
i73 

MONEY AND THE M O N E T A R Y  S Y S T E M  
31 Augus t  1954 

C O N T E N T S  

PaGe 
I N T R O D U C T I O N - - D r .  A n d r e w  J .  K r e s s ,  M e m b e r  of  the  

F a c u l t y ,  I C A F  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1 

S P E A K E R - - D r .  C. R. W h i t t l e s e y ,  P r o f e s s o r  of F i n a n c e  and  
E c o n o m i c s ,  U n i v e r s i t y  of P e n n s y l v a n i a  . . . . . . .  . . . . . .  1 

G E N E R A L  D I S C U S S I O N . . . . .  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  11 

N O T I C E :  T h i s  i s  a copy  of m a t e r i a l  p r e s e n t e d  to the  r e s i d e n t  
s t u d e n t s  a t  the  I n d u s t r i a l  C o l l e g e  of the  A r m e d  F o r c e s .  I t  i s  f u r -  
n i s h e d  f o r  o f f i c i a l  u s e  on ly  in  c o n n e c t i o n  w i th  s t u d i e s  now b e i n g  
p e r f o r m e d  by the  u s e r :  I t  i s  no t  f o r  g e n e r a l  p u b l i c a t i o n .  I t  m a y  
not  be r e l e a s e d  to o t h e r  p e r s o n s ,  quoted  o r  e x t r a c t e d  f o r  p u b l i c a t i o n  
o r  o t h e r w i s e  cop i ed  or  d i s t r i b u t e d  w i thou t  s p e c i f i c  p e r m i s s i o n  f r o m  
t h e  a u t h o r  and  the  C o m m a n d a n t ,  I C A F ,  in  e a c h  c a s e .  

P u b l i c a t i o n  No. L 5 5 - 1 1  

I N D U S T R I A L  C O L L E G E  OF THE A R M E D  F O R C E S  

W a s h i n g t o n ,  D. C.  



i 7 4  

Dr. Charles R. Whittlesey, Professor of Finance and Economics, 
University of Pennsylvania, w ~as born in Roseburg, Oregon, 24 Sep- 
tember 1900. He received the following degrees: A.B., Philomath 
College, 1921; A. M. , American University of Beirut, 1924; Ph. D;, 
Princeton University, 1928. He taught at American University of 
Beirut; University of Washington; Princeton University; and University 
of Pennsylvania. Dr. Whittlesey was employed by the Near East Relief, 
Athens, 1923; U. S. Tariff Commission, 1928; Hines-Kemmerer 
Economic Mission to Turkey, 1934; Social Science Research Council in 
Europe, 1935- 36; and was formerly economist, Fidelity-Philadelphia 
Trust Co. In addition to his present position, he is economist, Penn 
Mutual Life Insurance Co. Publications by him include books on inter- 
national trade, cartels, money and banking; articles in journals; 
"Theory of Banking," "Practice of Banking," "Money" in Encyclopedia 
Britannica, and others. This is his first lecture at the Industrial Col- 

lege. 

ii 



o- i 7 5  

M O N E Y  AND T H E  M O N E T A R Y  S Y S T E M  

31 A u g u s t  1954 

DR.  K R E S S :  A d m i r a l  H a g u e ,  G e n e r a l  N i b l o ,  m e m b e r s  of  t h e  
c l a s s :  T o d a y  we  a r e  d o w n  to  a s u b j e c t  t h a t  w e  a l l  k n o w  s o m e t h i n g  
a b o u t - - m o n e y .  T h a t  i s  w e  h a v e  s o m e  k n o w l e d g e  of  i t  in  a v e r y  p e r s o n -  
a l  w a y .  We h a v e  h a d  e c o n o m i s t s  now f r o m  O h i o  S t a t e  a n d  f r o m  N o r t h -  
w e s t e r n .  T o d a y  we  s w i t c h  b a c k  to  t he  E a s t - - t h e  U n i v e r s i t y  o f  P e n n -  
s y l v a n i a .  

W h e n  I w a s  a g r a d u a t e  s t u d e n t ,  I w a s  t o l d  t h a t  e c o n o m i s t s  k n e w  
e v e r y t h i n g  a b o u t  m o n e y  e x c e p t  h o w  to ge t  i t .  O u r  s p e a k e r  t h i s  m o r n i n g  
d o e s n ' t  h a v e  a n y  d i f f i c u l t y  i n  t h a t  w a y .  He  h a s  l o n g  b e e n  a c o n s u l t a n t  
to  b u s i n e s s  a n d  c o n t i n u e s  t o  be  a c o n s u l t a n t  i n  a p r a c t i c a l  w a y  t o  s o m e  
of  t h e  i n s u r a n c e  c o m p a n i e s ;  a n d  i s  a u n i v e r s i t y  t e a c h e r .  B u t  t h a t  i s  n o t  
w h a t  I a m  t h i n k i n g  a b o u t .  T h i s  l i t t l e  b o o k  t h a t  he  w r o t e  a b o u t  m o n e y  
i s  a b e s t  s e l l e r ;  t h a t  i s  t he  b e s t  k i n d  of  f r i e n d  an  e c o n o m i s t  c a n  h a v e .  

Dr .  W h i t t l e s e y ,  i t  i s  a p l e a s u r e  to  w e l c o m e  y o u  to  t h i s  p l a t f o r m .  

DR.  W H I T T L E S E Y :  I t  i s  a g r e a t  p l e a s u r e  to  b e  h e r e  a n d  to  d i s -  
c o v e r  how f i n a n c i a l  I a m .  

I w a s  r e m i n d e d ,  a s  I w a s  d r i v i n g  d o w n  h e r e ;  of t he  d i f f e r e n c e  b e -  
t w e e n  W a s h i n g t o n  and  F o r t  K n o x .  F o r t  K n o x  h a s  a g r e a t  c o n c e n t r a t i o n  
of  go ld .  W a s h i n g t o n  i s  s o m e t h i n g  l i k e  t h a t ,  bu t  i n s t e a d  of  g o l d ,  i t  h a s  
a g r e a t  c o n c e n t r a t i o n  of  b r a s s .  I c an  o n l y  h o p e  t h a t  b r a s s  i s  " w a x  to  
r e c e i v e  a n d  m a r b l e  to  r e t a i n ,  " f o r  I h a v e  a g o o d  d e a l  to  ge t  o v e r  t h i s  
m o r n i n g .  I h o p e  y o u  w i l l  g ive  m e  an  o p p o r t u n i t y  to  d e v e l o p  f u r t h e r  i n  
the  q u e s t i o n  p e r i o d  a n y  p o i n t s  w h i c h  I h a v e  n o t  m a d e  c l e a r .  

I shall start by speaking briefly about the nature of money. There 
are three types of money. The first type is pocketbook money, that is, 
currency or common money. The second type is checkbook money. 
Checkbook money consists of deposits at banks against which checks can 
be drawn. It is estimated that roughly 90 percent of business is carried 
on by means of this type of money, which is founded as I shall show 
later, upon credit. It is something that can be created by banks; it does 
not have to be turned out at the mint. 
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The t h i r d  type  of m o n e y  i s  r e s e r v e  m o n e y .  B y  r e s e r v e  m o n e y  I 
m e a n  m o n e y  l ike  the  gold a t  F o r t  Knox ,  w h i c h  d o e s n ' t  c i r c u l a t e  and  
w h i c h  you  o r  I n e v e r  s e e .  T h i s  type  of m o n e y  i s  not  u s e d  as  a m e d i u m  
of e x c h a n g e .  Ye t  i t  i s  m o n e y .  R e s e r v e  m o n e y  a l s o  i n c l u d e s  go ld  c e r -  
t i f i c a t e s  w h i c h  c o n s t i t u t e  the r e s e r v e s  of the  F e d e r a l  b a n k s ,  and  r e -  
s e r v e s  of c o m m e r c i a l  b a n k s ,  s u c h  as  a l l  m e m b e r s  of the  F e d e r a l  
R e s e r v e  S y s t e m  a r e  r e q u i r e d  to h o l d  in  the  f o r m  of d e p o s i t s  at  the  r e -  
s p e c t i v e  F @ d e r a l  R e s e r v e  b a n k s .  Gold  and  gold  c e r t i f i c a t e s  a r e  n e v e r  
s e e n ;  but  t h e y  a r e  the  b a s i c  e l e m e n t  of o u r  m o n e t a r y  s y s t e m .  The  
gold  c o n s t i t u t e s  w h a t  i s  c a l l e d  s t a n d a r d  m o n e y ,  w h i l e  the  go ld  c e r t i f i -  
c a t e s  f o r m  the  b a s i s  of c h e c k b o o k  m o n e y ,  to w h i c h  I h a v e  a l r e a d y  r e -  

f e r r e d .  

T h e r e  a r e ,  t h e n ,  t h e s e  t h r e e  t y p e s  of m o n e y - - p o c k e t b o o k  m o n e y ,  
c h e c k b o o k  m o n e y ,  and  r e s e r v e  m o n e y .  Why m u s t  t h e y  be  r e g a r d e d  
as  m o n e y  ? B e c a u s e  t h e y  p e r f o r m  m o n e t a r y  f u n c t i o n s .  

The  on ly  r e a l  t e s t  of w h a t  i s  m o n e y  i s  the  p e r f o r m a n c e  of m o n e t a r y  
f u n c t i o n s .  The  t e s t  of wha t  c o n s t i t u t e s  m o n e y  is  v e r y  s i m p l e :  M o n e y  
i s  a n y t h i n g  t ha t  r e g u l a r l y  and  t y p i c a l l y  p e r f o r m s  the  f u n c t i o n s  of m o n e y .  

Tha t  t e s t  o r  d e f i n i t i o n  i s  a v e r y  s i m p l e  one to app ly .  You  w i l l  h a v e  
n o t e d  t ha t  s o m e  w r i t e r s  d o n ' t  fo l low th i s  d e f i n i t i o n .  The  t ex t  y o u  u s e  
d e f i n e s  m o n e y  as  s o m e t h i n g  t ha t  a c t s  as  a m e d i u m  of e x c h a n g e .  T h a t  
is a good definition within limits. It is a functional definition, as my 
d e f i n i t i o n  i s .  Bu t  the  f a u l t  w i t h  i t  i s  t ha t  i t  l i m i t s  m o n e y  to j u s t  one  
f u n c t i o n ,  n a m e l y ,  t ha t  of a m e d i u m  of e x c h a n g e .  I t  w o u l d  l e a v e  out ,  
f o r  e x a m p l e ,  gold  and  gold  c e r t i f i c a t e s ,  w h i c h  a r e  o b v i o u s l y  m o n e y .  
B y  b r o a d e n i n g  t ha t  d e f i n i t i o n  to i n c l u d e  not  on ly  the m e d i u m  of e x c h a n g e ,  
bu t  a n y t h i n g  w h i c h  t y p i c a l l y  and  m a i n l y  f u n c t i o n s  as  m o n e y ,  you  get  i t  

all in. 

In order to qualify as money, it may perform only one money func- 

tion, but it has to do so typically, not just occasionally, as happens in 
the case of barter. Anything that regularly and typically functions as 
money is money. The statement has been made that ~'money is one of 
those concepts which, like a teaspoon or an umbrella but unlike an 
earthquake or a buttercup, are definable by the use or purpose which 
they primarily serve. " That is the same as what I have said, but it is 

said a little more pointedly. 

Having said that the nature of money lies in the performance of 
certain function, I want to turn now to my next major topic--"The 

Functions of Money " • 2 
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The  f i r s t  f u n c t i o n ,  l o g i c a l l y  s p e a k i n g ,  i s  a s  a m e d i u m  of p a y m e n t .  
The  m e d i u m  of p a y m e n t  e x c h a n g e  o r  f u n c t i o n  m a y  f ind  e x p r e s s i o n  in  a 
p u r c h a s e  at  a n e w s s t a n d  o r  a s t o r e ,  a t r a n s a c t i o n  b e t w e e n  g i an t  c o r p o -  
r a t i o n s  r u n n i n g  in to  m i l l i o n s  of d o l l a r s ,  o r  a p a y m e n t  by the  G o v e r n -  
m e n t  to an  a i r p l a n e  m a n u f a c t u r e r  o r  s h i p b u i l d i n g  c o n c e r n .  The  m e d i u m  
of p a y m e n t  f u n c t i o n  a l s o  i n c l u d e s  c o n t r a c t u a l  s e t t l e m e n t s ,  s u c h  as  p a y -  
m e n t s  f o r  w a g e s ,  t a x e s ,  i n s u r a n c e  p o l i c i e s ,  b o n d s ,  a n d  the  i n t e r e s t  on 
b o n d s .  

B r o a d l y  s p e a k i n g ,  the  m e d i u m  of p a y m e n t  f u n c t i o n  i n v o l v e s  a l l  
m o n e t a r y  e x p e n d i t u r e s .  Th i s  r a i s e s  e x t r e m e l y  i m p o r t a n t  q u e s t i o n s ,  
and  we  a r e  go ing  to c o m e  b a c k  to i t  l a t e r .  I t  i s  an a s p e c t  o f  the  s u b j e c t  
t ha t  we  a r e  m o r e  c o n s c i o u s  of now t h a n  we  w e r e  20 y e a r s  ago.  The  
long  and  s h o r t  of i t  i s  t ha t  m a r k e t  d e m a n d  e x p r e s s e s  i t s e l f  in the  u s e  of 
m o n e y  as  a m e a n s  of p a y m e n t .  The  p a y m e n t  of m o n e y  c o n s t i t u t e s  e f -  
f e c t i v e  d e m a n d ,  upon  w h i c h  the  e n t i r e  f u n c t i o n i n g  of the  e c o n o m y  d e -  
p e n d s ,  

C h a n g e s  in  m o n e t a r y  e x p e n d i t u r e s  r e p r e s e n t  c h a n g e s  in  m a r k e t  
d e m a n d .  T h e y  c o n s t i t u t e  r e t a r d a t i o n s  o r  s t i m u l a t i o n s  in the  f low of 
m o n e y  p a y m e n t s .  Such  c h a n g e s  in  the  v o l u m e  of e x p e n d i t u r e  a r e  now 
r e g a r d e d  as  the  p r i n c i p a l  d e t e r m i n a n t  of c h a n g e s  in  the  l e v e l  of b u s i n e s s  
a c t i v i t y .  P r o s p e r i t y  o r  d e p r e s s i o n ,  i n f l a t i o n  o r  d e f l a t i o n ,  i n v o l v e  
c h a n g e s  in  m o n e y  p a y m e n t s .  If you  e x a m i n e  f o r e c a s t s  of the  b u s i n e s s  
ou t look ,  you  w i l l  u s u a l l y  f ind  tha t  s o m e b o d y  i s  s a y i n g  t ha t  t o t a l  m o n e y  
p a y m e n t s ,  r e f l e c t i n g ,  p e r h a p s ,  c h a n g e s  in G o v e r n m e n t ,  c o n s u m e r ,  o r  
b u s i n e s s  s p e n d i n g ,  a r e  go ing  to d e c l i n e  o r  a r e  go ing  to r i s e .  

Thus the use of money as a medium of payment embraces a great 
deal more than may be suggested by the expression--medium of ex- 
change. 

The second function is as a standard for stating values. Some 
people say, "a standard of value. " "A standard for stating values" 
puts it a little more sharply. Money is a bookkeeping medium, a 
means of keeping accounts, a contracting medium. Above all, it is a 
pricing medium. You can't have prices without money. When you have 
money, you are bound to have prices. Prices are simply the monetary 
expression of values. It is impossible to have money, except in a 
museum showcase, without having the value of goods and services 



expressed in terms of price. Prices and money are inseparable. 
Money makes it possible to have prices, with all the benefits that fol- 

low and flow from the price system. 

A s  a d e v i c e  fo r  k e e p i n g  r e c o r d s  and a c c o u n t s ,  in  t h i s  m o s t  c o m -  
p l ex  s o c i e t y  of o u r s ,  m o n e y  c l e a r l y  p e r f o r m s  an e s s e n t i a l  func t ion .  
L i k e w i s e ,  i t  i s  u s e d  as  a m e d i u m  fo r  c o n t r a c t s - - a s  a m e a n s  of c o n -  
t r a c t i n g  fo r  i n s u r a n c e  p o l i c i e s ,  G o v e r n m e n t  b o n d s ,  w a g e s ,  r e n t s ,  

s e r v i c e s ,  and  the  l i ke .  

The  t h i r d  f u n c t i o n  of m o n e y  i s  to s e r v e  as  m o n e t a r y  r e s e r v e s .  It  
i s  c h i e f l y  t h r o u g h  the  u s e  of m o n e y  as  r e s e r v e s  tha t  c e n t r a l  b a n k s  u n d e r -  
t ake  to e x e r c i s e  c o n t r o l  o v e r  e c o n o m i c  ac t i v i t y .  R e s e r v e s  a r e  the  b a s i c  
r e g u l a t o r  of the  f i n a n c i a l  s y s t e m  and a p r i m a r y  r e g u l a t o r  of e c o n o m i c  

a c t i v i t y  i n  g e n e r a l .  

T he  f o u r t h  f u n c t i o n  of m o n e y - - m u c h  l e s s  i m p o r t a n t  t han  i t  once  
w a s - - i s  as  a s t o r e h o u s e  of va lue .  M o n e y  i s  a m e d i u m  fo r  a c c u m u l a t i n g  
and s t o r i n g  wea l t h .  Th i s  was  a Very  i m p o r t a n t  f unc t i on  in  the  M i d d l e  
A g e s .  It  i s  s t i l l  i m p o r t a n t  in  t i m e s  of g r e a t  e c o n o m i c  and  p o l i t i c a l  d i s -  
t u r b a n c e .  Thus  a C o m m u n i s t  i n v a s i o n  of  Hong  Kong  d o u b t l e s s  w o u l d  
i m m e d i a t e l y  l e a d  to a t r e m e n d o u s  d e m a n d  fo r  gold  in  n e i g h b o r i n g  c o u n -  
t r i e s .  F o r  the  m o s t  p a r t  h o w e v e r ,  in ou r  c o u n t r y  and  in  g e n e r a l  t h r o u g h -  
out  the  w o r l d ,  t h i s  f u n c t i o n  is  not  as  i m p o r t a n t  as i t  u s e d  t o  be .  Today  
we u s e  s a v i n g s  a c c o u n t s ,  i n s u r a n c e  p o l i c i e s ,  b o n d s ,  and  i n v e s t m e n t s  a s  

a m e a n s  of s t o r i n g  va lue  fo r  the  f u t u r e .  

The  f i f th  and  f ina l  f u n c t i o n  of m o n e y  i s  i t s  c a s h - b a l a n c e  func t ion .  
T h i s  s o m e w h a t  o v e r l a p s  wi th  the  p r e v i o u s  func t ion ,  but  t h e r e  i s  an 
i m p o r t a n t  d i s t i n c t i o n .  By  the  " c a s h  b a l a n c e "  f u n c t i o n  I m e a n  tha t  m o n e y  
i s  u s e d  as  a r e s e r v e  of l i qu id  p u r c h a s i n g  p o w e r .  The  a i m  is  not  to s t o r e  
va lue  f o r  s o m e  m o r e  o r  l e s s  d e f i n i t e  f u t u r e  t i m e ,  but  to p r o v i d e  l i q u i d i t y  
c u r r e n t l y  and  at  once .  It i s  the  a v a i l a b i l i t y  of  m o n e y  tha t  g i v e s  us  the  
p o w e r ,  in  c a s e  we s u d d e n l y  wan t  to d o  so,  t o  buy goods  w h e n  we s e e  a 
good o p p o r t u n i t y ,  s p e c u l a t e  on the  s t o c k  m a r k e t ,  buy a t i c k e t  on the  
t r a i n ,  m a k e  an  u n e x p e c t e d  j o u r n e y ,  o r  be  p r e p a r e d  if  an a c c i d e n t  o c c u r s .  
In  th i s  c a s h - b a l a n c e  f u n c t i o n  the a i m  i s  not  to s t o r e  va lue  fo r  the  f u t u r e  
but  to a c h i e v e  l i q u i d i t y  in the  p r e s e n t .  

I t  i s  o f t e n  s a i d  tha t  m o n e y  i s  the one p e r f e c t l y  l i qu id  a s s e t .  T h e r e  
a r e  d e g r e e s  of l i qu id i t y ,  but  l i q u i d i t y  i s  a l w a y s  d e f i n e d  in  t e r m s  of b e i n g  
l ike  c a s h ,  l i ke  m o n e y  in  the  p o c k e t b o o k .  U n l i k e  any o t h e r  e c o n o m i c  
asset, money possesses this enormously important characteristic, 

4 



"the power of universal command. " Money gives us the power to 

command, as Thomas Carlyle said, merchants to provision us, serv- 
ants to ~wait uponus, soldiers to defend us. This power of universal 
command, which resides in money and money only, has been called the 
most important single fact about money. Its use as a source of liquid 
purchasing power is a major and increasingly recognized function of 
money. 

So m u c h  fo r  the  f u n c t i o n s  of m o n e y .  Now I w i s h  to s h i f t  to a t h i r d  
m a j o r  t o p i e - - " T h e  C h a n g i n g  A s p e c t s  of Money .  " M o n e y ,  a s  I s a i d  
e a r l i e r ,  i s  de f ined  in  t e r m s  of the f u n c t i o n s  i t  p e r f o r m s .  The  t e s t  of 
wha t  i s  m o n e y  l i e s  i n  w h a t  m o n e y  does .  The t e s t  of how good ou r  
m o n e y  i s  l i e s  in  the  s u c c e s s  of i t s  p e r f o r m a n c e  of m o n e t a r y  f u n c t i o n s .  
(One type  of m o n e y  m a y  p e r f o r m  one func t ion ,  a n o t h e r  s o m e  o t h e r  
func t i on .  ) I t  i s  i m p o r t a n t  to r e c o g n i z e  tha t  the  f u n c t i o n s  of m o n e y  
c h a n g e .  Any  change  in  the  f u n c t i o n s  of m o n e y  a l t e r s  the  c r i t e r i a  f o r  
j u d g i n g  the  p e r f o r m a n c e  of m o n e y .  

That which might be a thoroughly satisfactory type of money at one 
time may conceivably be quite unsatisfactory following a change in the 
functions that need to be performed. Changes from a cash-payment 

economy to a credit economy, the development of deposit credit by 
commercial banks, the greater division of labor, all influenced the 
functions and performance of money. Types of money have changed 
wi th  c h a n g e s  in  the  f u n c t i o n s  of m o n e y .  Soc i e ty  d e v e l o p s ,  arid i t  i s  
n e c e s s a r y  t ha t  m o n e y  s hou ld  have  a p p r o p r i a t e  a d a p t a b i l i t y  to c h a n g e .  

Beyond that is the fact that money itself is a dynamic factor. It 
is an instigator of change, a factor that causes change. Money is rec- 
ognized today as a major .causal influence in the functioning of the 
economy. Inflation and deflation are monetary phenomena. Monetary 
relationships play an important role also in international political af- 
faii~s. It is no coincidence that a recent violent political upheaval in 
Brazil followed hard on the heels of monetary difficulties, investment 
troubles, commercial crises, and devaluation of the currency. Heroic 
measures failed to prevent serious political disturbances. That sort 
of thing has happened again and again. 

The level of business activity and whether we have rising prices 
or not are now generally regarded as directly influenced by the flow of 
monetary expenditures. The emphasis upon this aspect of money--that 
of monetary spending as a causal factor--is a new development. It is 
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a s s o c i a t e d  wi th  the  n a m e  of L o r d  K e y n e s ,  w h o s e  i n f l u e n c e ,  e v e n  today ,  
is  e n o r m o u s  and con t inu ing .  The a t t e n t i o n  d i r e c t e d  to the  u s e  of m o n e y ,  
to m o n e t a r y  e x p e n d i t u r e s ,  i s  the  g r e a t e s t  c h a n g e  tha t  h a s  c o m e  o v e r  

m o n e t a r y  d i s c u s s i o n  in  ou r  l i f e t i m e .  

I t u r n  now to m y  f o u r t h  m a j o r  t o p i c - - " T h e  D i s t i n g u i s h i n g  F e a t u r e s  
of M o d e r n  Money .  " I wan t  to d i f f e r e n t i a t e  m o n e y  today  f r o m  tha t  of 
o t h e r  p e r i o d s .  T h e s e  a r e  po in t s  to b e a r  in  m i n d ,  in  o r d e r  to have  an 
u n d e r s t a n d i n g  of m o d e r n  m o n e y  as  c o n t r a s t e d  wi th  m o n e y  of o t h e r  t i m e s  

and  p l a c e s .  

The  f i r s t  d i s t i n c t i v e  f e a t u r e  of m o d e r n  m o n e y  i s  the  s u b o r d i n a t i o n  
of the  c o m m o d i t y  a s p e c t  of m o n e y .  Gold does  not  c i r c u l a t e  at  a l l  and  
s i l v e r  i s  r e l a t i v e l y  l i t t l e  u s e d  c o m p a r e d  wi th  the  pas t .  Gold  i s  s t i l l ,  
of c o u r s e ,  the  l e g a l  b a s i s  of our  m o n e t a r y  s y s t e m  and s e r v e s  as r e -  
s e r v e  m o n e y .  Bu t  e v e n  though  i t  i s  in  ou r  m o n e t a r y  s y s t e m ,  i t  no l o n g -  
e r  c o n t r o l s  the  b e h a v i o r  of m o n e y .  Whi le  l e g a l l y  p r e s e n t ,  gold,  wh ich  
w a s  once  s u p p o s e d  to d e t e r m i n e  ou r  m o n e t a r y  supp ly  and to g o v e r n  the  
m o v e m e n t  of p r i c e s ,  h a s  c e a s e d  to be  the  c o n t r o l l i n g  f a c t o r .  

The  s e c o n d  d i s t i n g u i s h i n g  f e a t u r e  i s  the  p r e d o m i n a n c e  of bank  
m o n e y ,  tha t  i s ,  c h e c k b o o k  m o n e y .  N o w a d a y s ,  a s  I s a id ,  90 p e r c e n t  o r  
m o r e  of a l l  p a y m e n t s  a r e  e f f e c t e d  by m e a n s  of c h e c k s .  Such m o n e y  i s  
c r e a t e d  by the  l e n d i n g  p r o c e s s .  Th i s  i s  a c o m p l i c a t e d  s u b j e c t  and  I a m  
no t  go ing  in to  i t  in  d e t a i l .  You wi l l  h a v e  to t ake  i t  p r e t t y  m u c h  on fa i th .  
What  I wan t  to e m p h a s i z e  now is  t h a t  c h e c k b o o k  m o n e y  i s  c r e a t e d  by 
the  b a n k s '  l e n d i n g  o p e r a t i o n s .  W h e n  t h e y  l e n d  o r  i n v e s t ,  b a n k s  m a y  
b r i n g  about  a d d i t i o n a l  d e p o s i t s ,  and t h o s e  d e p o s i t s  a r e  d r a w n  a g a i n s t  
by c h e c k .  M o d e r n  m o n e y  is  c r e a t e d  by the  l e n d i n g  p r o c e s s .  T h i s  i s  

the  m o d e r n  p h i l o s o p h e r ' s  s t one .  

Now, i t  i s  l a r g e l y  the  c r e d i t  o p e r a t i o n s  of b u s i n e s s  and  the  G o v e r n  .... 
m e n t  tha t  g o v e r n  the  v o l u m e  of publ ic  and p r i v a t e  deb t s  to w h i c h  i s  t i e d  : 
the  m o n e y  supply ,  t t  h a p p e n s  tha t  c r e d i t  i s  r a t h e r  u n s t a b l e .  B e c a u s e  : 
o u r  m o n e t a r y  s y s t e m  is  t i e d  to c r e d i t  and b e c a u s e  of the  i n s t a b i l i t y  oil 
c r e d i t ,  i t  f o l l ows  tha t  m o d e r n  m o n e y  t e n d s  t o  be u n s t a b l e ,  too.  B e i n g  
bank  m o n e y  i t  i s  no l o n g e r  t i e d  as  i t  once  was  to s o m e t h i n g  t a n g i b l e ,  
gold.  It  i s  t i e d  to s o m e t h i n g  r e l a t i v e l y  v o l a t i l e ,  c r e d i t .  

The  t h i r d  f e a t u r e  of m o d e r n  m o n e y  i s  m o r e  o r  l e s s  a c o r o l l a r y  of 
the  f i r s t  two.  I t  i s  t h e  r i s e  of m o n e t a r y  m a n a g e m e n t .  The  q u e s t i o n  of 
w h e t h e r  we shou ld  o r  shou ld  not  h a v e  m o n e t a r y  m a n a g e m e n t  i s  a d e a d  



- 1 8 i  

i s s u e .  We h a v e  i% and  w i l l  c o n t i n u e  to h a v e  i t  as  l ong  as  we  h a v e  a 
c e n t r a l  bank .  We h a v e  h a d  i t ,  in  f a c t ,  e v e r  s i n c e  t h e r e  w a s  a c e n t r a l  
b a n k - - t h a t  i s  o v e r  250 y e a r s .  The  v e r y  p u r p o s e  of a c e n t r a l  b a n k  i s  
to m a n a g e  o u r  m o n e y  so t ha t  i t  w i l l  b e h a v e  b e t t e r  t han  it  o t h e r w i s e  wou ld .  

W h e n  we go f r o m  an  e c o n o m i c  s y s t e m  tha t  i s  r e l a t i v e l y  s i m p l e  to 
one  t ha t  i s  c o m p l e x ,  m o n e t a r y  m a n a g e m e n t  b e c o m e s  i n c r e a s i n g l y  i m p o r -  
t an t .  If we  d o n ' t  h a v e  a c o m m o d i t y  s u c h  as  go ld  to r e g u l a t e  o u r  m o n e y ,  
if  m o n e y  i s  t i e d  to s o m e t h i n g  tha t  i s  i t s e l f  u n s t a b l e  l i k e  c r e d i t ,  t h e n  
t h e r e  i s  n e e d  f o r  s o m e  a u t h o r i t y  to  g ive  c h a r a c t e r  and  s t a b i l i t y  to o u r  
m o n e y .  T h a t  i s  w h a t  o u r  c e n t r a l  bank  a t t e m p t s  to a c c o m p l i s h .  

M o n e t a r y  m a n a g e m e n t  i n v o l v e s  two  c r i t i c a l  r e l a t i o n s h i p s .  One i s  
the  q u a n t i t y  of m o n e y  in  r e l a t i o n  to the  v o l u m e  of goods  and  s e r v i c e s .  
If  the  m o n e y  s u p p l y  w e r e  a l l o w e d  to b e c o m e  too  g r e a t ,  i t  c o u l d  l e a d  to 
i n f l a t i o n .  The  o t h e r  c r i t i c a l  r e l a t i o n s h i p  i s  the  f low of m o n e t a r y  e x p e n d -  
i t u r e s  in  r e l a t i o n  to the  l e v e l  of b u s i n e s s  a c t i v i t y .  The  f i r s t  c r i t i c a l  
r e l a t i o n s h i p  in  the  m a n a g e m e n t  of m o n e y  i s  the  q u a n t i t y  of m o n e y  in  r e -  
l a t i o n  to the  q u a n t i t y  of g o o d s  and  s e r v i c e s  a v a i l a b l e  f o r  p u r c h a s e .  The  
s e c o n d  i s  the  r a t e  of f l ow  of m o n e t a r y  e x p e n d i t u r e s - - w h a t  i s  o f t en  d e -  
s c r i b e d  a s  " e f f e c t i v e  d e m a n d .  " The  e x p e n d i t u r e s  by  c o n s u m e r s ,  i n -  
v e s t o r s ,  and  the  G o v e r n m e n t  add  up  to  the  t o t a l  m a r k e t  f o r  e v e r y t h i n g  
t h a t  i s  p r o d u c e d .  

So m u c h  f o r  the  t h r e e  d i s t i n g u i s h i n g  f e a t u r e s  of m o d e r n  m o n e y .  
Tha t  b r i n g s  m e  to the  q u e s t i o n  of " M o n e t a r y  P o l i c y .  " T h i s  i s  w h a t  I 
u n d e r s t a n d  by  m o n e t a r y  p o l i c y :  I t  i s  the  a t t e m p t  to i n f l u e n c e  m o n e t a r y  
p h e n o m e n a  and  r e l a t i o n s h i p s  in  w a y s  t h a t  w i l l  i m p r o v e  the  f u n c t i o n i n g  
of t he  e c o n o m i c  s y s t e m .  M o n e t a r y  p o l i c y  i n v o l v e s  the  u s e  of m o n e t a r y  
m e a n s  to  m a k e  the  e c o n o m y  w o r k  b e t t e r ,  to i n f l u e n c e  t h o s e  c r i t i c a l  
r e l a t i o n s h i p s  tha t  I r e f e r r e d  to a m o m e n t  ago .  In  s e e k i n g  t ha t  o b j e c t i v e ,  
w e  h a v e  a b a n d o n e d  the  a t t e m p t  to f ind  a p u r e l y  a u t o m a t i c  m o n e t a r y  
s y s t e m .  We h a v e  in  e f f e c t  r e l i n q u i s h e d  a n y  s e r i o u s  hope  of a c h i e v i n g  
a t r u l y  a u t o m a t i c  s y s t e m .  T h a t  d o e s n ' t  m e a n ,  of c o u r s e ,  t ha t  we  c a n -  
no t  hope  f o r  s o m e  e l e m e n t s  of a u t o m a t i c  b e h a v i o r .  

T h e r e  a r e  t h r e e  p r i n c i p a l  a g e n c i e s  of m o n e t a r y  p o l i c y - - t h e  F e d e r a l  
R e s e r v e ,  the  T r e a s u r y ,  and  the  I n t e r n a t i o n a l  M o n e t a r y  F u n d .  T h e  
I n t e r n a t i o n a l  M o n e t a r y  F u n d  w a s  s e t  u p  a t  the  e n d  of W o r l d  W a r  II in  an 
a t t e m p t  to f ind  a s u b s t i t u t e  f o r  the  o ld  go ld  s t a n d a r d  %o f a c i l i t a t e  t r a d e  
b e t w e e n  the  d i f f e r e n t  c o u n t r i e s .  The  F u n d  h a s  not  w o r k e d  as  p e o p l e  h a d  
h o p e d  i t  wou ld .  A f t e r  a l l ,  f e w  t h i n g s  h a v e .  I t  i s  s t i l l  p a r t  of the  m o n e -  
t a r y  s y s t e m  and  i t  i s  s t i l l  t r y i n g  to e s t a b l i s h  o r d e r  in m o n e t a r y  r e l a t i o n -  
s h i p s  t h r o u g h o u t  the  w o r l d .  
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The objectives of monetary policy are several and varied. One 
of the most familiar is "to keep the price level stable," that is, to 
avoid inflation and deflation. It is the attempt, as Eisenhower said 
and as Roosevelt said before him, to achieve a dollar which will have 
the same value to our children that it has for ourselves. 

A second objective is "stable exchange rates. " This pro n~es 
order and stability in monetary relationships with other coun~bies 
throughout the world. I know there are many in the room who fully 

appreciate the importance of that. 

The third objective--there are others I could mention, but I want 
to stress these three particularly--is, "full employment. " This ob- 
jective came in with the New Deal and has been seized upon by critics 
of the New Deal as a point of attack. But I assure you that full employ- 
ment, by one name or another, has become a primary objective of 
monetary policy in this country and in almost every country of the world. 
The expression "full employment" is not altogether clear. It might be 
better to say that we mean high and stable business activity. This has 
become the primary target of monetary management, and we can be 
sure that it will continue to be of prime importance. 

I have spoken about agencies and objectives. What are the methods 
of monetary management today ? They are focused on the two critical 
relationships mentioned earlier. The first is the quantity of money in 
relation to the amount of goods and services available. The second is 
the level of monetary expenditures in relation to the supply of final 
goods available for purchase, in other words not the quantity but the use 

of money. 

The specific measures directed toward influencing monetary quanti- 
ties and monetary expenditures include, first of all, central bank poli- 
cies such as the discount rate, changing the reserve requirements, 
changing the terms of consumer credit, and so forth. They include, 
second, Treasury policies. An example of such fiscal measures is tax 
reduction to stimulate consumer spending, such as is in process at this 
time. Another Treasury device is debt management, as in changes in 
the amount of borrowing by war savings bonds. This may be done with 
a view to reducing the rate of spending and thus combatting inflation, 
or to stimulating spending and thus combatting deflation. 

8 
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Now I c o m e  to the  m o s t  d i f f i cu l t  p a r t  of m y  l e c t u r e ,  and  I a sk  
y o u r  i n d u l g e n c e .  D e s p i t e  the  l i m i t e d  t i m e  at  m y  d i s p o s a l  I wan t  to 
t a k e  up t h r e e  " P r i n c i p l e s  of M o n e t a r y  P o l i c y "  e v e n  if  I can  do l i t t l e  
m o r e  than  b r i n g  t h e m  to y o u r  a t t e n t i o n .  

The  f i r s t  i s  the  p r i n c i p l e  of d e p o s i t  c r e a t i o n .  B a n k s  c r e a t e  m o n e y ;  
t h e y  do i t  in  th i s  way:  You h a v e  to i m a g i n e  b e f o r e  y o u  a "T  a c c o u n t , "  
s e p a r a t e d  in to  a s s e t s  and l i ab i l i t i es : ,  f o r  a l l  the  b a n k s  of the  c o u n t r y .  
T h e n  s u p p o s e  the  G o v e r n m e n t  w a n t s  to b o r r o w .  How is  i t  done  ? The  
p r o c e s s ,  in  g r e a t  o v e r s i m p l i f i c a t i o n ,  i s  as  f o l l o w s :  The  T r e a s u r y  g o e s  
to the  b a n k s  and  a s k s  fo r  a b i l l i o n  d o l l a r s .  The b a n k s  add  to the  a s s e t  
s i d e  of the  "T  a c c o u n t "  ( the b a l a n c e  s h e e t )  the  I O U ' s  of the  G o v e r n m e n t  
f o r  a b i l l i o n  d o l l a r s ,  c a l l i n g  t h e m  an  i n v e s t m e n t .  But  t h e y  d o n ' t  pay 
out  c u r r e n c y ,  p o c k e t b o o k  m o n e y ,  t h a t  a l r e a d y  e x i s t s .  I n s t e a d  of tha t ,  
t h e y  p l a c e  d e m a n d  d e p o s i t s  to the  c r e d i t  of the  G o v e r n m e n t ,  a u t h o r i z i n g  
the  G o v e r n m e n t  to d r a w  c h e c k s  to the  a m o u n t  of a b i l l i o n  d o l l a r s .  

Lo  and b e h o l d ,  we thus  have  the  r e m a r k a b l e  p h e n o m e n o n  of the  
c r e a t i o n  of c h e c k b o o k  m o n e y .  It  h a s  c o m e  about  by s e t t i n g  up d e m a n d  
d e p o s i t s  as  p a r t  of the  p r o c e s s  of l e n d i n g .  Tha t  m o n e y  did  not  e x i s t  
b e f o r e .  It  e x i s t s  b e c a u s e  the  b a n k s  h a v e  l e n t  i t .  I t  c a m e  in to  e x i s t e n c e  
as  p a r t  of the  p r o c e s s  of l e n d i n g .  

You a r e  l i k e l y  to w o n d e r  wha t  h a p p e n s  nex t .  Who i s  go ing  to u s e  
the  m o n e y  tha t  a p p e a r s  w h e r e  i t  d i d n ' t  a p p e a r  b e f o r e  ? What  h a p p e n s  
to the  c h e c k s  d r a w n  a g a i n s t  t h e s e  new d e p o s i t s  ? The  a n s w e r  i s  t ha t  
t h e s e  c h e c k s  a r e  d e p o s i t e d  in  o t h e r  b a n k s ,  and  thus  the  d e p o s i t s  t ha t  
have  c r e a t e d  c o n t i n u e  in  e x i s t e n c e .  E x c e p t  f o r  a s m a l l  a m o u n t  d r a w n  
out  in  the  f o r m  of c u r r e n c y ,  w h i c h  i s  a m i n o r  l i m i t i n g  f a c t o r ,  t h e y  a r e  
r e d e p o s i t e d  aga in  in  the  s a m e  o r  o t h e r  b a n k s ,  and  thus  r e m a i n  in  the  
b a n k i n g  s y s t e m  as  long  as  the  i n v e s t m e n t s  (o r  l o a n s )  tha t  l e d  to t h e i r  
c r e a t i o n  r e m a i n  on  the  b o o k s  of the  b a n k s .  

Tha t ,  in  b r i e f ,  i s  the  way  b a n k s  c r e a t e  m o n e y .  I t  i s  t i e d  to the  
l e n d i n g  o p e r a t i o n .  In the  f ive  y e a r s  f r o m  1941 to 1945, i t  l e d  to a 
t r i p l i n g  of ou r  m o n e y  supp ly .  T h i s  p h e n o m e n o n  c o n t a i n s  g r e a t  p o t e n -  
t i a l i t i e s  f o r  c o n t r i b u t i n g  %o b u s i n e s s  a c t i v i t y  "and ~o the  a c t i v i t i e s '  of the  
G o v e r n m e n t .  At the  s a m e  t i m e  i t  c o n t a i n s  w i t h i n  i t  the  s e e d s  of i n f l a -  
t ion ,  no l e s s  s e r i o u s  t h a n  the  i n f l a t i o n  tha t  c o m e s  abou t  t h r o u g h  the  
p r i n t i n g  of p a p e r  m o n e y .  

Such d e p o s i t s  h a v e  b e e n  c a l l e d  i n v i s i b l e  g r e e n b a c k s .  To d e s c r i b e  
t h e m  in  t ha t  way  i s  not  to c r i t i c i z e  the  p r o c e s s  of d e p o s i t  c r e a t i o n .  I t  
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i s  d o u b t l e s s  a good th ing .  Bu t  i t  i s  d a n g e r o u s  u n l e s s  i t  i s  w e l l  m a n -  
aged .  That  is  by w a y  of i n t r o d u c t i o n  to y o u r  s p e a k e r  of t o m o r r o w  who 

w i l l  d i s c u s s  F e d e r a l  R e s e r v e  po l i cy .  

My s e c o n d  b a s i c  p r i n c i p l e  i s  t he  quan t i t y  t h e o r y  of m o n e y .  The  
quan t i t y  of m o n e y  i s  i m p o r t a n t ,  a c c o r d i n g  to t h o s e  who  ho ld  the  quan-  
t i t y  t h e o r y ,  b e c a u s e  i t  i s  the  p r i m a r y  f a c t o r  d e t e r m i n i n g  the  l e v e l  of 
p r i c e s .  The  t h e o r y  of m o n e y  i s  u s u a l l y  d e f i n e d  in  t h i s  way:  P r i c e s  
(P)  a r e  equa l  to the  quan t i ty  of m o n e y  (M), m u l t i p l i e d  by the  v e l o c i t y  
(V), and d i v i d e d  by T. In  o t h e r  w o r d s  P = MV w h e r e  T r e p r e s e n t s  

- T -  
the  to t a l  of a l l  t r a n s a c t i o n s .  (I t ake  i t  tha t  you  h a v e  a l l  r e a d  y o u r  
h o m e w o r k  and  know wha t  I m e a n .  ) The  quan t i t y  t h e o r y  of m o n e y  does  
m o r e  than  s ay  tha t  p r i c e s  a r e  e q u a l  to  MV. It  s a y s  tha t  P i s  p a s s i v e - -  

T 
d e t e r m i n e d ,  not  d e t e r m i n i n g .  In  the  m o r e  r i g i d  f o r m  of the  t h e o r y ,  i t  
s a y s  f u r t h e r  tha t  V and T a r e  no t  l i k e l y  to c h a n g e  v e r y  m u c h ;  t h e r e -  
f o r e  tha t  M is  the  c r i t i c a l  f a c t o r  to wa tch .  

Tha t  w a s  the  d o m i n a n t  m o n e t a r y  t h e o r y  un t i l  about  1933. I t  i s  s t i l l  
i m p o r t a n t  but  p e o p l e  a r e  s o m e w h a t  d i s i l l u s i o n e d  wi th  it. I t  i s  to be r e -  
g a r d e d  as  e m p h a s i z i n g  one v e r y  c r i t i c a l  f a c t o r ,  M, in  the  r e l a t i o n  of 
the  v o l u m e  of m o n e y  to the  v o l u m e  of goods  and  s e r v i c e s .  I t h ink  i t  i s  
f a i r  to  s ay  tha t  p o l i c i e s  of the  c e n t r a l  bank ,  the  F e d e r a l  R e s e r v e ,  a r e  
l a r g e l y  c o n c e r n e d  wi th  a p p l y i n g  the  quan t i t y  t h e o r y  of m o n e y ,  e s p e -  
c i a l l y  in i t s  l e s s  r i g i d  f o r m .  

The third principle is one with which the Treasury is most con- 
cerned in its operations, although the Federal Reserve also takes more 
cognizance of it than was once the case. That is the theory of total ef- 
fective demand to which I referred before. You will find this a very 
helpful principle to remember, one that will contribute substantially 

to your understanding of economic developments. 

The p r i n c i p l e  of t o t a l  e f f e c t i v e  d e m a n d  s a y s  tha t  at  any  g i v e n  t i m e  
t h e r e  i s  s o m e  i d e a l  l e v e l  of t o t a l  m o n e t a r y  e x p e n d i t u r e s  by s o c i e t y  
w h i c h  wi l l  p r o d u c e  ful l  e m p l o y m e n t  w i thou t  i n f l a t ion .  The  i d e a  i s  tha t  
if  t h e r e  i s  m o r e  s p e n d i n g  t h a n  the  i d e a l  a m o u n t ,  i n f l a t i o n  w i l l  r e s u l t .  
If  t h e r e  i s  l e s s  s p e n d i n g  t h a n  the  i d e a l  a m o u n t ,  t h e r e  w i l l  be  r i s i n g  
u n e m p l o y m e n t  and  d e p r e s s i o n .  Tha t  i s  the  e s s e n c e  of the  p r i n c i p l e  of 
t o t a l  e f f e c t i v e  d e m a n d .  It  h a s  b e c o m e  a m a j o r  guide  to po l i cy .  It  i s  
the  b a s i s  of m o s t  c u r r e n t  e c o n o m i c  f o r e c a s t s .  I t  i s  the  p r i n c i p a l  t oo l  
of f i s c a l  p o l i c y  and  an  i n d i s p e n s a b l e  t o o l  of m o n e t a r y  p o l i c y  at  any  
• l e v e l .  
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The p r i n c i p l e  of to ta l  e f f ec t ive  demand  i s  a l e g a c y  of the  " g r e a t  
d e p r e s s i o n "  and of d e v e l o p m e n t s  s i nce  tha t  t ime .  I t  i s  the b r a i n  chi ld  
of L o r d  K e y n e s ,  though i t  h a s  gone t h rough  m a n y  m o d i f i c a t i o n s  s ince .  
I t  i s  a s  much  a guiding p r i n c i p l e  of the E i s e n h o w e r  a d m i n i s t r a t i o n  as  
i t  was  of the  a d m i n i s t r a t i o n s  tha t  p r e c e d e d  i t .  

Those  a r e  the  t h r e e  m a j o r  p r i n c i p l e s :  the  p r i n c i p l e  of depos i t  
c r e a t i o n ,  which  i s  a f a c t u a l  m a t t e r ;  the  quan t i t y  t h e o r y  of money ,  
which  puts  ch ie f  e m p h a s i s  on quan t i t a t i ve  r e l a t i o n s h i p s ;  and the p r i n c i -  
p le  of to ta l  e f f ec t ive  demand ,  which ,  wh i l e  an a b s t r a c t i o n ,  i s  the  b a s i s  
fo r  e x p l a i n i n g  c h a n g e s  in  the  l e v e l  of b u s i n e s s  ac t i v i t y .  

In  c o n c l u s i o n  I w i s h  to u n d e r s c o r e  one f a c t - - m o n e y  is  a m e c h a n i s m .  
I t  i s  a p iece  of m a c h i n e r y .  I t s  func t ions  r e l a t e  to e x c h a n g e ,  p a y m e n t ,  
p r i c i n g ,  c o n t r a c t i n g .  Money  i s  a dev ice  fo r  a c c o m p l i s h i n g  those  ends .  
The  gold s t a n d a r d  w a s  a p a r t i c u l a r  type  or  mode l  of m o n e t a r y  m e c h a -  
n i s m ,  j u s t  as  a Pon t i a c  i s  a p a r t i c u l a r  type  of au tomob i l e .  So was  the  
p a p e r  s t a n d a r d .  O u r  p r e s e n t  m a n a g e d  m o n e t a r y  s y s t e m  i s  a n o t h e r  such  
mode l  and,  l ike  any  o t h e r  m o n e t a r y  s y s t e m ,  m u s t  be judged on the b a s i s  
of how w e l l  i t  f u l f i l l s  the  b a s i c  m o n e t a r y  func t ions .  I t  i s  good ff i t  
w o r k s  we l l ; - i t  i s  bad if  i t  d o e s n ' t .  

H i s t o r y  does  not  r e v e a l  any  m o n e t a r y  s y s t e m  tha t  w o r k e d  a l t o g e t h e r  
s a t i s f a c t o r i l y .  When  we h e a r  s o m e o n e  c o m p l a i n  about  our  p r e s e n t  
m o n e t a r y  s y s t e m  o r  our  m o n e t a r y  o v e r l o r d s ,  i t  i s  i m p o r t a n t  to r e m e m -  
b e r  tha t  t h e r e  was  l i k e w i s e  g r e a t  d i s s a t i s f a c t i o n  wi th  the  i n t e r n a t i o n a l  
gold s t a n d a r d .  M o r e o v e r ,  t ha t  s t a n d a r d  b r o k e  down m o r e  t h a n  once.  
N o t w i t h s t a n d i n g  p r e s e n t  d i f f i cu l t i e s  and d i s s e n s i o n s ,  i t  m a y  we l l  be 
tha t  we have ,  u n d e r  the F e d e r a l  R e s e r v e ,  the  T r e a s u r y ,  and the I n t e r -  
n a t i o n a l  M o n e t a r y  Fund,  a b e t t e r  m o n e t a r y  m e c h a n i s m  than the w o r l d  
h a s  e v e r  s e e n  be fo re ;  and, m o r e o v e r ,  one tha t  w i l l  i m p r o v e  s t i l l  f u r -  
t h e r  in the  y e a r s  tha t  l i e  ahead .  

DR. H U N T E R :  Dr.  W h i t t l e s e y ,  why don ' t  m o r e  people  go in to  the 
bank ing  b u s i n e s s  i f  t h e r e  i s  t h i s  w o n d e r f u l  o p p o r t u n i t y  fo r  m a k i n g  
m o n e y  in the s i m p l e  m a n n e r  tha t  you d e s c r i b e d  ? 

DR. WHITTLESEY: I could give you some facetious reasons, but 
there are some serious ones too. Partly as a result of controls within 
the system itself and partly as a result of legislation, there are pretty 
substantial limits to the process of creating money. While all the 

banks viewed collectively can create money, no single bank can do so. 
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Suppose '  t ha t  a b a n k e r  d e c i d e s  t ha t  %his i s  e a s y  m o n e y ;  he  w i l l  

m a k e  a b ig  loan  w h e r e  the  o t h e r  b a n k s  w o n ' t .  He l e n d s  a m i l l i o n  do l -  
l a r s ,  c r e a t i n g  a m i l l i o n  d o l l a r s  of a d d i t i o n a l  d e p o s i t s  on the  b o o k s  of 
h i s  bank .  I m m e d i a t e l y  c h e c k s  w i l l  be  d r a w n  a g a i n s t  t h o s e  new d e -  
p o s i t s .  P r i o r  to t h i s  he  w a s  g e t t i n g  as  m a n y  c h e c k s  c o m i n g  in ,  i n  h i s  
f a v o r ,  as  w e r e  d r a w n  a g a i n s t  h i m  so  tha t  h i s  c u r r e n t  b a l a n c e  w a s  even .  
Now he  w i l l  be  s u b j e c t  t o  a s u d d e n  d r a i n  on  h i s  r e s e r v e s  to m e e t  the  
a d v e r s e  c l e a r i n g h o u s e  b a l a n c e .  Th i s  d r a i n  of r e s e r v e s  w i l l  c a u s e  h i s  
r e s e r v e s  to  f a l l  b e l o w  the  l e g a l  l i m i t .  E v e n  i n  the  a b s e n c e  of a l e g a l  
l i m i t  h e  w o u l d  be  r e s t r i c t e d  s i n c e  he  w o u l d  s i m p l y  r u n  out  of c a s h  and  

b e c o m e  b a n k r u p t .  

T h e  p r o c e s s  of d e p o s i t  c r e a t i o n  can  g o  on  a c t i v e l y  on ly  w h e n  a l l  
b a n k s  a r e  e n g a g i n g  i n  i t .  T h a t  wou ld  be at  a t i m e  l i ke  a w a r  o r  a g e n -  
e r a l  b o o m .  Suppose  a l l  b a n k s  b e g i n  to g ive  out  c r e d i t  too  f r e e l y .  Tha t  
i s  w h e r e  the  F e d e r a l  R e s e r v e  s t e p s  in.  I t  i s  the  f u n c t i o n  of the  c e n t r a l  
b a n k - - i f  t h e  n o r m a l  o p e r a t i o n  of the  m a r k e t  d o e s n ' t  r e g u l a t e  t h i s  p r o c -  
e s s  of d e p o s i t  e x p a n s i o n  and  p r e v e n t  i t  f r o m  g e t t i n g  out  of b a l a n c e - - t o  
do c e r t a i n  t h i n g s  to p r e v e n t  the  b a n k s  f r o m  l e n d i n g t o o  m u c h ,  f r o m  
c r e a t i n g  too  m a n y  d e p o s i t s .  T h e y  c a n  do i t  by r a i s i n g  t h e  r e s e r v e  r e -  
q u i r e m e n t s .  T h e y  can  do i t  by  o t h e r  m e t h o d s  tha t  Mr .  Wayne  w i l l  

d e s c r i b e  to  you  t o m o r r o w .  

QUESTION:  Dr .  W h i t t l e s e y ,  you  m a d e  the  r e m a r k  tha t  if  t h e r e  
w e r e  a C o m m u n i s t  i n v a s i o n  of Hong  Kong,  i t  w o u l d  i m m e d i a t e l y  c r e a t e  
a d e m a n d  fo r  go ld  and  t h e r e  wou ld  be  a c o n s e q u e n t  i n c r e a s e  in  the  p r i c e  
of gold  in  l o c a l  m a r k e t s .  I h a v e  h e a r d  tha t  s t a t e m e n t  m a n y  t i m e s ,  but  
I s t i l l  d o n ' t  u n d e r s t a n d  it .  Wi l l  you e x p l a i n  i t  ? 

D R .  W I t I T T L E S E Y :  Such a d e v e l o p m e n t  h a s  o c c u r r e d  a g a i n  and  
aga in .  The  i d e a  i s  s i m p l y  tha t  a t  a t i m e  of u n r e s t  o r  p o l i t i c a l  c r i s i s ,  
p e o p l e  wan t  to  ge t  t h e i r  w e a l t h  i n  as  s m a l l  a c o m p a s s  as  p o s s i b l e ,  so  
t ha t  i t  w i l l  be  t r a n s p o r t a b l e .  T h e y  w a n t  to c o n v e r t  i% in to  s o m e  c o m -  
m o d i t y  tha t  t h e y  can  m o v e ,  t a k e  wi th  t h e m .  Gold  m e e t s  t h i s  r e q u i r e -  
m e n t  b e t t e r  t h a n  a l m o s t  a n y t h i n g  e l s e  and  c o n s e q u e n t l y  a p r e m i u m  

d e v e l o p s  on gold.  

D o e s  %hat a n s w e r  y o u r  q u e s t i o n  ? 

QUESTION: To some extent. But I don't understand the signifi- 

cance of I-long Kong and Macao. 
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DR.  W H I T T L E S E Y :  T h e r e  i s  no s i g n i f i c a n c e  to  t h o s e  two c i t i e s  
as  c o m p a r e d  w i t h  o t h e r s .  I t  cou ld  h a p p e n  a t  any  spo t  in  the  w o r l d ,  i n -  
c l u d i n g  t h i s  c o u n t r y .  M o n e y  i s  a s t o r e h o u s e  of v a l u e  and  the  p r e m i u m  
on go ld  i s  a p h e n o m e n o n  of p r i c e s .  P a y m e n t  of a p r e m i u m  on gold  i s  
a m e a n s  to  the  p r e s e r v i n g  of w e a l t h ,  w h i c h  h a s  n o t h i n g  to  do wi th  M a c a o  
o r  H o n g  Kong .  T h e y  a r e  j u s t  h a n d y  e x a m p l e s .  

QUESTION:  Is  t h e r e  any  h i s t o r y  of c u r r e n c y  i n c r e a s i n g  in v a l u e  
i n s t e a d  of d e p r e c i a t i n g  ? I t  a l w a y s  s e e m s  to go one  way.  

DR.  W H I T T L E S E Y :  I t  i s . v e r y  t r u e  tha t  the  g e n e r a l  t r e n d  h a s  b e e n  
t o w a r d  d e p r e c i a t i o n  of c u r r e n c i e s .  Bu t  t h e r e  a r e  e x c e p t i o n s ;  t h e r e  
h a v e  b e e n  c u r r e n c i e s  tha t  w e n t  up. F o r  e x a m p l e ,  a t  the  t i m e  of the  
C i v i l  W a r ,  the  A m e r i c a n  d o l l a r  d e p r e c i a t e d  to abou t  50 c e n t s .  B y  
1879 we w e r e  b a c k  on the  go ld  s t a n d a r d  and  p r i c e s  w e r e  c o n s i d e r a b l y  
l o w e r  t h a n  t h e y  h a d  b e e n  b e f o r e .  The  s a m e  t h i n g  h a p p e n e d  a f t e r  the  
F i r s t  W o r l d  W a r .  T h e r e  h a v e  b e e n  c a s e s  of  r e v a l u a t i o n  u p w a r d .  T h e r e  
h a v e  b e e n  no c a s e s ,  h o w e v e r ,  w h e r e  m o n e y  r o s e  in  v a l u e  to a n y t h i n g  
l i ke  the  e x t e n t  t ha t  i t  h a s  d e p r e c i a t e d  in  va lue .  

T h e r e  i s  a v e r y  i n t e r e s t i n g  and  s u r p r i s i n g  po in t  tha t  I m i g h t  m e n -  
t ion.  I n d e x e s  of w h o l e s a l e  c o m m o d i t y  p r i c e s  show tha t  in  1925 and  
a l s o  in  1941 a d o l l a r  w o u l d  buy as  m u c h  as  i t  w o u l d  i n  1800. L e t  m e  
s a y  tha t  aga in ,  b e c a u s e  i t  i s  h a r d  to b e l i e v e .  The  d o l l a r  w o u l d  buy as  
m u c h - - a  t h o u s a n d  d o l l a r s  wou ld  buy as  l a r g e  a h e a p  of w h e a t ,  i r o n ,  
coa l ,  and  s e l e c t e d  o t h e r  t h i n g s - - 1 4 0  y e a r s  l a t e r  a s  i t  did in  1800. Tha t  
s u r p r i s i n g  f ac t  i s  a c c o u n t e d  f o r  in  t h i s  way :  M a n y  t h i n g s  h a v e  b e c o m e  
m o r e  e x p e n s i v e ,  but  o t h e r  t h i n g s  w h i c h  w e r e  m a n u f a c t u r e d ,  f o r  e x -  
a m p l e ,  i r o n  n a i l s ,  w h i c h  w e r e  f o r m e r l y  b e a t e n  out  on  an  a n v i l  but  a r e  
now s q u e e z e d  out  by a m a c h i n e ,  h a v e  b e c o m e  m u c h  c h e a p e r .  

T h e r e  h a v e  b e e n  on ly  f o u r  p e r i o d s  of s u b s t a n t i a l  i n f l a t i o n  in  the  
U n i t e d  S t a t e s .  E v e r y  one  of t h e m  was  a s s o c i a t e d  wi th  a g r e a t  w a r - -  
t h e  W a r  of 1812, the  C i v i l  W a r ,  W o r l d  W a r  I, and  W o r l d  W a r  II. T h e r e  
h a s  b e e n  no c a s e  of  p e a c e t i m e  i n f l a t i o n  of any  c o n s e q u e n c e  in  the  U n i t e d  
S t a t e s .  Tha t  s u g g e s t s  t ha t  ff we  avo id  a s e r i o u s  w a r ,  we can  r e a s o n -  
ab ly  h o p e  to m a i n t a i n  the  p u r c h a s i n g  p o w e r  of the  d o l l a r .  

QUESTION:  On th i s  m a t t e r  of m o n e t a r y  p o l i c y  and  k e e p i n g  a 
s t a b l e  p r i c e  l e v e l ,  i t  s e e m s  to m e  I h a v e  h e a r d  the  a r g u m e n t  tha t  
p e r m i t t i n g  s o m e  i n f l a t i o n  to c o n t i n u e  o v e r  a l e n g t h  of  t i m e  w i l l  k e e p  
up  b u s i n e s s  e n t e r p r i s e  and  k e e p  p e o p l e  fu l ly  e m p l o y e d .  On the  o t h e r  
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hand I have heard if said that we should have some deflation in order to 
get better production. The consumers represent one side and labor the 

other. Would you comment on that ? 

DR. WHITTLESEY: There are different points of view on that, and 
you stated them well. Everybody recognizes the desirability of relative 
price stability. If we had to choose, however, between conditions of 
mass unemployment with a constant level of prices and full employment 
with moderately rising prices, I think that we would abandon price sta- 

bility. 

In the period of the great depression they coined a word--reflation. 

Reflation meant getting prices which had gone too low to go up, more 
or less back to where they were before. More recently somebody 
coined another word--disinflation--where you try to get prices down. 
Each of these terms relates to a modified form of price stability. It 
means that you don't want to stabilize at either too low or too high a 

level. 

Money, as I mentioned earlier, is a dynamic factor. When prices 
rise, costs tend to lag, and that makes profits high. Now profits are 
the moving influence in economic activity. Thus in a period of infla- 
tion, business is stimulated--though not always in a healthy manner. 
It has been said: "If the tires of business are sagging, let us pump 
them up with a little monetary inflation." Unless we are extremely 
doctrinaire, we are likely to feel that a certain discretion should be 
allowed as to whether the time has come for a little deflation or a 
little reflation. That is precisely what the central bank is supposed 
to determine. Somebody has to make the decision as to whether the 
time has come for this action or that, for this objective or the other, 
for one technique or another. That is the reason we have a central 
bank. It is basically what I referred to as constituting monetary man- 

agement. 

QUESTION:  Would  you say  a l i t t l e  about  the  d i s t i n c t i o n  b e t w e e n  
an  e x p a n d i n g  e c o n o m y  and i n f l a t i on ,  r i s i n g  p r i c e s ,  and o t h e r  a s p e c t s  

tha t  m i g h t  a p p e a r  to be e x p a n s i o n  ? 

DR. W H I T T L E S E Y :  Y e s ,  and  I w i l l  t r y  to cut  i t  s h o r t ,  b e c a u s e  

tha t  cou ld  be  a v e r y  l e n g t h y  d i s c u s s i o n .  

Fundamentally we want more goods and services. The average 
standard of living is a simple fraction--goods and services divided 
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b y  p o p u l a t i o n .  We w a n t  an  e x p a n d i n g  e c o n o m y  in  the s e n s e  t ha t  we  
w a n t  m o r e  goods  and  s e r v i c e s ,  and  p e r h a p s  m o r e  m e a n s  of d e f e n s e  and  
a l l  the  r e s t .  We d o n ' t  w a n t  the  e x p a n s i o n  to t a k e  the  f o r m  m e r e l y  of 
r a i s i n g  the  p r i c e s  on the  e x i s t i n g  v o l u m e  of goods  and  s e r v i c e s .  We 
a r e  in  f a v o r  of the  f i r s t  type  of e x p a n s i o n  and  o p p o s e d  to e x p a n s i o n  of 

the  m e r e t r i c i o u s  t y p e ,  w h i c h  i s  i n f l a t i o n .  

To the  e x t e n t  tha t  we  c a n  ge t  e x p a n s i o n  in  a r e a l  s e n s e ,  t hen ,  a n d  
to the  e x t e n t  t ha t  m o n e t a r y  p o l i c y  c a n  c o n t r i b u t e  t h e r e t o ,  i t  i s  a good 
th ing .  B u t  m o n e t a r y  p o l i c y  h a s  a l w a y s  h a d  the  f u n c t i o n  a l s o ,  s t i l l  
w i t h i n  the  l i m i t s  of m u l t i p l e  o b j e c t i v e s ,  of c o m b a t t i n g  the  e x p a n s i o n  
t ha t  c o n s i s t s  m e r e l y  of r a i s i n g  p r i c e s .  M o n e y  h a s  c e r t a i n  f u n c t i o n s  
to p e r f o r m .  One  is  as  a m e d i u m  of e x c h a n g e ;  a n o t h e r  i s  a s  a m e d i u m  
of c o n t r a c t i n g .  I n f l a t i o n  a l t e r s  c o n t r a c t s ,  u p s e t s  b u s i n e s s  a c t i v i t i e s ,  

c r e a t e s  a b n o r m a l  s t i m u l i .  

DR.  H U N T E R :  H a s  a l i t t l e  i n f l a t i o n  c o m e  to be  t hough t  of as  
e s s e n t i a l  by  and  l a r g e  and  in  the  long  r u n  f o r  an  e x p a n d i n g  e c o n o m y  ? 

DR. W H I T T L E S E Y :  In  a s i t u a t i o n  s u c h  as  we  h a d  in  1932, w h e n  
d e f l a t i o n  h a d  w r o u g h t  m a n y  e v i l s ,  t h e r e  w a s  g e n e r a l  a g r e e m e n t  t ha t  
s o m e  i n f l a t i o n  w o u l d  be  h e l p f u l .  E v e n  at  a t i m e  s u c h  as  we  h a v e  now,  
t h e r e  a r e  a f ew e c o n o m i s t s  and  o t h e r s  who  th ink  t h a t  we  s h o u l d  h a v e  
s o m e  i n f l a t i o n  in  o r d e r  to s t i m u l a t e  the  e c o n o m y .  I d o n ' t  a g r e e .  We 
h a v e  t o d a y  a h igh  l e v e l  of e m p l o y m e n t  and  a l m o s t  c o m p l e t e  s t a b i l i t y  of 
the  p r i c e  l e v e l .  A g r e a t  d e a l  d e p e n d s  on how v i g o r o u s  we  t h i n k  the  
e c o n o m y  i s ,  how s t r o n g  d e m a n d  in  t h i s  c o u n t r y  c a n  be  w i t h o u t  the m o n e -  
t a r y  p u m p ,  the  s t i m u l u s  of i n f l a t i o n .  If I w e r e  v e r y  p e s s i m i s t i c ,  as  
m a n y  w e r e  in the  p e r i o d  of the  t h i r t i e s ,  c o n c e r n i n g  the  s t r e n g t h  of 
A m e r i c a n  i n d u s t r y  and  A m e r i c a n  c o n s u m e r s ,  t h e n  I w o u l d  be  in  f a v o r  
of i n f l a t i o n .  B u t  I h a v e  c o n f i d e n c e  t ha t ,  u n d e r  G o d - - a n d  w i th  the  h e l p  
of the  T r e a s u r y  and  the  F e d e r a l  R e s e r v e - - w e  can  a c h i e v e  s a t i s f a c t o r y  

levels of business activity without inflation. 

QUESTION:  D o e s  the  f a c t  t ha t  the  C a n a d i a n  d o l l a r  h a s  p a s s e d  the  
A m e r i c a n  d o l l a r  r e c e n t l y  m e a n  t ha t  the  C a n a d i a n s  h a v e  b e t t e r  m a n a g e -  
m e n t ,  l e s s  i n f l a t i on ;  o r  w h a t  i s  the  s i g n i f i c a n c e  of i t  ? 

DR. W H I T T L E S E Y :  I t  i s  a m a t t e r  of s u p p l y  and  d e m a n d .  Wha t  
h a s  h a p p e n e d  i s  t h i s :  The  d e m a n d  f o r  goods  and  s e r v i c e s  b e t w e e n  the  
two c o u n t r i e s ,  and  p a r t i c u l a r l y  the  d e s i r e  of A m e r i c a n s  to put i n v e s t -  
m e n t s  in  C a n a d i a n  e n t e r p r i s e s ,  l i ke  o i l  w e l l s  and  u r a n i u m  m i n e s ,  h a s  
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been such as to cause the amount of American dollars to be high rela- 
tive to the amount of Canadian dollars; supply and demand make their 
dollar dearer than ours. 

Now, p e r s o n a l l y ,  I th ink  tha t  wha t  i s  c a l l e d  f l e x i b l e  e x c h a n g e  r a t e s - -  
w h e r e  we a l low t h e s e  t h ings  to h a p p e n  in  r e s p o n s e  to supp ly  and d e m a n d - -  
i s  d e s i r a b l e .  Whi le  a c e r t a i n  d e g r e e  of m o v e m e n t  i s  a l l  r i g h t ,  d i s c r e -  
t ion  s h o u l d  be e x e r c i s e d  to p r e v e n t  r a n d o m  and d i s t u r b i n g  f l u c t u a t i o n s .  
Who i s  go ing  to d e c i d e  ? Wel l ,  ou r  m o n e t a r y  a u t h o r i t i e s  h a v e  tha t  job.  
The  I n t e r n a t i o n a l  M o n e t a r y  F u n d  h e l p s  to look  a f t e r  it. Bu t  as  b e t w e e n  
the  C a n a d i a n  and  the  A m e r i c a n  d o l l a r  at  the  p r e s e n t  t i m e  I t h i n k  the  
s i t u a t i o n  is  p r e t t y  good.  

QUESTION: Doctor, during the discussion period yesterday it was 
brought out that the gross national product for 1953 was 367 billion dol- 
lars; that the figures up to this point in 1954 indicate that there was a 
considerable drop, down to 350 billion. There was considerable con- 
cern about that. Would you please comment on the importance of invest- 
ment in connection with the national ability to maintain the national prod- 
uct. 

DR. WHITTLESEY: We were in an inflationary situation from 1940 
to 1953. As soon as we get to a point where the tide turns and, instead 
of having inflation, we have steady prices and some rise in unemploy- 
ment, people begin to say: "Deflation is coming' We must do some- 
thing to put people back to work. " I believe that our judgment was better 
5 or I0 years ago when we said that 3 million unemployed was compatible 
with a healthy economy. We should not get so excited when we have 3 
million or so unemployed. We should have confidence in natural forces, 
without thinking of immediate resort to Government interference. The 
present situation seems better than operating under forced draft. May- 
be this is a more normal condition than with millions working on over- 
time. 

I a d m i t  tha t  wha t  I a m  s a y i n g  i n v o l v e s  c a l c u l a t e d  r i s k .  But  I a m  
c o n v i n c e d  tha t  we  h a v e  a s t r o n g  and v i g o r o u s  e c o n o m y ,  wi th  s u f f i c i e n t  
d r i v e  w i th in  i t  to m o v e  f o r w a r d  e v e n  if  u n e m p l o y m e n t  s h o u l d  r i s e  at  
t i m e s  to 4 o r  5 m i l l i o n .  I b e l i e v e  tha t  we  can  a f f o r d  to r e l y  m o r e  fu l ly  
upon  the  f o r c e s  of i n n e r  p o w e r  and s t r e n g t h  w h i c h  we s ay  ou r  s y s t e m  
and o u r  c o u n t r y  p o s s e s s .  I wou ld  l i ke  to s e e  t h e m  t r i e d  b e c a u s e  I h a v e  
c o n f i d e n c e  in  t h e m .  
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DR. HUNTER: Our time is up. I thank you, Dr. Whittlesey, on 
behalf of the Commandant and all the rest of us for a very valuable 
contribution to our knowledge. 

(22 Oct 1954--250)S/en 
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