, to be selected by the Chairmen
of the Federal Home Losn Bank Boerd,

Such & Commiszsion wvould formulste e natiomsl policy for the
guidance of bDorrowers and lemders, descriding dy categories the
varicus types of credit tramsmctions and their relstive desirsdility
or undesiradility under preseat conditions. It would likewise com-
cera itself with the problem of capital expenditures, including
those of State and local govermments as well as corporate emterprise,
The Commission would establish regional committees to belp in the
tuplementation of its program,

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

statutes under vhich qualitative regulation of dank loams could
be underteken - the Imergency Banking Aet of 1933 end the Trading
vith the Enemy Act. Under these statutes, the Secretary of the

( Treasury could issue 2 regulation requiring all commercial and
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savisgs Yeuks to obtain prior approvals for extensions of eredit
if the particular lender's aggregate of losas would thereby exceed an
smount fized in accordance with s definite formula. In guiding the

sduinistration of this regulation, the regulatory agescies would

vithhold appreval from proposed loans wot deemed necessary for
defense purposes or for essential civiliaa requirements.

Such a use of existing authority would remove the present
great deficleacy in the power of the bankiag sutborities to restrict
btank lendiag except st the cost of grave injiry to the sarket for
Treasury securities, Through it, the suthorities would be enabled
0 set directly against uamecessary bank lending. The eurd on
lending would restrict spending and the creation of sdditienal benk
deposits, sud it would encourage the reteution of Govermnmeat securities
by banks.

An slternative method that could be adopted under the sane
authority wvould reguire every bank to maintaia a supplementary
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reserve in eash or on deposit with & Federal Peserve bank of
& speeifisd percentage of the ineresse in the total of = bank's
loams and {iavestments, other thea United States Govermment securi.
ties from the smount on & base dete, such os Jesuary 1, 1951
except that loans in excess of the base smount might e permitted
wvithout the supplemeatiry reserve upen express authorization of
the regulatory suthorities., The sxesptions would be wade to enadls
6 bank t0 mest anasonsl credit meeds, the domand for defemce loama,
and cosentiel civilies requiremests, including, in some cases, the
expunding credit needs of growing communities.

fuch & provisiesn, like the alterastive above, would reduce
the shility of the bPanking eystem to sxpend private eredit for
sosesseatial purpoces sad {ncresse the attractiveness of Governe
nent securities to the dasks. If the base coneigted of a speci-
fisd proportion of private loans sad iavestments to deposite or
total resouress, instesad of the smount of privete losar and
Llavestments on & specified dute, the plan wvould Do scemewBat lees
affective in curtailing undesired credit expansica bdecsuse of the
exemption of banks vhose private losse sad investments were less
then the bases propertion.

Edither of the foregeing methods of selsctive restriction
of Bank londing would be superior beesuse of their selestivity
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to an increase in ordinary reserve requiremsnts. For the same
reason they would be superior to the adoption of vhat was

teraed a celling reserve plan, vhich would impose a 100 percent
reserve requirement against all inereases in the deposits of
any bank. An iseresse in ordimary reserve requirements or the
imposition of & ceiling reserve requirement would sericusly
reduce the eapacity and disposition of the danks to own and

buy Tressury securitiee, vould reduce bank earmings, and would
pot operate selectively against speculative and other unnecessary

Regulation of the loans of insurance companies apd other
large lenders is needed to supplement the regulation of bank
lending. This could take place under the voluntary orgenization
previously described. If voluntary methods proved imadequate,
the authority of the Trading with the Enemy Act could be used.
In this commection, 1t might be decided, for example, that all
nev loans in excess of $100,000 or purchases of nev securities
iu excess of $100,000, other than United States Gevernment
cbligations, night require express authorisation by & desigoated
agency. Approval would be sivem only te loams or purchases
of securities deemed essential for the defease effort or civiliam
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needs, The effect would be to diminish the avallability for
private ifnvestment of the large current accessions $0 the funds of
institutional investors ard thereby to increase their demand for
United States Government obligatioms.

(4) Begulstion of New Capital Issues

Although the regulation of bamk and other imstitutional lending
suggested sbove would go far to divert sew imvestment fusds from
mmmmum&mm.smm
opening would still resain for the sale of mew securities, both
bonds and, wore particularly, preferred and common stocks, to
individval and corporate investors. A capital issues committee could
be established, &s vas done during World Var I, vhos: suthorization
would be required for the sale of any new issue of securities in excess
of $100,000 by corporations and state asd local goversments. The
autborisations could be comfined to issues deemed desirable in the
satiocsal interest, The effect would be to divert investment funds
to Treasury securitiss and to reduce the volume of investaent
spending.

A sigaificant reduction in private investment spending could
e effected by administrative reduction of the volume of loans and
loan guarantees made under existing governmental programs.

St. Louis



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

The growth in bank bholdings of Govermment securities to &
lavel at vhich they comstitute the gzrester part of the earning
assets of commercial banks has created & structural change in
banking %o which the powers of the Federal Reserve Zystem have
not been adjusted. These powers were designed primsrily for the
regulation of the volume of bank credit exteanded to business enter
prises. In consegquence, &5 we have seen in detall inm the fore-
going pages, a need to restrict credit expansion to business can
nov operate only through disrupting the market for Govermment
securities, The present smergency has spotlighted this ancmaly
but 414 not create 1t. Unless corrected, it will resaln after
the emergency is over.

The banks are destined willyenilly to continue indefinitely
to ows & large asount of Covermnment securities. Their holdings
ecould be shifted to mon-bank investors ouly cover a long peried
of time, and only &t the cost of absorbing real savings. It s a
good thing to absord savings in this way during iaflatlonary
pericds, when the attempt to invest them in real goods would only
8dd fuel to the inflation, In periods of underemployment, however,
it would be wasteful and otherwise haraful to absord fresh savings
in this wmy.

However much we mmy regret the phemomenal increase from $36
billion to $118 bpillion in the volume of demand deposits and curremey

Federal Reserve Bank of St. Louis



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

.3?'

u-.xm,tum?immmum“
than the effects of the imcrease. The country has already become
adjusted to most, if not all, of the increased money supply. At
any rate, there seems little likelihood that shifts of Treasury
securities from the banks to the mom-bank public im the foreseeable
future could abaorh a large fraction of bank holdings of more than
$60 villions of Govermment securities.

In the meantime, this huge cushion of warketable Treasury
obligations (1) insulates the banks against atiempts by the banking
authorities to regulate their loan expansion; (2) crestes
problems for the beuking suthorities in regulating the maturities
of the Treasury securities the basks choose to hold; (3) creates
unnecessary sensitiveness in the markets for Government securities;
and (4) requires the Tressury to undertake frequemt large scale
refunding operations for these securities without effecting substanmtial
changes in their ownership.

The sase situation in & nusber of other countries has been
mhmt&u.m“umw.u
bold & certain proportion of their assets in the form of Government
securities, or to refrain from reducing their holdings of Govermmemt
securities without permission. A similar proposal made in its
1947 anmual report to Congress by the Board of Governors of the
Federal Reserve System would require banks to maintain supplesentary
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reserves, in the form of short-term Government securities or
in cash, equal to & stated fraction or their deposit lisbilities,
these reserves being im addition to the primary reserves.

A variant of this proposal that appears to have some
superior merits would require that the supplementary reserve
consist of special Treasury Reserve Certificates. Just as
Congress formerly required that national bank note curremcy bde
secured by United States bonds bearing the circulstion privilege,
Congress could require all banks with deposits in excess of
perhaps 1 million dollars to maintaia, im addition to other
reserves required by federal or state regulation, reserves
in the form of special Feserve Certificates equal to stated
proportions of their deposit liabilities. The Reserve
Certificates would bsar interest at a rate determined by
Congress or by formuls, perhaps 1-1/2 percent, and would be
paysble upon the demand of sny bamk. Initially any bank could
obtain the smount it needed in exchange for cutstamding
Government obligations. Aftervard, the Certificates would de
purchased from the Treasury at any time in the smounts needed
to meet the Certificete Reserve requirements. The Certificates
need not have 2 fimal maturity date, though they should be
callable.
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Under such an arrangement, the present reserve require-
aents of the Board of Govermors would continue to govera
eredit expansion. The precise percectages that Reserve
Certificates should comstitute of deposits frem time to time
might be left to the discretion of the Reserve System withia
limits established by Congress, and the percentages could
vary for different classes of bauks asd for demand as against
time deposits, as i# true of ordinary reserve requirements.

The principal advantages of tramsforming a large frace
tion of the bank-held portion of the public debt in this
sanser may be sumsarized as follows:

1. The Treasury would persanently fund at a low
interest rate perhaps a5 much as one-third of all the cutstanding
marketable Govermment obligations in private hapds. The result
would be to remove this large fraction of the total from the
category of ordisary public debt obiigetions and to eliminate
all the réfundin: operations othervise necessary for it,
Although any individual bank eould redeem the Reserve Certificates
on desand, the Treasury would never experience & net loss of
cash to the banks &s & whole unless the Lbanks themselves ware
experiencing & reduction im their deposits,
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2. The Reserve Banks would regain s comsiderable measure
of comtrol over direet dank lending because the individwal
commercial bank could mo longer obtain funds for loan expam-
sion through the liquidatica of its govermments except in
the greatly reduced measure in which it would cemtimme to owa
ordisary marketable Treasury cbligations; yet the earnmings of
the commorcial banks vould not be reduced by the added
reserve requirements.

3. The threat of sporadic vaves of lafge-scale selling
of govermments by the banks and the sccompanying threat to
the stability of interest rates and the supply of momey
vould be greatly reduced. The ability and dispoeition of the
commercial banks to cushion the bond market sgainst vaves of
selling by other investors and to perfourm their traditiomal
services in the distribution of Treasury securities would de
reneved and reinformed$ for the banks vould possese only &
ssall fraction of their pressat holdings of marketable govern-
ments. On the other hand, for the seme reason, the impact of
& restrictive credit policy by the Reserve aystem would net
be as concentreted upon the govermment bomd market as under
present arrangements.

k. The comsercial banke would be relieved of sll worry
over the future course of interest rates and bond prices so far as
the bulk of their sssots is concemmed. With perhaps 50 to 65 per-
cent of thelir sarniag sseets no lomger subject te price risks,
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8s well as perhaps 25 percent more in the form of cesh, the
liquidity snd safety of the individual danks and the system
a3 & vhole would be enormously incressed. The effect would
be tantamount to & huge incresse in banking capital. Im com-
sequence, the sbility and disposition of banks to sssume
ordinary risks in lending would be enhenced. n the other

“hand, the larger aggregate reserve requirements would promote

a stability in the volume of deposits spproaching thet of &
100 percent reserve system.

S. Incremses or reductions im bank holdings of govermment
securitises would be better regulated with deliderate regard for
their effects uponm the country®s volume of bank deposits and rate
of spending, instead of being permitted to cceur in respomse to
other inflvenceswithout regard to their monetary effects. The
Certificate Seserve plan would also have definite advantages in
making further additions to the public dedt, if they should occur,
more manageable within substaatially our present institutiomal
arrangementss A permsnent market &t & low interest rete would de
assured for that part of the increase im debt which vas to be ab-
sorbed by the ccmmercial banking syetem. The Reserve Certificate
requirements against bank deposits vould merely be reaised as noeded
from time to time and the additional Reserve Certificates sold to
the banks. If it vere decided to fimance additiomal deficits Wy
the sale of securities directly to the Beserve banks instead of to
the commercial beanks, similar certificates could be issued, vith
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(3) Somtimsing Buphesis en Cemparimentalisieg
the Public Debt

With the public dedt at its present sise, ecxcessive market
sctivity in Treesury securities is slwveys potentially dangerous.
It is desirable, therefore, to increase the nommarketable propor-
tion snd to tailor some of these and merketable securities more
closely to the needs of particulsr imvestor groups in order to
encoursge reteatiom.

The Certificate Reserve plan would, of ecourse, automstically
compartmentalize, as well as remove from the market, a vory sizee
sble fraction of the public dsbt. The 2, ¥, and G bonds serve well
to the ssme result. Liberalizing the limits om anmusl purchases of
the ¥ and @ cerdes, snd perhaps extending their maturities, might
attract sdditionsl funds into them.

By coasultation with {nsurance companies and mamsgers of
pension funds, 1t may be possible to devise special variants of
the nonmerketeble bonds that would hsve exceptional mppeal to
these investors. I

It is desirsble to explore the possidilities of using varisble
interest-coupon marketsble bomds -- the coupon being for perhaps
1-1/2 pereent during the first few years, then 2 percent, then
2-1/2 or 3 percent or more in subsequent years, vith the overall
yleld from isoue date to final meturity at sbout 2-1/2 percent.

Federal Reserve Bank of St. Louis






Digitized for FRASER

3%alfl Memorandum Presenting Dackground on the Present Froblesm

It has often been pointed out that the buge growth of the publie
debt, to the point where it is spproxisstely ome-half of all debt in
the country, had made it wuch wmore important to minimize nervousness
cn the part of holders of Treasury securities. It must be resembered
that at the time the Federal Feserve Systen was established there was
8o public debt to speak of (akout $1 Billion) end so the Federal Reserve
was faced with no difficulties like we bave today.

Perbaps the real issue detween the Treasury point of view and the
Federal Peserve point of view centers sbout this elewent of nervousness.
Both sides recognize that there is a large body of sssets in the hands
of nervous holders. These holders are not always nervous, but they
have a natural nervous feeling that becomes important whem cheages in
interest rates are being discussed, For the most pert, these nervous
holders sare not the little fellows, bhut on the contrery are the profes-
siensl pertfolic men, the sumller bank presidents, the trust fund sisinis-
trators, ete. This is & very scphisticated growp, by snd large, snd as
such they are more than ever afraid that they will be caught short in
some way. In other words, there is a large element of pride involved,
The portfolic men is in a sense gaubling against the market and wants
to "lock good” to his superiors and particularly his board of directars.
Hence these pecple sre apprehensive all the time that something will
happen to make their decisions look bed, This is why s fractiomal rise
in lcsg-term interest rates, vith a corresponding small drop in the
price of long-term Government bomds might dring on & grest wave of
selling. The selling would be engsandered by the fear that prices
would go lower and lower and the pertfolic men vho sold early would
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reason that he would be able to either (a) minimize his losses, or
(b) make some profits by reinvesting later at lower prices,

The Federal Reserve position seems to be that it is possible to
capitalize on the very fact that there is nervousness in the minds of
a large body of holders of our vastly expanded public debt., It is said
thet this very semsitivity can be used to advantage, and that small
manipulations of interest rates and bond prices may produce highly de-
sirable changes in the monetary situation, In other words, the argument
is that the growth of the debt and the nervousness of some of the holders
means that the Federal has more control than ever because of the leveraged
effect of its mandpulations,

In any event, there is agreement on the existence of a substantial
body of nervous holders, The difference in opinion lies primarily in
the conclusions about how these nervous holders would react to uncer-
tainties stemming from changes in interest rates and bond prices. The
Federal Reserve position is one of confidence that small changes can
produce comforteble results, The Treasury position is that small changes
may produce chain reactions leading to completely unpredictable results.
This is obviously a matter of Judgment,

The Federal Reserve is willing to experiment and feels that if it
makes a mistake it can easily correct it. The Treasury is afraid to
experiment because of the volatility of public opinion and contends
that it may be virtuslly impossible to correct mistakes. Moreover,
the anti-inflationary results seem so slim relative to the size of the
risks involved that the game does not seem to be worth the candle to
the Treasury. In fact, the Treasury feels that there is a distinet
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chance that scaring the nervous holders by manipulation could result in
an intensification of inflationary pressures, This is because if pecple
are already worried sbout the declining purchasing power of the dollar,
will not their fears increase if they feel that savings are not safe
because the financial markets themselves show heavy selling and declining
prices? The natural reaction might be to say that this caps the climax
and it is best to save not dollars but acquire only things,

The Federal Reserve argument for raising interest rates and lowering
bond prices has shifted around from time to time, Three arguments come
into pecples' minds for teking this action to stem inflation, One is that
higher interest rates encourage savings., The second is that higher in-
terest rates discoursge spending with borrowed money., The third is thst
declining capital values on Govermment securities discourage lenders from
selling them to raise funds to mske losns, Apparently the Federal Reserve
feels that the first two arguments do not have much validity now and it
is the third argument which is motivating their thinking., To repeat this
argument, it is that the introduction of capital losses on holdings of
Govermment bonds will discourage banks and insurance companies from
ligquidating them in the market to raise funds to make loans,

This point requires eritical examination, There is undoubtedly some
truth in 1t, Yet it is hard to believe that there is a universal rule
here, It depends on a great many things -- the size of the capital loss
involved, the relative sttractiveness of the loans to be made, the question
of whether "good customers" are involved, the gquestion of whether a future
business relationship is ianvolved, and other fectors, In gemeral, it
seems hard to believe that this would be a very important factor if
only fractional losses in bond velues are assumed to be vhat is desired
by the Federal Reserve,
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selling on the part of insurance companies because of the capital loss
feature, or would selling be increased because of the fear of further
declines to come? Might not the market be deluged with selling without
Federal Reserve attempt to restore order there with a new peg at 997
If this were allowed to really stick, would it have accomplished much
from having it pegged at par or above! Are not the securities going
to be "near-money¥ if there is a peg at any level! Would not slternative
investments or loans sppear equally sttractive at any peg in view of the
fact that there is always a spread between rates on Government securities
and rates on private debts? The Treasury feeling, therefore, comes down
to simply this -- a decline in the bond price to 99 may have too much
effect and meke things worse, or it may have no effect at all if the
market is convinced that stability will be msintained from there on out.
The Federal Reserve position would be somewhere between these two, with
&8 feeling of confidence that things would be able to be worked out
Just right,

There is, of course, agreement between the Federal Reserve and the
Treasury that inflationary pressures should be contreolled and that the
expension of bank credit should be limited. The difference of opinion
lies in the guestion of remedies. The Treasury is afraid of the in-
terest rate remedy, and the Federal Reserve wants to try to use it
again, In this discussion the Treasury position hss not been made clear,
It has seemed to be arguing for low interest rates in order to keep down
budgetary interest costs, If this were the only argument, it would be
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insdequate. Surely if an inerease in interest rates would neatly stop
the inflation, it would be a small price to pay even if it cost several
billion dollars, The Treasury fear is that &n incresse in interest
rates would have very little to do with stopping inflation or might
upset the balance in the financial markets and cause more inflation
and, therefore, it is not a suitable remedy. Besides which it would
increase interest costs,

It should also be noted that banks could largely avoid having to
take capital losses on securities ligquidated to raise reserves in any
event, They could do this by simply cashing in Treasury bills each
veek as they mature and by not exchanging certificates, notes, and
bonds when they come due from time to time, Out of $55 billion of
securities reported by commercial banks included in the Treasury Survey
of Ownership, sbout $20 billion wes due or callsble within one year
(6ctober 31 figures). Another §25 billion wes due or calleble within
from one to five years. No conceivable menipulation of interest rates
and security prices could keep most benks from manufacturing new re-
serves at will by cashing in short term issues as they come due., The
Treasury would thus be providing them with all the reserves which they
wvanted. OFf course, the Treasury in turn would have to raise funds and
it does not seem likely that the Federal Reserve could stand by end permit
the Treasury to have real finsmcing difficulties, so in the end, the
Federal Reserve would probably have to step into the picture anyway.
The important point here is thet commercisl banks hold the initiative,

The Federal Reserve ought to be given additional poweres to control
bank credit., A lomger run approach to this problem would dbe to try to
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lock up the relatively free reserves in the banks represented by their
holdings of Government securities. This method cen be used only slowly,
however, and while it might well have a place in a program at this time,
it cannot, by itself, solve the present problems. There are several
reasons for this vhich need not be gome into at this tinme,

There are other methods available for providing immediate assistance
to the Federal Reserve in controlling bank credit, These were referred
to in the President's memorandum the other day., Aside from voluntary
efforts to limit credit expansion & variety of formules could be de-
mmthmmwguncm. The problem would be
to develop one which would limit unnecessary and undesirsble expansion
but would still permit expansion to the extent needed in the interests
of the defense program and the necessary expansion of our basic facili-
ties, including measures to increase the supplies of rav materials in
short supply.

The conflict between the Treasury and the Federal Reserve Systea
bhas been over-simplified, Actually the place of the Federal Reserve
System in the field of economiec controls by Government has changed
sharply over the years, When the Federal Reserve was established in
1914, it constituted something like 90 percent of all of the economic
functions of Government at the time. The only other measures consisted
of the tariff, the anti-trust policy, and a few other programg, such as
the control of railroads, Today the Federal Reserve powers have been
shrunk back very sharply relative to the rest of the economic controls
of Government, HNow we have Government policies regarding wages, we
have sgricultural support programs, we have housing loans, subsidies

\ snd guerantees, end we have veterans sids of many kinds, we have a
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conscious fiscal policy involving scrutiny of the ecomomic aspects of
expenditures, receipts and the deficit, we have a huge debt with many
ramifications throughout the whole financial structure, and we have a
whole host of physical controls exercised through Mr, Wilson and his
essociates, With this changed picture, it seems fair to sey that the
place of the Federal Reserve mometary controls has been very sharply
reduced to perhaps something like 10 perceant of the whole galaxy of
Government economic programs.

Clearly the central benk is in a position wvhere it needs new
methods to do its original job of controlling private credit., The use
of selective controls is very much to the point, They should be stepped
up since they can work in close harmony with the direct comtrols on
materials exercised by Mr. Wilson,

It seems perfectly consistent with the history of ceantral banking
to search for ever, new ways of doing the job. A British economist has
pointed out that the post-war experience in centrel banking in Englend
and the United States has been consistent with the long evolutionary
processes of central banking in developing nev sensitive spots to press
against as the old ones lost their significance, Competent observers
assert that the most effective weepon the Federal Reserve has ever used
was the selective control involved in surveillance of lending policies
of benks borrowing from the Federal Reserve during the 1920's., @uanti-
tative comtrols do not appear to have been very successful over the life
of the Federal Reserve. They have their place, of course, but the evi-
dence of the '20's geems to be that the selective controls were the
thing that really worked, At that time something between one-helf and
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two-thirds of member banks customarily found it necessary to borrow frem
thm.mm. This put the Federsl Reserve in the position
of controlling credit policies of these banks since the Federal
always had the right to refuse to make losns, What may be needed today
is some device to restore this type of credit supervision to the Federal
Reserve, The facts seem to indicate that as reserves became more plenti-
ful in the 30's, and as Government securities became essentially fyee
excess reserves in the 40's, the Federal Reserve lost the power to super-
vise the credit policies of member banks because so few of them found it
necessary to borrow, There seems to de no real evidence that quantitative
methods today could be used to restore the Federal Reserve's position.
At lesst there is a strong difference of opinion about the risks snd
benefits which might be involved.

It elso seems appropriate to ask whether the role of bank credit
has not been exaggerated as a cause of the iaflationary trend. As noted
eariier in this memorendum, there are a great many Government programs
with importaat eccnomic aspects. Some of these were distinctly on the
inflationary side in the whole post-war period, and steps are being taken
to reduce their scope in the present emergency.

Since the Koreen war began, the sharpest price incresses have occurred
in sensitive raw materiils which, by and large, are in very short supply
relstive to demand, The price rises in these raw materials seem to bear
only the remotest comnection with monetary matters. Indeed the case may
be made that these price rises would have occurred evem if bank credit had
remained stationery during this period. It is distinetly questionsble
whether rigid control of bank eredit could have reduced the avid demands
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for copper, lead, zinec, rubber, steel, cotton, wool, alechol, chlorine,
hides, and a host of other rew msterials, Probsbly some inventories of
businessmen would have grown less rapidly if bank credit had been cur-
tailed, but it is another thing to say that the great demands for these
items in short supply would have been abated. It should also be noted
that inventories were low in the early part of 1950 following the re-
cession fears of 1949 and businessmen would netwrally need to increase
their inventories es a new peacetime high in industrisl production was
being reached in June end as production rose still snother 10 percent
folloving the outbreak of the Korean war, It should also be noted that
it would be sound public policy to run our plants at full capacity
during the interim period when the military program was small and was
graduslly to rise to the point vhere it was to take s substantial part
of our total output.

These poiants are made not to argue that the increase in credit was
ell desirasble, but rather to pdiant out that some of it wes desirable and
that the sharp increase in the price of rav materials was the greatest
inflationary force and yet was not inspired by monetary policies.

Looking ahesd from this point on it would seem that demands for
credit may taper off from here on out. Physical controls will limit
housing and capital formation generally as well as inventories. It
is probable that by the end of the year lenders will find that their
demands have dropped off rather substantially. At that point insurance
companies will probably be net buyers of Government securities thereby
eliminating the Federal Reserve problem of providing a market for these
issues, mmwmmmummm.
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This is a reasonable prediction of what may happen, but we
cannot rely completely on predictions that things will work out
this way. BEvery step that is possible should be taken at once to
limit credit expansion but great care should also be taken to avold
disturbing nervous holders of the public debt with the distinet
possibility of cresting something resembling s panicky flight from
bonds and from the dollar. This is no time to scare people further,
particularly since the credit problem can be handled by other measures
and will probably be less intense & few months heace in any event.
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) Inflation Jince Xoren and Bani lesn dxpaneion

Sines the outhrent of hostilities in Xerea on June 25, 19950 there has
boan o slumifiosnt ries in the generul prioe lovel, an inarease vhioh hes
boon acoosponied by o repid expanaion in Sank losss dupring the last 8
sonthe, There has been u tendeney for may obesrvers %6 conclude thet Shis
inareuns in comseraial bunk loans in the anjer cause of the price #ee and
thas genernl monetary ssntrels would huve beon effective sitber in slimine.
Sing the Inflation or in reducing £5 S0 o bare ninfimes,

It Lo the puppoce of this mesorandin So atudy fn sone defall the fne
flatlen that toek place since the Forses stisck, to exanies the relative
fapertanse of the various faeters in the price rise, partieniarly the wole
played by privite bank aredis,

Firet of all, it &» fsportant %0 Sake a look % the netlen's ssononde
envircament Lnmedlately hefors the Yeresn attack, The eountyy had largely
recovered fron the 154G Anventory rendjuctnent perfod. Duping Sha firet half
of 1990 pricee hod gone uw slevdy. The consuser prioce ladex yose by 25 during
this 6 months snd vholesale prices wers uwpy N, with fare prices heading the
riee. The rice in industirial prices was less proscunced. although there was
& Fine in Wullding seberisls snd shapp vises in some metals and in rubber,
The riee in prioes wae soconpanied By an inoresse of mors than 108 in the
Fedoral fsserve index of industrial rwodustion during the firss half of 1550
#0 thut by the tdme of She Forean atiasi production hed already exooeded the
previcus postvel peak Yesched in the fall of 194, Inventory secumlction
had hegun sorly fn the year and during the second gquarter wvas precweding ot
a substentiel rate; corrorste rrofits befors taxes in Sthe waeend gquarter vere

(v slvesfy ub an atowmel wate of over 037 Millon, Femsonal ineess wes ad an
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all fiwe pesk rute of 8216 Blllon a pear daring She frst half of 1050, swelled
tn part Wy she payment ewt of the Trenswry of £e1/2 billion of Hatisonal Service
Life Inswewmos dividends, The desdming of amother round of wage increases
and the sontinmed ewpansion of employment nlso charoterized She rarind, The
wrasually high lsvels of vostdential conedruation aotivity durin: the fired
half of 1950 played an fapertcnt role in She sconosie svente of the pre-forec
paried,

Mily was owr ooonoy ot the tisme of the Yerean attuck -~ an sgonoay whioh
wan siresdy eper-ting at high levels of sotivity, Without Xeres sconoude
ao8Avity would uredably have cortinued 8o expand throush the second helf of
8o yoar, @t Vith eontinued woard preseusss on prices, “A%h Kores, howsver,
She situation wae alSerad signdfieantly,

The Horwan atack sarved not only to stismlute inflatisnery feotors whickh
were ofther dorvunt or wore effectively eowmterdalaneed in the pre-faves period;
it 2lss served S0 stimlete s host of nev Inflationcry pregsures, The threat
of an fmsediate alleou$ wnr hnd wn olestrifying affect on business sen and on
consumers, in vhose minds the nemordes of Vorld vur II shortages were still
froah, Musiness men were particoularly sensitive to the situction and 1t 14
not Sake them lon: %o Pealize thas the Liednence of Government stockpiling of
stratesic matarinis and tha necds of siliSery precurwaent vers mutters of
eritionl lmpertanee $o them, Specul:tore sav She reint too, ond wasted me
tice in taleing adventage of 1%, I8 43 rot surprising, Shersfore, that the
mawmmmummmu--—um
rose by 120 within one month sfter Yores, The olinb contimued so that Just

( € sonths sfter Novsn $he #ies was almost 506, The prices of industrisl saw
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matorials led the procession, with an inevease of clowe to 60f for the § sonthe
poriod, with foodstuffs wp o 1ittle less Shan 258, icong specific comwedities
the price of stesl saray rose Wy 208 in the lest B monthe, Cotton was wup over
30f, lend almost 50, print eleth over 0%, shellse over 0%, cottonsesd oil
over 70, rosin 808, lasd 506, wosletops over 055, Swrlap over 1057, ellk
sbout 1158, tin 140%, rwdbor over 160, and Sallow 280, Thers is typleally
.mummmummummm
The alover moving 5,L.5, allecomodity index has, lowover, alresdy gone wp W
sore then 15F since Jume and thers has beon a rise of 55 in soneumers prices
throush egumber alona, '

These prics inereases for specifie comrodities acs indicative of areas
which resrondsd swiftly to the chonged snviromment after Xores, They are areas
of price inareazes which oomarred not negessarily as o Presuld of any monetary
rhenonenn but ruther as o dipest result of the anticipation of phyeicel shortages
fn thely impcot wen thousands of individual busineas men, 1t is no wonder thea
that siness inventoriss rose substantially durine this period to nev all time
higha, despite the axistense of a luge dying wave 4y consumers, The duying of
motals is & oase in poing, Smelter stocks of refined copper and lead, for
exanple, both renched pomka for the lart decsde during the yeur “wfore Xores,
By Deosmber 1950 stoaks of capver had deelined 77% from the peak and stooks
of lead were down 64f, In maditien, mine stoeks wers down 90% during the
exlendar yoar 1950, The prospeot off shortages was wpersost in  the ainds of
nany consumers ss well and the desision as % vhother %0 buy a nev automedhile
loaded vith exfras Sodsy oF to wall 6 monthe nd eithar got no oar at all or

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



.h.

luve b0 pay 107 wore for 1% wee really no dectafen «% all,

The primary characteriatie, than, of the inflation oines Eorea has boea
sn wmprecedented rush for goods, JNo® only was priss segondary in the eveats
of the reriod; mesna of flammeling was often secondnyy %oo, The expamsion of
bank oredit dld contribute to the inflatlon,snd unnecesswry locns should have
besn custailed, MNovertheless, much of this ewpanelon in prices prodably weuld
have Sakcen place wAthout any exbension of henk oredit st all, During the
culendar yoar X450, for emmwmle, toiul carporste requirements for funde (ez-
clusive of adiitions Bo inter-sorperets receivadies and cash and lovernments)
asounted %o about 826 willion, This money was requized to ray for sxpsnditures
on plant and equipment, on invemtoriss, snd %o cover the net inorense ia re-
cofwadlan, low was Shiw 528 Bililon of mpanaion finaneed? aAlmest 520 Wllten
osme directly from retained earnings and cwrrant deeedation allowances, Some
of She halants game from new seourity issuss, One Mllien dollars case froa
new mortenges, Only $2-1/2 %liton eams from cxpsnsion in the somsevedial smd
tndusirisl lonns mede by hanls,

Thus privets bank eredit only acenunted for abut a Senth of the 1950 needs
of corporations, jad bewk orodit dewn wnavailabls more of the Shi Bliten of
ensh and Government seouritiss hold By theee eorporations would wndoubtedly
have been utilized, Porrowing hapremad %o be a simpler end wors cemfortsbie
wvere of spprosch 30 sany corporations to peet tholr dmmediste nesds, I%
waa sef necomeardly the only sppreagh, If the inoresse in Borrowiag had dess
eut dowvn drastionlly therm s no sesursnce that tho nrlee riese since fores
would hove heen much less dranatic,
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Somewhut the same mrt of analysis is rerSinest in sharscterizing the
consupar buying rush, “he desire for soguisition of the roods vas primury,
The faol that thers was o small rige in price say have besn distasSefful, dul
1% obvicualy offered no of "motive detenrent to anyone vhe belisved that prices
wvare going %o rise still fwrthor, The noans Wy widch the purchases wers
finnced was in sany cases of even loes Liportance, Immediate fmposition on
July Ly 1090 of stringoent consumer oredis contyels wuld have helped signifi~
santly, In 1tself, lovewar, evenm that wuld mod have boen adencte.

e of the rwasons Wiy thias is se relates t0 %w 8200 Mllion of liquid
assets hat Individuale have at the present $ing, which provides a resssvolr
out of which wnat anounte of conmmny spending eah Sio place withiout me lote
of bank arodit extemaion, As a Rabter of reserd the raler of tummover on
demand devosita, on savings sgoounts in Yoth mitual savincs Sanks ad savinge
and loan aseoolntionm, and on savings bomdr all inoreased during the thArd
@erter consmmer Wying murd, This humover of lijaid assets — realiy the
valooity of mney aa 18 is yeferred to tredisionally « in a footer whiah hae
a potential for inflution mot genamlly sprreeiated,

Private bank oredlt has o somewdyd legs laportast mls in the eccnomy
today as esaprred with years nast, In gontrsst thw Fole vlayed by secvamlsted
rrivate savinge do moh grester, Vor weumle, befores orld var I the cute
standing awount of private arodit extended by comaevelsl benien (loans plwe
corporate apl mmicipal seouritios) war adboul ogual to the total lMquid assela
dmmﬂ.MﬂWCMmﬂ“
nonbenk inetitubions), Just bofore Vordd War I e 2 yeurs later - 1iquid
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sesole wore three tiues the smount of privete bk eredit; mov the ratie is
ap veminately B-1/7 timae, The avaparison onn be pub amether way., Ia 1510
the totel output of the country wem'sboud 2-1/2 tlaues the ameunt of private
benk areltt outetonding, fn 1539 At was aluoes b tlues and 4% fe aleost §
timos now,

Thie dese not mosn thet privete benk erodit 1s of no signifiosnce sny
sere snd that ve besd net worry obout §6. (uite the contramy; stesnveus
afforts should be mede to Pestrain Ats expansion in wpeaifio sress. It dees
poen, hovever, that private bank aredit is only ono of a musber of fucters
involved S the finenolng of the ineveassn fn densnd for goodendnring She last
half of 1950, And 4% wee the demsnd fer goodw whioh wes the dusle cause of
the influtionary price rlses, wob She way in whieh the buylng was finsnced.
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