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M r .  E d w a r d  A. Wayne ,  F i r s t  V i c e  P r e s i d e n t ,  F e d e r a l  R e s e r v e  
Bank  of R i c h r n o n d ,  was  b o r n  in E a u  C l a i r e ,  South C a r o l i n a ,  M a r c h  
1903. F r o m  1936 to 1940 he was  ch ie f  e x a m i n e r  for  the South C a r o l i n a  
B o a r d  of Bank  Con t ro l ;  in  19 40 he was  e l e c t e d  E x e c u t i v e  S e c r e t a r y  of 
the  N o r t h  C a r o l i n a  B a n k e r s  A s s o c i a t i o n ;  and has  b e e n  in h i s  p r e s e n t  
pos i t i on  s ince  May 1953. M r .  Wayne  has  b e e n  fo r  s e v e r a l  y e a r s  a 
m e m b e r  of the f acu l ty  at  the G r a d u a t e  School  of Bank ing  at  R u t g e r s  
U n i v e r s i t y ,  ha s  t augh t  in the School  of B u s i n e s s  A d m i n i s t r a t i o n  at  the 
U n i v e r s i t y  of R i c h m o n d ,  and w a s  a l e c t u r e r  in c l a s s e s  s p o n s o r e d  by 
the  A m e r i c a n  Ins t i tu t e  of Bank ing .  In 1950 he was  " d r a f t e d "  by the  
B o a r d  of G o v e r n o r s  of the F e d e r a l  R e s e r v e  S y s t e m  as  ac t ing  ch ie f  of 
the S y s t e m ' s  D iv i s ion  of E x a m i n a t i o n ,  l a t e r  s p e c i a l  a d v i s e r  to the B o a r d .  
He is  the au tho r  of m a n y  a r t i c l e s  on bank ing  and e c o n o m i c s  tha t  a p p e a r e d  
in n u m e r o u s  f i n a n c i a l  j o u r n a l s ,  c o a u t h o r  of " M u n i c i p a l s ,  " an a u t h o r i -  
t a t i ve  s tudy  of p r o b l e m s  in m u n i c i p a l  f i n a n c e .  Th i s  is  h i s  f i r s t  l e c t u r e  

a t  the I n d u s t r i a l  C o l l e g e .  
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BANKS AND THE BANKING SYSTEM 

1 September 1954 

DR. KRESS: G e n e r a l  Nib lo ,  M i s s  B o u t e l l ,  g e n t l e m e n :  One  of  m y  
f a c u l t y  a s s o c i a t e  g r o u p s  s u g g e s t e d  t h a t  we m i g h t  f ind  s o m e  p r a c t i c a l  
a p p l i c a t i o n  of t h e s e  t h i n g s  we a r e  t a l k i n g  abou t  in the  "Wal l  S t r e e t  
J o u r n a l ,  " and  I a m  h a p p y  t o  c o n c u r  in t h a t  r e c o m m e n d a t i o n .  A l s o  I 
wou ld  r e c o m m e n d  the  " N e w  Y o r k  T i m e s "  as  b e i n g  a l i t t l e  b r o a d e r  in  
i t s  c o v e r a g e .  

We h a v e  had  v a r i o u s  d o c t o r s  on t h i s  p l a t f o r m .  T h e r e  a r e  v a r i o u s  
k i n d s  of d o c t o r s .  T h e r e  a r e  the  M . D .  's  d e s c r i b e d  a s  m o d e r a t e l y  d u m b ;  
the  D . D .  ' s ,  d a r n  d u m b ;  and the  P h . D .  ' s ,  p h e n o m i n a l l y  d u m b .  O u r  
s p e a k e r  t h i s  m o r n i n g  i s  not  c u r s e d  in t h a t  r e s p e c t  a t  a l l ,  j u d g i n g  f r o m  
a c a r e f u l  r e a d i n g  of h i s  b i o g r a p h y .  But  A l f r e d  M a r s h a l l ,  one  of the  
g r e a t  e c o n o m i s t s  of b y g o n e  d a y s ,  s a i d  t h a t  t h e r e  w e r e  f ive  q u a l i t i e s  t h a t  
an  e c o n o m i s t  m u s t  h a v e - - p e r c e p t i o n ,  i m a g i n a t i o n ,  r e a s o n ,  sy rnpa thy~  
and  c a u t i o n .  O u r  s p e a k e r  t h i s  m o r n i n g  i s  a b a n k e r ;  I a m  s u r e  t h o s e  
a r e  the  q u a l i t i e s  of a b a n k e r  a s  w e l l  a s  an  e c o n o m i s t .  

I h a v e  no t  p r e v i o u s l y  had  the  p l e a s u r e  of h e a r i n g  M r .  W a y n e ,  bu t  
I h a v e  s e e n  the  f i l m  of w h i c h  he  i s  the  n a r r a t o r  and  w h i c h  you  wi l l  s e e  
t h i s  a f t e r n o o n .  You wi l l  t h e n  h a v e  a c h a n c e  to c h a l l e n g e  h i s  v i e w s .  
M r .  W a y n e  i s  a g r e a t  t e a c h e r  a s  w e l l  a s  a g r e a t  b a n k e r .  

M r .  W a y n e ,  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 .  

MR.  WAYNE:  T h a n k  you ,  D r .  K r e s s .  G e n e r a l  Niblo:  I a m  h o n -  
o r e d  to  be on the  p l a t f o r m .  L a s t  y e a r  t h i s  t a l k  w a s  g i v e n  by  D r .  W a t r o u s  
H.  I r o n s  f r o m  D a l l a s .  When  I r e c e i v e d  the  i n v i t a t i o n ,  I w r o t e  D r .  I r o n s  
and  to ld  h i m  t h a t  s o m e h o w  the  f i r s t  t e a m  m u s t  be  i n v o l v e d  in  s o m e t h i n g  
e l s e  b e c a u s e  the  s c r u b s  had  b e e n  c a l l e d  in .  I to ld  h i m  I w o u l d  do m y  
b e s t  to  f i l l  in f o r  h i m  and to  p l e a s e  g ive  m e  a l e a d  as  to how a t t e n t i v e  
t he  g r o u p , w a s .  

He said he had no difficulty at all, attention was quite keen, but 
he  w a s  no t  qu i te  s u r e  w h e t h e r  i t  w a s  the  s c i n t i l l a t i n g  c o m m e n t s  of t he  
s p e a k e r  o r  t he  p r e s e n c e  of the  A d m i r a l .  T h i s  m o r n i n g  we  wi l l  h a v e  to  
r e l y  on the  G e n e r a l  and  I f e e l  f a i r l y  s a f e  in t h a t  r e s p e c t .  
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I a m  g lad  to  be  h e r e  to  d i s c u s s  w i t h  y o u  the  b a n k i n g  s y s t e m .  T h e  
b a n k i n g  s y s t e m  in A m e r i c a  h a s  g r o w n  and  c h a n g e d  o v e r  t he  y e a r s  to  
m e e t  c h a n g i n g  r e q u i r e m e n t s  and  c h a n g i n g  p o p u l a t i o n ,  to  m e e t  t he  g r o w t h  

of  A m e r i c a .  It  i s  no t  a p l a n n e d  s y s t e m .  

I a m  s u r e  t h a t  e a c h  of u s ,  i f  we  m a d e  a s t u d y  of b a n k i n g  o r  e c o -  
n o m i c s  and  w e r e  g i v e n  a c l e a n  s h e e t  of  p a p e r ,  w o u l d  be  s a t i s f i e d  in  
o u r  own m i n d s  t h a t  we cou ld  d e v e l o p  a m u c h  b e t t e r  s y s t e m  t h a n  we h a v e  
in  A m e r i c a .  I a m  not  s u r e  we  c o u l d ,  bu t  we a l l  r e c o g n i z e  t h a t  we  d o n ' t  
h a v e  a c l e a n  s h e e t  of p a p e r .  We n e v e r  s t a r t  w i t h  a c o m p l e t e l y  c l e a n  
s h e e t .  We s t a r t  w i t h  w h a t  we  h a v e .  We s t a r t  w i t h  t he  t h i n g s  t h a t  h a v e  
g r o w n  up o v e r  t he  y e a r s .  We s t a r t  w i t h  t h e  t r a d i t i o n s  of o u r  f a t h e r s ,  

the  p l a n s  w h i c h  t h e y  m a d e .  

I h a v e  b e e n  f a s c i n a t e d  in  m y  c o n n e c t i o n  wi th  t he  F e d e r a l  R e s e r v e  
S y s t e m - - w h i c h  we t h i n k  of as~ the  k e y  to  the  b a n k i n g  a r c h  of A m e r i c a ,  
t h e  k e y s t o n e - - t o  l o o k  b a c k  in  t h e  r e c o r d  of t he  f o u n d i n g  of t he  s y s t e m  
and  d i s c o v e r  r a t h e r  c l e a r l y  t h a t  the  m e n  who  bu i l t  t h e  s y s t e m  bu i l t  m a n y  

t h i n g s  t h a t  t h e y  w e r e  u n a w a r e  of .  

I s u p p o s e  t h a t  i s  t r u e  w i t h  m i l i t a r y  s c i e n c e .  I h a v e  h e a r d  i t  s a i d  
t h a t  y o u  ge t  in to  t r o u b l e  b y  f i g h t i n g  t h e  l a s t  w a r  i n s t e a d  of t he  n e x t  o n e .  
T h a t ,  i f  t r u e ,  i t  s e e m s  to  m e ,  i s  no t  l i m i t e d  to  m i l i t a r y  s c i e n c e .  It  
i s  t r u e  of e c o n o m i c s ;  i t  i s  t r u e  of b a n k i n g .  In e s t a b l i s h i n g  the  F e d e r a l  
R e s e r v e  S y s t e m  to m e e t  t he  p a r t i c u l a r  n e e d  of A m e r i c a ,  t h e y  d e s i g n e d  
s o m e t h i n g  to  m e e t  an  old  n e e d ;  h o w e v e r ,  t h e y  l e f t  i t  s u f f i c i e n t l y  f l e x i b l e  
so  t h a t  i t  c o u l d  be  d y n a m i c  and  g r o w ,  to  c h a n g e  to  m e e t  t he  n e e d s  of 
t h e  n e w  d a y s .  T h e  c o m m e r c i a l  b a n k s ,  too ,  h a v e  c h a n g e d .  

L e t  u s  go b a c k  and  t a k e  a l o o k  a t  t he  b a n k i n g  s t r u c t u r e  in  A m e r i c a  
a n d  s e e  w h a t  i t  i s ,  w h a t  m a k e s  it: t i c k .  One  t h i n g  y o u  n o t i c e  a b o u t  
t h e  A m e r i c a n  b a n k i n g  s y s t e m  i s  t h e  m u l t i p l i c i t y  of b a n k s .  T h a t  i s ,  
too ,  a p h e n o m e n o n  r e s p o n s i v e  to  t h e  A m e r i c a n  d e v e l o p m e n t .  We p u s h e d  
w e s t w a r d  r a p i d l y ,  o p e n i n g  up a c o n t i n e n t .  We p u s h e d  a w a y  f r o m  f i n a n -  
c i a l  c e n t e r s .  F i n a n c i a l  c e n t e r s  w e r e  a b r o a d ,  a s  a m a t t e r  of f a c t ,  and  
we  u n d e r t o o k  to  d e v e l o p  a b a n k i n g  s y s t e m  t h a t  m e t  o u r  own n e e d s .  We 
w e r e  an  i n d i v i d u a l i s t i c  p e o p l e - - s t i l l  a r e ,  I l i k e  to  t h i n k .  T h e  e x p r e s s i o n  
of t h a t  w a s  t he  g r o w t h  of a m u l t i t u d e  of l o c a l  b a n k s ,  u n r e l a t e d ,  u n a s s o -  
c i a t e d  w i t h  one  a n o t h e r ,  e a c h  one  o p e r a t i n g  a s  t h o u g h  i t  w e r e  t h e  on ly  
b a n k  in  A m e r i c a ,  o p e r a t i n g  w i t h o u t  r e g a r d  f o r  t he  e f f e c t  of i t s  o p e r a -  

t i o n s  upon  o t h e r  b a n k i n g  i n s t i t u t i o n s .  

As  a r e s u l t  of  t h a t  d o g - e a t - d o g  a t t i t u d e  w i t h i n  t h e  b a n k i n g  s y s t e m ,  
s o m e  of t he  c h a p t e r s  in  A m e r i c a n  b a n k i n g  m a k e  l u r i d  r e a d i n g .  S o m e  
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m a k e  v e r y  i n t e r e s t i n g  r e a d i n g .  S o m e  of  t h e  c o m m e n t s  of  o u r  s l a n g  
e x p r e s s i o n s  a r o s e  ou t  of t h e  e x p e r i e n c e s  in  t h e  e a r l y  d a y s .  

T a k e  " w i l d c a t  b a n k i n g ,  " f o r  i n s t a n c e - - a  l i t t l e  o v e r  a h u n d r e d  y e a r s  
a g o ,  b a n k s  in  m y  h o m e  c o u n t r y - - d o w n  in t h e  C a r o l i n a s - - i s s u e d  a l o t  
of  b a n k  n o t e s  w h i c h ,  i t  w a s  h o p e d ,  w o u l d  n o t  b e  p r e s e n t e d  t o o  s o o n .  
A g e n t s  f o r  t h e  b a n k s  w e r e  a p p o i n t e d  and  s e n t  i n t o  K e n t u c k y  to  b u y  w h a t -  
e v e r  t h e y  c o u l d  w i t h  t h e  b a n k  n o t e s ,  b u t  t o  b u y  f a r  e n o u g h  a w a y  s o  t h a t  
t h e  n o t e s  w o u l d n ' t  be  p r e s e n t e d  v e r y  Soon .  T h e  a g e n t s  s a i d ,  " H o w  f a r  
a w a y ? "  T h e y  w e r e  t o ld ,  "Go ou t  t h e r e  w h e r e  t h e r e  i s  n o t h i n g  l e f t  b u t  
a f e w  t r a p p e r s  a n d  w i l d c a t s .  " T h u s  t he  e x p r e s s i o n  " w i l d c a t  b a n k i n g "  
w a s  b o r n .  

The agents did exactly that. They went into Kentucky, Tennessee, 
and the Middle West, wherever they could buy something of value with 
banks notes; they bought it and brought it back to the East. The means 
of transportation were very primitive and slow. The bank notes were 
a pretty long time getting back for payment. There were terrific dis, 
counts and at times men suffered great losses. Traders couldn't even 
guess what the value of the medium of exchange was with which they 
were dealing. 

T h e  b a n k s  t h e m s e l v e s  a t t e m p t e d  to  c u r e  t h e  s i t u a t i o n  a n d  e s t a b l i s h e d  
c l e a r i n g  h o u s e  a s s o c i a t i o n s .  T h e  a r e a s  c o v e r e d  w e r e  s c a t t e r e d  t h r o u g h -  
o u t  t h e  c o u n t r y  and  t h e  a s s o c i a t i o n s  d e m a n d e d  100 p e r c e n t  of  v a l u e .  SO 
A m e r i c a n  b a n k i n g  b e g a n  t h e  p r o c e s s  of  i n t e g r a t i o n .  

T h e n  a l o n g  c a m e  s o m e t h i n g  t h a t  h a s  b e e n  r e f e r r e d  to  a s  t h e  C i v i l  
W a r  and  in s o m e  p l a c e s  a s  t h e  W a r  of  R e b e l l i o n .  W h e r e  I c o m e  f r o m  
i t  i s  c a l l e d  t h e  W a r  B e t w e e n  t h e  S t a t e s .  Out  of  t h a t  m i l i t a r y  t r i a l  of  
o u r  N a t i o n  w a s  b o r n  t h e  n a t i o n a l  b a n k i n g  s y s t e m .  Up t o  t h a t  t i m e ,  a f t e r  
t h e  e x p e r i e n c e  w i t h  t w o  f e d e r a l l y  c h a r t e r e d  b a n k s - - t h e  F i r s t  B a n k  of  
t h e  U n i t e d  S t a t e s ,  w h i c h  go t  i n v o l v e d  in  p o l i t i c s ,  r e s u l t i n g  in  a r e f u s a l  
t o  r e n e w  i t s  2 0 - y e a r  c h a r t e r ;  a n d  t he  S e c o n d  B a n k  of  t he  U n i t e d  S t a t e s  
w h i c h  n o t  o n l y  go t  i n v o l v e d  in p o l i t i c s  b u t  go t  i n v o l v e d  w i t h  A n d r e w  J a c k s o n ,  
a n d  i t s  c h a r t e r  d e f i n i t e l y  e x p i r e d - - w e  r e l i e d  u p o n  t h e  b a n k s  w i t h  s t a t e  
c h a r t e r s .  

E v e r y b o d y  b e l i e v e d  t h a t  t h e  e s t a b l i s h m e n t  of  t h e  n a t i o n a l  b a n k i n g  
s y s t e m  m e a n t  t h e  d e a t h  o f  t h e  s t a t e  b a n k i n g  s y s t e m s ,  bug t h e y  w e r e  
w r o n g .  T h e  t w o  s y s t e m s  h a v e  g r o w n  s i d e  b y  s i d e  u n t i l  t o d a y  we h a v e  j u s t  
u n d e r  1 4 , 0 0 0 b a n k s ,  of  w h i c h  4 , 8 5 6 - - t h e s e  a r e  t h e  o n l y  s t a t i s t i c s  I h a v e  
s o  d o n ' t  w o r r y - - a r e  n a t i o n a l  b a n k s  and  9 , 1 2 5  a r e  s t a t e  b a n k s ,  a t o t a l  o f  
1 3 , 9 8 1 ,  w i t h  p e r h a p s  4, 000 b r a n c h e s .  
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Now in addition t o  t h a t  t o t a l  of c o m m e r c i a l  b a n k s ,  t h e r e  a r e  528 
m u t u a l  s a v i n g s  b a n k s  c o n c e n t r a t e d  in  t h e  N o r t h e a s t ,  in  B a l t i m o r e ,  a n d ,  
s t r a n g e l y  e n o u g h ,  in  t h e  P a c i f i c  N o r t h w e s t .  H o w  t h a t  i d e a  j u m p e d  
c l e a r  a c r o s s  t h e  c o u n t r y  w i l l  b e  a n  i n t e r e s t i n g  s t u d y  i f  s o m e b o d y  w i l l  
m a k e  i t  one  of t h e s e  d a y s .  B u t  t h e  m u t u a l  s a v i n g s  i d e a  i s  p r i m a r i l y  a 
N e w  E n g l a n d  i d e a .  S u c h  b a n k s  a r e  v e r y  w e l l  e s t a b l i s h e d  in  N e w  E n g l a n d  
a n d  N e w  Y o r k ,  w i t h  a s o r t  o f  i s l a n d  of  t h e m  in  B a l t i m o r e ,  s o m e  v e r y  
s c a t t e r e d  o n e s ,  a n d  t h e n  t h e y  j u m p  a l l  t h e  w a y  to  t h e  P a c i f i c  N o r t h w e s t .  

T h e y  s e r v e  a p a r t i c u l a r  n e e d .  

T h e s e  p a r a l l e l  b a n k i n g  s y s t e m s  b e g a n  to  g r o w ,  a n d  c h a r t e r i n g  b e -  
c a m e  w h a t  one  g r e a t  A m e r i c a n  of  a n o t h e r  g e n e r a t i o n  c a l l e d  " c o m p e t i t i o n  
in  l a x i t y ,  " e v e r y o n e  t r y i n g  to  s e e  h o w  m a n y  he  c o u l d  c h a r t e r  in  c o m -  
p e t i t i o n  w i t h  t h e  o t h e r .  W h e n  we  c a m e  to  t h e  e c o n o m i c  c r i s i s  of  t h e  
t h i r t i e s ,  we  h a d  a b o u t  3 0 , 0 0 0  b a n k s  in  t h e  U n i t e d  S t a t e s .  T h i s  l e d  to  
a t e r r i f i c  w e e d i n g  ou t  p r o c e s s  w h i c h  c a m e  in  t h e  g r e a t  d e p r e s s i o n .  S u b -  
s e q u e n t l y  and  a s  a r e s u l t  of t h a t  e x p e r i e n c e ,  t h e r e  d e v e l o p e d  n e w  f e a t u r e s  
of  A m e r i c a n  b a n k i n g  w h i c h  I w i l l  c o m e  to  in  a m o m e n t  b e c a u s e  I h a v e  
s k i p p e d  o v e r  one  t h a t  I w a n t  t o  t a l k  a b o u t .  

A s  t h i s  t r e m e n d o u s  s p r e a d  of i n d i v i d u a l  b a n k s  t o o k  p l a c e ,  t h e  
A m e r i c a n  p e o p l e  b e g a n  to  r e c o g n i z e  t h a t  t h e y  n e e d e d  s o m e  k i n d  of  u n i -  
f y i n g  i n f l u e n c e ,  a n d ,  a s  i s  f r e q u e n t l y  t h e  c a s e ,  t h e y  l o o k e d  a b r o a d .  
T h e y  l o o k e d  a t  t h e  E n g l i s h  e x p e r i e n c e  w i t h  t h e  B a n k  of  E n g l a n d ;  t h e y  
l o o k e d  a t  t h e  e x p e r i e n c e  of  o t h e r  c o u n t r i e s  a n d  d e c i d e d  t h a t ,  a f t e r  a l l ,  

w e  n e e d e d  a c e n t r a l  b a n k .  

B u t  a g a i n  s t r o n g  l o c a l  p r i d e  w a s  f e l t  in  t h e  h a l l s  of  C o n g r e s s ,  s o  
t h a t  in  t h e  e s t a b l i s h i n g  f i n a l l y  of  a~ c e n t r a l  b a n k  in  t h e  U n i t e d  S t a t e s - -  
w h a t  we  k n o w  a s  t h e  F e d e r a l  R e s e r v e  S y s t e m - - m u c h  of  t h i s  s t r o n g  
l o c a l  p r i d e  f o u n d  e x p r e s s i o n  in  t h e  n a t u r e  of  t h e  i n s t i t u t i o n  w h i c h  w a s  

e s t a b l i s b ~ a .  

So  we  h a v e  a s  a k e y s t o n e  of  o u r  b a n k i n g  s t r u c t u r e  o u r  F e d e r a l  
R e s e r v e  S y s t e m ,  a n  i n s t i t u t i o n  ( o r  g r o u p  of i n s t i t u t i o n s )  w h i c h  i s  p a r t l y  
p u b l i c  in  n a t u r e  b u t  p r i v a t e  in  o w n e r s h i p .  A l l  of  t h e  s t o c k  of t h e  F e d e r a l  
R e s e r v e  b a n k s  i s  o w n e d  by  t h e  m e m b e r  b a n k s ,  b u t  t h e  U n i t e d  S t a t e s  i t -  
s e l f  h a s  t h e  r e s i d u a l  i n t e r e s t  i n  t h e  e v e n t  of  d i s s o l u t i o n .  

Y o u  h a v e  a c e n t r a l  b i n k  w i t h  12 m o r e  o r  l e s s  i n d e p e n d e n t  b a n k s  
a n d  one  u n i f y i n g  b o a r d  Ln W a s h i n g t o n .  E a c h  of  t h e  12 b a n k s  i s  o p e r a t e d  
b y  9 d i r e c t o r s ,  o f  w h i c h  6 a r e  e l e c t e d  b y  t h e  m e m b e r  b a n k s  a n d  3 a r e  
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a p p o i n t e d  by  the  B o a r d  of G o v e r n o r s  h e r e  in  W a s h i n g t o n .  T h e  B o a r d  
of G o v e r n o r s  in t u r n  i s  a p p o i n t e d  by  the  P r e s i d e n t  of  the  Un i t ed  S t a t e s ,  
by  and  wi th  t he  c o n s e n t  of t h e  S e n a t e .  T h e  d i r e c t o r s  of t he  12 b a n k s  
e l e c t  the  o f f i c e r s .  T h e  o f f i c e r s  " m a n a g e "  the  b a n k s .  T h e  b a n k s  p e r -  
f o r m  s e r v i c e  f u n c t i o n s  as  w e l l  a s  p o l i c y  f u n c t i o n s .  

Wi th  t h a t  t h o u g h t ,  l e t  us  m o v e  f o r w a r d  now to the  d e p r e s s i o n  of 
the  t h i r t i e s .  In the  g r e a t  d e p r e s s i o n  of the  t h i r t i e s ,  w i t h  t he  b a n k  f a i l -  
u r e s  w h i c h  r e s u l t e d ,  t h e r e  a r o s e  a s t r o n g  u n d e r c u r r e n t  of d e m a n d  f o r  
p r o t e c t i o n  a g a i n s t  b a n k  f a i l u r e s .  I h a r e  h e a r d  t he  f a i l u r e s  of A m e r i c a n  
b a n k s  d u r i n g  the  d e p r e s s i o n  r e f e r r e d  to  as  the  A m e r i c a n  m e t h o d  ,for the  
r e d i s t r i b u t i o n  of w e a l t h .  I d o n ' t  know w h e t h e r  t h a t  is  a c o r r e c t  s t a t e m e n t .  

In a s e n s e ,  t r a n s f e r  of p r o p e r t y  t o o k  p l a c e .  L o a n s  had  b e e n  m a d e  
and  p l a n t s  had  b e e n  b u i l t .  Whi l e  m a n y  l o a n s  c o u l d n ' t  be  r e p a i d ,  the  p l a n t s  
w e r e  s t i l l  t h e r e .  T h e  p r o d u c t i v e  c a p a c i t y  f i n a n c e d  by  t h e s e  u n p a i d  l o a n s  
w a s  s t i l l  in e x i s t e n c e  e v e n  t h o u g h  m a n y  d e p o s i t o r s  s u f f e r e d  s e v e r e  l o s s e s .  
A m e r i c a n s  d i d n ' t  l i k e  t h i s  t y s t e m  of " r e d i s t r i b u t i o n  of w e a l t h "  so  a new 
m o v e m e n t  b e g a n  to  d e v e l o p  i n s u r a n c e  of  d e p o s i t s  and  to  r e s t o r e  and  
s t r e n g t h e n  c o n f i d e n c e  in A m e r i c a n  b a n k i n g .  T h i s  r e s u l t e d  in the  e s t a b -  
l i s h m e n t  of the  F e d e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t i o n .  

T h a t  i s  a q u i c k  r u n d o w n  of the  i n s t i t u t i o n a l  s t r u c t u r e  of t he  A m e r i c a n  
b a n k i n g  s y s t e m .  We h a v e  the  n a t i o n a l  b a n k s ,  w h i c h  a r e  c h a r t e r e d  by  
t h e  F e d e r a l  G o v e r n m e n t ;  we h a v e  the  s t a t e  b a n k s ,  w h i c h  a r e  c h a r t e r e d  
by  the  48 S t a t e s ;  we  h a v e  m u t u a l  s a v i n g s  b a n k s ,  w h i c h  a r e  c h a r t e r e d  by  
t h e  S t a t e s  in w h i c h  t h e y  a r e  d o m i c i l e d .  We h a v e  a s t r o n g  s e n s e  nf S t a t e s  
r i g h t s  p e r v a d i n g  the  b a n k i n g  s y s t e m ,  so  m u c h  so  t h a t  the  F e d e r a l l y  
c h a r t e r e d  b a n k s  o n l y  h a v e  the  b r a n c h i n g  p o w e r s ,  a c c o r d e d  to  the  s t a t e  
b a n k s  of the  S ta t e  in w h i c h  t h e y  a r e  d o m i c i l e d .  

S o m e o n e  h a s  s u g g e s t e d  t h a t  we h a v e ,  not  one b a n k i n g  s y s t e m ,  bu t  
49; w i t h  t he  F e d e r a l  R e s e r v e  S y s t e m  and  the  F e d e r a l  D e p o s i t  I n s u r a n c e  
C o r p o r a t i o n  s u p e r i m p o s e d  upon  a l l  of t h e m .  A c t u a l l y  we have  a r a t h e r  
e f f e c t i v e  b a n k i n g  s y s t e m ,  f a i r l y  w e l l  a d j u s t e d  to  A m e r i c a ' s  n e e d s  and  
p r e s e r v i n g  a h e a l t h y  a m o u n t  of f r e e d o m .  

T h e r e  a r e  6 ,753  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 ,  out  of  
13 ,981  c o m m e r c i a l  b a n k s .  Al l  n a t i o n a l  b a n k s  a r e  r e q u i r e d  to  be  m e m -  
b e r s .  S t a t e  b a n k s  m a y  jo in  if  t h e y  a p p l y  and  m e e t  c e r t a i n  r e q u i r e -  
m e n t s .  Bu t  t h o s e  6 ,753  m e m b e r  b a n k s  ho ld  85 p e r c e n t  of the  b a n k i n g  
r e s o u r c e s  of the  c o u n t r y .  T h i s  b a n k i n g  s t r u c t u r e  h a s  g r o w n  v e r y  

r a p i d l y  in  r e s o u r c e s  in the  l a s t  d e c a d e .  



The  t o t a l  r e s o u r c e s  of the  b a n k i n g  s y s t e m  of the  U n i t e d  S t a t e s  a s  
of 31 D e c e m b e r  1953 w e r e  219 b i l l i o n  d o l l a r s ;  t o t a l  d e p o s i t s ,  201 b i l -  
l i on  d o l l a r s .  The  d i f f e r e n c e  r e p r e s e n t s  l a r g e l y  c a p i t a l  l i a b i l i t i e s  and  
a l i t t l e  b o r r o w e d  m o n e y .  The  d e p o s i t s  a r e  d i v i d e d  in to  c o m m e r c i a l  
d e p o s i t s - - 1 7 6  b i l l i o n  d o l l a r s  h e l d  by  c o m m e r c i a l  b a n k s ;  24 b i l l i o n  d o l -  

l a r s ,  by  m u t u a l  s a v i n g s  b a n k s .  

T h e  v a l u e  of t he  A m e r i c a n  d o l l a r ,  i t s  p u r c h a s i n g  p o w e r ,  i s  of  
t r e m e n d o u s  i m p o r t a n c e  to  y o u  and  to  m e  as  c i t i z e n s .  It i s  i m p o r t a n t  
to  a l l  of u s ,  not  on ly  a s  i n d i v i d u a l s  bu t  in o u r  o f f i c i a l  c a p a c i t y .  It  i s  
t r e m e n d o u s l y  i m p o r t a n t  to  u s  c o l l e c t i v e l y ,  f o r  i n s t a n c e ,  in t he  p u r c h a s e  
of r e q u i r e m e n t s  f o r  t he  m i l i t a r y  s d r v i c e s .  What  y o u  ge t  f o r  y o u r  d o l -  
l a r s  i s  the  v a l u e  of the  d o l l a r .  We h a v e  had  to  l e a r n  o v e r  t he  y e a r s  t h e  
e c o n o m i c  p r i n c i p l e ,  w h i c h  h a s  b e e n  in t h e  t e x t b o o k s  a long  t i m e  bu t  m o s t  
of u s  a r e  j u s t  b e g i n n i n g  to  l e a r n  i t ,  t h a t  the  v a l u e  of m o n e y  i s  an e q u a -  
t i o n - - a  s o r t  of  u n e a s y  b a l a n c e  b e t w e e n  the  a m o u n t  of m o n e y  on h a n d  and  
the  goods  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 :  

Now the  b a n k i n g  s y s t e m  by  i t s  v e r y  p r o c e s s  of o p e r a t i o n  a c t u a l l y  
c r e a t e s  m o n e y ,  and  t h a t  c r e a t i v e  p r o c e s s  c a n  be  a v e r y  d i s t u r b i n g  f a c t o r .  
L e t  us  t a k e  a l ook  a t  i t .  W h a t  i s  b e h i n d  y o u r  m o n e y ?  T h e r e  w e r e  m a n y  
p e o p l e  who  f e l t  t h a t  m o n e y  c o n s i s t e d  on ly  of c u r r e n c y  and co in .  We h a v e  
l e a r n e d  t h a t  b a n k  d e p o s i t s  a r e  m o n e y ,  e v e n  m o r e  e f f e c t i v e  t h a n  a c t u a l  
c u r r e n c y  and  c o i n  b e c a u s e  m o s t  of the  b u s i n e s s  t r a n s a c t i o n s  of the  
c o u n t r y  a r e  e f f e c t u a t e d - - t h a t  i s ,  s e t t l e m e n t  is  m a d e - - t h r o u g h  b a n k  
c h e c k s .  So o u r  m o n e y  a c t u a l l y  c o n s i s t s  no t  on ly  of m o n e y  in  c i r c u l a t i o n ,  

b u t  of d e p o s i t s .  

T a k e  a ~ook a t  w h a t  i s  b a c k  of i t .  We h a v e  d e m a n d  d e p o s i t s  and  we 
h a v e  t i m e  d e p o s i t s .  T o g e t h e r  t h e y  m a k e  up t h i s  d e p o s i t  s t r u c t u r e  w h i c h  
i s  the  p r i n c i p a l  p a r t  of o u r  m o n e y  s u p p l y - - d e p o s i t s  r a t h e r  t h a n  c u r r e n c y .  

B a c k  of t he  d e m a n d  d e p o s i t s  we  h a v e  the  a s s e t s  of the  b a n k i n g  s y s t e m ,  
a p o r t i o n  of w h i c h  i s  r e q u i r e d  r e s e r v e s .  T h e s e  r e s e r v e s  v a r y  w i t h  the  
n a t u r e  and  l o c a t i o n  of the  b a n k .  A b a n k  in a c e n t r a l  r e s e r v e  c i t y  wou ld  
be  r e q u i r e d  to  c a r r y  20 p e r c e n t  of  i t s  d e m a n d  d e p o s i t s  on d e p o s i t  w i th  
t h e  F e d e r a l  R e s e r v e  S y s t e m .  N e w  Y o r k  and  C h i c a g o ,  t he  m o n e y  c e n -  
t e r s  of  t he  c o u n t r y ,  a r e  t he  on ly  c e n t r a l  r e s e r v e  c i t i e s .  

The  b a n k s  in  r e s e r v e  c i t i e s - - W a s h i n g t o n ,  C l e v e l a n d ,  St. L o u i s ,  
R i c h m o n d ,  and  so  o n - - w o u l d  k e e p  18 p e r c e n t ;  a l l  o t h e r  F e d e r a l  R e s e r v e  
m e m b e r  b a n k s  k e e p  12 p e r c e n t w i t h  us ;  and  a l l  m e m b e r  b a n k s  k e e p  

p e r c e n t  a g a i n s t  t h e i r  t i m e  d e p o s i t s .  
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T h e  r e s e r v e  r e q u i r e m e n t s  of  b a n k s  w h i c h  a r e  n o t  m e m b e r s  of  t h e  
F e d e r a l  R e s e r v e  S y s t e m  a r e  d e t e r m i n e d  by  t h e  l a w s  of  t h e  c h a r t e r i n g  
S t a t e  a n d  u s u a l l y  c o n s i s t  of  v a u l t  c a s h  p l u s  d e p o s i t s  in  o t h e r  b a n k s .  

T h e s e  r e q u i r e d  r e s e r v e s  of  m e m b e r  b a n k s - - d e p o s i t s  w h i c h  t h e s e  
b a n k s  k e e p  in  t h e  F e d e r a l  R e s e r v e  b a n k s :  20 p e r c e n t ,  18 p e r c e n t ,  
12 p e r c e n t  of  d e m a n d  d e p o s i t s ,  and  5 p e r c e n t  o f  t i m e  d e p o s i t s - - p l u s  
n o t e s  in  c i r c u l a t i o n  c o n s t i t u t e  t h e  p r i n c i p a l  l i a b i l i t i e s  of  t h e  F e d e r a l  
R e s e r v e  b a n k s .  

A g a i n s t  t h o s e  t w o  i t e m s ,  m e m b e r  b a n k  r e s e r v e s  and  n o t e s  in  c i r -  
c u l a t i o n ,  we  in t u r n  m u s t  k e e p  a m i n i m u m  r e s e r v e  of  25 p e r c e n t  in  g o l d  
c e r t i f i c a t e s .  T h e  g o l d  c e r t i f i c a t e s  a r e  n o t h i n g  m o r e  t h a n  w a r e h o u s e  
r e c e i p t s  f o r  g o l d  b a r s  a t  F o r t  K n o x .  T h i s  g e t s  c o m p l i c a t e d .  T h e  t i t l e  
t o  t h i s  g o l d  r e s t s  in  t h e  U n i t e d  S t a t e s  o f  A m e r i c a .  T h e  T r e a s u r y  i s s u e s  
c e r t i f i c a t e s  t o  u s  a n d  we  m u s t  h o l d  t h e s e  t o  m e e t  o u r  g o l d  r e s e r v e  r e -  
q u i r e m e n t s ;  f o r  t h e  d i f f e r e n c e  b e t w e e n  t h e  g o l d ' c e r t i f i c a t e s  a n d  t h e  t o t a l  
o u t s t a n d i n g  l i a b i l i t i e s ;  we  m u s t  h o l d  o t h e r  a s s e t s - - m a i n l y  G o v e r n m e n t  
s e c u r i t i e s .  

So b a c k  of  c u r r e n c y  in c i r c u l a t i o n  t h e r e  m u s t  b e  a t  l e a s t  25 p e r c e n t  
i n  g o l d ;  t h e  b a l a n c e  m u s t  b e  i n  e i t h e r  G o v e r n m e n t  s e c u r i t i e s  o r  s o - c a l l e d  
e l i g i b l e  p a p e r .  T h e r e  i s  s o  l i t t l e  of  t h a t  t o d a y  I w o n ' t  e v e n  m e n t i o n  i t .  

B a c k  of  d e p o s i t s  t h e r e  m u s t  b e  t h e s e  p e r c e n t a g e  r e s e r v e s  on d e p o s i t  
w i t h  t h e  c e n t r a l  b a n k s ;  a g a i n s t  t h o s e  r e s e r v e s ,  t h e  c e n t r a l  b a n k  m u s t  
i n  t u r n  k e e p  25 p e r c e n t  i n  g o l d .  So t h e  k e y  to  t h e  a b i l i t y  o f  t h e  b a n k i n g  
s y s t e m  of  t h e  U n i t e d  S t a t e s  t o  e x p a n d  a n d  t h e  i n f l u e n c e  w h i c h  m i g h t  f o r c e  
a c o n t r a c t i o n  i s  in  t h e  f i n a l  a n a l y s i s ,  g o l d .  O n l y  in  a m u l t i p l e  of  f o u r  
of  t h e  g o l d  w h i c h  we  h o l d ,  m o n e t a r y  g o l d  s t o c k ,  c a n  we  m u l t i p l y  t h e  
r e s e r v e s ;  in  t u r n ,  t h e  b a n k i n g  s y s t e m  c a n  m u l t i p l y  d e p o s i t s ,  o n l y  a s  a 
m u l t i p l e  of  b a n k  r e s e r v e s .  T h e r e f o r e ,  i f  s o c i e t y ,  o r  t h e  G o v e r n m e n t ,  
o r  s o c i e t y  t h r o u g h  t h e  G o v e r n m e n t  c a n  a f f e c t  t h e  s u p p l y ,  a v a i l a b i l i t y ,  
a n d  c o s t  o f  r e s e r v e s ,  t h e  a b i l i t y  of  t h e  b a n k s  to  e x p a n d  t h e  m o n e y  s u p -  
p l y  c a n  b e  i n f l u e n c e d .  

T h e  p r o c e s s  i s  n o t  a s i m p l e  o n e ,  n o r  c a n  t h e  r e s u l t s  o t  a n y  a c t i o n  
b e  f o r e c a s t  a c c u r a t e l y .  We "have n o  b u t t o n s  t o  p u s h .  R e s e r v e s  c a n  b e  
r e s t r i c t e d  a n d  t h e  e f f e c t  i s  l i k e l y  t o  b e  q u i c k l y  a p p a r e n t .  B u t  s o m e t i m e s  
r e s e r v e s  a r e  m a d e  a v a i l a b l e  in  v o l u m e  and  l i t t l e ,  o r  n o t h i n g  s i g n i f i c a n t ,  
h a p p e n s .  In t h e  f i n a l  a n a l y s i s  y o u  a r e  d e a l i n g  w i t h  p e o p l e  a n d  one  c a n n o t  
k n o w  w h a t  t h e y  w i l l  d o .  
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Perhaps we can understand this better if we use the historical 

analysis method. 

O u r  m o n e y  s u p p l y  c o n s i s t s  of c u r r e n c y  o u t s t a n d i n g ,  t i m e  and  d e -  
m a n d  d e p o s i t s  in  b a n k s .  In 1939 o u r  m o n e y  s u p p l y  a g g r e g a t e d  63 b i l -  
l ion  d o l l a r s - - 6  b i l l i o n  of c u r r e n c y  in c i r c u l a t i o n  o u t s i d e  b a n k s  and  57 
b i l l i o n  of d e p o s i t s  in b a n k s .  T h a t  w a s  t h e  m o n e y  s u p p l y  of the  U n i t e d  
S t a t e s  in 1 9 3 g - - 1 9 3 9  h a s  b e e n  s e l e c t e d  f o r  o b v i o u s  r e a s o n s .  It i s  t he  
l a s t  y e a r  of an  old w o r l d  t h a t  i s  d e a d .  Wi th  W o r l d  W a r  II we e m e r g e d  
i n t o  a n e w  w o r l d .  I d o n ' t  know w h e t h e r  i t  i s  a b e t t e r  w o r l d ,  bu t  i t  i s  
a n e w  o n e - - o f  t h a t  I a /n  qu i t e  c e r t a i n .  

B y  1945 o u r  m o n e y  s u p p l y  h a d  g r o w n  to  151 b i l l i o n  d o l l a r s .  It i s  
r a t h e r  n a t u r a l  t h a t  d u r i n g  w a r  y e a r s - - w h e n  p e o p l e  w e r e  t o r n  l o o s e  
f r o m  t h e i r  m o o r i n g s ,  due  e i t h e r  to  t r a n s f e r  in m i l i t a r y  s e r v i c e  o r  to  
i n d u s t r i a l  w o r k e r s  m o v i n g  to  s t r a n g e  p l a c e s - - d e m a n d  f o r  c u r r e n c y  
g r e w .  P e o p l e  h a d  m o r e  c u r r e n c y .  S o m e  of i t  w e n t  in the  g r o u n d ;  i t  i s  
s t i l l  t h e r e .  S o m e  of i t  w e n t  a b r o a d ;  i t  i s  s t i l l  t h e r e .  A t e r r i f i c  e x -  
p a n s i o n  t o o k  p l a c e  d u r i n g  the  w a r  y e a r s .  C u r r e n c y  in c i r c u l a t i o n  w e n t  
f r o m  6 b i l l i o n  to  26 b i l l i o n  d o l l a r s ,  bu t  b a n k  d e p o s i t s  w e n t  f r o m  57 b i l -  

l i on  to  124 b i l l i o n  d o l l a r s .  

M a n y  p e o p l e  t h o u g h t  a t  t he  c l o s e  of W o r l d  W a r  II t h a t  t h i s  m o n e y  
s u p p l y  w o u l d  b e g i n  to  c o n t r a c t ,  t h a t  the  b a n k i n g  s y s t e m  wou ld  d r a w  b a c k  
to  t he  d o l l a r  f i g u r e s  w h i c h  it  r e p r e s e n t e d  b e f o r e  t he  w a r .  It  c o u l d n ' t  
b e .  D u r i n g  t h o s e  y e a r s ,  we  b e c a m e  qu i t e  d i s t u r b e d  o v e r  t he  f e e l i n g  
of b a n k s  t h a t  the  g r o w t h  w h i c h  had  t a k e n  p l a c e  d u r i n g  the  w a r  wou ld  go 
a w a y .  And t h e i r  w h o l e  p o l i c y  w a s  b e i n g  g e a r e d  to  t h a t  c o n c e p t  of t h e i r  
s y s t e m .  In o u r  own d i s t r i c t - - t h e  F i f t h  F e d e r a l  R e s e r v e  D i s t r i c t ,  w h i c h  
i n c l u d e s  M a r y l a n d ,  V i r g i n i a ,  t he  D i s t r i c t  of  C o l u m b i a ,  W e s t  V i r g i n i a ,  
and  N o r t h  and  Sou th  C a r o l i n a - - w e  w e n t  a r o u n d ,  s a t  d o w n  q u i e t l ~  w i t h  
b a n k  o f f i c e r s  a l l  o v e r  the  d i s t r i c t  and  s a i d ,  " T h a t  c a n n o t  be ;  h e r e  i s  
w h y  i t  c a n n o t  b e .  You  m u s t  g e a r  y o u r  a p p r o a c h  to  t h e s e  p o s t w a r  y e a r s  
in  t e r m s  of an  e n t i r e l y  d i f f e r e n t  c o n c e p t .  We a r e  no t  go ing  b a c k .  " T h e y  
w e r e  a l i t t l e  s k e p t i c a l ,  b u t  t i m e  h a s  s h o w n  we w e r e  r i g h t .  

Presently, the money supply, instead of being 151 billion dollars 
as it was at the end of World War II, is 199 billion dollars. Currency 
in circulation has changed very little, from 26 to 27 billion dollars-- 
fluctuates within that billion range. But bank deposits have gone from 

124 billion to 173 billion dollars. Why? Where did it come from? It 
came from the loans and investments of all banks, the creative process 

of the banking system itself. 
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T h e  b a n k e r s  of the  c o u n t r y  s a w  c l e a r l y  t h a t  d u r i n g  t h e  w a r  y e a r s  
t h e i r  p u r c h a s e  of G o v e r n m e n t  s e c u r i t i e s  w a s  pa id  f o r  by  c r e d i t i n g  the  
a c c o u n t  of lhe  T r e a s u r e r  of t he  U n i t e d  S t a t e s .  T h e y  s a w  the  r i s e  and  
the  d i r e c t  r e l a t i o n s h i p s ,  one  wi th  t h e  o t h e r .  L e t  u s  t a k e  a l ook  a t  how 
it  a c t u a l l y  f o l l o w e d .  

B a c k  in  1939 l o a n s  and  i n v e s t m e n t s  of a l l  A m e r i c a n  b a n k s  w e r e  
50 b i l l i o n  d o l l a r s - - l g b i l l i o n  in U n i t e d  S t a t e s  G o v e r n m e n t  s e c u r i t i e s ,  
9 b i l l i o n  in o t h e r  s e c u r i t i e s ,  and  22 b i l l i o n  in l o a n s .  D u r i n g  t h e  w a r  
y e a r s ,  f r o m  1939 to  1945, t h e  b a n k i n g  p o r t f o l i o  of G o v e r n m e n t  s e c u r i -  
t i e s  r o s e  f r o m  19 b i l l i o n  d o l l a r s  to  101 b i l l i o n  d o l l a r s ;  o t h e r  s e c u r i t i e s  
w e r e  u n c h a n g e d ,  w h i l e  l o a n s  P o s e  f r o m  22 to  30 b i l l i o n  d o l l a r s .  T h e  
t e r r i f i c  e x p a n s i o n  of t h e  m o n e y  s u p p l y  d u r i n g  the  w a r  y e a r s  r e s u l t e d  
f r o m  the  p u r c h a s e  of G o v e r n m e n t  s e c u r i t i e s  by  b a n k s ,  and  the  c r e d i t  
f o r  t he  p u r c h a s e  to t he  a c c o u n t  of t he  T r e a s u r e r  of  the  U n i t e d  S t a t e s .  

You  c a n  s e e  t h a t  w h e n  t h e  T r e a s u r y  s p e n d s  t he  m o n e y ,  i t  m e r e l y  
c h a n g e ~  h a n d s .  It  d o e s n ' t  d i s a p p e a r  and  i t  wi l l  no t  d i s a p p e a r  u n l e s s  
and  u n t i l  the  i n s t r u m e n t  w h i c h  c r e a t e d  i t  i s  i t s e l f  e x t i n g u i s h e d  and  t a k e n  
out  of  t he  b a n k i n g  s y s t e m .  

T h a t  i s  w e l l  u n d e r s t o o d  w i t h  r e s p e c t  to  p u b l i c  b o r r o w i n g .  Bu t ,  
w h e r e  d id  t he  p o s t w a r  i n c r e a s e  c o m e  f r o m  ? S ince  t he  w a r ,  the  l o a n s  
a n d  i n v e s t m e n t s  of o u r  b a n k s  h a v e  g r o w n  f r o m  140 to  173 b i l l i o n  d o l -  
l a r s ;  h o l d i n g s  of G o v e r n m e n t  s e c u r i t i e s  d e c l i n e d  f r o m  101 b i l l i o n  to  
73 b i l l i o n  d o l l a r s ,  o t h e r  s e c u r i t i e s  r o s e  f r o m  9 b i l l i o n  to  20 bi l l ion ' ,  
and  l o a n s  w e n t  up f r o m  30 b i l l i o n  to  81 b i l l i o n  d o l l a r s .  So i t  d o e s n ' t  
m a t t e r  w h e t h e r  the  d e b t  i s  pub l i c  o r  p r i v a t e ,  the  p r o c e s s  of the  b a n k i n g  
s y s t e m  i t s e l f  a c t u a l l y  c r e a t e s  the  m o n e y  s u p p l y .  

O b v i o u s l y ,  t h e r e  h a s  to be  s o m e  k ind  of an  i n f l u e n c e  on the  p a r t  of 
s o c i e t y  to  e i t h e r  r e s t r a i n  o r  e n c o u r a g e ,  w h i c h e v e r  m a y  be  in t he  p u b l i c  
i n t e r e s t - - t h a t  k ind  of p r o c e s s .  So t h e  F e d e r a l  R e s e r v e  S y s t e m  is  
c h a r g e d ,  a s  t h e  p r i n c i p a l  m o n e t a r y  a u t h o r i t y  of t he  c o u n t r y ,  w i t h  t r y i n g  
to  i n f l u e n c e  the  a c t i v i t i e s  of t h e  b a n k i n g  s y s t e m  in t h a t  r e s p e c t .  And 
the  w a y  we do  i t  i s ,  a s  I m e n t i o n e d  and  p o i n t e d  out  in  the  e a r l y  d i a g r a m ,  
in  t he  i n f l u e n c e  w h i c h  we h a v e  o v e r  b a n k  r e s e r v e s .  

There are three principal ways in which the banking system is 

influenced by the Federal Reserve System. We think of those as the 
three principal tools of monetary policy. You will recall in the earlier 
diagram that banks were required to keep certain reserves, certain 

of their resources on deposit with the Federal Reserve System on a 
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p e r c e n t a g e  b a s i s .  T h e  F e d e r a l  R e s e r v e  B o a r d  in  W a s h i n g t o n  i s  e m -  
p o w e r e d  to  c h a n g e  t h o s e  r e q u i r e m e n t s  u p  o r  d o w n  w i t h i n  c e r t a i n  f i x e d  

limits. 

T h e y  m a y ,  f o r  i n s t a n c e ,  l o w e r  r e s e r v e  r e q u i r e m e n t s  in  c e n t r a l  
r e s e r v e  c i t i e s  t o - - i f  t h e y  s a w  f i t  t o  d o  s o - - 1 3  p e r c e n t ,  o r  i f  o c c a s i o n  
d e m a n d e d ,  t h e y  m i g h t  i n c r e a s e  t h o s e  r e s e r v e  r e q u i r e m e n t s  f r o m  20 
p e r c e n t  t o  a s  h i g h  a s  26 p e r c e n t .  So t h e r e  i s  a r a n g e  f r o m  13 to  26 p e r -  
c e n t ,  a n d  t h e y  m a y  v a r y  t h e  r e s e r v e  r e q u i r e m e n t s  w i t h i n  t h a t  m a r g i n .  

T h e  e f f e c t  of  a s y s t e m  l i k e  t h a t  i s  p r e t t y  o b v i o u s .  In t h e  f i r s t  p l a c e  
i f  r e s e r v e  r e q u i r e m e n t s  a r e  r a i s e d ,  t h e n  s u c h  f r e e  r e s e r v e s  a s  t h e  
b a n k i n g  s y s t e m  m a y  h a v e  b e c o m e  r e q u i r e d  r e s e r v e s  a n d  i m m e d i a t e l y  
t i g h t e n .  T h e  s e c o n d  t h i n g  i t  d o e s  i s  c h a n g e  t h e  m u l t i p l i e r .  W h e r e a s  
on  a d o l l a r  r e s e r v e  a t  20 p e r c e n t  a b a n k  c a n  s u p p o r t  a f i v e - d o l l a r  d e -  
p o s i t ;  if  i t  i s  a t  26 p e r c e n t ,  i t  c a n  o n l y  s u p p o r t  a f o u r - d o l l a r  d e p o s i t ,  
o r  y o u r  m u l t i p l i e r  i s  c o n t r a c t e d .  If y o u  l o w e r  r e q u i r e m e n t s ,  t h e  m u l -  
t i p l i e r  i s  e x p a n d e d .  T h a t  i s  one  p o t e n t  i n s t r u m e n t  of  m o n e t a r y  p o l i c y  
in  t h e  b a n k i n g  s y s t e m .  

I t  h a s  b e e n  r e f e r r e d  to  a s  a " b l u n t  a x e "  b e c a u s e  i t  h i t s  a l l  b a n k s  
a l i k e ;  t h e  i n t e r e s t i n g  t h i n g  a b o u t  A m e r i c a  i s  t h a t  A m e r i c a  i s n ' t  a l l  
a l i k e .  T h e  n e e d s  Of C a l i f o r n i a  m a y  v a r y  s h a r p l y  f r o m  t h e  n e e d s  of  
M a i n e .  T h e y  a r e  n o t  o n l y  f a r  a p a r t  g e o g r a p h i c a l l y ,  t h e y  a r e  s e p a r a t e d  
a l m o s t  a s  w i d e l y  b y  t r a d i t i o n .  T h e y  a r e  s e p a r a t e d  a l m o s t  a s  w i d e l y  b y  
t h e i r  p h i l o s o p h i e s .  I t  i s  a g r e a t  d i v e r s e  c o u n t r y  a n d  w h e n  y o u  u s e  a 
t o o l  l i k e  t h a t ,  i t  s t r i k e s  h o m e .  

T h e r e  i s  a n o t h e r  t o o l  t h a t  c a n  b e  u s e d .  We  c a n  c h a n g e  t h e  d i s -  
c o u n t  r a t e ,  t h e  c o s t  to  b a n k s  to  o b t a i n  r e s e r v e s .  B a n k s  c a n  o b t a i n  r e -  
s e r v e s  b y  b o r r o w i n ~  f r o m  u s .  

We h a v e  b e e n  t a l k i n g  a b o u t  b a n k  r e s e r v e s - - ( p l a c e d  c a r d s  on b o a r d ) .  
L e t  t h a t  r e p r e s e n t  r e s e r v e s ,  i f  y o u  w i l l .  A c t u a l l y ,  we  a r e  n o t  t a l k i n g  
a b o u t  {ora l  r e s e r v e s ;  we  a r e  t a l k i n g  a b o u t  t h e  a m o u n t  a v a i l a b l e  a b o v e  
t h e  r e q u i r e d  r e s e r v e s  b e c a u s e  p a r t  o f  t h e  t o t a l  r e s e r v e s  w h i c h  t h e y  
h o l d  a r e  n o t  f r e e  f o r  u s e .  T h e y  h a v e  to  b e  k e p t  a t  t h e  c e n t r a l  b a n k s .  
I f  we  c h a n g e  t h e  r e q u i r e d  r e s e r v e s - - l e t  u s  a s s u m e  t h i s  i s  t o t a l  r e q u i r e d ,  
r e s e r v e s - - o n l y  t h i s  p a r t  a b o v e  t h e  r e q u i r e d  r e s e r v e s  l i n e  i s  f r e e  t o  b e  
u s e d  b y  t h e  b a n k i n g  s y s t e m .  

L e t  m e  r u n  t h r o u g h  j u s t  a m o m e n t  h o w  t h a t  a c t u a l l y  w c r k s .  L e t  
u s  a s s u m e  R i g g s  N a t i o n a l  B a n k  h a s  a m i l l i o n  d o l l a r s  in  f r e e  r e s e r v e s .  

10 



205 

Bankers don't like reserves lying around because they are getting no 

earnings on them. So Riggs wants to put that million dollars of free 

reserves to work and seeks somebody who will want a loan of a million 

dollars. 

Let us assume that bank loans a million dollars to the Chrysler 
Corporation and its principal account is in Detroit. With the million 

dollars in free reserves, Riggs loaned a million dollars to Chrysler 

Corporation out in Detroit. Now Riggs doesn't have a million dollars 
in free reserves. The bank in Detroit has a million dollars on deposit 

and it has a million dollars in reserves. But, since the bank got a 
million dollars in deposits, it has to keep 200,000 dollars in reserves 
a~ainst it, so the banker has 800,000 dollars in free reserves which 

burns his hands. So he looks around for somebody to lend 800,000 dol- 

lars to. You can always find somebody in Los Angeles who wants to 
borrow 800,000 dollars. So he loans 800,000 dollars to the Gray 

Development Studios. The proceeds are transferred to a Los Angeles 
bank and it now has 800,000 dollars on deposit and 800, 000 dollars in 

reserve. That Los Angeles banker must keep 160,000 dollars against 
the 800,000 dollar deposit, but he has 640,000 dollars burning his 

pockets, and he looks aroundto see where he can loan 640,000 dollars. 

When the whole process has been carried down to the final point, you 
have 5 million dollars in new money, new deposits; the banking system 

has created 5 million dollars in new money (and earning assets!) against 

a million dollars of free reserves. Simple, isn't it. 

But suppose the Federal Reserve System intervened--what then? 
If it is felt that the banking system should not expand, the Board might 
raise the reserve requirements. In that way the million dollars in 

free reserves becomes required reserves. In our hypothetical case 
Riggs had a million dollars in free reserves, so it would notbe affected 
except it could not have made that loan. But, assume a banker in, say, 

Dallas didn't have any free reserves at all but his reserve requirements 
went up at the same time. What does he do? He borrows it. He sends 

his note to the Federal Reserve Bank of Dallas, which credits his reserve 

account. He now has amillion dollars in reserves to meet his needs 

when we raised his requirement. 

(Some of the bankers think this is a little bit crooked. They think 

we raise their requirements, loan them the money, and charge them 

for it. We won't go into that side of it.) 
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Z06, 

At the  m o m e n t  o u r  d i s c o u n t  r a t e  i s  1 . 5  p e r c e n t .  O u r  D a l l a s  b a n k e r  
b o r r o w e d  t h a t  m i l l i o n  d o l l a r s ;  he  go t  t he  r e s e r v e s  a l l  r i g h t ,  b u t  i t  c o s t  
h i m  1 .5  p e r c e n t .  

S u p p o s e  the  s i t u a t i o n  i s  s u c h  t h a t  t he  m o n e t a r y  a u t h o r i t i e s  f e e l  
t h e y  r e a l l y  wan t  to  t i g h t e n  i t  down  a b i t  m o r e .  We  c o u l d  r a i s e  the  d i s -  
c o u n t  r a t e  f r o m  1 . 5  to  s o m e  h i g h e r  f i g u r e .  

N o w  i t  i s  c o s t i n g  h i m  e v e n  m o r e  t h a n  he  c o u n t e d  on, so  he  i s  s u b -  
j e c t  to  a d d i t i o n a l  p r e s s u r e .  H e  t r i e s  to ge t  ou t  of d e b t .  T h e r e  a r e  t w o  
p r e s s u r e s  a t  w o r k :  One  i s  t he  e c o n o m i c  p r e s s u r e  of  c o s t  and  the  s e c o n d ,  
a v e r y  p o t e n t  one ,  i s  t r a d i t i o n .  T r a d i t i o n a l l y ,  an A m e r i c a n  b a n k e r  d o e s  
no t  l i ke  to  b e  in d e b t .  Y o u  can  r e l y  on t h a t  t r a d i t i o n a l  a t t i t u d e - - h e  i s  
go ing  to  r e p a y  q u i c k l y .  B u t  h o w  ? 

H i s  s e a r c h  f o r  m e a n s  of r e p a y m e n t  b e g i n s  i m m e d i a t e l y .  P e r h a p s  
he  c a l l s  a l o a n  he  h a s  ou t  o r  i t  i s  c o m i n g  up f o r  r e n e w a l  and  he  n o t i f i e s  
the  b o r r o w e r  t ha t  he  h a s  to  p a y  of f  the  l o a n .  T h e  b o r r o w e r  b e g i n s  to  
l o o k  a r o u n d  f o r  s o m e  o t h e r  b a n k  to  t a k e  o v e r  the  l o a n  and  i f  he  f i n d s  
a n o t h e r  one  t h a t  w a s n ' t  c a u g h t  s h o r t  b y  t h i s  r a i s e  in r e q u i r e m e n t  and  
s t i l l  h a s  s o m e  f r e e  r e s e r v e s ,  he  b o r r o w s  m o n e y  t h e r e  and p a y s  of f  t he  
D a l l a s  b a n k ,  and  the  D a l l a s  b a n k  p a y s  u s .  B u t  i f  t h e r e  a r e  no  f r e e  r e -  
s e r v e s  a n y w h e r e ,  o u r  m u l t i p l e  e x p a n s i o n  p r o c e s s  m u s t  go i n t o  r e v e r s e  
and  c o n t r a c t s  the  d e p o s i t  t o t a l s  un t i l  t h e y  r e a c h  a f i g u r e  w h i c h  the  a v a i l -  
a b l e  r e s e r v e s  w i l l  s u p p o r t .  

In p r a c t i c e ,  o u r  D a l l a s  b a n k e r  w o u l d  s e e k  to  r e p l e n i s h  h i s  r e s e r v e s  
b y  s e l l i n g  s e c u r i t i e s  r a t h e r  t h a n  c a l l i n g  l o a n s .  H e  w o u l d  c a l l  the  d e a l e r  
in N e w  Y o r k  and  s a y ,  "Se l~  a m i l l i o n  d o l l a r s  w o r t h  of  s e c u r i t i e s .  " If  
t he  F e d e r a l  i s  in the  m a r k e t  b u y i n g ,  r e s e r v e s  w o u l d  go up b y  the  f a c t  
t h a t  w e  b o u g h t  the  s e c u r i t i e s .  We p a y  f o r  t h e m  b y  c r e d i t i n g  s o m e  m e m b e r  
b a n k ' s  a c c o u n t .  N o  m a t t e r  f r o m  w h o m  w e  b u y ,  p a y m e n t  i s  in the  f o r m  
of  a c r e d i t  to  b a n k  r e s e r v e s .  C o n v e r s e l y ,  w h e n  we s e l l ,  b a n k  r e s e r v e s  
a r e  r e d u c e d  b e c a u s e  p a y m e n t  to  u s  w i l l  b e  in the  f o r m  of a c h a r g e  to  s o m e  
m e m b e r  b a n k ' s  r e s e r v e  a c c o u n t .  

T h o s e  a r e  the  t h r e e  i n f l u e n c e s :  B u y i n g  and  s e l l i n g  s e c u r i t i e s  on 
the  open  m a r k e t  b e c a u s e  t h a t  p r o c e s s  c r e a t e s  o r  d e s t r o y s  r e s e r v e s ;  t he  
c o s t  f a c t o r - - t h a t  i s  r a i s i n g  o r  l o w e r i n g  d i s c o u n t  r a t e s  w h i c h  a f f e c t s  the  
c o s t  of b a n k s '  b o r r o w i n g s ;  and  c h a n g i n g  the  m u l t i p l i e r - - r a i s i n g  o r  
l o w e r i n g  r e s e r v e  r e q u i r e m e n t s .  T h o s e  t h r e e  t h i n g s ,  u s e d ,  I h o p e ,  w i t h  
s o m e  d e g r e e  of  i n t e l l i g e n c e  and a d r o i t n e s s  b y  the  m o n e t a r y  a u t h o r i t i e s  

a r e  d e s i g n e d  to  i n f l u e n c e  the  b a n k i n g  s y s t e m .  

12 



T h e  m o s t  s e n s i t i v e  and  t h e  m o s t  p o t e n t  of  t he  t h r e e  t o o l s  and  t h e  
one  w h i c h  m o s t  d i r e c t l y  i n f l u e n c e s  t he  b a n k i n g  s y s t e m  i s  w h a t  we  c a l l  
" o p e n  m a r k e t  o p e r a t i o n s ,  " s i m p l y  the  b u y i n g  and  s e l l i n g  of s e c u r i t i e s - -  
U n i t e d  S t a t e s  G o v e r n m e n t  n o t e s ,  b i l l s ,  and  b o n d s ,  m o s t l y  b i l l s ,  on 
t h e  o p e n  m a r k e t .  

T h e  r e a s o n  o p e n - m a r k e t  o p e r a t i o n s  is  t h e  m o s t  p o t e n t  i s  b e c a u s e  
i t  i s  s e n s i t i v e  a n t i , a f f e c t s  d i r e c t l y  t he  b a n k s  t h a t  a r e  m o s t  r e s p o n s i v e  
to  t he  c h a n g e  w h i c h  y o u  w a n t  to  b r i n g  a b o u t  a t  t h a t  p a r t i c u l a r  m o m e n t .  

L e t  m e  go b a c k  a l i t t l e .  Y o u  c h a n g e  r e s e r v e  r e q u i r e m e n t s ,  i t  
a f f e c t s  a l l  b a n k s  b u t  in  d i f f e r e n t  w a y s ,  d e p e n d i n g  on t h e i r  r e s e r v e  p o s i -  
t i o n  a t  t h e  t i m e .  You  c h a n g e  the  d i s c o u n t  r a t e ,  i t  a f f e c t s  t h o s e  t h a t  
a r e  b o r r o w i n g .  O r d i n a r i l y  m o s t  b a n k s  a r e  no t  b o r r o w i n g  and  h a v e  no 
d e s i r e  to  b o r r o w .  I t s  o n l y  e f f e c t  u p o n  t h e m  is  p s y c h o l o g i c a l .  

B u t  w h e n  y o u  b u y  on t h e  o p e n  m a r k e t ,  t he  f u n d s  r e l e a s e d  n a t u r a l l y  
f l o w  i m m e d i a t e l y  to  t h e  p e r s o n  who  w a n t s  t h e m  b e c a u s e  he w a s  t h e  
s e l l e r .  He  w o u l d n ' t  h a v e  b e e n  in  t he  m a r k e t  s e l l i n g  i f  he  h a d n ' t  w a n t e d  
the  m o n e y .  On the  o t h e r  hand ,  w h e n  y o u  s e l l ,  y o u  c a n  o n l y  s e l l  w h e n  
s o m e b o d y  w a n t s  to  b u y ,  and  t h e  i n d i v i d u a l  o r  b a n k i n g  i n s t i t u t i o n  in  t h e r e  
t r y i n g  to  b u y  h a d  d e c i d e d  no t  to  u t i l i z e ,  t h o s e  r e s e r v e s  in  o t h e r  w a y s  and  
i s  s e e k i n g  to  e m p l o y  t h e m  in t he  m a r k e t .  It  i s  v e r y  s e n s i t i v e  b e c a u s e  
i t  r e a c h e s  d i r e c t l y  t he  po in t  of  n e e d  one w a y  o r  a n o t h e r .  

It  a l s o  c a n  be  u s e d  q u i e t l y .  T h e  o t h e r  two  a r e  p u b l i c i z e d  f r o m  the  
h o u s e t o p s ,  bu t  t h i s  one  y o u  d o n ' t  h a v e  to  t e l l  a n y b o d y  w h a t  you  a r e  
d o i n g .  W a i t  and  l e t  t h e m  f ind  out ;  y o u  w o u l d  be  s u r p r i s e d  how l o n g  i t  
t a k e s  f o r  s o m e  of t h e m  to  f ind  i t  ou t ,  t o o .  At  a n y  r a t e ,  y o u  u s e  i t ,  a n d  
i t  i s  qu i t e  e f f e c t i v e .  

B u t  t h e r e  a r e  i n h i b i t i n g  f a c t o r s .  One  i s  t he  e f f e c t  w h i c h  i t  h a s  u p o n  
t h e  p r i c e  in t he  m a r k e t .  T h e  S y s t e m  b u y s  and  s e l l s  on the  m a r k e t  w i t h -  
ou t  p r i m a r y  r e g a r d  to  p r i c e .  O u r  a c t i o n s  a r e  d e s i g n e d  to  i n f l u e n c e  t he  
b a n k i n g  s y s t e m  b y  p r o v i d i n g  r e s e r v e s  o r  e x t i n g u i s h i n g  r e s e r v e s .  In 
a n y  f r e e  m a r k e t  in  t he  w o r l d  of  a n y  k ind ,  a s e l l i n g  p r e s s u r e  w i l l  d e p r e s s  
p r i c e s  and  a b u y i n g  p r e s s u r e  w i l l  m o v e  p r i c e s  up.  It i s  j u s t  an  a x i o m  
of t he  m a r k e t  p l a c e .  

So i f  we  m o v e  in to  t h e  m a r k e t  to  s e l l ,  we  d e p r e s s  p r i c e s  and  w h e n  
y o u  d e p r e s s  p r i c e s ,  y o u  i n c r e a s e  y i e l d ;  w h e n  y o u  i n c r e a s e  y i e l d ,  y o u  
i n c r e a s e  t h e  c o s t  to  t h e  b u s i n e s s m a n  to  b o r r o w  and  to  u t i l i z e  c r e d i t  in  
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e x p a n s i o n - - t h i s  i s  a d e t e r r e n t  to  h i m  b e c a u s e  s o m e  o p e r a t e  w i t h  v e r y  
h i g h  b r e a k - e v e n  p o i n t s  and  v e r y  c l o s e  m a r g i n s .  T h u s  i t  h a s  an  e f f e c t  
f a r  b e y o n d  the  p r i c e  f a c t o r .  W i t h  the  g r o w t h  of t h e  F e d e r a l  deb t ,  we  
c a n ' t  o v e r l o o k  the  f a c t  t h a t  a n y  v i o l e n t  g y r a t i o n s  in t h e  m a r k e t  h a v e  a 
t e r r i f i c  p s y c h o l o g i c a l e f f e c t  u p o n  a g r e a t  n u m b e r  of p e o p l e .  T h i s  g r e a t  
F e d e r a l  d e b t  of o u r s  i s  h e l d  by  b a n k s ,  b y  i n s u r a n c e  c o m p a n i e s ,  b y  c o r -  
p o r a t i o n s ,  by  e n d o w m e n t  f u n d s ,  b y  t r u s t s ,  and  b y  i n d i v i d u a l s ,  and  t h e i r  
w h o l e  p s y c h o l o g i c a l  a p p r o a c h  to  t h e  f u t u r e  i~ a f f e c t e d  by  w h a t  t h e y  b e -  
l i e v e  i s  go ing  to  h a p p e n ,  no t  b y  w h a t  i s  go ing  to  h a p p e n  b e c a u s e  n o b o d y  
k n o w s ,  b u t  by  w h a t  t h e y  b e l i e v e  i s  go ing  to  h a p p e n .  

W h e n  we  m o v e  in to  the  m a r k e t  and  s e l l  r e g a r d l e s s  of i t s  e f f e c t  on 
p r i c e ,  we  m u s t  t a k e  in to  a c c o u n t  t h e s e  l o n g - r a n g e  e f f e c t s  and  we  c a n ' t  

go qu i t e  t h a t  f a r .  

T h a t  i s  t h e  b a n k i n g  s y s t e m  of A m e r i c a .  It i s  m a d e  up of a v a s t  
n u m b e r  o f  b a n k s  s c a t t e r e d  a c r o s s  the  f a c e  of t h e  l a n d .  It h a s  g r o w n  l i k e  
T o p s y .  It r e n d e r s  a s e r v i c e .  I t s  o n l y  r e a s o n  f o r  e x i s t e n c e  i s  t he  s e r v -  

i c e  w h i c h  i t  r e n d e r s .  

One  of the  e a r l y  t e x t s  t h a t  I s t u d i e d  in b a n k i n g - - I  d o n ' t  r e m e m b e r  
m u c h  e l s e  of w h a t  w a s  in  t he  t e x t ,  bu t  t h i s  I r e m e m b e r - - s a i d :  " T h e  
w a n t s  w h i c h  b a n k s  s u p p l y  a r e  s i m p l e  in k i n d  and  s u r e  to  a r i s e  e a r l y  in  
t h e  d e v e l o p m e n t  of a n y  c o m m e r c i a l  o r  i n d u s t r i a l  p e o p l e  w h e r e  t h e r e  
i s  m u t u a l  c o n f i d e n c e  a m o n g  m e n .  " I t h i n k  t h a t  is  an  a l m o s t  v e r b a t i m  
quo t e  f r o m  the  t e x t  t h a t  I r e a l l y  h a v e n ' t  l o o k e d  a t  in  30 y e a r s .  

L e t  m e  s p e l l  out  w h a t  t h o s e  w a n t s  a r e .  One  of t h o s e  w a n t s  i s  a 
s i m p l e ,  e x p e d i t i o u s ,  e c o n o m i c a l  p r o c e s s  f o r  t r a n s f e r r i n g  v a l u e s  b e -  
t w e e n  p e o p l e ,  f o r  t r a n s f e r r i n g  the  v a l u e  w h i c h  y o u r  w o r k  h a s  c r e a t e d  
to  s o m e b o d y  e l s e  in e x c h a n g e  f o r  t h e  v a l u e  w h i c h  h i s  w o r k  h a s  c r e a t e d .  
A n o t h e r  w a n t  w h i c h  b a n k s  s u p p l y  i s  an  e c o n o m i c a l ,  e x p e d i t i o u s ,  a n d  
r e l i a b l e  m e a n s  of t r a n s f e r r i n g  v a l u e s  b e t w e e n  p l a c e s ,  f r o m  one  p l a c e  
to  a n o t h e r .  And the  t h i r d ,  a s i m p l e  and  r e l i a b l e  p r o c e s s  f o r  t r a n s f e r -  
r i n g  v a l u e s  in  t i m e .  T h o s e  a r e  t he  w a n t s  w h i c h  b a n k s  s u p p l y ,  a m e d i u m  
of p a y m e n t  b e t w e e n  p e o p l e ;  a m e d i u m  of p a y m e n t  b e t w e e n  p l a c e s ;  and  

a t r a n s f e r  of v a l u e s  in t i m e .  

You and I as individual citizens attempt to save. We practice thrift, 
,acquire something, in terms of life insurance if nothing else, in terms 
of savings accounts, in terms of what have you against tomorrow. We 
try to take the value created by our labor today and store it so that we 

or somebody else can enjoy tomorrow. That is what I mean by trans- 

ferring values in time. 
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W h e n  we c o m e  to  t h i s  q u e s t i o n  of t r a n s f e r r i n g  v a l u e s  in  t i m e  we 
r e a c h  a po in t  w h e r e  s o c i e t y  b e c o m e s  t r e m e n d o u s l y  i n v o l v e d .  T h a t  i s  
j u s t  a n o t h e r  w a y  o f  s a y i n g  " m a i n t a i n i n g  t h e  v a l u e  of t h e  d o l l a r , "  b e -  
c a u s e  i f  t he  v a l u e  of t he  d o l l a r  f l u c t u a t e s  g r e a t l y ,  t h e s e  v a l u e s  do no t  
l a s t  in t i m e .  So we  t r y  t h r o u g h  t h e s e  d i f f e r e n t  p r o c e s s e s  to  e s t a b l i s h  
s o m e  k ind  of s t a b i l i t y ,  no t  a s t a t i c ,  d e a d  e c o n o m i c  w o r l d ,  b u t  a d y n a m i c  
w o r l d  w h e r e  e x p a n s i o n  of i d e a s  a n d  p r o c e s s e s  i s  p o s s i b l e  by  a t  l e a s t  
s o m e  m e a s u r e  of p r e s e r v a t i o n  of t h e s e  v a l u e s  in t i m e .  T h o s e  a r e  t h e  
w a n t s  w h i c h  b a n k s  s u p p l y .  

I h a v e  t r i e d  to  g i v e  a q u i c k  r u n d o w n .  If y o u  h a v e  a n y  q u e s t i o n s  I 
w i l l  be  g lad  to  a n s w e r  t h e m .  

CAPTAIN MOTT: Gentlemen, I am sure with ~ such an opening 
presentation here so far, there are probably numerous questions in 
your minds to ask. Mr. Wayne is ready for your questions. 

QUESTION: You mentioned 25 percent gold reserves which is ~eld. 
I have a lot of confusion in my mind as to whether that gold is against 

currency or bank credit? 

MR. WAYNE: Both. The 25 percent requirement is a minimum 
requirement. As a matter of fact, our actual gold reserve is 42 per- 
cent at the moment, but against the liabilities of the Federal Reserve 
bank, either in notes or deposits, we must hold not less than 25 percent 

in gold. 

D e p o s i t s ,  of c o u r s e , ,  a r e  i n t e r c h a n g e a b l e .  A b a n k m a y  w i t h d r a w  
i t s  d e p o s i t  in c u r r e n c y .  Al l  i t  wou ld  ge t  w o u l d  be  a n o t h e r  l i a b i l i t y  of 
t he  c e n t r a l  b a n k .  T h e  n o t e  i s  a l i a b i l i t y  the  s a m e  a s  a d e p o s i t ,  b u t  we 
s t i l l  h a v e  to  h o l d  t h e  25 p e r c e n t  m i n i m u m  in go ld  a g a i n s t  e i t h e r  a d e -  
p o s i t  o r  c u r r e n c y .  

QUESTION: Mr. Wayne, I would like to hear some comments as 
to what is the purpose:and reason for the United States commitment to 

pay a fixed price for gold in the market. How does it affect that first 

diagram ? 

MR. WAYNE: The payment of a fixed price for gold maintains at 

least one constant factor in an involved equation. Political questions 
are involved, foreign as well as domestic. The fixed~dollar price of 
gold is useful in settling international balances. In dollar terms of 
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c o u r s e  you  r e a l i z e  and  s o  d o  o t h e r s ,  a s  the  p u r c h a s i n g  p o w e r  of  the  
d o l l a r  c h a n g e s ,  the  r e a l  v a l u e  of go ld  c h a n g e s .  If you  c h a n g e  the  d o l -  
l a r  p r i c e  of g o l d - - a s  we  h a v e  done  once  in t h i s  c e n t u r y - - y o u  c h a n g e  
the  va~iue r e l a t i o n s h i p s  in t h i s  e q u a t i o n  a l l  the  w a y  d o w n  the  l i n e .  It 
t a k e s  s o m e  t i m e  f 0 r  i t  to  p e r m e a t e ,  but  i t  n e v e r t h e l e s s  w i l l .  

The  p r i n c i p a l  r e a s o n  f o r  c h a n g i n g  i t  wou ld  be  to r e f l e c t  a c h a n g e  
in  the  v a l u e  of the  d o l l a r  r e l a t i v e  to o t h e r  c u r r e n c i e s .  Then  you  ge t  
in to  the  q u e s t i o n  of how of ten  you  a r e  go ing  to c h a n g e  the  d o l l a r  p r i c e  
of gold  and  f r e q u e n t  c h a n g e s  i m p e d e  t r a d e .  

A n o t h e r  po in t  in p a s s i n g - - r e f e r e p c e t o  a 5 2 - c e n t  d o l l a r  s i m p l y  
m e a n s  tha t  in t e r m s  of 1939 p r i c e s ,  y o u  can  buy  52 c e n t s  w o r t h  of 
goods ;  in t e r m s  of 1945 p r i c e s ,  83 c e n t s  w o r t h ;  in  t e r m s  of 1835 p r i c e s ,  
the  d o l l a r  i s  p r o b a b l y w o r t h  abou t  10 c e n t s .  

QUESTION:  Wi l l  you  g ive  y o u r  op in ion  a s  to  the  p o s s i b i l i t i e s  of 
go ing  to the  pound d o l l a r  and  i t s  e f f e c t  on B r i t a i n  if  t ha t  w e r e  done  ? 

MR.  WAYNE:  I a s s u m e  the  q u e s t i o n  r e f e r s  to  e s t a b l i s h i n g  f r e e  
c o n v e r t i b i l i t y  b e t w e e n  the  pound  and  the  d o l l a r .  I d o n ' t  b e l i e v e  I c o u l d  
g ive  a c o m p e t e n t  a n s w e r  to t ha t  b e c a u s e  I a m  not  c l o s e  to  the  f i e l d  of 
i n t e r n a t i o n a l  f i n a n c e ,  bu t  a " h o r s e b a c k "  op in ion  is  t ha t  i t  wou ld  be  d e -  
t e r m i n e d  v e r y  l a r g e l y  by  the  e n o r m o u s  s t e r l i n g  b a l a n c e s  b l o c k e d  in  
B r i t a i n .  The  d e s i r e  on the  p a r t  of m a n y  of t h e s e  c o u n t r i e s  to  c o n v e r t  
f r o z e n  pound  b a l a n c e s  to the  A m e r i c a n  d o l l a r  wou ld  i m p o s e  a s e v e r e  
s t r a i n  o n  B r i t i s h  go ld  r e s e r v e s .  • C o n v e r t i b i l i t y  wou ld  c e r t a i n l y  t e n d  
to  d r a w  the  d o l l a r  a r e a  and  the  s t e r l i n g  a r e a  c l o s e r  t o g e t h e r  in  an  e c o -  
n o m i c  b l o c .  It w o u l d  t end  to f r e e  the  e x c h a n g e  of goods  and  s e r v i c e s  
b e t w e e n  the  two  and  e n l a r g e  the  a r e a  o f  m u l t i l a t e r a l  t r a d e .  

It i s  h i g h l y  d e s i r a b l e ,  bu t  the  p r o b l e m  in  a c c o m p l i s h i n g  i t - - t o  
t r a n s f e r  b a l a n c e s  b u i l t  up in  B r i t a i n  d u r i n g  the  w a r  w h e n  e x p e n d i t u r e s  
w e r e  m a d e  in s t e r l i n g  a r e a  c o u n t r i e s  by  the  Un i t ed  K i n g d o m  and  pa id  
f o r  by  b l o c k e d  b a l a n c e s  of pounds  in  L o n d o n - - i s  t h a t  w h e n  y o u  d r a w  
t h e m  out  y o u  have  to t r a n s f e r  e i t h e r  goods  or  go ld ,  and  B r i t a i n  m a y  not  
have  e n o u g h  of e i t h e r .  

QUESTION:  Y o u  s p o k e  of the  u n d e s i r a b i l i t y  of w i e l d i n g  the  s o -  
c a l l e d  b l u n t  a x e .  H a s  i t  b e e n  d o n e ?  

MR.  WAYNE: T h e  b lun t  axe  a p p r o a c h  is e x t r e m e l y  u s e f u l  a t  c e r t a i n  
t i m e s  w h e n  you  wan t  a q u i c k  and  n a t i o n w i d e  e f f e c t .  It  h a s  b e e n  done  
m o r e  o r  l e s s  f r e q u e n t l y .  
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Specifically, in the early months of 1953, in our projections of the 
needs of the banking system, we had to make some guesses--I don't 
know how reliable they are, but we had to make them--as to what the 
reserve requirement needs were going to be. We took a look at the gold 
flow. Gold was flowing out of the country. When gold goes out, dollar 
reserve goes out. We thought it might continue for a while and it did. 
We thought that the return flow of currency would help--you see at 

Christmas time currency goes out of banks, currency in circulation 
rises in December and falls in January. As it falls it adds to bank 
reserves, because when it comes back into the bank for redeposit on 
a c c o u n t  it b e c o m e s  a r e s e r v e .  So we m a d e  a l l  t h e s e  g u e s s t i m a t e s ,  t o o k  
a look  a t  w h a t  the  T r e a s u r y  n e e d s  w o u l d  b e ,  and  d e c i d e d  no t  to  s u p p l y  
r e s e r v e s  to  the  m a r k e t .  T h e  m a r k e t  got  r a t h e r  t i g h t .  Of  c o u r s e  s o m e  
m a r k e t  a n a l y s t s  i n s i s t e d  t h e r e  w a s  a c o n n e c t i o n  b e t w e e n  the  c h a n g e  o f  
A d m i n i s t r a t i o n  and t h a t  p o l i c y ,  b u t  I w o n ' t  go in to  tha t  one .  

At any~' ra te  in the  e a r l y  m o n t h s  of ].953, we  d i d n ' t  s u p p l y  r e s e r v e s  
to  the  m a r k e t ,  the  T r e a s u r y  o f f e r e d  a l o n g - t e r m  i s s u e ,  and t h i n g s  b e g a n  
to  h a p p e n  in the  m o n e y  m a r k e t .  T h e r e  d e v e l o p e d  s u c h  a t e n s e  s i t u a t i o n ,  
wi th  a p r e t t y  s e n s i t i v e  m a r k e t ,  ' that  p e o p l e  b e g a n  to  b e l i e v e  t h a t  a t i g h t -  
m o n e y  p o l i c y  w a s  go ing  to  b e  p u r s u e d  to  a po in t  w h e r e  t h e r e  w o u l d  b e  
a r e a l  c o n t r a c t i o n .  

We began feeding reserves into the market by buying bills. The 

first move was in--don't hold me to an exact date; I have forgotten--the 
last week in April; we bought.about 80 million dollars in bills which pro- 
vided 80 million dollars in additional reserves, an exact reversal of 
a tight-money policy. 

We moved into an easier policy, but the market was still tight. We 
waited a while then bought i00 million dollars' worth of bills. It was 
still real tight, so we waited a week and went in again and bought another 

i00 million dollars' worth. We actually purchased between 4 and 5 hun- 

dred million dollars in bills, creating that much additional reserves, 

and the market still acted like it didn't believe we were doing i%. Then 

reserve requirements were reduced across the board. The sum of 
I. 2 billion dollars in reserves was freed. 

We could have continued to supply reserves by working in the market, 
but it was felt desirable to explain to everybody that we were not pursuing 

tight money willy-nilly. So we changed the reserve requirements and 
everybody was hit at one time; everybody said, "They mean what they 

were trying to say quietly for the last two months. " 
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QUESTION:  What  is  t he  r e s e r v e  r e q u i r e m e n t  p e r c e n t a g e  t o d a y ?  

MR.  WAYNE: T h e  C u r r e n t  f i g u r e s  a r e  20, 18, and 12 p e r c e n t  of  
d e m a n d  d e p o s i t s - - 5  p e r c e n t  of  t i m e  d e p o s i t s .  

QUESTION: You h a v e  r e d u c e d  i t ?  

MR.  WAYNE:  ~ Y e s ,  t h e y  h a v e  b e e n  r e d u c e d .  Up un t i l  a l i t t l e  o v e r  
two  y e a r s  ago  r e s e r v e  r e q u i r e m e n t s  in  c e n t r a l  r e s e r v e  c i t i e s  w a s  24 
p e r c e n t ;  r e s e r v e  c i t i e s ,  20 p e r c e n t - - t h e y  h a v e  b e e n  a s  h igh  a s  2 1 . 5  
o r  22 p e r c e n t ;  and  in  b a n k s  o u t s i d e  c e n t r a l  r e s e r v e  and  r e s e r v e  c i t i e s ,  
i t  w a s  14 and i s  now 12 p e r c e n t ,  

QUESTION:  H a s  t h e r e  b e e n  a n y  a t t e m p t  on the  p a r t  of the  F e d e r a l  
R e s e r v e  to  l i m i t  t he  s i z e  of p a r t i c u l a r  b a n k i n g  i n s t i t u t i o n s  ? I w a s  
t h i n k i n g  abou t  t he  o p e r a t i o n  of the  B a n k  of A m e r i c a  on the  P a c i f i c  C o a s t  
w h i c h  e x t e n d s  f r o m  C a l i f o r n i a  t o  W a s h i n g t o n ?  

MR.  WAYNE: It s u r e  d o e s .  It i s  a b ig  one .  The  on ly  a t t e m p t  on 
the  p a r t  of the  F e d e r a l  R e s e r v e  S y s t e m  wh ich  m i g h t  be  i n t e r p r e t e d  a s  
d e s i g n e d  to  l i m i t  t h e  s i z e  of an i n s t i t u t i o n  d e a l t  not  w i th  i t s  s i z e  p e r  se  
bu t  w a s  on the  q u e s t i o n  of m o n o p o l y  and  w h e t h e r  o r  n o t  the  r e l a t i v e  s i z e  
of the  i n s t i t u t i o n  in t e r m s  of t o t a l  c r e d i t  and  b a n k i n g  s t r u c t u r e  of the  
a r e a  w h i c h  it  s e r v e s  i s  s u c h  as  to c r e a t e  a c r e d i t  m o n o p o l y .  T h e r e  
wou ld  be  a r e l u c t a n c e  on the  p a r t  of the  F e d e r a l  R e s e r v e  S y s t e m  to  s e e  
t h a t  d e v e l o p .  

Y o u r  q u e s t i o n  m a y  p e r h a p s  be  p r o m p t e d  by  the  su i t  w h i c h  t h e  F e d e r a l  
R e s e r v e  S y s t e m  f~ugh t  w i t h  the  T r a n s a m e r i c a  C o r p o r a t i o n  o v e r  a l ong  
n u m b e r  of y e a r s  and  f i n a l l y  won and  t h e n  l o s t ,  c o n c e r n i n g  the  B a n k  of 
A m e r i c a .  

T h e  b a s i s  of t h a t  s u i t  w a s  f u n d a m e n t a l l y  m o n o p o l y ,  but  it d o e s  no t  
d e a l  d i r e c t l y  w i t h  t h e  s i z e  of t he  i n s t i t u t i o n  at  a l l .  It d e a l s  r a t h e r  w i t h  
t h e  m o n o p o l i s t i c  c o n t r o l  of t he  c r e d i t  of an a r e a  t h r o u g h  a h o l d i n g  c o m -  
p a n y  d e v i c e  in  w h i c h  t h e r e  wou ld  be  p r e s e r v e d  the  a p p e a r a n c e  of c o m -  
p e t i t i o n  but  i t  w o u l d n ' t  be  r e a l  b e c a u s e  t h i s  one h o l d i n g  c o m p a n y  wou ld  
c o n t r o l  e n o u g h  c r e d i t  to  h a v e  m o n o p o l i z e d  the  a r e a .  

T h e  on ly  i n t e r e s t  of t h e  F e d e r a l  R e s e r v e  S y s t e m  i s  t he  q u e s t i o n  of 
m o n o p o l y .  I t s  on ly  p o w e r  i s  v e r y  v a g u e  and  u n c e r t a i n  and  i n v o l v e s  
p r i m a r i l y  the  u s e  of t h e  h o l d i n g  c o m p a n y  d e v i c e .  

18 



Q U E S T I O N :  Y o u  h a v e  e x p l a i n e d  t h e  b a n k i n g  s y s t e m .  My  q u e s t i o n  
c o n c e r n s  t he  f r i n g e  a r e a ,  s u c h  as  F H A  and  R F C .  A r e  t h o s e  t r u l y  b a n k -  
ing  c o n c e r n s  and ,  if  no t ,  wou ld  y o u  c o m m e n t  on j u s t  how t h e y  o p e r a t e  
t h r o u g h  t h e  b a n k i n g  s y s t e m  ? 

MR.  WAYNE:  T h e  R e c o n s t r u c t i o n  F i n a n c e  C o r p o r a t i o n - - r e c e n t l y  
b u r i e d  and  r e p l a c e d  now by  a n e w  o r g a n i z a t i o n ,  t he  S m a l l  B u s i n e s s  
A d m i n i s t r a t i o n - - w a s  in  a r e a l  s e n s e  a b a n k i n g  i n s t i t u t i o n  in t h a t  i t  
m a d e  l o a n s  d i r e c t l y .  T h e  s o u r c e  of i t s  f u n d s  w a s  t h e  T r e a s u r y  of t he  
U n i t e d  S t a t e s .  T h e  s o u r c e s  of T r e a s u r y  f u n d s  w e r e  e i t h e r  by  t a x a t i o n  
o r  b o r r o w i n g .  The  b o r r o w i n g  i t s e l f  w o u l d  c r e a t e  c r e d i t  in the  b a n k i n g  
s y s t e m .  So the  R e c o n s t r u c t i o n  F i n a n c e  C o r p o r a t i o n  w a s  a Bank ing  
o r g a n i z a t i o n  i n s o f a r  a s  c r e a t i n g  c r e d i t  i s  c o n c e r n e d ;  no t  on the  s u p p l y i n g  
o f  t h i s  b a s i c  t r a n s f e r  of v a l u e s  d i r e c t l y  bu t  t h r o u g h  the  T r e a s u r y .  

T h e  F H A ,  and  t h e r e  a r e  two  a g e n c i e s  t h a t  u s e  t he  s a m e  i n i t i a l s - -  
one  i s  F e d e r a l  H o u s i n g  A d m i n i s t r a t i o n  and  the  o t h e r  i s  t h e  F a r m e r s  
H o m e  A d m i n i s t r a t i o n ;  b o t h  o p e r a t e  on the  s a m e  b a s i s  a s  t h e y  a r e  i n -  
s u r i n g  o r  g u a r a n t e e i n g  i n s t i t u t i o n s .  

M a n y  of t h e  l o a n s  f o r  w h i c h  t h e r e  i s  a s t r o n g  d e m a n d  in  t e r m s  of 
h o u s i n g  m a y  r u n  f o r  a p e r i o d  of t i m e  b e y o n d  w h a t  w a s  t r a d i t i o n a l l y  b e -  
l i e v e d  the  a p p r o p r i a t e  r a n g e  f o r  t h e  i n v e s t m e n t  of b a n k  f u n d s .  I m e n -  
t i o n e d  t h a t  t h o s e  who  f o u n d e d  the  F e d e r a l  R e s e r v e  S y s t e m  b u i l t  t h e y  
k n e w  n o t  w h a t .  T h e y  d e a l t  w i t h  s e l f - l i q u i d a t i n g  p a p e r .  T h e  g e n e r a l  
b e l i e f  w a s  t h a t  c o m m e r c i a l  b a n k s  s h o u l d  on ly  m a k e  l o a n s  w h i c h ,  by  the  
v e r y  p r o c e s s  i t s e l f ,  w o u l d  b e  l i q u i d a t e d  w i t h i n  a s h o r t  p e r i o d  of t i m e .  
T h a t  c o n c e p t  c a r r i e d  o v e r  no t  o n l y  in b a n k s  and  w i t h  b a n k e r s  bu t  in l i f e  
i n s u r a n c e  c o m p a n i e s ,  t r u s t  f u n d s ,  and the  l i k e .  F o r  g e n e r a t i o n  a f t e r  
g e n e r a t i o n  t h e y  w o u l d n ' t  m a k e  t h o s e  l o a n s .  

F r e q u e n t l y  y o u  h a v e  w h a t  a p p e a r s  to  be  e c o n o m i c  p r o b l e m s  a n d  y o u  
r u n  in to  s o c i a l  p r o b l e m s .  T h e r e  w a s  a v e r y  g r e a t  s h o r t a g e  of  h o u s i n g  
in  A m e r i c a  and  t h e r e  w e r e  t r e m e n d o u s  d e m a n d s  f o r  c r e d i t  on ' ! e a s y  
t e r m s .  " 

On one  s i d e  y o u  h a v e  an  u n s a t i s f i e d  d e m a n d  f o r  h o u s i n g ;  on t h e  o t h e r  
s i d e  y o u  heave m e n  s e e k i n g  w o r k .  If a d e q u a t e  c r e d i t  c a n  be  m a d e  a v a i l -  
a b l e ,  b o t h  " w a n t s "  m a y  be  s a t i s f i e d .  S p r e a d i n g  t h e  r i s k  b y  m e a n s  of  
G o v e r n m e n t  i n s u r a n c e  m a d e  s u c h  o b l i g a t i o n s  a t t r a c t i v e  to  l e n d e r s .  
T h u s  t h e  d e m a n d  b e c a m e  an  e f f e c t i v e  d e m a n d .  T h e r e  i s  no end  to the  
w a n t s  of m a n ;  t he  p r o b l e m  i s  t o  m a k e  the  d e m a n d s  e f f e c t i v e .  Y o u  w o u l d  

m a k e  t h e  d e m a n d  f o r  h o u s i n g  e f f e c t i v e  by  p u t t i n g  i t  in t e r m s  of p a y m e n t s  
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b u y e r s  c o u l d  m a k e .  T h e  i n s u r i n g  a g e n c i e s  do  n o t  e x t e n d  c r e d i t  a n d  
t h e y  a r e  n o t  b a n k i n g  i n s t i t u t i o n s  a t  a l l .  

Q U E S T I O N :  I a m  c o n f u s e d  a s  t o  w h o  i t  i s  t h a t  i s  m a k i n g  t h e s e  
d e c i s i o n s : .  W h o  i s  m a k i n g  t h e s e  d e c i s i o n s ?  W h e r e  c a n  I , t a k e  m y  v o t e  
i f  I d o n ' t  l i k e  i t ?  

M R .  W A Y N E :  Y o u  h a v e  n o  d o u b t  r e a d  v a r i o u s  s t a t e m e n t s  about  
t h e  i n d e p e n d e n t  F e d e r a l  R e s e r v e  S y s t e m .  We h a v e  b e e n  a s k e d  to  d e -  
f i n e  w h a t  we  m e a n  b y  i n d e p e n d e n t ,  i n d e p e n d e n t  of  w h o m  ? P r i m a r i l y  
i t  i s  i n d e p e n d e n t  of  t h e  e x e c u t i v e  b u t  r e s p o n s i v e  to  t h e  l e g i s l a t i v e  
b r a n c h e s  of  t h e  F e d e r a l  G o v e r n m e n t .  

M r .  H u m p h r e y ' s  d e c i s i o n s ,  a s  t h e  S e c r e t a r y  of  t h e  T r e a s u r y ,  d e a l  
w i t h  w h a t  we  s p e a k  of  a s  f i s c a l  p o l i c y .  F i s c a l  p o l i c y  i n v o l v e s  a n y t h i n g  in  
t h e  a r e a  o f  t a x i n g ,  s p e n d i n g ,  a n d  d e b t  m a n a g e m e n t .  

T a x i n g  i s  f i x e d  by  t h e  C o n g r e s s ;  s p e n d i n g ,  t o o ,  i s  f i x e d  b y  t h e  C o n -  
g r e s s ;  an'd in  b e t w e e n  t h e  t w o  t h e r e  c o m e s  d e b t  m a n a g e m e n t  a r i s i n g  
f r o m  t h e  n e c e s s i t y  of  c o v e r i n g  t h e  s p r e a d  b e t w e e n  t a x i n g  a n d  s p e n d i n g .  
T h e  n a t u r e  o f  t h e  r e s u l t i n g  de)~t a n d  t h e  t e r m s  of T r e a s u r y  f i n a n c i n g  
h a v e  a g r e a t  m a n y  e f f e c t s  u p o n  o u r  e c o n o m y .  W h e t h e r  t h e  d e b t  i s  h e l d  
b y  f i r m  i n v e s t o r s  o r  a l l o w e d  to  e n t e r  t h e  b a n k i n g  s y s t e m  a n d  b u i l d  up  
t h e  m o n e y  s u p p l y ,  h a s  a d i r e c t  e f f e c t  on t h e  m o n e t a r y  s i t u a t i o n .  

W h e n  I s a y  " w e "  t h a t  i s  a n  e d i t o r i a l  e x p r e s s i o n .  I h a v e  v e r y  l i t t l e  
t o  d o  w i t h  p o l i c y  d e c i s i o n s  of  t h e  F e d e r a l  R e s e r v e  S y s t e m ,  I a m  c h s r g e d  
w i t h  r u n n i n g  a b a n k .  T h e  F e d e r a l  R e s e r v e  S y s t e m  i s  m a d e  u p  of  t h r e e  
p a r t s ,  T h e r e  i s  t h e  B o a r d  of  G o v e r n o r s  in  W a s h i n g t o n ,  c o m p o s e d  of  
s e v e n  m e n  a p p o i n t e d  b y  t h e  P r e s i d e n t  of  t h e  U n i t e d  S t a t e s ,  b y  a n d  w i t h  
t h e  c o n s e n t  of  t h e  S e n a t e .  T h e  m e m b e r s  o f  t h e  B o a r d  a r e  a p p o i n t e d  f o r  
t e r m s  of  14 y e a r s  a n d  c a n n o t  b e  r e m o v e d  f r o m  o f f i c e  e x c e p t  f o r  m i s -  
f e a s a n c e  ,in o f f i c e .  T h e  t e r m s  a r e  s o  a r r a n g e d  t h a t  o n e  t e r m  r u n s  out  
e v e r y  o t h e r  y e a r  s o  t h a t  t h e r e  i s  a s l o w ,  g r a d u a l  c h a n g  e in  t h e  c o m p o s i -  
t i o n  o f  t h e  B o a r d  of  G o v e r n o r s  of  t h e  F e d e r a l  R e S e r v e  S y s t e m .  

T h e  B o a r d  of G o v e r n o r s ,  t h e s e  s e v e n  m e n ,  in  t h e i r  o w n  p r o v i n c e  
d e c i d e  to  r a i s e  r e s e r v e  r e q u i r e m e n t s  o r  t o  l o w e r  r e s e r v e  r e q u i r e m e n t s .  
T h a t  a n d  m a n y  o t h e r  d e c i s i o n s  a r e  s o l e l y  w i t h i n  t h e  p r o v i n c e  of  t h e  
B o a r d .  

I m e n t i o n e d  t h e  12 R e s e r v e  b a n k s ,  e a c h  h a v i n g  9 d i r e c t o r s .  T h e s e  
9 d i r e c t o r s  i n i t i a t e  c h a n g e s  in  t h e  d i s c o u n t  r a t e s .  If  t h e s e  9 m e n  at  
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R i c h m o n d  d e c i d e  t h a t  t he  d i s c 0 u n t  r a t e  s h o u l d  be  r a i s e d ,  t h e y  w i l l  t a k e  
a c t i o n  to  t h a t  e f f e c t ,  bu t  t h e y  c a n ' t  r a i s e  i t  w i t h o u t  the  a p p r o v a l  of t h e s e  
7 m e n  in  W a s h i n g t o n .  On the  o t h e r  h a n d ,  i f  t h e  B o a r d  in  W a s h i n g t o n  
s a y s  i t  ough t  to  be  r a i s e d  and  the  9 d i r e c t o r s  s a y ,  "We a r e  no t  g o i n g  to  
r a i s e  i t ,  " i t  i s  n o t  q u i t e  c l e a r  how to  o v e r c o m e  t h a t  i m p e d i m e n t .  It 
h a s n ' t  h a p p e n e d .  

O p e n - m a r k e t  o p e r a t i o n s  a r e  c o n t r o l l e d  b y  a n o t h e r  o r g a n i z a t i o n  of 
12 m e n ,  7 of w h o m  a r e  t h e  7 m e m b e r s  of the  B o a r d  of G o v e r n o r s .  T h e  
o t h e r  5 a r e  e l e c t e d  b y  the  12 b o a r d s  (of  9 d i r e c t o r s  e ach )  of  t he  R e s e r v e  
b a n k s  and  m u s t  c o m e  f r o m  a m o n g  the  12 p r e s i d e n t s  of the  12 R e s e r v e  
b a n k s  o r  t h e  12 f i r s t  v i c e  p r e s i d e n t s .  F r o m  t h a t  g r o u p  o f 2 4  m e n ,  t h e  
o t h e r  5 a r e  s e l e c t e d .  I t h i n k  y o u  wi l l  be  i n t e r e s t e d  in how it  a c t u a l l y  
w o r k s  out  in  p r a c t i c e .  

T h e  p r e s i d e n t  o r  f i r s t  v i c e  p r e s i d e n t  of the  F e d e r a l  R e s e r v e  B a n k  
of N e w  Y o r k  i s - - n o t  b y  l aw bu t  by  a g r e e m e n t - - a l w a y s  on t h i s  1 2 - m a n  
o p e n - m a r k e t  c o m m i t t e e ,  b e c a u s e  N e w  Y o r k  i s  the  m o n e y  m a r k e t  and  the  
m e n  t h e r e  a r e  c l o s e s t  in  t o u c h  wi th  i t .  T h e  o t h e r  11 d i s t r i c t s  a r e  d i -  
v i d e d  in to  4 g r o u p s .  C l e v e l a n d  and  C h i c a g o  a r e  t o g e t h e r ,  and  e a c h  y e a r  
t h a t  m e m b e r s h i p  in t he  o p e n - m a r k e t  c o m m i t t e e  a l t e r n a t e s  b e t w e e n  the  
p r e s i d e n t  of the  F e d e r a l  R e s e r v e  B a n k  of C l e v e l a n d  and the  p r e s i d e n t  of  
t h e  F e d e r a l  R e s e r v e  B a n k  of C h i c a g o .  T h e  r e m a i n i n g  9 d i s t r i c t s  a r e  
d i v i d e d  in to  t h r e e  g r o u p s  of t h r e e  e a c h .  B o s t o n ,  Ph i l ade lph i a~  and  R i c h -  
m o n d  a r e  by  a g r e e m e n t  in one  g r o u p .  So one y e a r  t he  d i r e c t o r s  of the  
R i c h m o n d  b a n k  v o t e  f o r  t he  e l e c t i o n  of the  p r e s i d e n t  of  t he  B o s t o n  b a n k ;  
the  n e x t  y e a r ,  t h e y  a l l  vo t e  f o r  t h e  p r e s i d e n t  of  t he  P h i l a d e l p h i a  bank ;  
t h e  n e x t  y e a r  t h e y  a l l  v o t e  f o r  the  P r e s i d e n t  of  the  R i c h m o n d  bank ;  and  
so  i t  m o v e s  a m o n g  the  t h r e e  b a n k s .  

T h u s  y o u  h a v e  in  e f f e c t  a g r o u p  of m e n  in  c l o s e  t o u c h  w i t h  the  12 
d i s t r i c t s  a l l  o v e r  t h e  c o u n t r y  s e n d i n g  5 a s  a m i n o r i t y  of a b o a r d  of 12, 
w i t h  t h e  7 h e r e  in W a s h i n g t o n  a p p o i n t e d  b y  t h e  E x e c u t i v e  wi th  t he  c o n s e n t  
of t h e  S e n a t e ,  who  m a k e  t h e d e c i s i o n s  in r e g a r d  to  o p e n - m a r k e t  o p e r a -  
t ' ions .  You  h a v e  an  a t t e m p t  to  c o m b i n e  p u b l i c  and  p r i v a t e  i n t e r e s t s ,  
n a t i o n a l  and  d i s t r i c t  l e v e l s ,  i n to  a c o o r d i n a t e d ,  c o o p e r a t i v e ,  and ,  we 
h o p e ,  e f f e c t i v e  g r o u p .  

Now do you follow who "we" are ? That is what is meant by an 
independent Federal Reserve System. It was deliberately designed 
that way by the founders who believed that if the central bank with its 
power to create reserves was made completely responsive to the Execu- 
tive, then the perfectly natural desire of the Treasury to borrow at 

21 



2 i 6  

the  l o w e s t  p o s s i b l e  r a t e  w o u l d  r e s u l t  in  wha t  h a p p e n e d  h e r e  d u r i n g  the  
w a r  y e a r s ;  i t  wi l l  i n e v i t a b l y  h a p p e n  d u r i n g  w a r  y e a r s ,  n a m e l y ,  t h a t  
v o l u n t a r i l y  the  c e n t r a l  b a n k  wi l l  a b d i c a t e  i t s  c o m p l e t e  i n d e p e n d e n c e  
in t e r m s  of the  n a t i o n a l  n e e d .  Bu t  the  r e a s o n  f o r  no t  m a k i n g  i t  c o r n -  
p l e t e l y  a n s w e r a b l e  to the  E x e c u t i v e  i s  b e c a u s e  i t  p l a c e s  too  m u c h  p o w e r  
in one individual. 

The  B a n k  of F r a n c e  i s  a good e x a m p l e  of the  t i e - i n  w h e r e  t h e  
M i n i s t e r  of F i n a n c e  and  the  p r e s i d e n t  of the  B a n k  of F r a n c e  i s  one i n -  
d i v i d u a l .  It  i s  v e r y  d i f f i c u l t  f o r  h i m  to s e p a r a t e  h i m s e l f .  

C A P T A I N  MOTT: M r .  Wayne ,  I r e g r e t  the  t i m e  ha s  r u n  out .  T h e r e  
a r e  s t i l l  q u e s t i o n s  bu t  we c a n ' t  p o s s i b l y  a l low any  m o r e  of t h e m .  On 
b e h a l f  of the  C o m m a n d a n t ,  t he  f a c u l t y ,  and  the  s t u d e n t  body ,  t h a n k  y o u  
v e r y  m u c h .  I a m  s u r e  we know m o r e  abou t  t h i s  s u b j e c t  of m o n e y  than  
we d id  p r i o r  to  t h i s  l e c t u r e .  

(12 Oct  1 9 5 4 - - 2 5 0 ) S / s g h  
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