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Chapter V-

Zublic Debt = A New Factor in Mometary Management.

feculiar way of Warefinsnce.

During the Sevond World War,in several countries lazge

poriions of war finance wexe supplied' by commercial- banks by purche
asing government securitiecs of diffexent métuzities; The banks

were atiracted towards this‘ﬁybe‘of'investmenx due to certain
reasonss firstly, banks ceﬁid not get opportunities for commercial
loans in an atmosphere of wardime controls. Secondly, business
corporations could build good resexrves out of high war-time profits
and hence,they were not obliged %o approach banks for their working
capital needs. Above these ressons, was the policy of the central
banks 1in co—operation with their governments to maintain the prieea
on govermmenig securltles . This gave a strong incentive to banks to
purchase government securit;es ip daxge amounts for, thoy were~ .
protected against capital losses arising out of fluctuaticné in the
prices o0f securities in mbmem future. In addition to thié, in
cxdex that’yhe banks may be aﬁle to puzchase government bonﬁé in
laxge volume, the central banks undertook measures to increase bank
¥eserves by open meuih maxkei eperations and reducing reserve
raquiremenﬁs especially in the U.Se In UeSedey thelBoard of ‘Governw
ox¥s of the Federal Reéerve'&ystém‘declaxed that they would meke
évéilab;e ample supply of funds for.iinancing'tﬁe war efforts by
maintaining such conditlions in govermment security market as weiev
favouraﬁle for go?exnment requirements. Throughout the war, this
daolared policy was maintained and the Treasury had absolutely no
difficulty in obtaining funﬂs required in excess of the proceeds

of taxation and =e# borxowing fxom ngnnbankﬁ lenders to the
gevernment. |

In order that the eost of governmenx borrowing may be as
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low as possible, yields on govermment securities were maintained at
a low lavel . This was achisved by a eomplex of monetary measures
in addition to the help of diect controls. The dlscount rates of
the federal Reservevaanks'WETe kept very low at x 1%e. The Resexve
Banks readily made advances to both the membex and nonmember
banks against the collateral of government securltiesm and the
prefeyntial rate of & of 1.% was given on advances %o membey banks
seeuzed by governmeni secuxities maturing or callable within

one yaar, Segey Lreasuxy certixicates of Indebtedness. The law

ddscount xra%e ¢f 1% was not go much important as the concessional

%% o for, the banks were in ample possession of short=term

‘ EOVerhmentsg They could pledge these to the Reserve Banks and

could obtain funds at thelgoncessional rvate of 1%, ef-~t4. Thé‘yieldi .
on govermment Securities were prevenited from rising above a
particuler Yevel which was initially fixed. The Federal Resexrve
stood ready to purehase all those government securities that others
were not ready to buy and hold at given rates. On April 30,1942,
the Fedexal Open Market Committee ordered the Resexve Banks 10
buy all‘Treasury bills offered to them at % cof 1% yidlde The
eommercial banks ‘wexe also given the Option of repurchasing the
bil1s at the same rate. The yield on Treasury bills was held
constant upto 1946. The Treasuxy billd could be sold to Federal
Rcserve in any amount. The banks holding the bilis were, for all
practlcal purposes, holding a kind of noney that enjoyea a yield.
In UoKu’ though the absorption of public debt during the

timu of wax was not so large as in the UeS«As and Japan. ﬂevertha-

less,the investments.of banks in government secu;i{%es (Tyeasury
ion .
bllls dpart) anreased substantially from4706.9/deilays in 1939 to

\
5.1380.3 millions in 1945. Qut 01 théﬁfkcrease in.jovernmant debt

1. League of Nations,'Noney & Banking' 1942-1944, pe193.
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upto March, 1944, the banks abso.rhed 24.7‘;6 in v.x., 41.8% in UeS.Ae |
and 97. 6% in Japan.1 ' ‘

'In the post—wér periodfth&‘pélic&'éf méihxéining the'pricca
of govarnment gecurities was eontinued in order that the cost of
debi service may not rise. Govarnment aeeurities, therefore,; formed
highly liquld assets in the assets structures of banka, This created
a great difficulty of managing the quant;ty of money in the post=
war period. This diffaculty was enhanced because of the widespread
ownorship of public debt outside the banking system. For. the

i e ncnwbank holders are not generally smenable to the control of

| mongtaxry ‘authorities as the banks are. The polioy of stabilizing

o on government debt. effaced the dividing line between

the yielda‘monﬁy and othexr agsetas as the laxter toa WeXe randered
as llquid as money for all practical purposes. @he resu«t was that
zhe'moneta:y suthorities lost contyol over the volume of Honey «
For, the large volume of public debt held in and outside the ~
banking system~constitu%ed'é vast paténtial gupply of money.
FPublic debt in the post~w§r%griod thus; constituted a new factor
in the management of the guantity of money.

The Postewar Problem.

How gerious nglthe:prpbleﬁ created by a huge volume of
national debt for managing the quantity of money can be well
$ilugtrated from the situation %ha$_preﬁailed in the U.Se din the
post-war peiiod. In the post-er period in the U.S.,  the banks
emerged with enpxmbus liquid resources in the form of government
gocurities. Ordinarily they were holding one or other king of

* assets other than mﬁﬁey but so long as the monetary euthorities
continued; wh immst their wartime policy of supporting the prices
of governments, at ieaét the lohs tefm securities, the liguidity.
of the banks was much ehhanced. So long as the banks are ready

1. League of Nations. World Economic Survey 1942+=44.1945,0.175
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t0 keep their funds engaged in governments their power for £uxth9r
¢redit expansion is restricted. GOVGrnmentvsecurities eccupy & 1
peculiar place in the iﬁ#éétmeﬁt portfolio .of banks. They are the
safest of all bank investments and, in 8 perlod of depression when
other outlets for more prnfitable inyestments of bank funds are
absent, they supply a good prop - to the declining earnings of barnkse
But in the post-war period dharacta”ised by a high pressura of
private demand for’ bank loans, banks could not be induced to hold
government securitles 1n*excess of the amount Just necessayy for
safety. When. the volume of government securities was far in excess
of what was requlred to_sapisﬁy.thei; safety considevekions, it
1s naturxal that they weré”attréétad %0 purchase other more profitae
ble assets by liguidating their holdings of govermment securities.

Péospects for nurchasing‘beﬁterﬁyielding assets than
9overnment securlties arose in the post—war pericde The yenm-up
waretime demana?or consumers' goo&s flared up in the post war pexre
jod « As the supply of such goods could not be increased immedliate=
1y, prices for these goods began to rise’ rapidly. This rise in

Aot LoOWEMAEES %fwz@,u Sl lawvid avasds
prices provided a strong incentive for making investments , recelv=

ed an added impetus due io' the relaxation of war-time controls

in the post-war periode Despite this, the war-time policy of

malntaining interest vates at a lower level was conﬁinuad.

: The result was compet;t;yg,bmdding for bank loansg. The banks

thexufore, wexe. induced td ligquidate their govermment securitles

andx invest the proceeds in commercial loans.Such an attitude was

»displayed not only by b&nks but by all ‘ingiviauals and 1nsbﬁtutﬁonal

investors who cpuldget,qpportunity to effect necessary changes in
their assetse Liqﬁidatiqn,of gq?erpment WA sechrit;es would take
place not only fox(puxchaéing other interest-bearing assets.
Business men might‘utiliée the procéeds for. building inventorles
and individuals might ufilize the proceeds for purchasing durable
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consumers' goods. The monetary éuthoéities in such a situation were
Zaced with two xival objectlives viz.)mainxaining the prices of fax
government bonds and con¥rolling inflation. It may be true that the
rise in prices was responsible not to any increase in the guantity
of money but to xelaxation of controls leading to an extra drdinary
rige in the demand for both consumers' and producers’ goods. But so
fwx far as the money payments reguired for meeting the transsctions
at‘a higher price level were supplied from the proceeds of the sale
of governmenxs and increased bank loans,the melody was essentially
monetary. From a low level of aboat’19,billien dollars, in the
middle of 1943, bank loans rose confinnously to slmost 40 dillion
dollaxs in the early months of 1948, There was a corresponding fall
in the government security helfing holdings of the banks.

The policy to be adopted by the monetary suthorities was
quite clear. 5o far as the banks were able to obtain resexves by
monetdalng thé‘public debt the expansion of bank loans could be
checked by stopping such monetizatioﬁ. This could be done unly whem
governments become relatively attractive in yields ln comparison
with loans. But the policy to make the governments attractive
genough fox the banks to hold them would involve an open abandonment
of the objective of supporting tpe.prices of government sscurlile
s so as to maintain a low yleld on them. xightening of credlt
control was impossible Without raising the whole structure of
interest rates, but this ran counter to the policy of Federal
Reserve (in association with Treasury)e. -

This exigency was, however, realised by the monelaxy

smnthoritlies and some measuxes towerds ralsing interest rates on

. governments (especially short-term) were taken. In July, 1947, for
.the first time, after the war, ihe pnlicy of maintaining the

vields on governments was relaxed. The Federal Open Market Committee
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eliminated the 3/8 of 1% xate on Treasury bills and declared thf&ég?
the yieldm‘on bills weid. be allowed to find its proper place in the
market. The rate on cexrtificates was~§ontinued to be supported at
7/8 of 1%. This support was ;iso dhsgennhei disoénxinuea in Augusts
19475 and the support level of yield was raised to 1ed% which wasg
the rate on newly: issued certafioatea. In the case of longey~

term govermments the suppoxtxprices were brought down someéwhat in
Daecembery 1947. The long term goverrwaents were selling at a premium,
'The Treasury sold 1.8 billion.oflbénﬁs out of its own investment
agcounts and ln October, offered for sale a new issue of non
marketeble 247 bondss The post-=war policy now aimed at a higher
level of support rather than to give up wholesale the support of
governments. This was a good gesture. The authorities throw a

stons in. the central pool of money market but the influence only

"~ stopped thers., It did not g spread through the multifold channels
_of %the banking systam. It is true that no direct effects of even

some magnitude on the propensity to save and the cost of investmsnt
can be expected from this small ramsing of the levels of interest
rates but the indirect effeets coula have been comprehensive and
all-pexvasive had the expectations of both bankers and businessmen
been dominated by the thought of some unfavaurable circumstances
QQQNM\N the footsteps of this symbolic rige in rates. In that ocase,

the lénders would have beenqqautious'and would have hardened the

.8tandards of credit—woxthiness of thelr customexs. The producers

would have anticipated further rise in the rates of interest and
the resultant fall in the marginal prnpensity to consume and a
rise 'in the marginal propensity to save. The holders of governments
would have become highly sensitive to the fall -in the capital
values of bonds and this would desist them from unlaoding the
gecuritiess. Suchtindirect effects of course depend upon largely

the degree of sensltivity of lenders and borrowers to react to an

1
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initial change in the policy and the confidence in the ability of
monetaxy authorit& t0o pursue a yesirictive eredit policy in the |
prevailing éircumatanoes.,sut the monetary. authorities 4n the U.S.
conld noﬁ inspire such confidence and, therefore, even the indircot
psycholagical effects of the rxise in intorest-ratas were lost.

However, some sensitivity could be traéed'in the case of
the UaSe when the support of Treasury bills was withdrawn in 1947.
Dr.Burgess in hishevidence before Douglas Commitiee told that the

_ increase in Treasuxy'bill'zate'showed the process of new finanoing

i.ce made people to'go a little slowez.1

It ds true that when the
Tate of intexest
short=term/on governments increasesy merket rates have %o rise
higher in comparison,in orxdexr %o compensate for the elemeni of risk
involved in private debta. But in the atmogpliére of high pressure

of demsnd fox loans;a small rise in the rate of interxest was

. incapable of bringing about a fall 'in the demsnd for bank loans.

Horeover, the liquidity of banks was so kigh thai they were ready
to bld fo?\privame loats even for & smaller margin 6f<1nterest )
on private leans over that on government paper. The risé in the .
shoxt=teria rates had, therefére, practically no effect on the
demand for bank loanse. Bven in U.K.,it when the new monetary policy
was introduced in 1951 by ra@#ing‘the'ﬁank Yate from 2% to 2% and
by asbandoning the preferntiel 134 market rate for Treasury bills,
" were, in the beginning, not expected to bying mkank %
the effects of the new monetary policyfabout the expeeted results:

This was because the banking system had an ample 'supply of §loating

- asgsets - Treasury bllls and loans to the discount market - which

could be called in or allowed to run off, especially if théy were

Treasury bills. Thexe was sufficlency of lipuid assets slong with '

cash and therefors the banks were in a position to expand credit

2

gven without selling off theii igvestmégps. So long as this cushion

1+ Quoted by David A.Alhadeff.'Monetary Policy and Treasury Bill

llaxket? ABEQRQJMQ 195299.340-
2. Hoonomist «iovel10y 1951 pe1125..

PN
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of liguid assets was there,. the banks could not be $ven‘anf“s o&k‘\\
by the new policy. But in U.K. the banks eo-operatgd\%holeheartedl} ‘
with the monetary authority andd aid not allow their {i&@iﬁ;uyi ‘3535
ratio to fall Below 40% anﬁ‘therefore, &x the problem szf?£§§¥ S
the prices of government securitles was rendered easier in-ths
countxy. In the ﬁ.s.,however, small rise in interest rates had
praeticalxy no effeet on tné liguidation of government debt by
banks. This was beqauae;whaﬁevgx eifects the rise in lnterest rates
'could be expected to exert &m were swamped by inconsistent govern=
ment policy in other fields. In U.S.4.,1in 1946-47, the banks held
over 20,b;llion of govermmentsmaturing within a year and carrying
a maximum yield of 1i% . S0 long as the banks could not be made
debtors to the Reserve Banks, it was not possible for the new reatr-
ictive policy to have any effect on further credit expsnsion. And
80 long as the banks could monetize at their option the public
debt of varying maturitles) it was not possible to make them indebt-
ed t0 the Reserve Banks. In such a situation, even the symholic

. effects of the mildly restrictive policy were lost and the changes
looked only artifieisl. Buﬁ?how is it that even these paychologicsl
effects did not come to prévail,in‘tha UeSe ? In UyK.>the decision
to make the market rate flexible was interpreted as being suggestive
of. the authoxitigs'\reaolvé,to go further if necessamy.a But
in UsSeds,the prevelant afmosbherq»ﬁas so adverse for the authore
ivies that the 1nabilit§\énﬁ_helplessness'oflthe monetary
authorities cqul& be easily ascertained. In the first place,
Congressional policy itself was inflationary, From July,1946,
price control was removed along With-other physical controls.
Secondly,from November 1.1947, the regulation of = consumer

credit was discontinued. > Consumer credit,which had declined

‘1» A.H.Ensor 'Government's Monetary Policy', Bed »Dac¢1952,p+T19.
2, Beconomist Nov.10,1951, p.1125..
3¢ FedeRss.Bull.. Nov.,1947,pq1355.
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‘sharply during the war, rose rapidly and by the Spring of 1947 was
in the largest volume on record. Thirdly, a substantial amount

’ (about more then 5 billion dollars)égggt in the hands of the people
by way o¢f tax reduction and as a result, the spendablé,income of
the community increased, Fourthly, from the middle of 1948 there
was an increase in'milita:y éxpenditure. And dominating sll these

| fac%ars,there was a 1arge volume of public debt.
| By June 1948, the amount of puhlic debt helﬁ by commercial
banks amounted %o 65.4 billion dollars out of 197.4 billion dollars

\held outside the Federal Reserve and U.S.Governmenx agen.cies.3 1

: Immediately after the warlthe total holdinge of 5overnments by banks
amounted to 90 billion d@llars. To meet the demand of rapidly

Aammnmﬂm@ expanding private eeonomy 1n the post-war period, the banks
reduced their holdinss of.mhoér government seeuxitiea. iheir total

holdings declined to about: 65 billion dollars by June,1948. This
could be possible because the Federal Resorve continued the war~
time policy of supporting government securities. The result of
all this was that the total noney supply increased considerably under
the multiple c?edit system. it should be noted that when, in 1947,
the}Fedqral Regerve gave up suppqrt;ng the vgriousrrates at their
0ld war-timé level, it was not an aftempt at total denunciation
of the obaectlve of maintaining the prices of government securities.

‘ it was only an attempt at slightly raising the rate stzucture
above 1ts war-time pattern. nenpofticial and non official = holding
influence in financial circles were 1terating and reiterating with

| eonsiderable emphasis the necessity of keeping the yields on

: governments pegged at some level. Mr.M.Lccles. the chaarman of the

Board cf Governors declaredg in 1946, that, with the public debt

as 1arge as it was 1n the U.So, free market was out of the :

" 1, FedeRes.Bulle, June,1948 p.700.
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quéstiona The real guestion was not whether the ylelds should be
pegged ox freed but at what levels the yields should be peggedgi

The same authority fﬁrther,'after one year, speaks 3 “Undérxpresenx

‘conditions large scale and qantinudus,?ederal Reserve Open Market

Operations are essential for the maintenance of an ordexly and
relatively stable market for government securities. It is a necess~.

ary adjunct of the Treasury‘pregram for managing the'economyfs huge

public debt of 260 billion aollam-“z Purthex, the Patmen Sub-

Committee on General cxedit COnzrol and Debt Managemenz obsarvess
'ﬁeither the problem of the monetaxy policies nor that of debt
managemenx can be solved in 1solation from each other’. 3 ¥hen these

an%othex innumerable voiees were pointing out s definite direction

-, af moneta:y policy, the bankers and the holders of governments had

absolutely no cause to be alaxmed at the sttempt to bring about

a moaerate Yise in the yields. In the context of .the prevailing
policies in monctaxy and. fiscal fields. it is not difficult to
understand the reason why even the symbolic ‘@ffects of the attempt
to raise the rates of 1nmerest were lost. VWhen,with £k such a
policy obaectiva. the liquidity of banks mas assured and when the

short—tezm rate on governments was amounting only gbout to 1.17%

o 1-4?p. the bankers. it was natural. oould not resist the tempe

‘tatlon for loans at 2.70p .

. "he two Tival objectives: -
Qg ort o governmen secuxities Vs. ﬁhe cogtrol of inflation.

Control of 1nilation by mon@tary measures wag impossible

unless the government aebt was 1mmobiliaed. in this. respect,the

reeent restrictionist poliey of the Reserve Bank of India deserves

Te Fed.Kes.Bull. s November 1945,pp.1 251 -32.
20 Ped.Res.Bul .,January, 1948,p+15.

' 3. Flonstary Policy and the rublic nebt in the U.S.As" A summary

of Patman Sub Gommi%tte Rsport - Rcserve Bank of India Bull.Sept.
1952’p9731o ' .
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' corresponding pericd of 1951.

4

app;eciation. In India, s0 long as the banks wexe able to gei
reserves by monetisation of public debt,thé new Bank rate of 3%
covld not have any effect without being accompanied by a further
change in open mafket‘policy. With the raising of the Bank rate in
Novembex, 1951, the Reserve Bank declared that during the ensuing busy
season it would not normally buy government securities but would
glve advances against such securities undezr: sec.17(4)(a) of the
Resexve Bank of India Act. The measure had salutary effects so far

~ - @as the bank, holdings of governmenx seeuritles ‘were concerned. .
Banks were obliged to approach the Reserve Bank ufor funds. The
Reserve Bank credit (excluding that for aenxral & State Governments),
w dunbt,increassd ny 55 crores of rupees by March,1952,bux on this
amount 334 rate was effective. Despite tringenx busy season 0f
1951=52, the investments of schéduled banks ih goveinmenm securities
declined only by KS.9+84 croxes during the perfod of 3 months from
January 1o Aarch,1952 as against Rs.41.55 crores durino the

1 Of courss, in a periad of continu=
ous need for government horrowing)rall in the price of govermments
cannot be put up with any longer. But this fall is largely & paperx
fall. 50 1ong as the banks are retaining government paper, they have
not to suffer any loss due to the fall in its capital valuse. The

trouble is ‘ereated when the government debt becomes mobile o This

- mobility Iaz 1ncreases the 11quidi;y of the system by controlling

" which alone can the central bank have power to control infiation.

The meagures adopted by the Reserve Bank of India definitely show
the way how central bank can come 1nto & closer conxact with the
money market and how banks can be made dependent upon central
bank credit by immobilising governmenx securities held by them.
In the case of the U.b. tha vastness of the public debdbt

1. Report on (urrency and Finanece 1951«52,pp.165,171.

vt
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and the w1d91Varie£&;of‘the holders presented great difficultles.
The Federsl Reserve System was often required to purchase and sell
securitles worth hundreds of millions of doilars in a wesk. In’
October and November of 1947 the System:'s purchases amounted to
3.2 billion dollars and sales amounted to 1.2 billion dollars.

Out of the maturing issves, 2.5 Billions worth wers redecmed and

exchenge of maturing issues for new ones amounied to 8.2 billion

dollars.1 . Thus, the problem of refinancing a very large volume gxx
of public debt maturing eve:y year was not an ordinary onge. The
confidnnce of the 1nstitutional inwestors was to be preserved for
this purpose at any coat. Again, the rise in the xate of interest
wauld involve huge intexest cost to the Treasu:y.

ou\d
Theseware,the difficulties which caanot be connived at. But

 xival objective of the control of inflation had btill greater

| importance from an overall economic poinx of view. Xt is true that
the objactives of the support policy was not to save the holders.

ﬂof governmenx< from capital lesses. But it was certain that it

| contrlbuted zo the loss of real income to a very large number of

citiaens includinb the holaars of public debt. This is a monetary

illusicn easy to understando If mt the time of repazriation.of the
deby the price level were to. be 200% on the basis of what it was

at the time of the purohase of the governmenx paper, the real value
of the pxoeeeds would be only half of what 1t was before. If ithis
monetaxy illusion is rea}ised, the holders themselves would have
nothing to grumhle agalnst the bolicy of removing the supporte. View~
ed in this perspective,the importanca of mainxaining the purchasing
powex of the dollar was greater than the one tor supporting the
pzices of governments. This whole a:gument 1s explicitly stated

by one of the most outstanding manetary Economiets of the UeSe =

Dr.&oldenweiser: f

1e Fed‘.,Res.Bull.v January 1948,p+15, -
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*1f the dollars paid out at maturity to holdexrs of saving
bonds or other bonds will buy only half of the monsy
would have bought at the time the investment was made,
the government bears a heavy load of responsibility .. -
for -having urged t6 purchase the securities as the best
protection for the old age or emexgencies ox. the best .
way to prepare for the purchase of homes and other durable
goods when the war was ovex. Is the holder more ccncerned
about being able to save his bond at par at any time or
to buy approximately as much.for his money when he does

sell the bond?¥2

How %o meet the situstion}

- A nﬁmber-of‘measurés viexe suggested by varioms authorities
. on the subject - edonomiaté; official and ﬁﬁnrofficial expertse 1t
was not a guestion whetpé& thef@onetary measures could be successful
but whether they should be«uti;ized,looking‘to the problemg ereatq@
.zjby publie debt. A aubsﬁénﬁial iise in the rate of intexest would
| have gone a loné way iﬂléon;rellipg the sitdation. But it was not
eaﬁy‘to ascertain what risé wou;d'have been eﬁactl& hecessary for
. this purpose with its~poésib1e sérious*cSnéequences for th%?ublic
éebt, Under the poﬁérs alreafly with tﬁe Federal Reserve, a substantial
riée in the rate of\interegt was the only p§ssible remendy tp‘mend
the situation, irrespeciive of the effects of such a policy on
. public debt . To sérve both the objectiveswi.e. to control inflation
and ,at the same time, to safeguaxé thae axzniﬁ securi?y maxket, a
mmber of mon-traditional methods were suggested améng which (1)
 the 'Secuxiiy Eesérve'wPlanvand:(z) imposition of spgcial resexve
roguirements sgainst bank assétg,insieéd of or in addition to
prasent reguirements aé&iﬁét_déposits, wefg tﬁé most importagt.a
The Seourity Resexve Pign{was given by thngedera; g@agrve

futhorities themselVesfid‘cogezpp with the extraordinary situation,3

i

Te EcAeCGoldenwelser - Monetary Mansgement = lic Graw Hill Bosok (o.
.+ Bew York 1949m,pe82. ... -~ AR o '
' 2« "Monetary Policy to'combat inflation"™ A statement sponsered by
_the Hational Planning Association 12-10-51.An.EcosReveJune 1952
p.38T7. Also see A.H.Hansen,-Rev.of Eco.Stat. August, 1951,p.193.
3« Proposal for a special reserve requirement against demand and time
"degosits of banks filed by‘chairmaﬁgcclea. Fed.Res.Bull.Jan.,1948
P"4' . . " " . ,
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This scheme recoivea a mixea reception aapecially due to ;ﬁ
the complicated nature of 1ts working.1 '

Apaxt from the complicated nature of working, all plnns wh
=ich try to put restrzctions on banks are discziminatery against
banks in two ways. Firstly, if a flat rate of reservas is presc-

ribed, banks with 1im1ted resources will be penalised and 1t is
likely thax eome of them may not be able to meet even the operating

eXpensesSe To prescrihe differnzial resexves is to make confusion

worst confounded. Secovdly, as stated before, benks were one of the

groups of the holders of government securities smong several other

. groups of holders. The following extract from the Federegl Reserve

le- oMkl

‘Walletin June,1948 gives the main holdszs of public the Federal

Resexve, and U.Se. Government Agencies and Trust Funqs.

TYPi OF HOLDER, - . HOLDING ON MARCH 31st
R | « 1948(In Billion of
' pollars)e
1. Commercisl Bankse o €544
2. Mutual Savings Bankse ' 1241
3. Insurance Companies. | 2%.8
4+ Other carﬁorétions and Associationsx. 21 484
5.‘Stété aﬁ&‘Local Governmentse C T T3
6+ Individualss : ' ' _EE:E‘
) Total 197.4

It can he understood cleax\from this that. any attempt at exercising
rastrictions on commerclal banks alone\wmna have very 1ittle
efiect on. the czedit situation. Preacribing secondary reserves

in the foxrm of governmenm seouxities or to prescribe special reserv

T Qs agalnst loans or to fix loan auota far each individual bank-

allxnuvaxcurtail no doubt the capacity of banks for further credit

expansion. But when there 'was a very laxge number of holders outside

P P B SRS S I

‘1. Golderweisen anetaxy Management «91 &nd u.c Simmons 'Secondany
Re?ggve Requirsments for commercial Banks.Am.Eco.Rev.March,1951
De ,
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the banking system, there was no guarantee that these holders will
0t speplin where the banks wnulépe*stoppea 0 tread. The wlde~
spread ownexrshlp of gbvernmenx securities madé the funds considexr—
ably mobile from the government secutiiies to ithe other Tfields

of investments and vice versa. Agy measure 0f regtriction in this
situation aiming et immobilising bankpheld debt is &iscriminato:y
against one particulax olaes of bend—holﬁers. Even a self—imposed
restriction such as. the voluntaxy proramme of the American Bankers'
4ssociation can be of 1ittle awail Iz for the sake of genexal
interest a ban& xefusas to lend even to a good customer the bank
would permanently lose a good customer wno would be obliged to |
seak, say, a nonrhank 1ender. The nonpbank lender may secure funds
by liquidating govexnmenx dabt and the loan advanced out of the
proceads would be as¢ inflationa:y as e bank-loan would be.1
' %o induce the nonrbank holders to prefer governmenis to other
aasets,there was no striking monetaxy weapon except the rise in the
ylelds on governments. To make the policy at once phenomanal and
striking a- suhstanﬁiéfﬂizzge;ggﬁagiwgézgziary and the increase was
to be effdcted at a stretch. slow and gradual rise loses even ‘the
';mmwrpsychological effects of the measure. First measure should

have coms as a shoek which would have exercaseﬂ a successful brake
on the process of unloading &overnmenxa. This measure would have
become all’ pervasive as it would have afiectad all classes 0f bond=
halders. Thoue who puxchase government securities for income would
not try to exchange governments for other assets even if the latter .
would be baarinb slightly higher Fields. wWith wxde margin between
the yields on govexnm;nt* and those on non—governmant agsets and

- with no fear xor capital losa on government securitias sold off, the

censequence can ‘be eas;ly imagzned. Here, the quantitativa measures

. would have- achieved successg for, the problem was noi to direct

1+ Thomas B.Macabe, Ghairman, Board of Governoxs= Statement before
“the House- Banking &: Currency Gbmmittee Feaaes.Bull,Ang.1948.p.909.
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bank credit into paxticular chanriels. Nearly all loans including the -
so ealled productive,loana led to inflation. The Americen dconomy
was functioning to capacity and a loan,the proéaeaé of which were
to be utilized for even proauctive purposea,wauld create unnsceasa:y ‘
excess demand for resources under the conditiﬁns of full employment,
leading ultimately toa rise 1n prices.

It might be that, despite this. the pressure of demand for
loans might continue. Here, as a supplementaxy measure; dlrect con=
$rol of bank loans was necessaxy Higher reserve requiremants
asalnst loans coulad have ‘been’ prescribed‘ Such a policy would have

given a good prop tu tne lnitial increase in the yields on gavernm-

ents,

What about the cogt to the'mreasggg?

The rise in the'rétes of_inmareat woui&haverdefinitely
brought -some increase in the cost of debt 5erv£ce poithe Treasurye
This problem could have been solved better by fiscal policye. A tax
eniinterest:iﬁcome'ahove & certain fixed level from any source would
be & strcné daierrent aga;ﬁst changing govermments for other assets.
The dgvice'of using the e;pediepx of . taxation on interest income
was alreg&y in use before 1941f1n the U.S. Ti11l 1941 interest on
Treasury?%‘éc"s' exempt from Federal, State and Local. fﬁaxation\, -
excepting the Bstate and Inheritance Taxes. The result was that
the Treasury bills were some times tendered at par or even at a
pxamium,giving negative in@erest.T The proéeeas from higher tex on
interest would have i gone sbme way’to.méet the increased burden
0£ inxerest €0sSte Again, Ghecking 1nilaxion itself would curteil
government expenditure due t0 higher pxices. Looking from this
pomnt of view, the m#a advantage in the form of less outlay ‘

expundltuxe ‘at lower prices mlght oux-balance the disadvantage frmm

1. Resexve Bank ofyInﬁia}Bull.Junb‘1952 9.453.
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‘inciaased'ihtére st cost due to the raising of yielﬂ3¢ Inlﬁially

the 1ncrease in 'interest cost woulduz not be on the whole of the
public debt. it wauld be restricied to the part that would fall
due fox repaymant and, therefore, which reguired refinaneing at
the h new higher levels of interest. | ; -
It,is vexry dszicult to ascertain the cumulative effects
of these measures taken simultaneougly. But it would have become
evident that the %&%ﬁﬁhaa}of increased interost cost sn to the
Treasury was’exaggerated.»;n addition to this, & timely reimposi

* =%ion ox continuation of ‘the regulétion of consumer creditw (this

was &s discontinued from November 1,1947 and reimposed in Septe,

j1948) would have definitely brought the situation‘nndex contxrol.

“Hubiié'pebth: Its impact on Monetagz ggggemen o

The huge buxden of public debt with which the financial
structgrgquf almgstvg;l the cognxries~1nlthelpost-war period are
burdeﬁ&d will coﬁ#inué for a very long and indefinite period
and, as sﬁéhgyitzforms & secular factor in monetary manegement.
Bven if eﬁéhﬁuali&l;he'buggetgxy positions of various wiatlions
might‘impr6§e anﬁ:;,steady‘retirement of public debt might be
chsible,{thé problems raised by the manegement of public
aebt have, & frnifful beaiing on the management of money. In ,
pxxnaiple,the management of money should aim at inereased
EE%%#giﬁifand emplqyment. All other objectives should be subord=
ingted Yo this supreme objective. konetary management as such '
should not be geaxed to the needs of ﬁhé‘ﬂ;apsu;y. The need for
supporting government segcurities may bp,;mperajive‘but it should
not be at the sacrifice of real income and happiness of millions
of citizens who have not %o benefit,frqﬁlsuch‘a policys This

problem can be tackled by fiscal énd even dixect conixol measures
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and such measures should’ be adopte& unucrupulously. It =sppears
from the situation. preVailing in the UesSe in the post-war perioed,,
thatAthevauthoxities dia gpt\show,any resolution: on their part
to bring inflation un&er\éffectiée control. As veviewed; the
measures were halféheartéé%nﬂm wéxe,not propexly timed, The
Federal Reserve Authorities under the. pressuxe from the Treasury
W@re over scrupulous in exexci ing ‘their weaponse
| , mhe very, existence of a large volume of public aebt
makes for greater. inequality in.&stribution of income. FOor, it is
seli-evident thgt the re;ativeky,a rich sagve more than the relate
ively poor and; thereforas, theirlshare in the total interest .
aisbursement of the Treasuxy{woulé@e larger relatively. 1f, over
. and above this, igflation&zg is allowed to flourish under the
pretext of heavy burden on the Treasgxy, the poor would be mxdmme
burning their candles at both emds. It is said that in the inter-
war period 1lu Germany guhlic debt was consumed in the fires of
\aus Jenn of
1n£1ation. In the presen$ post—war situation,heavy, public debt
lintroduces an inflationa;y @ias in monstary mansgement. The trend
ot gélicy'in tﬁe VeSS pointé out clearly to the same direction.
| The efficacy of ﬁénetary~measures in thi%eonﬁest was out

: of the questiOn. During war,to facilitate war fznancmgg as
cheaply as possihle, chaap poney policy was followed. Fiscal
policy alse‘qeula.not be;used as & control measure agalnst inflari
tion,'for,deficit financing’was indispemsable . The Government,
therefore, applied the third alternative, vlz., dizrect controlso
In thP post—wax geriod, wheén the controls were relaxed and flscal
' policy was not adapted to the exigencies of the situatioxny the
authorities ehould havz qud decisively the monetaxy weapons. To
the extent that 1t was nod desirdble to use monetaxy measures

dne to certain fiscal cogsideraxiqns,,authorities should have
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resorted to the other two alternatives. Reimposition of direct
. : n . : . fanericom ,

controls in peace time would be anomalous in the, economy where

the introduciion of non~itraditional methods even in the field

of monetary managemsnt is taken to be an interference in the

free working of the economy. But a proper combination of monetary

and Tiscel devices as deseribed above would have gone a long way

to control inflatlon.

-l &ﬁn’s“-*nﬂ‘u&‘mé‘u"ﬁ.k‘:wm



