
T H E  S E C R E T A R Y  OF THE T R E A S U R Y  

W A S H I N G T O N  2 5

Dear Tom:

I have your letter of October 13, 19^S, in which you propose 
that: (l) short-term interest rates he raised in the near future,
(2) the Treasury make pay-offs on Treasury hills at the rate of 
$100 million a week for a number of weeks, (3) the Treasury buy mar
ketable securities for trust accounts, (H) the December 15 bond 
maturity be refunded in full, and (5) Treasury balances be drawn 
down to mach lower levels than at present. Your letter indicates 
further that the Board will raise the discount rate to 1-3/^ percent 
as soon as the market rate on certificates has risen above 1-1/H per
cent, and will continue to study the situation with respect to re
serve requirements for the purpose of determining action which 
should be taken during the next few months*

I see no important objections to the proposals in your letter 
relating to bill pay-offs and to the December 15 bond refunding* 
However, it should be noted that it will not be necessary to reach 
a decision on the December 15 refunding until November 22 or there
abouts. As to bill pay-offs, the cash balance is not excessive 
and, accordingly, pay-offs can just as well be taken up a week at a 
time as they arise.

With respect to the Treasury*s cash balances, bill pay-offs 
over a period of weeks will serve to reduce them. We shall be glad, 
however, to reduce the War loan portion of our balances in an 
orderly fashion, if this continues to seem advisable.

My feelings as to the proposal concerning the purchase of re
stricted bonds for trust accounts is that trust funds should not 
be used for this purpose. The law provides, for example, that the 
Secretary of the Treasury shall be the Managing Trustee of the 
Federal Old-Age and Survivors Insurance Trust Fund. A  procedure 
which would avoid any question as to the proper exercise of this 
fiduciary capacity would be to keep the operations of the Trust Fund 
from becoming involved in market support. Accordingly, the Fund 
should acquire marketable Government securities only on the oc
casion of original offering of such securities to the general 
public — as was done during the War Loans — or during periods 
when prices in the market are determined by normal demand and sup
ply factors. On all other occasions, if trust fund operations are 
to be above criticism, investments should be confined to special 
issues bearing rates of interest set by the Congress.
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With respect to your proposal for increasing short-term interest 
rates, I have given this matter careful attention and consideration to 
determine what can be gained at this time by taking the course you sug
gest. On the one hand, would another change in short-term rates at 
this time be consistent with our policy of maintaining confidence in 
the stability of the Government bond market? On the other hand, does 
the economic situation at this time warrant the use of additional over
all monetary measures as anti-inflationary devices? I know that you 
have also gone over all of these matters carefully; but I am, neverthe
less, presenting my analysis in some detail, so that you will know how 
my thinking on the subject has developed. Briefly, it has led me to the 
following conclusions:

(1) Ho changes in the short-term rates should be made 
at the present time because they will further impair con
fidence in the stability of the Government bond market.

(2) No action along this line should be taken until 
the effect of the measures already taken can be seen.
This would be the prudent course at any time, but it is 
essential at present because there are some important 
indications that the inflation situation may be topping.

(3) The bank-credit expansion problem has become 
noticeably less disturbing, and no further monetary 
measures should be taken to restrict credit as long as 
the voluntary program continues to be effective.

These conclusions are based, as I have said, upon my consideration 
of the factors that I feel are relevant at the present time. The analysis 
that I have made of them is set forth below:

Confidence in the stability of the Government bond market. —One of 
my major objectives since I have been in tiie Treasury has Veen to conduct 
public debt management in such a way as to promote confidence in the Gov
ernment’s credit. When I came into the Treasury, you will recall, the 
country was in the process of transition from wartime to peacetime. The 
country was worried about many factors on the economic scene. Not the 
least of these was the size of the public debt — which had been multiplied, 
by more than five times in the few short years since 19*10. It was difficult 
at the time to forecast how so large a debt might be handled. The size was 
unprecedented, both in terms of the dollar amount involved and of the debt’s 
relation to the economy of the country.

I felt when I came into the Treasury that confidence in the stability 
of the Government bond market during the transition period would be of
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tremendous importance to the country. Stability would contribute to the 
underlying strength of the country* s financial system. It would ease 
reconversion, not only for the Government, but also for the industrial 
and business enterprises of the country. It would encourage the capital 
expansion necessary for maximum production in a peacetime economy.

In the two and one-quarter years since I have been in the Treasury,
I have bent my efforts — with the cooperation of the Federal Reserve 
System — toward maintaining confidence in the stability of the bond 
market. This has gone a long way toward promoting business confidence 
generally and attaining a high level of employment and production. The 
country today is enjoying the greatest prosperity in its history. Its 
financial structure is in good shape; and, except for the upward pressure 
on prices which we have experienced, the situation is satisfactory. There 
is no doubt that the successful management of the public debt since the 
war and the maintenance of a continued period of stability in the bond 
market have contributed materially to this situation.

The desirability of stability in the Government bond market and con
fidence in the Governments credit has far greater implications, however, 
than are apparent from the condition of the domestic economy. The world 
situation today gives a new importance to these matters. Thia is so, 
because since the war the financial, economic, and political planning of 
the whole world on this side of the Iron Curtain has been founded upon, 
and is being built upon, the financial strength of the United States. The 
credit of the United States Government has become the keystone upon which 
rests the economic structure of the world. Prices of Government securities 
in the market are looked upon as a barometer of confidence in the Nation's 
well-being.

Stability in Government securities becomes essential, therefore, 
because so much of the future of the world depends upon the financial 
condition of our country.

This factor should be emphasized because it is of tremendous signifi
cance at the present time and it does not seem to me that it has been given 
its due weight. This is unfortunate, because there may already be a chain 
reaction in process to the fiscal-monetary moves of an anti-inflationary 
nature that have been taken. I have in mind the doubts which have begun 
to arise in many quarters recently about the Government’s credit and the 
ability of the Government to maintain the bond market. The discussion of 
the debt is getting off the financial pages and into the news columns and 
radio commentaries. What is needed, it seems to me, is something that will 
reassure the market; not something along the lines proposed in your letter 
of October 13 which may shake even further confidence in the Government’s 
ability to maintain the bond market.
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The first evidences of a statistical nature which show the impair
ment of confidence in the Government bond market among investors across 
the country are beginning to come in. These relate to the $4 billion 
of restricted bonds purchased by the Federal Reserve during the past 
three and one-half months. It is well known, as reported in the public 
press, that some of these bonds came from the portfolios of insurance 
companies and savings banks. It is not yet known -- though it soon 
will be — that about half of these purchases came from other sellers, 
such as individuals, industrial, commercial and mercantile corporations, 
building and loan associations, credit unions, eleemosynary institutions, 
estates.and trusts, and, to a small extent, commercial and industrial 
banks. These individuals and corporations are shortening up on their 
Government securities or, in some cases, are going into cash balances 
because they have lost some of their confidence in the future course of 
the Government bond market. They aren’t sure that the peg on long bonds 
will be maintained.

This lack of confidence arises directly from the rapidity of the 
actions taken by the Government in connection with credit control. State
ments made by the Government reaffirming the policy of maintaining the 
2-1/2 percent rate are being discounted, in view of the rapidity of actions 
already taken and continued rumors of further action. Acceleration of 
action along the lines proposed in your letter would be another blow to 
confidence. It might be sufficient to change the flow of restricted bonds 
to the market from a stream to a flood.

The economy has not yet had a chance to recover from the most recent 
anti-inflationary measures taken by the Government — the last increase in 
interest rates on Government securities, the increase in the discount rate, 
the increase in reserve requirements and the reimposition of consumer 
credit controls. The prudent thing to do, under the circumstances, would 
be to let the economy digest the measures which have been taken up until 
now. Let people find out that the Government really means what it says 
with respect to the long-term rate and stability in the bond market. Let 
investors find that the long bonds which they dumped so precipitously in 
recent months are necessary again for a balanced condition of their port
folios. These things take time; and as long as there is no runaway infla
tion in sight, the thing to do, it seems to me, is to defer any new action 
and to watch developments over the next few months.

The present economic situation.—My feelings that the proposals in 
your letter should be deferred for the time being — or, at least until 
greater confidence has returned to the Government bond market — are 
reemphasized when I examine the present economic situation. The condition 
of the economic picture raises serious question as to whether new inflation 
control measures of the sort proposed in your letter sho-uld be.applied at 
this time. There aye a number of soft spots appearing in the economy, 
even though business as a whole is booming and the national income is still 

rising.
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Take the prices of farm prQducts as a case in point. The inflationary 
rise in the price indexes was led, you will recall, by increases in this 
area. The upward movement that occurred was sharp and important. It now 
looks as though farm prices may have seen their tops. Prices are down 
from their postwar peaks (Chart I) . The Nation1 s crops have been abundant, 
and there has also been a marked improvement in the world food situation — 
although foreign requirements remain large.

The situation with respect to manufactured articles of the soft goods 
category indicates that the general upward price movement in this area 
may have come to an end. The situation is particularly spotty with respect 
to clothing and textiles. There have already been price reductions in 
some areas.

The situation in the durable goods field has some soft spots, too.
Steel and metal products are still in short supply generally, but items 
such as heavy trucks, certain grades of lumber, and some household appli
ances are in excess supply. Moreover, it is significant that there is 
a downturn in new houses being started. New nonfarm housing started 
during both August and September fell below new housing starts during the 
same months a year ago (Chart II).

These and other economic soft spots are being discussed generally by 
trade publications and business advisory services. Many of the leading 
services are advising their clients to take a cautious attitude, and this 
in itself is a restraining influence on the economic scene.

In view of the situation outlined above, developments with respect to 
the recent expansion of bank credit do not seem disturbing. The increase 
in recent months in commercial, industrial and agricultural loans of weekly 
reporting member banks is, for example, only half as large as two years ago 
and two-thirds as large as last year (Chart III). Excessive credit expansion 
by banks was more of a problem a year ago or two years ago, particularly 
with respect to nonproductive, speculative, and other inflationary type loans, 
than it appears to be at the present time.

The factors discussed in the previous paragraphs represent under
currents that warrant close observation, even though the aggregate business 
picture is fine and durable goods industries generally are booming. They 
lead to the conclusion that the inflation problem has narrowed down and 
that inflationary price rises and the credit situation are not so critical 
at the present time that it is necessary to hit the economy again with a 
monetary instrument. History has made it clear that monetary measures just 
don!t have the preciseness necessary to meet a situation where the economic 
balance is very delicate. Using them means running the risk of damaging 
the well-being of the economy. This risk may be warranted when inflation
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is running full steam ahead. With the economic picture as spotty as it 
now looks, the call should be for caution with respect to decisions on 
monetary matters.

The importance of the Government's credit is paramount; and. with 
the debt at its present size, it is essential not to take chances. The 
case for the proposals to raise interest rates contained, in your letter 
would have to he unequivocal to warrant taking the risks that they 
involve. The economic situation at the present time does not seem to 
justify a change in short-term interest rates. We should., it seems to 
me, permit the economy to finish its adjustment to the monetary measures 
which have already been taken; and, in the meantime, we should watch the 
situation carefully.

Sincerely yours,

John W. Snyder 
Secretary of the Treasury

Honorable Thomas B. McCabe 
Chairman, Federal Open Market Committee 
Board of G-overnors of the 

Federal Reserve System 
Washington 25» D. C.

Enclosures
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