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M r .  W i l l i a m  M c C .  M a r t i n ,  J r . ,  C h a i r m a n ,  B o a r d  of G o v e r n o r s ,  

F e d e r a l  R e s e r v e  S y s t e m ,  w a s  b o r n  in St. L o u i s ,  M i s s o u r i ,  17 D e c e m -  
b e r  1906. He was  g r a d u a t e d  f r o m  Ya le  in 1928, w a s  a s t u d e n t  in the 
B e n t o n  C o l l e g e  of L a w ,  St. L o u i s  in 1931 and  l a t e r  did p a r t - t i m e  p o s t -  
g r a d u a t e  w o r k  at  C o l u m b i a  U n i v e r s i t y .  He s e r v e d  in the bank  e x a m i n a -  
t ion  d e p a r t m e n t  of the F e d e r a l  R e s e r v e  Bank  of St. L o u i s ,  d u r i n g  1928- 
29. In 1929 he j o i n e d  A. G. E d w a r d s  and Sons,  St. L o u i s ,  and b e c a m e  
a p a r t n e r  in 1931. He w a s  a m e m b e r  of the New Y o r k  Stock E x c h a n g e  
f r o m  J u l y  1931 to J u l y  1938 and was  a g o v e r n o r  of the  E x c h a n g e  f r o m  
1935 to 1938. He was  c h a i r m a n  of the  E x c h a n g e  C o m m i t t e e  on C o n s t i -  
tu t ion  d u r i n g  1937-38 and w a s  s e c r e t a r y  of the  C o n w a y  C o m m i t t e e  s e t  
up to r e o r g a n i z e  the E x c h a n g e .  He was  appo in t ed  p r e s i d e n t  of the  
E x c h a n g e  and s e r v e d  in tha t  c a p a c i t y  un t i l  1941 when  he w a s  d r a f t e d  
u n d e r  S e l e c t i v e  S e r v i c e  a s  a p r i v a t e  in the  Uni ted  S ta t e s  A r m y .  He was  
c o m m i s s i o n e d  a f i r s t  l i e u t e n a n t  in the I n f a n t r y  and wen t  t h r o u g h  s u c -  
c e s s i v e  s t e p s  to the  r a n k  of c o l o n e l ,  ho ld ing  a s s i g n m e n t s  wi th  the 
M u n i t i o n s  A s s i g n m e n t  B o a r d  and s e r v i n g  as  a s s i s t a n t  e x e c u t i v e  of the 
P r e s i d e n t ' s  Sov ie t  P r o t o c o l  C o m m i t t e e ,  and w a s  a w a r d e d  the  L e g i o n  of 
M e r i t ,  O c t o b e r  1945. He was  appo in t ed  by the P r e s i d e n t  to the B o a r d  
of D i r e c t o r s  of the  E x p o r t - I m p o r t  Bank  in N o v e m b e r  1945; in F e b r u a r y  
1946 he w a s  d e s i g n a t e d  as  c h a i r m a n  and p r e s i d e n t  and s e r v e d  un t i l  he  
b e c a m e  a s s i s t a n t  s e c r e t a r y  of the T r e a s u r y ,  8 F e b r u a r y  1949. He  ks 
a t r u s t e e  of the  F o r e i g n  S e r v i c e  E d u c a t i o n a l  F o u n d a t i o n ,  W a s h i n g t o n ,  
D . C .  He w a s  appo in t ed  to the p o s i t i o n  he now ho lds  on 2 A p r i l  1951. 
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G E N E R A L  NIBLO:  Our  s p e a k e r  th i s  m o r n i n g ,  M r .  W i l l i a m  
M c C h e s n e y  M a r t i n ,  i s  w e l l  known to us  a l l .  He i s  c o n s t a n t l y  t e s t i f y i n g  
b e f o r e  n u m e r o u s  c o m m i t t e e s  of C o n g r e s s .  His  c o m m e n t s  and r e m a r k s  
a r e  a l w a y s  n e w s w o r t h y .  

As  you  know f r o m  h i s  b i o g r a p h y ,  M r .  M a r t i n  w a s  f o r m e r l y  P r e s i -  
den t  of the  New Y o r k  Stock E x c h a n g e  as  w e l l  a s  of the  E x p o r t - I m p o r t  
B a n k .  At p r e s e n t  he is  C h a i r m a n  of the B o a r d  of G o v e r n o r s  of o u r  
F e d e r a l  R e s e r v e  S y s t e m .  He w i l l  t a lk  to us  th i s  m o r n i n g  on " I n d i r e c t  
C o n t r o l s :  M o n e t a r y  and F i s c a l  O p e r a t i o n s  of the  F e d e r a l  R e s e r v e  S y s -  
t e m . "  

M r .  M a r t i n ,  i t  is  a p l e a s u r e  to w e l c o m e  you  to the  I n d u s t r i a l  
C o l l e g e  and to p r e s e n t  you to th i s  y e a r ' s  c l a s s .  

MR.  MARTIN:  G e n e r a l ,  g e n t l e m e n :  W h e n e v e r  I u n d e r t a k e  an 
a s s i g n m e n t  of th i s  s o r t ,  I a l w a y s  t r y  to put m y s e l f  in the  s h o e s  of the  
peop l e  who a r e  go ing  to l i s t e n  to m e  so  a s  to judge  wha t  I would  l ike  to 
h e a r  if I w e r e  in the l i s t e n e r ' s  p l a c e .  I don ' t  t h ink  t h e r e  i s  any  p a r t i c -  
u l a r  a d v a n t a g e  in hav ing  a m a n  in m y  pos i t i on  c o m e  o v e r  h e r e  and g ive  
you  an a c a d e m i c  t a l k .  You,  I u n d e r s t a n d ,  have  had  s o m e  b a c k g r o u n d  
on the  F e d e r a l  R e s e r v e  S y s t e m  in y o u r  o r i e n t a t i o n  w o r k  in t h i s  c o u r s e  
so  I d o n ' t  i n t end  to r e v i e w  the t e c h n i c a l i t i e s  and p r o c e d u r e s  of c e n t r a l  
b a n k i n g .  What  I th ink  m i g h t  be m o r e  i n t e r e s t i n g  wou ld  be  fo r  m e  to t r y  
to s ay  s o m e t h i n g  in c o n c r e t e  f o r m  about  c o n t e m p o r a r y  c u r r e n t  e v e n t s .  

When  I w a s  in c o l l e g e ,  I took a c o u r s e  in A l f r e d  M a r s h a l l ' s  f i r s t  
" P r i n c i p l e s  of E c o n o m i c s . "  A l f r e d  M a r s h a l l  was  a g r e a t  e c o n o m i s t  
in  m y  j u d g m e n t ,  bu t  I s l e p t  t h r o u g h  tha t  e n t i r e  c o u r s e .  I n e v e r  found 
a n y t h i n g  so  du l l  o r  so u n i n t e r e s t i n g  a s  tha t  c o u r s e .  

T e n  y e a r s  l a t e r ,  wh i l e  I w a s  in Wal l  S t r e e t ,  I wen t  out to C o l u m b i a  
U n i v e r s i t y  and  a t t e n d e d  a c o u r s e  at  f ive o ' c l o c k  in the  a f t e r n o o n ,  a f t e r  
a b u s y  day ,  in  e x a c t l y  the  s a m e  f i r s t  " P r i n c i p l e s  of E c o n o m i c s ,  " by  
A l f r e d  M a r s h a l l ,  only  th i s  t i m e  the t e a c h e r  w a s  a m u c h  d u l l e r  t e a c h e r  
t han  the  t e a c h e r  I had  had  in c o l l e g e .  In fac t ,  I t h ink  he  w a s  the  d u l l e s t  
l e c t u r e r  I had  e v e r  l i s t e n e d  to .  He had no s p a r k  of h u m o r  and no 



c a p a c i t y  w h a t s o e v e r  f o r  m a k i n g  h i s  s u b j e c t  l i v e  a n d  b r e a t h e .  A n d  y e t ,  
b e c a u s e  I w a s  in  W a l l  S t r e e t  a n d  h a d  10 y e a r s '  e x p e r i e n c e  in  c o n t e m -  
p o r a r y  e v e n t s  a n d  c o u l d  t h i n k  of  t h e s e  t h i n g s ,  n o t  in  t h e  a b s t r a c t ,  b u t  
in  c o n c r e t e  t e r m s ,  I f o u n d  t h a t  c o u r s e  a s  i n t e r e s t i n g  a s  a n y  d e c t e c t i v e  
s t o r y  I h a d  e v e r  ~vhi led  a w a y  t h e  h o u r s  of  t h e  e v e n i n g  w i t h .  

I f  we  a r e  g o i n g  t o  g e t  a n y  b r e a d t h  o u t  of t h e  s u b j e c t  I a m  g o i n g  to  
s p e a k  on  t h i s  m o r n i n g ,  we  m u s t  l o o k  a t  i t  in  c o n c r e t e  t e r m s .  F o r  t h e  
s p e c i a l i s t s  a n d  p u r e  s t u d e n t s ,  i t  c a n  b e  s e e n  in  t h e  a b s t r a c t ,  b u t  f o r  
t h e  m a j o r i t y  o f  u s  i t  m u s t  b e  t h o u g h t  of  in  c o n c r e t e  a n d  c o n t e m p o r a r y  
t e r m s  of  t h e  w o r l d  we  a r e  l i v i n g  i n .  

So I w o u l d  l i k e  t o  r e v i e w  w i t h  y o u  b r i e f l y  t h e  t r a n s i t i o n  f r o m  w a r -  
t i m e  c o n t r o l s  t o  m o r e  r e l i a n c e  u p o n  g e n e r a l  c o n t r o l s  i n  t h e  f i e l d  o f  
m o n e y  a n d  c r e d i t .  F r o m  t h a t  I b e l i e v e  y o u  m a y  b e  a b l e  t o  d r a w  s o m e  
l e s s o n s  in  w h i c h  y o u r  j u d g m e n t  w o u l d  c e r t a i n l y  b e  a s  g o o d  a s  m i n e  a s  
t o  w h a t  u s e  w e  m i g h t  m a k e  of  t h e s e  c o n t r o l s  i n  t h e  e v e n t  of  a n o t h e r  
c r i s i s  o r  a n o t h e r  w a r  s t r i k i n g  a t  a n y  p a r t i c u l a r  t i m e .  

J u s t  o n e  " b r i e f  w o r d  a b o u t  t h e  F e d e r a l  R e s e r v e  S y s t e m .  I t  w a s  
i n s t i t u t e d  in  1913 .  I t  i s  a m a j o r  d e p a r t u r e  i n  t h e  A m e r i c a n  s c e n e  b e -  
c a u s e  i t  r e p r e s e n t s  a c h a n g e  f r o m  a m o r e  o r  l e s s  l a i s s e z  f a i r e  a p -  
p r o a c h  to  m o n e y  a n d  c r e d i t  to  a c e n t r a l  b a n k  a p p r o a c h  in  w h i c h  we  
d e f i n i t e l y  t o o k  t h e  c o u r s e  o f  a m a n a g e d  c u r r e n c y .  A n y o n e  w h o  t h i n k s  
t h a t  t h e  F e d e r a l  R e s e r v e  A c t  i s  n o t  d r a w n  in  t e r m s  of  m a n a g e d  c u r -  
r e n c y  h a s ,  I t h i n k ,  m i s s e d  t h e  e v o l u t i o n  of  t h e  F e d e r a l  R e s e r v e  S y s t e m .  
F o r  t h a t  a c t  c e r t a i n l y  g a v e  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  r e s p o n s i -  
b i l i t y  f o r  r e g u l a t i n g  t h e  m o n e y  s u p p l y  of  t h e  U n i t e d  S t a t e s .  

T h e  r e a s o n  t h e  A m e r i c a n  p e o p l e  t u r n e d  t o  t h e  F e d e r a l  R e s e r v e  
A c t - - w i t h  a g o o d  d e a l  of  t r e p i d a t i o n  a n d  a g o o d  d e a l  o f  f e a r  on  t h e  p a r t  
o f  b a n k e r s  a n d  b u s i n e s s m e n  g e n e r a l l y - - w a s  t h e  r e c u r r e n c e  o f  m o n e y  
p a n i c s  w h i c h  f i n a l l y  r e a c h e d  a p o i n t  in  1907 w h e r e  t h e  b o d y  p o l i t i c  
w e r e  u n w i l l i n g  to  a c c e p t  t h e m  a n y  l o n g e r .  A s  a p r e v e n t a t i v e  m e a s u r e ,  
t h e y  w e r e  w i l l i n g  to  t a k e  t h e  p l u n g e  of  m a n a g e d  c u r r e n c y .  

In  t h e  p r e a m b l e  o f  t h e  F e d e r a l  R e s e r v e  A c t ,  we  a r e  t o l d  t h a t  t h e  
p u r p o s e  o f  t h e  a c t  i s  t o  p r o v i d e  a n  e l a s t i c  c u r r e n c y ,  to  a f f o r d  a m e a n s  
o f  r e d i s c o u n t i n g  c o m m e r c i a l  p a p e r ,  a n d  to  i m p r o v e  s u p e r v i s i o n  o f  
b a n k i n g .  B u t  o v e r  a n d  b e y o n d  t h a t  i t  w a s  a r e a l  e f f o r t  t o  m o b i l i z e  t h e  
r e s e r v e s  of  t h e  c o u n t r y ,  

N o w ,  o u r  b a n k i n g  s y s t e m  i s  a r e s e r v e  s y s t e m .  B a n k s  c a n  l e n d  
in  r e l a t i o n  to  t h e  r e s e r v e s  w h i c h  t h e y  h o l d .  A s  t h e  r e s e r v e s  i n c r e a s e ,  
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the  l e n d i n g  c a p a c i t y  of the b a n k s  i n c r e a s e s .  Wi thout  go ing  into  the  
t e c h n i c a l i t i e s  of i t ,  b e c a u s e  I don ' t  t h ink  tha t  is  i m p o r t a n t  to you,  fo r  
e a c h  d o l l a r  of r e s e r v e s  it  ha s ,  a bank  can,  at  p r e s e n t ,  l end  r o u g h l y  
s ix  d o l l a r s .  In o t h e r  w o r d s  t h e r e  can  be  a m u l t i p l e  e x p a n s i o n  of l e n d i n g  
w h e n  the b a n k s  a c q u i r e  r e s e r v e s .  T h e r e  is  l i k e w i s e  a m u l t i p l e  c o n t r a c -  
t ion  in l e n d i n g  w h e n  r e s e r v e s  a r e  r e d u c e d .  

Now, we a r e  g iven  in the F e d e r a l  R e s e r v e  Ac t  a u t h o r i t y ,  w i th in  
c e r t a i n  l i m i t s ,  to r e q u i r e  m e m b e r  b a n k s  to m a i n t a i n  as  r e s e r v e s  a 
p o r t i o n  of t h e i r  d e p o s i t s .  By pu t t ing  the r e s e r v e s  up, we can  r e d u c e  
t he  b a n k s '  a b i l i t y  to lend;  by l o w e r i n g  ' r e s e r v e s ,  we can  r e l e a s e  funds  
tha t  can  be u s e d  to expand  l o a n s .  F o r  the p u r p o s e  of f ix ing  r e s e r v e  
r e q u i r e m e n t s ,  m e m b e r  b a n k s  a c r o s s  the c o u n t r y  a r e  d i v i d e d  in to  t h r e e  
c a t e g o r i e s :  c e n t r a l  R e s e r v e  c i ty  b a n k s ,  m e a n i n g  b a n k s  in New Y o r k  
and Ch icago ;  R e s e r v e  c i ty  b a n k s ,  m e a n i n g  b a n k s  in m o s t  of the  l a r g e r  
c i t i e s  r e m a i n i n g ;  and c o u n t r y  b a n k s ,  though m a n y  of t h e s e  " c o u n t r y  
b a n k s "  a r e  f a s t  a p p r o a c h i n g  the s t a g e  w h e r e  t hey  a r e  not  r e a l l y  c o u n t r y  
b a n k s  in the  o r i g i n a l  s e n s e .  In t h o s e  c a t e g o r i e s ,  the  r e s e r v e  r e q u i r e -  
m e n t s  p e r m i t t e d  by law fo r  d e m a n d  d e p o s i t s  and the r e q u i r e m e n t s  
p r e s e n t l y  in e f f e c t  a r e  as  fo l lows :  C e n t r a l  R e s e r v e  c i ty  b a n k s ,  l e g a l  
r a n g e  of 13 to 26 p e r c e n t  and p r e s e n t  r e s e r v e ,  20 p e r c e n t ;  R e s e r v e  c i t y  
b a n k s ,  10 to 20 p e r c e n t  r a n g e ,  wi th  p r e s e n t  r e s e r v e  of 18 p e r c e n t ;  
c o u n t r y  b a n k s ,  14 to 20 p e r c e n t  r a n g e  and p r e s e n t  r e s e r v e  of 12 p e r -  
c e n t .  We w e r e  g iven  for  t i m e  d e p o s i t s ,  on w h i c h  t h e r e  is  not  the s a m e  
p r e s s u r e ,  p e r m i s s i o n  to fix r e s e r v e  r e q u i r e m e n t s  as  h igh  a s  6 p e r c e n t  
and  as  low as  3 p e r c e n t .  At the p r e s e n t  t i m e  the r e q u i r e m e n t  i s  5 p e r -  
c e n t .  

Tha t  i s  a g e n e r a l  s k e t c h  of the f r a m e w o r k  wi th in  w h i c h  the  S y s t e m  
i s  to a c t .  The  S y s t e m ,  s i n c e  i t s  i n c e p t i o n ,  h a s  b e e n  s u f f i c i e n t l y  s u c -  
c e s s f u l  in t e r m s  of p r o v i d i n g  an e l a s t i c  c u r r e n c y  so tha t  none  of us  
h a s  to w o r r y  any  l o n g e r  w h e t h e r  n i c k e l s  and d i m e s  o r  5 and 10 d o l l a r  
b i l l s  a r e  a v a i l a b l e .  The  c u r r e n c y  expands  and c o n t r a c t s  wi th  the  n e e d s  
of the  peop l e  so s m o o t h l y  and so  e f f e c t i v e l y  tha t ,  a l t h o u g h  t h e r e  a r e  
o c c a s i o n a l  s h o r t a g e s  of i n d i v i d u a l  i t e m s  of p o c k e t  m o n e y ,  by and l a r g e  
t h e y  a r e  no t  i m p o r t a n t ,  and t h e y  a r e  q u i c k l y  c o r r e c t e d .  F o r  e x a m p l e ,  
i f  t h e r e  is  a s h o r t a g e  of p e n n i e s  in one a r e a  of the  c o u n t r y ,  p e n n i e s  can  
be  sh i f t ed  t h e r e  r a p i d l y  f r o m  e l s e w h e r e .  In p r a c t i c e ,  t h i s  h a s  w o r k e d  
v e r y  e f f e c t i v e l y  and s a t i s f a c t o r i l y .  

But  the  a b i l i t y  to expand  or  c o n t r a c t  r e s e r v e s ,  w h i c h  i s  the r e a l  
h e 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 ,  h a s  a m o u n t e d  to f a r  m o r e  than  
a m o b i l i z i n g  of r e s e r v e s  tha t  p r e v i o u s l y  w e r e  so s c a t t e r e d  as  not  to be  
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a v a i l a b l e  in t i m e s  of c r i s i s .  M o r e  impor ta ln t  i s  the  fac t  tha t ,  w i th in  
the  l i m i t s  tha t  the  C o n g r e s s  s e t  in the F e d e r a l  R e s e r v e  Ac t ,  t h o s e  
r e s e r v e s  can  be e x p a n d e d  o r  c o n t r a c t e d  at  w i l l  by the m a n a g e r s  of 
m o n e y .  And m o r e  i m p o r t a n t  s t i l l ,  new r e s e r v e s  can  be  c r e a t e d ,  if  
t h e r e  is  in t h e i r  j u d g m e n t  an e c o n o m i c  n e e d  f o r  i t .  The  a m o u n t  so  
c r e a t e d  cou ld  be  v e r y  g r e a t - - f a r  in e x c e s s  of e x i s t i n g  a m o u n t s .  
D e p o s i t s  in the F e d e r a l  R e s e r v e  B a n k s ,  w h i c h  a r e  the r e s e r v e s  of 
the  m e m b e r  b a n k s ,  F e d e r a l  R e s e r v e  n o t e s  i s s u e d ,  w h i c h  a r e  r o u g h l y  
75 p e r c e n t  of the  c u r r e n c y  in c i r c u l a t i o n ,  cou ld  be e x p a n d e d  in f ac t  
un t i l  t h e i r  c o m b i n e d  a m o u n t  r e a c h e d  fou r  t i m e s  the  va lue  of o u r  gold  
c e r t i f i c a t e s .  Of c o u r s e  we can  " e x t i n g u i s h "  r e s e r v e s  as  w e l l  a s  c r e a t e  
t h e m .  

In e s s e n c e ,  wha t  the C o n g r e s s  has  done  is  to t ake  the  p o w e r  w h i c h  
i t  h a s  o v e r  m o n e y  and t r a n s f e r  i t  to an a g e n c y ,  the  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  s e r v e s  as  a t r u s t e e  of the  m o n e y  supp ly  of the  peop le  of 
the  c o u n t r y .  The  t r u s t  i n d e n t u r e  is  the  F e d e r a l  R e s e r v e  Act ,  and the 
t r u s t  i n d e n t u r e  can  at  any  t i m e  be  c h a n g e d  by the C o n g r e s s .  But  the  
t r u s t  i n d e n t u r e ,  h a v i n g  b e e n  e n a c t e d  in to  law,  canno t  be  c h a n g e d  r e a d i l y  
by  C o n g r e s s ,  e x c e p t  t h r o u g h  due p r o c e s s  of l aw .  

So tha t  the  t r u s t e e s h i p  m a y  be c a r r i e d  out ,  you  have  a body  of i n -  
d i v i d u a l s  in the  F e d e r a l  R e s e r v e  S y s t e m  who a r e  s u p p o s e d  to be  i n -  
s u l a t e d .  Tha t  is  w h e r e  th i s  w o r d  " i n d e p e n d e n t "  c o m e s  in to  i t .  By  l aw,  
a s  a t r u s t e e ,  t hey  a r e  i n d e p e n d e n t  so tha t  t hey  e x e r c i s e  t h e i r  a u t h o r i t y  
f r e e  f r o m  p o l i t i c a l  p r e s s u r e  on one s ide  and p r i v a t e  p r e s s u r e s  on the  
o t h e r  s i d e ,  f o r  so f a r  as  p r e s s u r e s  a r e  c o n c e r n e d ,  t hey  a r e  e q u a l l y  bad  
w h e t h e r  f r o m  p o l i t i c a l  o r  p r i v a t e  s o u r c e s .  

So m u c h  fo r  the  b a c k g r o u n d  of the  way  the  s y s t e m  w o r k s .  

Now, a long  c o m e s  W o r l d  W a r  IX, and a l l  of you  in th i s  r o o m  a r e  
f a m i l i a r  wi th  the  f ac t  tha t  only about  45 p e r c e n t  of o u r  e x p e n d i t u r e s  
w e r e  c o v e r e d  by t a x a t i o n .  The b a l a n c e  w a s  c o v e r e d  e i t h e r  by b o r r o w i n g  
o r  by  o t h e r  m e a n s .  If  you  c o m p a r e  tha t  wi th  the  C iv i l  W a r  o r  if you  
c o m p a r e  i t  wi th  the  W a r  of 1812, you wi l l  ge t  d i f f e r e n t  r a t i o s ,  d e p e n d i n g  
on how you  c o m p i l e  the f i g u r e s ,  but  w a r s  a l w a y s  a r e  f i n a n c e d  in l a r g e  
p a r t  by  b o r r o w i n g .  

I d o n ' t  t h ink  it  i s  t e r r i b l y  i m p o r t a n t  wha t  the  p e r c e n t a g e  i s ,  bu t  I 
do th ink  it  wou ld  be b e t t e r  to c o v e r  m o r e  of our  e x p e n d i t u r e s  by  t a x e s .  
H o w e v e r ,  p o l i t i c a l  p r e s s u r e s  w i th  r e s p e c t  to t a x a t i o n  a r e  e x t r e m e l y  
h e a v y ,  as  a l l  of you  r e a l i z e ,  so  no th ing  m o r e  n e e d  be  sa id  about  tha t ,  
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e x c e p t  p e r h a p s  to  n o t e  t h a t  n o t h i n g  we  a r e  t a l k i n g  a b o u t  h e r e  t o d a y  c a n  
b e  d i v o r c e d  f r o m  t h e  r e c o g n i t i o n  t h a t  w h a t  we  a r e  r e a l l y  s t r u g g l i n g  
w i t h  h e r e  i s  h u m a n  n a t u r e .  

N o w ,  w h a t  h a p p e n e d  w h e n  W o r l d  W a r  II b r o u g h t  n e w  e c o n o m i c  
p r o b l e m s  on  u s ?  T h e  a n s w e r  i s  t h a t  we  d e v e l o p e d  a l l  t h e  d e v i c e s  o f  
c o n t r o l  t h a t  c o u l d  s e r v e  a s  s u b s t i t u t e s  f o r  g e n e r a l  m o n e t a r y  c o n t r o l .  
We  h a d  t h e  W a r  P r o d u c t i o n  B o a r d ,  a n d  t h e  C o n t r o l l e d  M a t e r i a l s  P l a n  
w i t h  a l l o c a t i o n s  a n d  p r i o r i t i e s  of  m a t e r i a l s ,  a n d  a l s o  p r i c e  a n d  w a g e  
c o n t r o l s  a n d  r a t i o n i n g .  W h e n  y o u  a r e  t r y i n g  to  w i n  a w a r ,  c o n t r o l s  
o f  t h a t  k i n d  a r e  e f f e c t i v e  a n d  u s e f u l  a n d  w i l l  w o r k ,  b u t  t h e y  d o n ' t  o b -  
v i a t e  t h e  l a w  of  s u p p l y  a n d  d e m a n d .  A n d  w h e n  y o u  c r e a t e  a n  a d d i t i o n  
to  y o u r  m o n e y  s u p p l y ,  a s  in  f i n a n c i n g  a w a r  w i t h  b o r r o w e d  m o n e y ,  t h e n  
n o  m a t t e r  h o w  y o u  s h o r e  i t  u p ,  y o u  h a v e  a p o t e n t i a l  of  i n f l a t i o n  t h a t  
h a s  t o  b e  d e a l t  w i t h  s o m e t i m e .  

Of  c o u r s e  i t  i s  e a s i e r  to  b e  w i s e r  w h e n  y o u  l o o k  b a c k  u p o n  t h e  p a s t .  
T h e  o n l y  t h i n g  I a m  c o n f i d e n t  a b o u t  i n  t h i s  f i e l d  i s  t h a t ,  w h e n e v e r  y o u  
a r e  c e r t a i n  t h a t  y o u  h a v e  t h e  a n s w e r ,  y o u  a r e  r i d i n g  f o r  a f a l l .  I t h ank  
t h a t  y o u  c a n  d i s t r u s t - - i f  I m a y  s a y  s o - - t h e  i n d i v i d u a l  w h o  h a s  a f o r m u l a  
o r  a p r e c i s e  a n s w e r  t o  a n y  of  t h e s e  q u e s t i o n s .  Y o u  h a v e  t o  r e a l i z e  t h a t  
t h i s  i s  a p r o c e s s ,  a p a r t  o f  t h e  b u s i n e s s  p r o c e s s  t h a t  w e  a r e  d e a l i n g  
w i t h  a n d  t h a t  w h a t  y o u  a r e  a t t e m p t i n g  to  d e v e l o p  i s  a n  a p p r o a c h ,  a n  a t -  
t i t u d e  w h i c h  w i l l  m a k e  i t  p o s s i b l e  f o r  y o u  t o  a c h i e v e  r e s u l t s .  

A t  t h e  r i s k  of  a p p e a r i n g  t r i t e ,  I w o u l d  s a y  t h a t  t h e  p r i m e  r e q u i s i t e  
i n  t h e  s h a p i n g  of  m o n e t a r y  p o l i c y  i s  h u m i l i t y .  W i t h o u t  an  a p p r o a c h  
w h i c h ,  i n  one  s e n s e ,  g o e s  b a c k  to  t h e  B i b l i c a l  t e x t ,  " T h e  f e a r  o f  t h e  
L o r d  i s  t h e  b e g i n n i n g  of  w i s d o m ,  " I t h i n k  y o u  a r e  b o u n d  t o  b e  in  t r o u b l e .  
B u t  e v e n  w i t h  t h e  p r o p e r  a p p r o a c h ,  o n e  w o u l d  f i n d  h i m s e l f  l o s t  i n  a 
f r u i t l e s s  f i e l d  o f  e n d e a v o r  i f  t h e r e  w e r e  n o t  c e r t a i n  g u i d i n g  p r i n c i p l e s  
t h a t  a r e ,  i n  m y  j u d g m e n t ,  i n e x o r a b l e .  O n e  of  t h o s e  p r i n c i p l e s  i s  t h e  
t r i e d  o l d  p r i n c i p l e  o f  t h e  l a w  of  s u p p l y  a n d  d e m a n d .  

Y o u  h a v e  to  r e c o g n i z e  t h a t  y o u  c a n  a l t e r  t h e  c o u r s e  of  s u p p l y  a n d  
d e m a n d - - c h a n g e  i t  o r  s h o r e  i t  u p - - b u t  i t  i s  s t i l l  w i t h  y o u .  I t  i s  t h e r e  
j u s t  a s  m u c h  a s  i s  t h e  l a w  of  g r a v i t y .  

N o w  I w a n t  to  discuss t h e  p e r i o d  a f t e r  t h e  w a r  e n d e d .  W e  w e r e  a l l  
w o r r i e d  a b o u t  a d e p r e s s i o n .  W e  d i d n ' t  g e t  a d e p r e s s i o n .  We  f o u n d  t h a t  
f i n a n c i n g  a l a r g e  p a r t  o f  t h i s  w a r  b y  i n f l a t i o n  c a r r i e d  a p r i c e  i n  i t s e l f .  
T h e  h e r i t a g e  o f  a l l  w a r s  i s  i n f l a t i o n .  I t  i s  a m o n g  t h e  e v i l  e f f e c t s  o f  w a r .  
A l l  of  y o u  k n o w  w h a t  h a p p e n e d  to  t h e  p u r c h a s i n g  p o w e r  of  t h e  d o l l a r .  
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I t  d i d n ' t  b e c o m e  a p p a r e n t  f o r  a n u m b e r  of  y e a r s  a f t e r  t h e  w a r ;  i t  w o u l d  
n o t  b e c o m e  a p p a r e n t  a s  l o n g  a s  p e o p l e  w e r e  w i l l i n g  to  a c c e p t ,  f o r  p a t r i -  
o t i c  r e a s o n s  o r  o t h e r w i s e ,  s p e c i f i c ,  d i r e c t  c o n t r o l s .  T h e  t r o u b l e  in  
a s i t u a t i o n  l i k e  t h i s  c o m e s  w h e n  y o u  t r y  t o  r e i n s t a t e  g e n e r a l  c o n t r o l ,  
t h a t  i s ,  t h e  c o n t r o l  t h a t  a f f e c t s  t h e  o v e r a l l  q u a n t i t y  of m o n e y - - i n  t h e  
p o o l ,  t h e  s t r e a m  o r  l e v e l  o f  c r e d i t .  T h e n  t h e  t r o u b l e  b e g i n s  t o  a r i s e ,  
b e c a u s e  n o b o d y  w a n t s  t o  b e  s q u e e z e d .  We t e m p o r i z e d  a l i t t l e  b i t  i n  j u s t  
s u c h  a s i t u a t i o n  in  1947 .  T h e r e  w e r e  g n a w i n g  d o u b t s  a n d  a g o o d  d e a l  o f  
h e s i t a t i o n ,  b u t  l i t t l e  m o r e .  

T h e n  a l o n g  c a m e  K o r e a ,  a n d  w h e n  K o r e a  s t r u c k ,  t h e  w h o l e  c o u n t r y  
w e n t  on  a b u y i n g  b i n g e  i m m e d i a t e l y .  We h a d  n o  g e n e r a l  c o n t r o l  t o  b r a k e  
i t ,  a n d  n o  e f f e c t i v e  s u b s t i t u t e s .  T h e r e  w a s  a s t a t e  of  s e m i h y s t e r i a  o v e r  
t h e  l a c k  of  e c o n o m i c  d e f e n s e s .  A l l  o f  t h e  c o n t r o l s  t h a t  we  w e r e  n o t  
r e a l l y  in  a p o s i t i o n  to  i n s t i t u t e  i m m e d i a t e l y  w e r e  t h e n  t h o u g h t  o f  a s  a l -  
t e r n a l i v e s  to  g e n e r a l  c o n t r o l .  

M a n y  a r g u m e n t s  w e r e  m a d e  a g a i n s t  g e n e r a l  c o n t r o l s ,  i n c l u d i n g  
s o m e  to  t h e  e f f e c t  t h a t  " i n t e r e s t  r a t e s  d o n ' t  m a k e  m u c h  d i f f e r e n c e ;  e x -  
c h a n g e  r a t e s  d o n ' t  m a k e  m u c h  d i f f e r e n c e ;  i t  w o u l d  b e  u p s e t t i n g  to  t h e  
c o u n t r y .  " M u c h  t h e  s a m e  a r g u m e n t s  w e r e  u n d e r  w a y  i n  o t h e r  c o u n t r i e s .  
So  a l l  o v e r  t h e  w o r l d  y o u  h a d  d i f f e r e n t  s o r t s  o f  a t t i t u d e s  on  t h e  q u e s t i o n  
of  w h e t h e r  g e n e r a l  c o n t r o l s  w o u l d  h a v e  a n y  v a l i d i t y  a f t e r  t h e  w a r - s p a w n e d  
i n c r e a s e s  in  g o v e r n m e n t a l  d e b t s - - i n  t h i s  c o u n t r y ,  f r o m  45 b i l l i o n  in  1939 
to  280 b i l l i o n  d o l l a r s  w h i c h  i t  r e s t s  a t  t o d a y .  W i t h  t h i s  i n c r e a s e d  d e b t ,  
s o m e  s a i d ,  w e  c o u l d n ' t  p o s s i b l y  p e r m i t  a n y  a d j u s t m e n t s  i n  i n t e r e s t  r a t e s .  

So ,  a s  t h e  K o r e a n  h y s t e r i a  b e g a n ,  i t  w a s  a p p a r e n t  t h a t  we  h a d  to  
i n v o k e  a l l  c o n t r o l s ,  b u t  i t  w a s  t h e  g e n e r a l  c o n t r o l  o v e r  m o n e y  t h a t  w a s  
i n v o k e d  l a s t .  I t  w a s  i n v o k e d ,  I m i g h t  s a y ,  u n d e r  n e c e s s i t y ,  u n d e r  t h e  
p r e s s u r e  o f  t h i s  l a w  of  s u p p l y  a n d  d e m a n d  r a t h e r  t h a n  u n d e r  an  a c t  o f  
s t a t e s m a n s h i p  b y  e i t h e r  t h e  T r e a s u r y  o r  t h e  F e d e r a l  R e s e r v e .  I t  w a s  
t h e  p r e s s u r e  o f  s u p p l y  a n d  d e m a n d  w h i c h  b r o u g h t  a b o u t  t h e  r e c o g n i t i o n  
t h a t  g e n e r a l  c o n t r o l s  m u s t  b e  u s e d .  

W h a t  d i d  w e  d o ?  In  1950 w e  b e g a n  to  t h i n k  a b o u t  R e g u l a t i o n  W,  
w h i c h  r e g u l a t e d  c o n s u m e r  i n s t a l l m e n t  c r e d i t ,  a n d  w e  p u t  t h a t  on  in  S e p -  
t e m b e r  o f  t h a t  y e a r .  T h e n  we  b e g a n  t o  t h i n k  a b o u t  a r e a l  e s t a t e  c r e d i t  
c o n t r o l ,  a n d  we  i n s t i t u t e d  c o n t r o l s  on  r e a l  e s t a t e - - R e g u l a t i o n  X .  B u t  
s i n c e  t h e r e  a r e  s o c i a l  p r o b l e m s  in  r e a l  e s t a t e  a s  w e l l  a s  e c o n o m i c  p r o b -  
l e m s ,  t h e  c o n t r o l s  o n  r e a l  e s t a t e  w e r e  n o t  s o  d r a s t i c  a s  t h e y  w e r e ,  r e l a -  
t i v e l y  s p e a k i n g ,  on  c o n s u m e r  i n s t a l l m e n t  c r e d i t .  
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T h e n ,  l a s t  of a l l ,  we thought  about  the  s t o c k  m a r k e t .  As no one 
is  a f r i e n d  of the s t o c k  m a r k e t ,  t h e r e  w a s  u n a n i m i t y  in the  though t  
tha t  you  c a n  put up m a r g i n  r e q u i r e m e n t s  and get  r i d  of s p e c u l a t o r s - -  
e s p e c i a l l y  if  you  f o r g e t  tha t  the c o u n t r y  w a s  b u i l t  on s p e c u l a t i o n .  
When  you  ge t  to the  q u e s t i o n  of the d i f f e r e n c e  b e t w e e n  g a m b l i n g  and 
s p e c u l a t i o n ,  you  a r e  in a v e r y  d i f f i cu l t  p o s i t i o n  i n d e e d .  G e o r g e  W a s h -  
ing ton  bough t  s t o c k  in the  C h e s a p e a k e  and P o t o m a c  C a n a l  t ha t  we  p a s s  
c o m i n g d o w n  h e r e .  I a m  s u r e  h i s  e s t a t e  d i d n ' t  r e a l i z e  a n y t h i n g  on tha t ;  
h o w e v e r ,  i t  w a s  an add i t i on  to h i s  p o r t f o l i o  at  the  t i m e  he d id  i t .  

But  to go b a c k  to 1 9 5 0 - - I d o n ' t  wan t  anybody  to m i s u n d e r s t a n d  the 
s i t u a t i o n  at  tha t  t i m e .  The  fac t  was  tha t  if we had  i nvoked  g e n e r a l  
c o n t r o l s  w h i c h  a f f ec t  the quan t i ty  of m o n e y  and the f low of m o n e y ,  we 
s t i l l  wou ld  have  had  to have  R e g u l a t i o n s  W and X. We wou ld  have  n e e d e d  
e v e r y t h i n g  in ou r  a r s e n a l .  We had  the  v o l u n t a r y  c r e d i t  r e s t r a i n t  p r o -  
g r a m  in f o r c e  at  the  t i m e .  We n e e d e d ,  in m y  j u d g m e n t ,  a l l  the  w e a p o n s  
in ou r  e c o n o m i c  and f i n a n c i a l  a r e s e n a l  to e n d e a v o r  to k e e p  the  m o n e y  

and c r e d i t  s t r e a m  f r o m  o v e r f l o w i n g  i t s  b a n k s .  

By the  e a r l y  p a r t  of 1951, it  w a s  obv ious  we  would  l i ke  to r e s o r t  
a l i t t l e  b i t  to  g e n e r a l  c o n t r o l s .  So the  f i r s t  g e n e r a l  c o n t r o l  we t hough t  
of w a s  th i s  r e s e r v e  r e q u i r e m e n t  I have  a l r e a d y  s k e t c h e d  to you .  E v e r y -  
body  sa id ,  " L e t  us  i n c r e a s e  the  r e s e r v e  r e q u i r e m e n t .  A f t e r  a l l ,  the  
b a n k s  s h o u l d n ' t  be  a l l o w e d  to l end  a l l  t h i s  m o n e y  now,  and tha t  w i l l  be  
an  e x c e l l e n t  th ing  and tha t  w i l l  be a s t ep  t o w a r d  g e n e r a l  c o n t r o l s .  " 

Ah,  bu t  we had a p e g g e d  m a r k e t .  So i n c r e a s i n g  the  r e s e r v e  r e -  
q u i r e m e n t s  w i thou t  any  m o r e  ado had  s i m p l y  m e a n t  t ha t  the b a n k s  so ld  
G o v e r n m e n t  s e c u r i t i e s  to the  F e d e r a l  R e s e r v e  S y s t e m - - s h i f t e d  G o v e r n -  
m e n t  s e c u r i t i e s  out  of t h e i r  p o r t f o l i o  to the  p o r t f o l i o  of the  F e d e r a l  
R e s e r v e  b a n k s  so  tha t  the  a c t i o n  a c t u a l l y  had  no e f f e c t  w h a t e v e r ,  e x c e p t  
to p u m p  up the  m o n e y  supp ly .  So tha t  a s p e c t  of m o n e y  c o n t r o l  w a s  of 
no v a l u e  w h a t e v e r .  How about  r a i s i n g  the  d i s c o u n t  r a t e  c h a r g e  to b a n k s  
w h e n  t h e y  b o r r o w  f r o m  the  F e d e r a l  R e s e r v e  ? Wel l ,  t h e r e  w a s  no n e -  
c e s s i t y  fo r  b a n k s  to b o r r o w  f r o m  the  F e d e r a l  R e s e r v e  S y s t e m ;  t h e y  had 
G o v e r n m e n t  s e c u r i t i e s  t h e y  cou ld  s e l l  a t  p a r .  Why shou ld  t hey  b o r r o w ,  

w h a t e v e r  the  d i s c o u n t  r a t e  m i g h t  b e ?  

So tha t  m e a n s  of c r e d i t  c o n t r o l  w a s  i n e f f e c t i v e  too .  M e a n w h i l e ,  
in  o u r  p o s i t i o n  on the  G o v e r n m e n t  s e c u r i t i e s  m a r k e t - - w h e r e  we had  to 
buy  s e c u r i t i e s  in  g r e a t  v o l u m e  to m a i n t a i n  ou r  r a t e  p e g s - - w e  w e r e  l ike  
a m a n  u n d e r  N i a g a r a  F a l l s  wi th  on ly  an u m b r e l l a  to k e e p  f r o m  ge t t i ng  
we t .  The  v o l u m e  of G o v e r n m e n t  s e c u r i t i e s  we  had  to buy  u n d e r  the  
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terms of what it was doing to the price level and, through the price 

level, to the standard of living. 

Now when the general control was invoked, as always happens, 
there was the problem about going from one extreme to the other. For 
a long period of time, through this period of wartime controls, there 
had been the belief that general controls had no usefulness. Then when 
they demonstrated some usefulness, and then a little more usefulness, 
people began to think they had discovered something in the way of a 
millennium. They began to think this way: "If we ever have a reces- 
sion in business, a decline, we can pump it up by inflating the money 

supply. It is going to be as simple as that." 

I would like to recount an experience I had with the present Presi- 
dent of Italy, Luigi Einaudi. He is, in my judgment, one of the really 
great economists of the world. In 1947--at the time of the converti- 
bility crisis in Britain, this was before he took office in Italy--he was 
one of the first to say they ought to invoke general controls in Europe 
because it was perfectly apparent that direct, specific controls weren't 

working. 

I had a brief visit with him in 1947 and he held forth to me for 
considerable length. He said the world would have to recognize that 
certain principles must be brought into play and that general control 
would have to be used by Europe if it was to stabilize its economy and 
ever get off the dole of the United States and restore itself to an earn- 

ing position. 

I listened intently and drank in what he had to say. I didn't think 
very much about it at the time. I did, however, notice what was hap- 
pening in Europe as the move toward invoking general controls in 
Europe began to take place. You could see improvement in Holland, 
in Belgium, and in Italy of a very real sort. It brought a shift of em- 
phasis, but still there was skepticism as to the usefulness of general 

controls. 

In 1950, on a trip to Europe, I went in and had a little visit with 
Einaudi. I recalled to him the conversation I had with him in 1947, 
and said that I thought amazing progress had been made in Italy. He 
had a very quizzicalsmile. He said, "You remember it probably a 

little better than I do." Then he added, "What I said then has cer- 
tainly taken place. It is perfectly amazing, but the people who didn't 

believe in general control now think we can solve even the population 

problem in Italy by money and credit control." So they had swung the 

whole circle. 
9 
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Well, monetary policy can't do everything. You can't make people 

borrow money if they don't think they can make a profit on it. In sports 
terms, the monetary authorities are not so much like players on the field 
as they are like rooters in the stand--if I can make the distinction. 
Money and credit policy normally can be used to cheer the teams on the 
business field, but it can't get out on the field and substitute for the 
players. Under our system, money and credit are vital elements in the 
functioning of the economy, but it does have limits. Under a system of 
moderate intervention by Government, rather than maximum interven- 
tion by Government--and that is the system we are dealing with--you 
can't expect money and credit policy to go out on the field and actually 
play. 

B u t  I had  b e t t e r  ge t  b a c k  to m y  p r e v i o u s  t o p i c - - a n d  r e s u m e  at  the  
p o i n t  w h e r e  we f i n a l l y  i n v o k e d  g e n e r a l  c o n t r o l s  in t h i s  c o u n t r y  and  
f o u n d  t h e y  w o r k e d  s u r p r i s i n g l y  w e l l .  

You may have noticed in the paper this morning that for the last 
three or four months the cost of living index has been about 114.3, and 
really over the period since the summer of 1951 to the present time, 
we have had such modest changes in the cost of living index that there 
probably has not been a period in our history where we have had a more 
stable price level. That has been a contributing factor to the rebuilding 
of our economy. 

Now t he  p o i n t  t h a t  I r e a l l y  w a n t  to  l e a v e  w i t h  you ,  b e c a u s e  I t h i n k  
i t  i s  d e s i r a b l e  in  t e r m s  of t h i n k i n g  of w a r  and  w h a t  we can  do in t h e  
e v e n t  of a n o t h e r  w a r  o r  a n o t h e r  c o n f l a g r a t i o n ,  i s  t h a t  c o n t r o l s  m u s t  be  
u s e d  in b a l a n c e .  S e l e c t i v e  c o n t r o l s ,  t h a t  i s  the  s p e c i f i c  c o n t r o l  on 
r e a l  e s t a t e  o r  on c o n s u m e r  c r e d i t ,  in  m y  j u d g m e n t ,  c an  n e v e r  be  a l -  
t e r n a t i v e s  to  g e n e r a l  c r e d i t  c o n t r o l s .  T h e y  c a n  be  v e r y  v a l u a b l e  s u p -  
p l e m e n t s  to  g e n e r a l  c r e d i t  c o n t r o l  bu t  t h e y  can  n e v e r  be  a l t e r n a t i v e s .  
S t oc k  m a r k e t  m a r g i n s  can  be  v e r y  v a l u a b l e  u n d e r  c e r t a i n  c i r c u m s t a n c e s ,  
bu t  t h e y  c a n n o t  be  a l t e r n a t i v e s  f o r  g e n e r a l  c o n t r o l  b e c a u s e  the  t o t a l  p o o l  
of  c r e d i t  i s  s u c h  t h a t  you  w i l l  h a v e  l e a k a g e  and s e e p a g e  out  of t ha t  p o o l  
f r o m  one  s e g m e n t  of c r e d i t  to  a n o t h e r .  

Now the  d e g r e e  of t h a t  l e a k a g e  and  s e e p a g e  h a s  to  do w i th  the  p s y -  
c h o l o g y  of the  c o m m u n i t y .  If y o u  h a v e  a w a r t i m e  p e r i o d  w h e r e  p a t r i -  
o t i s m  e x e r t s  s t r o n g  f o r c e  in the  c o m m u n i t y ,  p r i c e  and  w a g e  c o n t r o l s  
c a n n o t  on ly  be  i n v o k e d  bu t  a l s o  c a n  be  e f f e c t i v e ,  h o w e v e r  u n s o u n d  t h e y  
m a y  be  o r  i n e p t  the  i n d i v i d u a l  who  a d m i n i s t e r s  t h e m .  Bu t  w i t h o u t  t h a t  
s o r t  of c o m m u n i t y  b a c k i n g  and  s e l f - d i s c i p l i n e ,  n o b o d y  i s  w i s e  e n o u g h  
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to know how to put  such  c o n t r o l s  on and m a k e  t h e m  e f f e c t i v e .  T h e y  
have  to be p o l i c e d  by the  c o m m u n i t y  i t s e l f .  O t h e r w i s e ,  in a c o u n t r y  
a s  l a r g e  as  t h i s ,  t hey  c a n ' t  be  p o l i c e d  at  a l l .  T h e r e f o r e ,  in c o n s i d e r -  
ing the  e f f e c t i v e n e s s  of such  c o n t r o l s ,  what  you a r e  d e a l i n g  wi th  is  an  
e s t i m a t e  of the p s y c h o l o g y  of the  c o m m u n i t y  at a g iven  t i m e .  

I happen to have sat on the Defense Mobilization Board when 
Charles E. Wilson (General Electric)--to distinguish him from the 
present Secretary--was chairman, and later under Arthur Flemming, 
the present chairman. I have seen exactly the same problems pre- 

sented to both under differing conditions. 

I would say in retrospect--and this is not in any way intended as 
criticism--the big problem Wilson faced was after the Korean hysteria 
was on us and we were doing everything we could to order our defense 
activities vis-a-vis our civilian activities. He was up against this sort 
of problem: Price and wage control authority he could get, but ration- 
ing was not politically feasible at the time. Quite a problem, in my 
opinion. For my book, when you have price and wage controls without 
rationing, you have lost one of your most important elements right at 

the start. 

The feeling of the country with respect to the importance of the 
Korean War began to go downhill, and the turnabout was very quick 
after it started--to face the facts in black and white, rather than fit 

them to what you might desire. 

I happened to be Assistant Secretary of the Treasury at the time 
and I certainly wouldn't have unpegged the Government securities mar- 
ket in the summer of 1950 or even in the fall of 1950. I have great 
sympathy for the then Secretary of the Treasury in the problem he was 
wrestling with. Granting all the points in favor of letting the forces 
of supply and demand operate, if there had been a Dunkirk in Korea, 
it would have been most unwise to unpeg Government securities. 

In hindsight, it would have been wise when we were coming out of 
that period to use general controls across the board, but it is well to 
remember the need for a conditioning process in relation to money 

and credit, in almost any period. 

Certainly during the first nine months of the Korean War, there 
was a real effort to use the same direct, specific controls, that were 
used during the war. But by the early part of 1951 there was not 
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s u f f i c i e n t  b a c k i n g - - i n  m y  j u d g m e n t ,  and it i s  only  a j u d g m e n t - - i n  the  
c o u n t r y  at  l a r g e  fo r  the K o r e a n  W a r  to b r i n g  out w i l l i n g n e s s  fo r  p e r -  
s o n a l  s a c r i f i c e  by p e o p l e ,  by  c i t i z e n s  g e n e r a l l y ,  to m a k e  p o s s i b l e  the  
effectix~e u s e  of s p e c i f i c  c o n t r o l s .  T h e r e f o r e ,  u n l e s s  you w e r e  go ing  
to have  a s t e a d y  in f l a t ion ,  t h e r e  w a s  no a l t e r n a t i v e  e x c e p t  to have  g e n -  
e r a l  c o n t r o l ,  and in m y  j u d g m e n t ,  g e n e r a l  c o n t r o l  is  u se fu l  at  a l l  t i m e s .  
I t s  u s e f u l n e s s  d e p e n d s ,  though ,  on the d e g r e e  in w h i c h  you use  i t ,  and 
you  have  got  to m e a s u r e  v e r y  c a r e f u l l y  how you use  i t .  

L e t  m e  j u s t  take  m y  c l o s i n g  m i n u t e s  h e r e  to c o n s i d e r  r e c e n t  p e r i -  
ods  in r e l a t i o n  to the e c o n o m y ,  a p a r t  f r o m  w a r .  

What  w a s  the b y p r o d u c t  of th i s  K o r e a n  h y s t e r i a ?  T h e r e  a r e  s o m e  
p e o p l e ,  c e r t a i n l y  s o m e  of m y  f r i e n d s  in C o n g r e s s ,  who b e l i e v e  tha t ,  i f  
we had not  p e r m i t t e d  m o n e y  to t i gh t en  u n d e r  the  f o r c e  of supp ly  and d e -  
m a n d ,  t h e r e  would  have  b e e n  no d e c l i n e  in b u s i n e s s  in l a t e  1953 and 
e a r l y  1954. I b e l i e v e  s o m e  of tha t  s c h o o l  i s  qui te  s i n c e r e  in b e l i e v i n g  
tha t  if  the  G o v e r n m e n t  j u s t  k e e p s  on add ing  s u f f i c i e n t  m o n e y  to th i s  pool  
of c r e d i t ,  we wi l l  c r e a t e  jobs  t h r o u g h  p e r p e t u a l  i n f l a t i on  and we would  
n e v e r  have  any  p inch  in o u r  s y s t e m !  I c o n s i d e r  tha t  i d e a  u t t e r l y  a s i -  
n i n e - - i f  I m a y  use  the p h r a s e .  

Without pressing that point, I would say that whenever you go 

through a period of inflation such as the immediate Korean period--or 

the earlier inflation that was an aftermath of World War If--you super- 

impose on the economy a steady drain of waste, extravagance, incom- 
petence and imprudence that will force some sort of correction even- 
tually. We cannot all be winners all the time. I want to point out that 

our economy is a profit and loss economy, not just a profit economy. 

There are penalties as well as rewards in the economy. The distortions 

built up in the inflationary periods I spoke about made it certain that 

some business decline would have to occur at some point if we were to 

lay a base for the potential growth and development of an economy which 
is still growing. 

Therefore, when 1953 came, we put on the brakes and they screech- 
ed, for we made some technical errors during that period. But we 

didn't make technical errors in terms of the money supply; we made 

errors in terms of the psychology of the people, the thinking of the com- 

munity in regard to the volume of money. The error was made in the 

fact that the majority of people, looking at the pool of money and credit, 

were inclined to believe that by dipping into it they could solve any prob- 

lem they had. 

12 
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Now, when  the d e c l i n e  in b u s i n e s s  got  u n d e r  way ,  we a d j u s t e d  the  

m o n e y  and c r e d i t  pool  to the new c o n d i t i o n s .  We j u s t  w e r e  m a k i n g  a d -  
j u s t m e n t s  tha t  had  to be m a d e  t h r o u g h  g iv ing  a s s u r a n c e  tha t  t h e r e  w a s  
an a d e q u a t e  supp ly  of m o n e y  and c r e d i t .  

We have  at  e v e r y  j u n c t u r e  to con t end  wi th ,  a m o n g  o t h e r  t h i n g s ,  
the  r e q u i r e m e n t s  of the T r e a s u r y .  Th i s  was  t r u e  at  the  t i m e  I spoke  
of, a s  i t  a l w a y s  i s .  Now the F e d e r a l  R e s e r v e  S y s t e m  is  a p a r t  of the  
G o v e r n m e n t  and when  we a r e  t a l k ing  about  r e q u i r e m e n t s  of the G o v e r n -  
m e n t ,  the  n e e d s  of the G o v e r n m e n t ,  we have  no r i g h t  to i g n o r e  the a p -  
p r o p r i a t i o n s  m a d e  by the C o n g r e s s .  W h e t h e r  we th ink  t hey  have  a p p r o -  
p r i a t e d  too m u c h  o r  h a v e n ' t  a p p r o p r i a t e d  enough ,  it i s  o u r  job in the F e d  
to s e e  tha t  the T r e a s u r y  is  f i n a n c e d ,  though not  at  an a r b i t r a r y  r a t e  t ha t  
the  T r e a s u r y  m i g h t  th ink  it shou ld  ge t .  We canno t ,  in e s t a b l i s h i n g  tha t  
r a t e ,  i g n o r e  the f o r c e s  of the  m a r k e t .  F o r  as  long  as  the  F e d e r a l  R e -  
s e r v e  and the T r e a s u r y  i g n o r e  the f o r c e s  of the m a r k e t ,  the  law of supp ly  
and d e m a n d  canno t  o p e r a t e  and the law of supply  and d e m a n d  m u s t  e v e n -  
t u a l l y  o p e r a t e  j u s t  as  the law of g r a v i t y .  T h e r e f o r e ,  we  have  to r e c o g n i z e  
i t .  

We c a m e  t h r o u g h  th i s  d e c l i n e .  A lot  of w a s t e ,  e x t r a v a g a n c e ,  i n c o m -  
p e t e n c e ,  and i m p r u d e n c e  was  e l i m i n a t e d  f r o m  the e c o n o m y .  Then  c a m e  
1954 and a l e v e l i n g  off. P a r t  of tha t  l e v e l i n g  off was  due  to the s u d d e n  
f l a r e u p  in the  F a r  E a s t .  We have  m a n y  i n d i c a t i o n s  of a r e p l e n i s h m e n t  
of i n v e n t o r i e s  tha t  would  have  c o n t i n u e d  to d e c l i n e  e x c e p t  t ha t  s u d d e n l y  
p e o p l e  b e g a n  to th ink  about  K o r e a  and W o r l d  W a r  II, and f i g u r e  tha t  m a y -  
be  we wou ld  have  t r o u b l e  in the  F a r  E a s t .  T h e r e f o r e ,  t hey  wou ld  r e s t o c k  
a l i t t l e  b i t .  I n v e n t o r y  l i q u i d a t i o n  h a l t e d  at t h i s  j u n c t u r e  and then  the  f o r c e s  
of r e c o v e r y  b e g a n  to t ake  ho ld .  At the  p r e s e n t  t i m e ,  we a r e  in qui te  a 
s u b s t a n t i a l  u p s w i n g  in th i s  c o u n t r y .  How long  it wi l l  l a s t ,  I d o n ' t  know.  
A u t o m o b i l e  c o m p a n i e s  have  c h a n g e d  t h e i r  s e a s o n a l  a p p r o a c h .  It m a y  end  
t h i s  y e a r ,  but  we w o n ' t  know un t i l  the f u t u r e .  

" N e v e r  s e l l  A m e r i c a  s h o r t "  is  one of the  s a y i n g s  tha t  I g r e w  up wi th .  
I s t i l l  b e l i e v e  i t .  You shou ld  n e v e r  u n d e r e s t i m a t e  wha t  the  f o r c e s  of a 
f r e e  and d y n a m i c  e c o n o m y ,  wi th  the e x t e n t  of f r e e d o m  tha t  we have  when  
u n l o o s e d  and u n l e a s h e d ,  can  p r o d u c e .  

In ou r  o p e r a t i o n s  we have  to b e a r  in m i n d  tha t  g e n e r a l  c o n t r o l s  have  
v a l i d i t y  only  in r e l a t i o n  to c e r t a i n  o t h e r  f a c t o r s  tha t  a r e  m o r e  i m p o r t a n t  
t han  s e a s o n a l  r e q u i r e m e n t s  in b u s i n e s s .  We have  to equa t e  t h e s e  by 
the  F e d e r a l  R e s e r v e  Ac t .  We in tend  to do the job .  
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One f a c t o r  i s  T r e a s u r y  f i n a n c i n g .  As I i n d i c a t e d ,  we have  to 

he lp  the T r e a s u r y  get  f i n a n c e d ,  but wi thou t  i g n o r i n g  the m a r k e t .  With  
the forces of the market at play, the Treasury will have to pay the rate 
of interest required by the interplay of demand and supply. The line 
between the Treasury debt management and money and credit policies 
is very narrow at times. 

S e n a t o r  D o u g l a s ,  as  s o m e  of you  m a y  have  h e a r d ,  s a id  C o n g r e s s  
ought  to g ive  a m a n d a t e  to the F e d e r a l  R e s e r v e  and the T r e a s u r y  in 
th i s  f i e ld ,  a long  the l ine  tha t  "good f e n c e s  m a k e  good n e i g h b o r s .  " My 
r e s p o n s e  to tha t  on the  s t a n d - - a n d  I w o u l d n ' t  change  it if  I had  it  to go 
t h r o u g h  a g a i n - - w a s  tha t  good f e n c e s  do m a k e  good n e i g h b o r s ,  but  in 
t h i s  r e l a t i o n s h i p  a r e v o l v i n g  d o o r  is  n e e d e d  in the f e n c e  so tha t  you  c a n  
go bo th  w a y s .  U n l e s s  t h e r e  is th i s  s o r t  of i n t e r c o u r s e ,  you  c a n ' t  a c h i e v e  
the  r e s u l t s  you  a r e  a i m i n g  at .  The  T r e a s u r y  and F e d e r a l  R e s e r v e  have  
to w o r k  t o g e t h e r ;  they  canno t  be  i s o l a t e d .  

Another factor we have to deal with is the growth requirements of 
a country where the population is increasing as it is in this country. 
That means that there is need that the monetary authorities should fur- 
nish additional money for growth, though not enough to cause inflation. 

And a last factor is this matter of the psychological estimate of 
the community. The expectation of the market in 1953 was that we would 
pursue such a vigorous monetary policy that interest rates would rise 
indefinitely and therefore the balance in the market would be upset. 

Now when  you  a g g r e s s i v e l y  p u r s u e  an e a s y  m o n e y  po l i cy ,  as  we did 
f r o m  the s u m m e r  of 1953 on t h r o u g h  p a r t  of 1954, you  ge t  a n o t h e r  p s y -  
c h o l o g i c a l  r e a c t i o n .  A c o n v i c t i o n  s e e m e d  to g r o w  in th i s  p e r i o d  tha t ,  
a f t e r  a l l ,  t h i s  A d m i n i s t r a t i o n  was  no d i f f e r e n t  f r o m  any  o t h e r  a d m i n i s -  
t r a t i o n ;  t hey  would  j u s t  " i n f l a t e "  v i g o r o u s l y  in o r d e r  to p r o v i d e  w o r k  and 
s e e  to i t  tha t  t h e r e  was  a m i n i m u m  of u n e m p l o y e d .  T h e r e f o r e ,  you  had 
any  n u m b e r  of b u s i n e s s  b o a r d s  in the c o u n t r y  d e c i d i n g  they  would  e l i m -  
i na t e  bonds  f r o m  t h e i r  i n v e s t m e n t s  and go r i g h t  in to  c o m m o n  s t o c k s .  
So p s y c h o l o g i c a l  r e a c t i o n  is  a f a c t o r ,  no m a t t e r  what  c o u r s e  you t a k e .  

R e a l i s m  r e q u i r e s  a c c e p t a n c e  tha t  t h e r e  wi l l  a l w a y s  be a c o m m u n i t y  
a t t i t u d e ,  and it m u s t  be t a k e n  into a c c o u n t .  F o r t u n a t e l y ,  the m o r e  
e d u c a t i o n  t h e r e  is  in the c o m m u n i t y ,  the m o r e u n d e r s t a n d i n g  t h e r e  is  of 
g e n e r a l  c o n t r o l s  and wi th  i t ,  a g r e a t e r  w i l l i n g n e s s  to a c c e p t  th i s  type  
of c o n t r o l .  C o n t r o l s  not  a c c e p t e d  by a c o m m u n i t y ,  not  u n d e r s t o o d  by 
a c o m m u n i t y ,  and not  s h a r e d  by a c o m m u n i t y  a r e  s e l d o m  u s e f u l .  Tha t  
goes  for  w a r  c o n t r o l s  a l s o .  
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I have already taken a little longer than I intended. But I want to 

add one thing about employment, which is a part of this process. I 
happen to be one of those who sincerely believe that inflation will not 
create jobs that can be sustained. If I thought you could tax people by 
depreciating the dollar and by that means create employment that could 
be sustained, then, so far as my personal wishes and philosophy are 
concerned, I would be an inflationist. But all my experience and work 
in this field has convinced me that inflation will not create jobs that 
can be sustained. Quite the reverse is the case, for inflation under- 
mines the permanence of jobs that already exist without adding to the 
number of jobs to be filled. Whatever temporary result may seem to 
be gained by a little bit of inflation is offset, and more than offset, by 
the result it produces later. Yoa will always have to recognize that 
inflation leads to depression. That, in fact, is why I am against it. 
When tempted to think that a little bit of inflation is a good thing, it is 
a good idea to remember that a price must be paid for it at some point. 

One of my friends in Congress who disagrees with me on every- 
thing, repeatedly urges me to follow the course of inflation; he always 
wants to introduce resolutions that the Federal Reserve be compelled 
to buy Government bonds at par, regardless of conditions in the market. 

It would be nice in many ways to have Government bonds always at 
par and still not interfere with the functions of the market. But if you 
are going to be compelled by fiat to buy Government securities at par, 
which means also to make Government securities a form of interest- 
bearing money, then I say to my critic I should have an appropriation 
from the Congress to run a truck back and forth between the Bureau 
of Engraving and Printing and the Federal Reserve banks throughout 
the country. He says, "I am not talking about the printing press. " But 
that is what it comes to when you talk in those terms, and the use of 
the printing press is a Very delicate and difficult thing. In terms of 
the problem you gentlemen are working on, it can be used, but it will 
carry a price. In war it may be useful, but don't forget that a price 
must be paid, eventually if not immediately. 

Thank  you  v e r y  m u c h .  

QUESTION: I have  b e e n  r e a d i n g  a good b i t  l a t e l y  of the m a g n i t u d e  
of c o n s u m e r  and m o r t g a g e  c r e d i t ;  the~'e a r e  s o m e  peop le  who th ink  th i s  
i s  not  a good th ing .  I p r e s u m e  the f e a r  i s  tha t ,  if s o m e t h i n g  se t  off a 
d e c l i n e ,  t h e r e  m i g h t  be d e v e l o p m e n t s  wh ich  m i g h t  s n o w b a l l  and c r e a t e  
c h a o s .  What  i s  the f e a r  and w h a t  p a r t  would  be p l a y e d  by the F e d e r a l  
R e s e r v e  S y s t e m  in such  a t h i n g ?  
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MR. MARTIN: Well, there is no direct regulation on consumer 
credit today. There also is no direct regulation on real estate credit. 
As I stated earlier, Regulation X, controlling real estate credit terms, 
was not really very drastic. But then we have continued to make easy 
terms for real estate a conscious Government policy. 

I might say there is quite a parallel between what is going on in 

Britain and what is going on in the United States. Nothing I may say 
is intended to be political in any sense of the word at all. But a con- 

servative government comes back into power in Britain and there is 

a change in its housing policy. The Republican administration corr,~s 

into power in the United States and, with a decline in business, they 

get more liberal in housing credit than the Democratic administration 
in any previous time. 

Our easy-money policy contributed something to the availability 
of housing credit. A GI veteran doesn't even have to pay the closing 
cost at the present time. He can get a loan on a I0,000-dollar house 
without putting up a cent. If you went to the circus and bought a bag 
of peanuts, you would have to pay for it. That is how easy we have 
gotten in terms of real estate credit. 

How to assess that--which is really what your question is--requires 
determining, among other things, whether you are overbuilt or under- 

built. It is my personal view that there are some islands in the country 
where we are overbuilt, but by and large we are still underbuilt. The 

demand for housing is still quite strong, particularly so in the case of 

commercial building. 

I don't think we realize what the suburban shopping centers, the 

changes in home offices of various big corporations and plants around 
the country, parking facilities, and so on are going to do in the next 

few years to urban real estate. I question very much, regardless of 
how spectacular it may look in various areas we go into, whether we 

are overbuilt. 

I am not an economist, but if we look at it purely from the stand- 

point of economics, I think we have been too lax on real estate credits. 

But after I say that, I must also add that I have great sympathy for the 
legislators and for the other Government officials concerned with housing 

problems because there are social as well as economic considerations 

in the housing question. 
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A s  to  t h e  s p i r a l i n g  c r e d i t  o p e r a t i o n s  t h a t  y o u  m e n t i o n e d ,  i f  we  

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

I w a n t  t o  m o v e  j u s t  a l i t t l e  b i t  to  c o n s u m e r  c r e d i t  b y  s a y i n g  t h a t  
I w a s  m u c h  m o r e  c o n c e r n e d  a b o u t  c o n s u m e r  c r e d i t  a y e a r  a n d  a h a l f  
a g o  t h a n  I a m  t o d a y .  I b e l i e v e  c o n s u m e r  c r e d i t  a t  22 b i l l i o n  d o l l a r s  
t o d a y  m a y  a p p e a r  l a r g e ,  b u t  I b e l i e v e  t h a t  t h e  d e a l e r s  in  c o n s u m e r  
c r e d i t  h a v e  a b e t t e r  g r a s p  of  w h a t  t h e i r  p r o b l e m  i s  t h a n  t h e y  h a d  a 
y e a r  a n d  a h a l f  a g o .  A n d  I a m  n o t  a f r a i d  o f  i t s  s p i r a l i n g  a t  t h i s  p a r -  
t i c u l a r  j u n c t u r e ,  p r o v i d e d  w e  k e e p  t h e  o v e r a l l  p o o l  o f  c r e d i t  in  a p o s i -  
t i o n  w h e r e  t h e  f o r c e s  of  s u p p l y  a n d  d e m a n d  c a n  w o r k .  

I h a d  to  g o  a r o u n d  t h e  c i r c l e  b u t  i t  i s  an  a r o u n d - t h e - c i r c l e  q u e s t i o n .  

Q U E S T I O N :  D o e s  y o u r  o u t f i t  h a v e  t h e  r i g h t  t o  r a i s e  m a r g i n  r e q u i r e -  
m e n t s  a n d  m a k e  t h e m  r e t r o a c t i v e  on  p u r c h a s e s  I m a d e  a y e a r  b e f o r e  ? 

M R .  M A R T I N :  I h a v e n ' t  l o o k e d  i n t o  t h e  l e g a l i t y  o f  i t ,  b u t  a s  a m a t -  
t e r  of  p o l i c y  we  w o u l d n ' t  d o  i t .  I t h i n k  we  w o u l d  h a v e  t h e  l e g a l  r i g h t ,  
b u t  we  w o u l d n ' t  do  i t .  

Q U E S T I O N :  I, t o o ,  w a s  r e a d i n g  a b o u t  t h e  a b i l i t y  of  y o u r  o r g a n i z a -  
t i o n ,  t h e  e f f e c t  o f  i t s  c o n t r o l  t o d a y  v e r s u s  t h e  p o s i t i o n  in  w h i c h  y o u r  
o u t f i t  w a s  in  1929 .  T h e  c o m p a r i s o n  w a s  t h a t  in  1929 ,  y o u r  r a t i o  of  r e -  
s e r v e s  t o  l i a b i l i t y  w a s  80;  t o d a y  i t  i s  o n l y  50 .  I d o n ' t  k n o w  w h a t  i t  
m e a n s .  I s  t h i s  m e a n i n g f u l  a n d  d o e s  i t  a f f e c t  y o u r  a b i l i t y  to  h a v e  c o n -  
t r o l  o v e r  t h e  e c o n o m y ?  

M R .  M A R T I N :  T h a t  r e a l l y  d o e s n ' t  m e a n  a t h i n g  in  t h o s e  t e r m s .  
D o n ' t  f o r g e t  t h a t  C o n g r e s s  c a n  a l w a y s  c h a n g e  t h e  F e d e r a l  R e s e r v e  A c t  
i f  i t  h a s  t o .  We  a r e  d e a l i n g  w i t h  r e l a t i o n s h i p s .  

I h a v e  f o u n d  t h e  m o s t  d i f f i c u l t  t h i n g  f o r  m e  t o  u n d e r s t a n d  in  m y  
w o r k  in  t h i s  p e r i o d  h a s  b e e n  t h e s e  r e l a t i o n s h i p s .  T h a t  i s  t r u e  of  g o l d ,  
f o r  e x a m p l e .  Y o u  c o u l d  w o r k  w i t h  a n y t h i n g  e l s e  y o u  w a n t e d  to  b e s i d e s  
g o l d ,  b u t  y o u  a r e  j u s t  t r y i n g  t o  h a v e  s o m e t h i n g  t h a t  i s  r e s p o n s i v e .  

We  c a n  c h a n g e  t h e  r e s e r v e s  i n  t h e  b a n k i n g  s y s t e m  at  w i l l  t h r o u g h  
r e s e r v e  r e q u i r e m e n t s ,  t h r o u g h  d i s c o u n t s  t o  b a n k s ,  a n d  t h r o u g h  t h e  
p u r c h a s e  a n d  s a l e  o f  G o v e r n m e n t  s e c u r i t i e s ;  we  c a n  e i t h e r  a d d  to  o r  
s u b t r a c t  f r o m  b a n k  r e s e r v e s .  O u r  r e s e r v e  b a s e ,  s o  l o n g  a s  we  a r e  
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u s i n g  g o l d  a s  t h e  l i m i t i n g  f a c t o r  on  o u r  c a p a c i t y  f o r  v a r y i n g  r e s e r v e s - -  
a t  l e a s t  a s  t h e  l i m i t  on  o u r  c a p a c i t y  f o r  e x p a n s i o n - - d e p e n d s  on  t h e  i n -  
f l o w  o r  o u t f l o w  of  g o l d .  I f  we  d i d n ' t  h a v e  an  a d e q u a t e  g o l d  s u p p l y ,  w e  
w o u l d  h a v e  to  c o n s i d e r  c h a n g i n g  t h e  r a t i o  s o  t h a t  w h a t e v e r  g o l d  s u p p l y  
w e  h a d  w o u l d  b e c o m e  l e g a l l y  " a d e q u a t e "  f o r  m e e t i n g  p r a c t i c a l  n e e d s .  

T h e  l i m i t a t i o n  t h a t  i s  p u t  on  u s  b y  l a w  i s  t h a t  t h e  c u r r e n c y  w h i c h  
we  i s s u e  a n d  t h e  r e s e r v e s  w h i c h  t h e  m e m b e r  b a n k s  h a v e  w i t h  u s  c a n n o t  
e x c e e d  f o u r  t i m e s  o u r  h o l d i n g s  o f  g o l d  c e r t i f i c a t e s .  

S i n c e  t h e  F e d e r a l  R e s e r v e  A c t ,  n o  b a n k  c a n  i s s u e  c u r r e n c y .  T h a t  
i s  r e s e r v e d  to  u s .  S o m e  of  t h e  o ld  b a n k s  u s e d  to  h a v e  t h e i r  o w n  b a n k  
n o t e s .  

N o w  47 p e r c e n t  w h i c h  i s  a p p r o x i m a t e l y  t h e  p r e s e n t  r a t i o  of  o u r  g o l d  
t o  o u r  F e d e r a l  R e s e r v e  n o t e s  a n d  o u r  h o l d i n g s  of  m e m b e r  b a n k  d e p o s i t s ,  
i s  a n  e n o r m o u s  r a t i o .  I d o n ' t  k n o w  w h e t h e r  y o u  a r e  r i g h t  on  t h e  80 p e r -  
c e n t  in  1929,  b u t  in  1929,  a f t e r  t h e  c r a s h ,  f o r  a f e w  y e a r s  w e  h a d  e x c e s s  
b a n k  r e s e r v e s  a v a i l a b l e ,  a n d  l y i n g  i d l e ,  i n  h u g e  q u a n t i t i e s .  N o b o d y  
t h o u g h t  t h e y  c o u l d  m a k e  a n y  u s e  o f  t h e  c r e d i t  p o t e n t i a l  t h e r e .  M o n e y  h a s  
n o  v a l u e  u n l e s s  i t  i s  p u t  t o  w o r k .  A n d  in  a s i t u a t i o n  l i k e  t h a t ,  t h e  r a t i o  
we  h a v e  t a l k e d  a b o u t  c a n  be  m e a n i n g l e s s .  

Q U E S T I O N :  Y o u  m e n t i o n e d  t h e  c o s t  of  l i v i n g  i n d e x  n o t  h a v i n g  
c h a n g e d  s i n c e  1951 .  Do  y o u  p a y  a n y  a t t e n t i o n  to  t h e  c o s t  of  l i v i n g  i n -  
d e x  in  e x e r c i s i n g  y o u r  c o n t r o l ?  

M R .  M A R T I N :  I c i t e d  t h a t  a s  an  i l l u s t r a t i o n ,  b e c a u s e  t h e  c o s t  o f  
l i v i n g  i s  o n e  m e a s u r e  of  t h e  s t a b i l i t y ,  o r  i n s t a b i l i t y  of  t h e  p u r c h a s i n g  
p o w e r  of  t h e  d o l l a r .  I t  j u s t  h a p p e n e d  to  be  in  t h e  p a p e r  t h i s  m o r n i n g  
t h a t  t h e  c o s t  of  l i v i n g  i n d e x  w a s  1 1 4 . 3  a n d  i t  h a s  b e e n  1 1 4 . 3  f o r  t h e  l a s t  
t h r e e  m o n t h s .  If  m y  r e c o l l e c t i o n  i s  c o r r e c t ,  i t  w a s  115 in  t h e  s u m m e r  
of  1951 a n d  1 1 5 . 1  in  t h e  s u m m e r  of 1952 .  So u s i n g  t h a t  o n e  i n d e x ,  w h i c h  
i s  o n l y  o n e  m e a s u r e ,  i t  w o u l d  s e e m  t h a t  we  h a v e  h a d  r e l a t i v e l y  s t a b l e  
p r i c e s - - t h a t  i s ,  i t  d o e s n ' t  s e e m  to  m e  t h a t  a v a r i a t i o n  in t h a t  i n d e x  of ,  
l e t  u s  s a y ,  a p o i n t  i s  v e r y  s i g n i f i c a n t  o n e  w a y  o r  t h e  o t h e r  o v e r  a p e r i o d  
of  s e v e r a l  y e a r s .  We h a v e  h a d  v e r y  s t a b l e  p r i c e s .  T h a t  i s  w h y  I w a s  
u s i n g  t h a t  a s  a n  i l l u s t r a t i o n .  We  a r e  i n t e r e s t e d  in  t h e  p u r c h a s i n g  p o w e r  
of  t h e  d o l l a r ,  w h i c h  i s  r e l a t e d  to  t h e  c o s t  of  l i v i n g  i n d e x .  T h e r e  a r e  
o f  c o u r s e  a g r e a t  m a n y  f a c t o r s  t h a t  a r e  n o t  in  t h a t  c o s t  of  l i v i n g  i n d e x  
t h a t  go  i n t o  t h e  p u r c h a s i n g  p o w e r  o f  t h e  d o l l a r .  

Q U E S T I O N :  Y o u  s p o k e  of  u n p e g g i n g  G o v e r n m e n t  s e c u r i t i e s .  W o u l d  
y o u  g i v e  s o m e  of  t h e  m e c h a n i c s  of  h o w  y o u  u n p e g  G o v e r n m e n t  s e c u r i t i e s  ? 
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MR. MARTIN:  T h e  a g r e e m e n t  b e t w e e n  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  up u n t i l  4 M a r c h  1951 had  b e e n  t ha t  l o n g - t e r m  G o v -  
e r n m e n t  b o n d s - - t h e  2 . 5 ' s - - w e r e  p e g g e d  a t  p a r  p lu s  s o m e  t w e n t y - t w o  
t h i r t y - s e c o n d s .  W h e n  we  r e m o v e d  the  peg  a f t e r  t he  n e w  a g r e e m e n t  o r  
" A c c o r d "  of 4 M a r c h ,  we le t  the  f o r c e s  of s u p p l y  and  d e m a n d  w o r k ;  we  
d id  o f f e r  s u p p o r t  f o r  the  p r i c e  of G o v e r n m e n t  s e c u r i t i e s ,  b u t  on a de -  

s c e n d i n g  s c a l e .  

Now,  s o m e  w e n t  down to  p a r  a l m o s t  i m m e d i a t e l y .  I w e n t  t h r o u g h  
s o m e  r a t h e r  e x c i t i n g  d a y s .  T h e n  we b o u g h t  qu i t e  a few a r o u n d  p a r .  
We b o u g h t  s o m e  at  9 9 . 5  and  s o m e  a t  99. The  p r i c e  s t a b i l i z e d  a r o u n d  
99 and  h e l d  t h e r e  f o r  a p e r i o d  of n e a r l y  t h r e e  m o n t h s .  B u t  t he  p r e s s u r e  
c o n t i n u e d  and  g r a d u a l l y  the  p r i c e  go t  down to  9 6 . 5  and  t h e n  97, w h e r e  
we  w e r e  ab l e  to  ge t  i t  s t a b i l i z e d  on i t s  own f o r  a p e r i o d  of  n e a r l y  a y e a r .  
A c t u a l l y ,  we had  no  r e a l  u p s e t  in  the  m a r k e t .  And  the  F e d e r a l  R e s e r v e  
go t  out  of t he  G o v e r n m e n t  m a r k e t  e x c e p t  in t i m e s  of T r e a s u r y  f i n a n c i n g .  

O u r  a g r e e m e n t  w a s  t h a t  we w o u l d  no t  s t e p  a s i d e  f r o m  the  m a r k e t  
w h e n  t he  T r e a s u r y  w a s  f i n a n c i n g .  In o t h e r  w o r d s  we a g r e e d  to a c t  a s  
s o m e w h a t  of an  u n d e r w r i t e r ,  in  t he  s e n s e  t h a t  d u r i n g  t he  p e r i o d  t h a t  t he  
T r e a s u r y  w a s  f l o a t i n g  an i s s u e ,  we wou ld  buy  and s e l l  in a s o r t  of s t a -  
b i l i z i n g  a c t i v i t y .  L a t e r ,  we got  a w a y  f r o m  t h a t .  At  t he  p r e s e n t ,  w h e n  
t he  T r e a s u r y  g o e s  i n t o  the  m a r k e t ,  we d o n ' t  s u p p o r t  i t  a t  a l l .  We h a v e  
s a i d  t h a t  i f  m a r k e t  c o n d i t i o n s  c h a n g e d  f r o m  o r d e r l y  to  d i s o r d e r l y - -  
w h i c h  i s  a m a t t e r  of s e m a n t i c s  in  one  s e n s e  bu t  the  r e a l  s u b s t a n c e  of 
p o l i c y  in  a n o t h e r  s e n s e - - w e  w o u l d  s t e p  in .  We h a v e  a s s u m e d  t he  r e -  
s p o n s i b i l i t y  of s t e p p i n g  in if  a d i s o r d e r l y  m a r k e t  o c c u r r e d .  

QUESTION:  H y p o t h e t i c a l l y ,  had  t he  b o n d s  g o n e  down  to  90 in 1951, 
w o u l d  y o u  h a v e  s t e p p e d  in ,  b o u g h t  t h e m  up at  i n c r e a s e d  p r i c e s  to  b r i n g  
t h e m  up  a g a i n ?  

MR, MARTIN:  No,  I d o n ' t  t h i n k  we w o u l d  h a v e  d o n e  t h a t .  B u t  we  
w e r e  b u y i n g  a l l  t he  way  down .  I d o n ' t  b e l i e v e  we w o u l d  h a v e  l e t  t h e m  
go  d o w n  to  90 a t  t h a t  t i m e .  We w o u l d  h a v e  b o u g h t  t h e m  up p r i o r  to  t h a t  
t i m e .  A f t e r  a l l ,  we h a d  tO be  p r e t t y  c a r e f u l  a b o u t  an  o p e r a t i o n  l i ke  t h a t  
u n t i l  we h a d  r e e s t a b l i s h e d  a f r e e l y  f u n c t i o n i n g  m a r k e t .  F o r  t h a t  y o u  
h a v e  to  h a v e  a c o m m u n i t y  t h a t  u n d e r s t a n d s  w h a t  y o u  a r e  d o i n g .  F o r  10 
y e a r s  the  m a r k e t  had  b e e n  m o r e  i n t e r e s t e d  in  f i n d i n g  ou t  w h a t  t he  F e d -  
e r a l  R e s e r v e  w a s  go ing  to  do ,  s i n c e  p r i c e s  w e r e  d e t e r m i n e d  by  i t s  p e g -  
g i ng ,  i n s t e a d  of s t u d y i n g  the  m a r k e t .  It i s ,  by  the  way ,  s t i l l  qu i t e  
i n t e r e s t e d  in  w h a t  the  F e d e r a l  R e s e r v e  is  g o i n g  to  do .  
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QUESTION: I w a s  v e r y  m u c h  i n t e r e s t e d  in  y o u r  p o i n t  on  t h e  e s t i -  
m a t e  of  t h e  p s y c h o l o g y  of  t h e  c o m m u n i t y .  W h e n  y o u  m a k e  s u c h  a n  
e s t i m a t e  i f  y o u  do  s o  e x p l i c i t l y ,  do  y o u  u s e  m e a n s  o t h e r  t h a n  p e r s o n a l  
j u d g m e n t  a n d  i n t u i t i o n ?  

M R .  M A R T I N :  W e l l ,  I t h i n k  t h a t  i s  t h e  m o s t  h a z a r d o u s  f i e l d  we  
a r e  in .  I t h i n k  one  of  t h e  a d v a n t a g e s  of  t h e  F e d e r a l  R e s e r v e  Syste%n 
i s  t h a t  i t  i s  n o t  a c e n t r a l  b a n k  h e r e  in  W a s h i n g t o n  w i t h  X b r a n c h e s  
t h r o u g h o u t  t h i s  g r e a t  c o u n t r y .  S t u d e n t s  of  p o l i t i c a l  s c i e n c e  a b r o a d ,  
s o m e  of  t h e m ,  w o n d e r  h o w  we  o p e r a t e .  

We h a v e  12 b a n k s  a n d  24 b r a n c h e s  t h a t  c o v e r  v i r t u a l l y  t h i s  e n t i r e  
c o u n t r y .  E a c h  o f  t h o s e  b a n k s  h a s  9 d i r e c t o r s .  In  a l l ,  t h e  F e d e r a l  
R e s e r v e  b a n k s  a n d  b r a n c h e s  h a v e  r o u g h l y  250 d i r e c t o r s .  E a c h  of  t h e s e  
b a n k s  a l s o  h a s  i t s  o w n  r e s e a r c h  s t a f f .  I d o n ' t  w a n t  t o  e x a g g e r a t e  t h i s ,  
b u t  w e  a r e  f u n n e l i n g  in  c o n s t a n t l y  f r o m  T e x a s ,  C a l i f o r n i a ,  t h e  S t a t e  of  
W a s h i n g t o n ,  a n d  s o  on ,  r e p o r t s  a b o u t  t h e  s e n t i m e n t  of  t h e  c o m m u n i t y ,  
f r o m  p e o p l e  r i g h t  t h e r e  l i v i n g  in t h e  c o m m u n i t y ,  d o i n g  t h e i r  j o b s  t h e r e .  

We f r e q u e n t l y  f i n d ,  f o r  e x a m p l e ,  t h a t  t h e  p e o p l e  i n  D a l l a s  a r e  q u i t e  
o p t i m i s t i c  a n d  t h e  p e o p l e  in  C h i c a g o  a r e  n o t  q u i t e  so  o p t i m i s t i c .  T h e  
B o a r d  of  G o v e r n o r s  h a s  t o  e x e r c i s e  s o m e  j u d g m e n t  on  t h a t ,  b u t  we  a r e  
n o t  j u s t  e x e r c i s i n g  o u r  u n s u p p o r t e d  j u d g m e n t .  

The way we have tried to operate in the last four years is that, 
when I find my judgment at variance, say, with 75 percent of my di- 
rectors, I begin to wonder if I shouldn't start changing my judgment. 
When we get 75 percent of this body more or less in agreement--the 
timing element comes into this also--that something should be done, 
then I think you have some understanding of the psychology of the period. 
L e t  m e  p u t  i t  in  c o n c r e t e  t e r m s .  

A y e a r  a g o  we  w e r e  w r e s t l i n g  w i t h  t h e  p r o b l e m  of  w h a t  to  d o  w i t h  
t h e  d i s c o u n t  r a t e .  If  I h a d  h a d  m y  w a y ,  I w o u l d n ' t  h a v e  r e d u c e d  t h e  r a t e  
a t  t h a t  t i m e ,  b u t  t h e  B o a r d  o f  D i r e c t o r s  of  t h e  C h i c a g o  b a n k  c a m e  to  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  b e c a u s e  t h e  B o a r d  h e r e  h a s  to  a p p r o v e  
a c h a n g e  in  d i s c o u n t  r a t e s .  I t  w a s  t h e  u n a n i m o u s  p o s i t i o n  of  t h e  B o a r d  
of  D i r e c t o r s  o f  t h e  C h i c a g o  b a n k  t h a t  t h e  p r e v a i l i n g  r a t e  s h o u l d  be  r e d u c e d .  
T h e y  d i d n ' t  g i v e  r e a s o n s  p a r t i c u l a r l y  c o n v i n c i n g ,  to  m e ,  b u t  n e v e r t h e l e s s  
t h e y  w e r e  a v e r y  e m i n e n t  g r o u p  of  m e n ;  t h e y  h a d  t h o u g h t  t h e  p r o b l e m  
t h r o u g h ,  d e b a t e d  i t  f o r  t h r e e  w e e k s ,  a n d  t h e n  t h e y  h a d  r e a c h e d  a m e e t i n g  
o f  m i n d s  a n d  w e r e  u n a n i m o u s  t h a t  t h e  d i s c o u n t  r a t e  s h o u l d  b e  r e d u c e d .  
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We had a week's debate here in the Board about it, and as I had 
already indicated my view on it, I said I wouldn't want to put my judg- 
ment ahead of theirs on a matter which seemed to be relatively insig- 

nificant at this point, because the effect of the discount rate then was largely 
psychological. The Board approved the change in the Chicago bank's 
discount rate, as proposed by the Chicago bank's directors. Itwas not 
very long before all the banks approved the same change. It actually 
turned out to be a pretty good move because it was more or less in tune 
with the psychology of the country. 

We have control here within the Board of Governors in Washington, 
but the way to operate is to try to use the manpower you have--and we 
have 250 directors, around the country, giving their attention to this. 

Q U E S T I O N :  A b o u t  a y e a r  ago  in t h e  r e c e s s i o n  we  h a d ,  one  go t  
t h e  i m p r e s s i o n  f r o m  t h e  p r e s s  t h a t  in  G o v e r n m e n t  c i r c l e s  i t  w a s  r e -  
g a r d e d  a s  s o m e t h i n g  s e r i o u s ,  i n d e e d  a c r i s i s  a t  t h a t  t i m e .  Y o u  m e n -  
t i o n e d  t h a t  y o u  h a v e  c o n t a c t s  w i t h  the  c o u n t r y  t h r o u g h  t h e s e  d i r e c t o r s .  
Did  t h e y  f e e l  we h a d  to be  c o n c e r n e d  w i t h  t he  r e c e s s i o n  ? 

MR. MARTIN: My directors were completely at variance with 
that feeling in the Government. That is part of the problem that we 
will always have to wrestle with. I can say quite truthfully that there 
has been no dir@ct pressure on the Board since I have been there to 
do things. There have been constant differences of opinion. 

A number of people in Government in high places would have done 
things, if they had been on the Federal Reserve Board last January and 
February, that we refused to do. If we had turned out to be wrong, may- 
be I wouldn't be standing here this morning. 

T h i s  m a t t e r  of " p r e s s u r e "  a l w a y s  a m u s e s  m e ,  a s  i t  s o m e t i m e s  i s  
r e p o r t e d  in  t h e  p r e s s .  One  of  the  n e w s m e n  found  out  t h a t  an  i m p o r t a n t  
G o v e r n m e n t  o f f i c i a l  t h o u g h t  t he  F e d e r a l  R e s e r v e  w a s  n o t  t a k i n g  t h i s  
t h i n g  s e r i o u s l y  e n o u g h  a y e a r  a g o .  He  c a m e  to  m e  a f t e r  he  h a d  g o t t e n  
t h e  s t o r y  a n d  a s k e d  m e  w h a t  I t h o u g h t  a b o u t  i t .  He  s a i d ,  " T h a t  i s  t e r -  
r i f i c  p r e s s u r e .  I donTt s e e  how y o u  c a n  r e s i s t  i t .  " I s a i d ,  " I  c a n t ,  
k e e p  y o u  f r o m  w r i t i n g  w h a t e v e r  s t o r y  y o u  w a n t  to  w r i t e ,  b u t  I d o n t t  c a l l  
i t  p r e s s u r e  w h e n  a m a n  in  a G o v e r n m e n t  o f f i c e ,  i n c l u d i n g  t h e  P r e s i d e n t ' s ,  
c a l l s  y o u  o v e r  and  s a y s ,  'I a m  p r e t t y  c o n c e r n e d  a b o u t  t h i s  s i t u a t i o n ' - -  
t h e  President didn't call me so that is a hypothetical point--'and I would 
just like you to know about it. '" I wouldn't call that pressure at all. I 
think that is perfectly within his right. If he said to me, "If you don't 
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do s o m e t h i n g  about  t h i s ,  I wi l l  s e e  tha t  you get  r u n  out  of W a s h i n g t o n ,  
M a r t i n ,  " I  c a l l  tha t  p r e s s u r e .  

DR.  KRESS: M r .  M a r t i n ,  we have  c o m e  to the end of o u r  t i m e ,  and 
I t h ink  we wi l l  m a k e  you  an e c o n o m i s t .  On b e h a l f  of the C o m m a n d a n t ,  
and the  f a c u l t y ,  I t h a n k  you  fo r  an i n t e r e s t i n g  and i n f o r m a t i v e  s e s s i o n ,  
and  to c o m p l i m e n t  you  on a n o t h e r  th ing ,  on w h i c h  t h e s e  m e n  a r e  e v a l u a -  
t ing  you ,  a p e r f e c t  e x a m p l e  of pub l ic  s p e a k i n g .  

(5 May  1 9 5 5 - - 2 5 0 ) S / s g h  
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