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DR. KRESS:  G e n e r a l  H o l l i s  and  g e n t l e m e n :  We have  had  two 
d i s c u s s i o n  g r o u p s  and  now th i s  m o r n i n g  we b e g i n  the f i r s t  of the  m o r n -  
ing  l e c t u r e s .  We wi l l  d i s c u s s  the c o n t e n t  s o m e  m o r e  in  the  d i s c u s s i o n  
g r o u p s  th i s  a f t e r n o o n .  O u r  s p e a k e r ,  Dr .  C h a r l e s  R. W h i t t l e s e y ,  
p r o f e s s o r  of F i n a n c e  an~i E c o n o m i c s  a t  the U n i v e r s i t y  of P e n n s y l v a n i a ,  
w i l l  c o m e  a r o u n d  to a s  m a n y  3f the  d i s c u s s i o n  g r o u p s  as  he  c a n  b e f o r e  
h i s  t r a i n  g o e s ,  I b e l i e v e  at  t h r e e  o ' c l o c k .  He h a s  v e r y  k i n d l y  c o n s e n t e d  
to do tha t .  

I t  u s e d  to be qui te  c o m m o n p l a c e  to i n t r o d u c e  a s p e a k e r  on m o n e y  
and  b a n k i n g  by s a y i n g  tha t  he knows  e v e r y t h i n g  about  m o n e y  e x c e p t  how 
to get  i t  f o r  h i m s e l f ,  but  tha t  i s n ' t  t r u e  of o u r  s p e a k e r  th i s  m o r n i n g .  
You w i l l  n o t i c e  he  i s  c o n s u l t a n t  and  has  b e e n  c o n s u l t a n t  to b ig  b a n k s  and  
t r u s t  c o m p a n i e s ,  and,  as  we s a y  in  the  v e r n a c u l a r ,  " T h a t ' s  n i c e  w o r k  
if y o u  c a n  get  i t . "  His  " P r i n c i p l e s  and  P r a c t i c e s  of M o n e y  and B a n k i n g "  
is  in  s e v e r a l  e d i t i o n s .  He  is  not  on ly  a t h e o r i t i c i a n  but  is  a l s o  a p r a c t i -  
c a l  m a n .  

Dr .  W h i t t l e s e y ,  i t  i s  a p l e a s u r e  to w e l c o m e  you  to th i s  p l a t f o r m  
fo r  the  s e c o n d  t i m e  and  to p r e s e n t  you  to the C l a s s  of 1956. 

DR. WHITTTJESEY: I m u s t  s a y  I don ' t  recogni~ ,e  the g e n t l e m a n  
who  h a s  j u s t  b e e n  i n t r o d u c e d  to you.  I w a s  told  to d r a w  m o r e  upon  
p e r s o n a l  e x p e r i e n c e  in  th i s  d i s c u s s i o n  of the  p r o b l e m s  of m o n e y .  The  
t r o u b l e  i s  tha t ,  as  in the  c a s e  of m o s t  of u s ,  m y  e x p e r i e n c e  wi th  m o n e y  
h a s  b e e n  m u c h  m o r e  l i m i t e d  than  I shou ld  have  w i s h e d .  

The N a t u r e  of M o n e y  

I wan t  to s t a r t  by  s p e a k i n g  of the  n a t u r e  of m o n e y .  Th i s  m a y  s e e m  
s o m e w h a t  a c a d e m i c  but  i t  i s  n e c e s s a r y  in  o r d e r  to p r o v i d e  the  b a s i s  
f o r  wha t  f o l l o w s  w h i c h  w i l l  d e a l  m o r e  i m m e d i a t e l y  and  d i r e c t l y  w i t h  
p r o b l e m s  of the  p r e s e n t  day  

T h e r e  a r e  t h r e e  m a j o r  t y p e s  of m o n e y .  The f i r s t  i~ p o c k e t b o o k  
m o n e y .  P o c k e t b o o k  m o n e y  is  w h a t  we  o r d i n a r i l y  th ink  of w h e n  we 
s p e a k  of c u r r e n c y  o r  c o m m o n  m o n e y .  
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The s e c o n d  type  i s  c h e c k b o o k  m o n e y .  I t  c o n s i s t s  of b a n k  d e p o s i t s  
a g a i n s t  w h i c h  c h e c k s  a r e  d r a w n .  I t  s e r v e s  the  s a m e  u s e s  and  h a s  the  
s a m e  e f f e c t s  a s  p o c k e t b o o k  m o n e y  but  i t  i s  f a r  g r e a t e r  in  v o l u m e .  F o r  
r e a s o n s  tha t  w i l l  c o m e  out  l a t e r ,  i t  i s  a l s o  m u c h  m o r e  s i g n i f i c a n t  to  
w a t c h  and  to u n d e r s t a n d .  

The  t h i r d  m a j o r  type  of m o n e y  is  r e s e r v e  m o n e y .  E x a m p l e s  a r e  
the  gold  a t  F o r t  Knox;  go ld  c e r t i f i c a t e s  h e l d  by the  F e d e r a l  R e s e r v e  
b a n k s ,  and  d e p o s i t s  p l a c e d  wi th  t h e m  by m e m b e r  b a n k s  w h i c h  a r e  b e -  
h ind  the c h e c k s  tha t  you and  I d r a w  on o u r  own b a n k s .  We n e v e r  s e e  
r e s e r v e  m o n e y ,  but  i t  i s  t h e r e .  I t  is  a b a s i c  e l e m e n t  in  the  e c o n o m y .  
I t  i s  the  f u l c r u m  by w h i c h  a u t h o r i t i e s  of the  F e d e r a l  R e s e r v e  a t t e m p t  
to i n f l u e n c e  the  m o n e t a r y  s y s t e m  and  a c c o m p l i s h  w h a t e v e r  t h e y  d e s i r e  
in the w a y  of g r e a t e r  s t a b i l i t y  in the e c o n o m y .  R e s e r v e  m o n e y  e m b r a c e s  
s t a n d a r d  m o n e y  upon  w h i c h  o u r  m o n e t a r y  s y s t e m  r e s t s .  

I r e p e a t  tha t  t h e r e  a r e  t h r e e  t y p e s  of m o n e y ,  the c o m m o n  o r  p o c k e t -  
book type ,  the c h e c k b o o k  type ,  and r e s e r v e  m o n e y .  Al l  a r e  i m p o r t a n t ;  
a l l  h a v e  to be  r e g a r d e d  as  m o n e y  f o r  one s i m p l e  r e a s o n - - t h a t  t h e y  p e r -  
f o r m  the f u n c t i o n s  of m o n e y .  

A w e l l - k n o w n  B r i t i s h  w r i t e r  once  s a i d  tha t  " M o n e y  is  one of t h o s e  
c o n c e p t s  w h i c h ,  l ike  a t e a s p o o n  o r  an  u m b r e l l a  but  u n l i k e  an  e a r t h q u a k e  
o r  a b u t t e r c u p ,  a r e  d e f i n a b l e  by the u s e  o r  p u r p o s e  w h i c h  t h e y  p r i m a r i l y  
s e r v e . "  M o n e y  can  be d e f i n e d  only  in t e r m s  of i t s  u s e ,  no t  of i t s  ou t -  
w a r d  c h a r a c t e r i s t i c s  o r  a p p e a r a n c e .  Money ,  t hen ,  is  a n y t h i n g  tha t  
r e g u l a r l y  and  t y p i c a l l y  p e r f o r m s  the f u n c t i o n s  of m o n e y .  I t  m a y  be  go ld  
o r  i t  m a y  be p a p e r .  I t  m a y  be any of a t h o u s a n d  t h i n g s ,  as  i t  h a s  b e e n  
a t  d i f f e r e n t  t i m e s  of h i s t o r y .  But  if i t  r e g u l a r l y  and t y p i c a l l y  p e r f o r m s  
the  f u n c t i o n s  of m o n e y  o r  any s i g n i f i c a n t  n u m b e r  of t h e m ,  t hen  i t  is  
m o n e y ,  r e g a r d l e s s  of wha t  i t  i s  m a d e  of. 

I wou ld  have  you  no te  tha t  s o m e  books~ i n c l u d i n g  the t ex tbook  you  
a r e  a s k e d  to r e a d  in th i s  c o u r s e ,  de f ine  m o n e y  in  t e r m s  of a m e d i u m  
of e x c h a n g e .  It  s a y s ,  " M o n e y  is  a n y t h i n g  w i d e l y  u s e d  a s  a m e a n s  of 
p a y m e n t .  " Tha t  wou ld  e m b r a c e  the f i r s t  two t y p e s  of m o n e y  I m e n t i o n e d  
but  w o u l d  l e a v e  out  the t h i r d  and b a s i c  type  of m o n e y ,  r e s e r v e  m o n e y .  
Tha t  is  a f u n c t i o n a l  de f in i t i on ,  tha t  m o n e y  i s  a n y t h i n g  w i d e l y  u s e d  as  a 
m e a n s  of p a y m e n t ,  but  i t  i s  not  enough  b e c a u s e  i t  l e a v e s  out  gold  and  
gold c e r t i f i c a t e s ,  the  m o s t  b a s i c  of the t h r e e  t y p e s .  

In o r d e r  to be r e g a r d e d  as  m o n e y ,  the  s u b s t a n c e  o r  c o m m o d i t y  
m u s t  p e r f o r m  the m o n e y  f u n c t i o n  r e g u l a r l y  and  t y p i c a l l y ,  not  j u s t  
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o c c a s i o n a l l y  a s  h a p p e n s  in the c a s e  of b a r t e r .  I m i g h t ,  f o r  e x a m p l e ,  
s w a p  m y  n e c k t i e  wi th  Dr .  K r e s s ' s  and  give h i m  a d o l l a r  in  add i t i on .  
The  d o l l a r ,  o b v i o u s l y ,  w o u l d  be  a m e d i u m  of e x c h a n g e ;  so a l s o  wou ld  
m y  n e c k t i e ,  j u s t  as  t r u l y  as  the d o l l a r .  Bu t  no one w o u l d  s a y  tha t  
n e c k t i e s  a r e  m o n e y .  The  d o l l a r  i s  m o n e y  b e c a u s e  i t  r e g u l a r l y  and  
t y p i c a l l y  i s  u s e d  as  a m e d i u m  of e x c h a n g e .  Tha t  i s  no t  t r u e  of m y  n e c k -  
t i e ,  so  we c a n ' t  c a l l  i t  m o n e y .  S i m i l a r l y ,  c r e d i t  i n s t r u m e n t s  m a y  be  
u s e d  to d i s c h a r g e  o b l i g a t i o n s  o r  to m a k e  p a y m e n t s ,  bu t  t h e y  do not  gen -  
e r a l l y  do so.  T h e y  a r e  o r d i n a r i l y  u s e d  as  a s o u r c e  of i n c o m e ,  a type  
of i n v e s t m e n t .  F o r  tha t  r e a s o n ,  w e  d o n ' t  c l a s s i f y  t h e m  as  m o n e y  any  
m o r e  than  we  s h o u l d  c l a s s i f y  a n e c k t i e  as  m o n e y .  

F u n c t i o n s  of M o n e y  

L e t  m e  t u r n  f r o m  the  de f i n i t i on  of m o n e y  and  the n a t u r e  of m o n e y  
to the f u n c t i o n s  of m o n e y .  The f i r s t  i s  one  wh ich  I h a v e  a l r e a d y  m e n -  
t i oned .  The  m e d i u m  of p a y m e n t s  func.t ion w h i c h  i n c l u d e s  s u c h  e x c h a n g e  
t r a n s a c t i o n s  as  a t  a n e w s s t a n d ,  a t  a d e p a r t m e n t  s t o r e ,  o r  b e t w e e n  g ian t  
c o r p o r a t i o n s .  The  m e d i u m  of p a y m e n t s  func t ion  a l s o  i n c l u d e s  c o n t r a c -  
t ua l  s e t t l e m e n t s  s u c h  as  p a y m e n t s  f o r  w a g e s ,  t a x e s ,  i n s u r a n c e  p r e m -  
i u m s ,  i n t e r e s t  and  d i v i d e n d s ,  w h e r e  no goods  a r e  e x c h a n g e d  but  m o n e y  
i s  n e v e r t h e l e s s  u s e d  as  a m e a n s  of m a k i n g  p a y m e n t .  

A f u r t h e r  a s p e c t  of t h i s  m e d i u m  of p a y m e n t s  f u n c t i o n  i s  tha t  m o n e y  
b r o a d l y  s p e a k i n g  is  the  b a s i s  of s p e n d i n g  in the e c o n o m y .  It  i s  m o n e y  
p a y m e n t s  t ha t  c o n s t i t u t e  m a r k e t s  in  o u r  s o c i e t y .  M a r k e t s  a r e  no t  p l a c e s  
o r  peop le ;  m a r k e t s  a r e  m o n e y  pa id .  I t  i s  m o n e t a r y  e x p e n d i t u r e  tha t  
c o n s t i t u t e s  e f f e c t i v e  d e m a n d  f o r  the  goods  and s e r v i c e s  w h i c h  the  e c o n -  
o m y  t u r n s  out .  M o n e y  m a k e s  the  m a r e  go. M o n e y  a l s o ,  t h r o u g h  pay-  
m e n t s  in  e x c h a n g e  f o r  goods  and  s e r v i c e s ,  m a k e s  the e n t i r e  e c o n o m y  go. 
If  we  h a v e  b o o m  o r  d e p r e s s i o n ,  if we  h a v e  i n f l a t i o n  o r  de f l a t i on ,  i t  i s  
b e c a u s e  m o n e t a r y  e x p e n d i t u r e s  r e l a t i v e  to w h a t  i s  o f f e r e d  fo r  s a l e  a r e  
too g r e a t  o r  too  s m a l l .  If  we  h a v e  fu l l  e m p l o y m e n t  and  p r i c e  s t a b i l i t y ,  
t ha t  i s  a n o t h e r  w a y  of k n o w i n g  tha t  the  l e v e l  of m o n e t a r y  e x p e n d i t u r e s  
a p p r o a c h e s  the  i d e a l .  

Note  tha t  a l l  of th i s  i s  i n v o l v e d  in the f u n c t i o n  of m o n e y  as  a m e -  
d i u m  of p a y m e n t s ,  w h i c h  is  m u c h  b r o a d e r  t han  j u s t  s a y i n g  " m e d i u m  of 
e x c h a n g e .  " I w o u l d  c a l l  y o u r  a t t e n t i o n  to the f ac t  t ha t  the  c h i e f  f e a t u r e  
of L~is a s p e c t  of m o n e y ,  i t s  b e h a v i o r ,  i s  t ha t  i t  i s  a c t i v e .  I t  i s  m o n e y  
b e i n g  u s e d  to do s o m e t h i n g ,  a m o t i v a t i n g  f o r c e  in the e c o n o m y .  

In  the s e c o n d  f u n c t i o n  of m o n e y  you  w i l l  no te  an i m m e d i a t e  c o n t r a s t .  
H e r e  m o n e y  is  p a s s i v e ,  not  a c t i v e .  As the  s t a n d a r d  of v a l u e  tha t  i s  a 
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m e d i u m  fo r  s t a t i n g  v a l u e s ,  m o n e y  is  a p r i c i n g  d e v i c e ,  a b a s i s  fo r  
quo t ing  p r i c e s .  We can t t  have  p r i c e s  wi thou t  h a v i n g  m o n e y  and we can t t  
have  m o n e y  wi thou t  h a v i n g  p r i c e s .  

We s p e a k  of o u r s e l v e s  as  l i v i n g  in a m o n e y  e c o n o m y  o r  a p r i c e  
e c o n o m y .  The two a r e  the  s a m e  th ing .  A n o t h e r  a s p e c t  of th i s  f u n c t i o n  
i s  tha t  m o n e y  i s  an  a c c o u n t i n g  m e d i u m .  It  i s  the  m e a n s  by w h i c h  we 
k e e p  r e c o r d s .  The m o r e  e l a b o r a t e ,  i n t e g r a t e d  and  c o m p l e x  the  e c o n o m y  
b e c o m e s ,  the m o r e  i m p o r t a n t  th i s  a s p e c t  of m o n e y  b e c o m e s .  A f u r t h e r  
a s p e c t  of the  s t a n d a r d  of va lue  func t ion  is  tha t  m o n e y  is  a m e d i u m  for  
m a k i n g  a g r e e m e n t s ,  i n c l u d i n g  c o n t r a c t s  fo r  the  p a y m e n t  of w a g e s ,  l o a n s ,  
i n s u r a n c e  p o l i c i e s ,  G o v e r n m e n t  bonds. .  I t  wi l l  be  o b s e r v e d  that ,  as  the  
b a s i s  f o r  p r i c i n g ,  f o r  k e e p i n g  r e c o r d s ,  and m a k i n g  c o n t r a c t s  f o r  the  
fu tu r e ,  m o n e y  p lays  a p a s s i v e  r o l e .  It  i s  a s t a n d a r d  fo r  e x p r e s s i n g  
va lue  ju s t  as  a pound i s  a s t a n d a r d  fo r  e x p r e s s i n g  we igh t .  

The t h i r d  m o n e t a r y  func t ion  i s  the  r e s e r v e  func t ion .  M o n e t a r y  
r e s e r v e s  i n c l u d e  the r e s e r v e s  of c e n t r a l  banks  and  of c o m m e r c i a l  banks .  
I t  is  t h e s e  r e s e r v e s  tha t  r e g u l a t e  o r  l i m i t  the  i s s u e  of c h e c k b o o k  m o n e y .  
R e s e r v e s  a r e  the g o v e r n i n g  w h e e l  tha t  p r e v e n t s  the  m o n e y  s y s t e m  f r o m  
b e h a v i n g  e r r a t i c a l l y  or  f r o m  f a l l i ng  to p i e c e s  e n t i r e l y  as  ha s  h a p p e n e d  
in e x t r e m e  c a s e s  of in f l a t ion .  

The fou r th  func t ion  of m o n e y  i s  as  a s t o r e h o u s e  of va lue .  M o n e y  
m a y  s e r v e  as  a m e d i u m  f o r  a c c u m u l a t i n g  and  s t o r i n g  wea l th .  Th i s  w a s  
a v e r y  i m p o r t a n t  f unc t i on  in  the  Midd le  Ages .  It  i s  s t i l l  i m p o r t a n t  in  
p e r i o d s  of r e v o l u t i o n ,  w a r f a r e  and  d i s t r e s s ,  s u c h  as  we have  s e e n  f a i r l y  
r e c e n t l y  in  the  Or i en t .  F o r  the m o s t  pa r t ,  p a r t i c u l a r l y  in th i s  c o u n t r y ,  
we u s e  s a v i n g s  a c c o u n t s ,  i n s u r a n c e  p o l i c i e s  and  i n v e s t m e n t s  a s  a m e a n s  
of s t o r i n g  up v a l u e s  for  the fu tu re .  

F i n a l l y ,  m o n e y  has  the  func t ion  of s e r v i n g  as  a c a s h  b a l a n c e ,  a 
s o u r c e  of l iqu id i ty .  We n e e d  to d i s t i n g u i s h  b e t w e e n  th is  and the  p r e v i o u s  
func t ion .  In th i s  f i f th  r o l e  m o n e y  i s  not ,  as  in the  p r e v i o u s  c a s e ,  s t o r i n g  
up va lue  fo r  the  fu tu re  but i s  p r o v i d i n g  r e a d y  p u r c h a s i n g  p o w e r  at  any 
m o m e n t ,  not  at  s o m e  t i m e  10 o r  15 y e a r s  f r o m  now o r  when  we r e t i r e .  
I t  e n a b l e s  us  to m e e t  c o n t i n g e n c i e s ,  to buy o p p o r t u n e l y  in the  s t o c k  
m a r k e t  o r  e l s e w h e r e ,  to h a v e  r e a d y  c o m m a n d  o v e r  goods  and  s e r v i c e s .  
M o n e y  is  the  one p e r f e c t l y  l iqu id  a s s e t ,  the  one t h ing  tha t  can  a l w a y s  be  
s o l d  and tha t  t h e r e b y  g ives  the  h o l d e r  c o m m a n d  o v e r  goods  and s e r v i c e s  
t h r o u g h o u t  s o c i e t y .  Whi le  m o n e y  has  l i t t l e  p o w e r  to s a t i s f y  w a n t s  
d i r e c t l y ,  in  c o n t r a s t  to food and  c lo th ing ,  i t  h a s  the  qua l i ty  of b e i n g  ab le  
to c o m m a n d  t h o s e  th ings  tha t  do s a t i s f y  our  w a n t s  d i r e c t l y .  
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This  f e a t u r e  of l i qu id i t y  has  b e e n  c a l l e d  the  m o s t  i m p o r t a n t  s i n g l e  
fac t  about  m o n e y .  B e c a u s e  i t  i s  a r e s e r v e  of p u r c h a s i n g  p o w e r  w h i c h  
c a n  be  s p e n t  i n s t a n t l y  o r  w i thhe ld ,  m o n e y  is  an i m p o r t a n t  f a c t o r  in  i n -  
c r e a s e s  o r  d e c r e a s e s  in  d e m a n d  fo r  th~ p r o d u c t s  of s o c i e t y .  By  f a c i l i -  
t a t i ng  c h a n g e s  in  the  l e v e l  of e x p e n d i t u r e s  i t  h e l p s  to c a u s e  the e c o n o m y  
to sw ing  up o r  to d e c l i n e .  

In s u m m a r y ,  i t  m a y  be o b s e r v e d  tha t  the  i n s t i t u t i o n  of m o n e y  m a y  
be l o o k e d  upon  as  an e c o n o m i c  m e c h a n i s m ,  a d e v i c e  fo r  a c c o m p l i s h i n g  
c e r t a i n  ends .  T h e s e  e n d s  i n c l u d e  e x c h a n g e ,  p r i c i n g ,  paying ,  c o n t r a c t i n g ,  
and  so  on. The  gold s t a n d a r d  was  a p a r t i c u l a r  m o d e l  o r  type  of m o n e t a r y  
m e c h a n i s m .  So i s  the  p r e s e n t  m o n e t a r y  s y s t e m  in  th i s  c o u n t r y  w h i c h  i s  
p r e t t y  w e l l  i n s u l a t e d  f r o m  c o n t r o l  by gold.  T h e s e  m o n e t a r y  s y s t e m s  o r  
any o t h e r s  shou ld  be judged ,  l ike  any  o t h e r  p i e c e  of m a c h i n e r y ,  on the  
b a s i s  of how w e l l  t hey  fu l f i l l  the b a s i c  m o n e t a r y  func t i ons .  It  i s  i l l u m i -  
na t i ng  a lways  to th ink  of m o n e y  as  a m e c h a n i s m .  

Monet._ary P r i n c i p l e s  

Now I a m  go ing  to o f fe r  t h r e e  p r i n c i p l e s  wh ich  a r e  b a s i c  to an u n d e r -  
s t a n d i n g  of t he  o p e r a t i o n  of th is  m a c h i n e  and of i t s  m a n a g e m e n t  and  
a d m i n i s t r a t i o n  by the  c o n s t i t u t e d  a u t h o r i t i e s .  The f i r s t  i s  the  p r i n c i p l e  
of d e p o s i t  c r e a t i o n .  As  a r e s u l t  of b u s i n e s s m e n  o r  the  G o v e r n m e n t  go ing  
to banks  and  b o r r o w i n g  f r o m  t h e m ,  b a n k s  se t  up on the  a s s e t  s i d e  of 
t h e i r  books  a c c o u n t s  d e n o t i n g  o w n e r s h i p  in t h e s e  i n v e s t m e n t s  and  l o a n s .  
On the o t h e r  s i d e  is  p l aced ,  at  the  d i s p o s a l  of the  b o r r o w e r s  o r  the  
s e l l e r s  of i n v e s t m e n t  s e c u r i t i e s ,  c r e d i t s  in the f o r m  of d e m a n d  d e p o s i t s .  
Thus  c o m m e r c i a l  b a n k i n g  c o n s i s t s  of d e a l i n g  in  d e b t s ,  w h e r e b y  b a n k s  
give  t h e i r  p r o m i s e s  to pay in the  f o r m  of d e m a n d  d e p o s i t s  and  in  r e t u r n  
a c q u i r e  l oans  and  i n v e s t m e n t s .  I t  i s  by this  p r o c e s s  tha t  the  p r i n c i p a l  
e l e m e n t  of the  m o n e y  supply ,  c h e c k b o o k  m o n e y ,  i s  c r e a t e d .  

I t  i s  no l o n g e r  t r u e  tha t  the  m a j o r  p a r t  of the  m o n e y  supp ly  of th i s  
c o u n t r y  is  t u r n e d  out by the  G o v e r n m e n t  in  m i n t s  and  p r i n t i n g  and en -  
g r a v i n g  e s t a b l i s h m e n t s .  A m u c h  l a r g e r  p a r t  i s  c r e a t e d  t h r o u g h  the  
o p e r a t i o n  of the  c o m m e r c i a l  b a n k i n g  s y s t e m .  No i n d i v i d u a l  bank  can  
do i t ,  but  a l l  b a n k s  c o l l e c t i v e l y  do p r e c i s e l y  that .  I t  i s  the  m o d e r n  
p h i l o s o p h e r ' s  s t one ,  a m e a n s  by wh ich  m o n e y  i s  c r e a t e d  out  of n o t h i n g  
m o r e  s u b s t a n t i a l  t han  c r e d i t .  I r e g r e t  to h a v e  to a sk  you to t ake  i t  so  
m u c h  on fa i th  wi thou t  g iv ing  as  ful l  an e x p l a n a t i o n  as  i t  d e s e r v e s .  

L e t  m e  t u r n  to the s e c o n d  p r i n c i p l e .  If  you  r e m e m b e r  a n y t h i n g  
f r o m  y o u r  e l e m e n t a r y  c o u r s e  in  e c o n o m i c s ,  i t  i s  p r o b a b l y  the  quan t i ty  



t h e o r y  of m o n e y .  I t  p r o c e e d s  f r o m  the  s o - c a l l e d  equa t i on  of e x c h a n g e ,  
u s u a l l y  w r i t t e n  in  t h i s  f o r m :  P ,  fo r  p r i c e s ,  equa l s  the  a m o u n t  of m o n e y ,  
w r i t t e n  M, m u l t i p l i e d  by  V, the v e l o c i t y  of money4 r a t e  of i t s  u s e ,  
d iv ided  by T, t r a d e  or  t r a n s a c t i o n s .  In  s h o r t ,  p . _ t ~ .  The q u a n t i t y  

t h e o r y  of m o n e y  s a y s  tha t  the l e v e l  of p r i c e s  i s  d e t e r m i n e d  by  the  quan-  
t i t y  of m o n e y ,  the  r a t e  of u s e  of m o n e y ,  and the  v o l u m e  of t r a n s a c t i o n s .  

It can be expressed this way: The price level tends to vary directly 
with the quantity of money and its velocity, and inversely with the quan- 
tity of transac~ons. An increase in the volume of money or its rate of 
use in the market place tends to force prices up. Increased production, 
good crops, and so on, tend to hold prices down. In its earlier form- 
u l a t i o n s ,  t h e  q u a n t i t y  t h e o r y  of m o n e y  a s s u m e d  tha t  V and T did not  
change  v e r y  m u c h ,  and  t ha t  M w a s  d e t e r r o l n a n t ,  m o r e  o r  l e s s  to the  
e x c l u s i o n  of the  o t h e r  two f a c t o r s .  C u r r e n t l y  the  t e n d e n c y  i s  to e m -  
p h a s i z e  V, v e l o c i t y ,  the r a t e  of u s e  of m o n e y  m o r e  than  w a s  once  done.  

The present concern over inflation that you can encounter in reading 
the papers is likely to reflect fears relating to the volume and use of 
money and credit. Consider likewise the steps being taken by the Federal 
Reserve today to slow down monetary expansion and discourage lending. 
These are designed to prevent rising prices. They may be interpreted 
in terms of the quantity theory of money that is one of the principal 
guides bywhich the monetary authorities of the Federal Reserve conduct 
their policies. 

The t h i r d  b a s i c  p r i n c i p l e  i s  known as  the  p r i n c i p l e  of t o t a l  e f f e c t i v e  
d e m a n d .  B r i e f l y  i t  i s  t ha t  a t  any  g iven  t i m e  t h e r e  i s  s o m e  i d e a l  l e v e l  
of m o n e t a r y  s p e n d i n g  a t  w h i c h  the e c o n o m y  w i l l  be f u l l y  e m p l o y e d  wi th  
no t e n d e n c y  fo r  p r i c e s  to change  in  an  i n f l a t i o n a r y  or  d e f l a t i o n a r y  m a n n e r .  
I t  a s s u m e s  the e x i s t e n c e ,  i d e a l l y ,  of s o m e  m o s t  d e s i r a b l e  l e v e l  of s p e n d -  
ing  by the  c o m m u n i t y ,  i.  e . ,  i n d i v i d u a l s ,  b u s i n e s s m e n ,  and the G o v e r n -  
m e n t ,  wh ich  w i l l  p r o d u c e  fu l l  u s e  of the r e s o u r c e s  of the  e c o n o m y  w i t h -  
out  g iv ing  us  e i t h e r  i n f l a t i o n  o r  de f l a t ion .  By i m p l i c a t i o n ,  t h e r e  i s  s o m e  
o t h e r  l e v e l  w h e r e  s p e n d i n g  i s n ' t  enough  a n d  we have  d e f l a t i o n  or  w h e r e  
s p e n d i n g  i s  too m u c h  and we h a v e  in f l a t i on .  I t  i s  t ha t  i d e a l  l e v e l  t ha t  
the  a u t h o r i t i e s  u n d e r t a k e ,  by  t h e i r  i n s t r u m e n t s  of c r e d i t  c o n t r o l  and  by 
a n y  o t h e r  d e v i c e s  tha t  t h e y  h a v e ,  to i n s u r e ,  in  o r d e r  to p r o m o t e  s t a b i l i t y  
and a fu l l  u t i l i z a t i o n  of r e s o u r c e s  in  the e c o n o m y .  

t 

The p r i n c i p l e  of t o t a l  e f f e c t i v e  d e m a n d  h a s  b e c o m e  in  the  l a s t  20 
y e a r s  the  s i n g l e  m o s t  b a s i c  i d e a  in  the  a d m i n i s t r a t i o n  of the  e c o n o m y  
and  a l s o  in  m a k i n g  f o r e c a s t s  and i n t e r p r e t i n g  b u s i n e s s  c o n d i t i o n s .  I 

6 

\ 



0015 '  

am su re  that  i t  wi l l  be d i s c u s s e d  at  c o n s i d e r a b l e  length subsequen t ly  in 
this  course. 

I turn now from these basic principles, but I am going to come back 
to them in a few moments to show you something of their application. 

Dis t ingu i sh in~  F e a t u r e s  of Modern  Money 

There are three features that distinguish modern money from money 
that existed in any previous period of history. The first is the subordi- 
nation of the commodity aspect of money. Gold and silver are today 
relatively little used. Even in the reserve role where we still have gold, 
gold doesnot control our monetary system. It is more accurate to say 
that our monetary system controls gold. The commodity aspects of 
money have been subordinated throughout the world to an extent that was 
never true in the past. 

The second distinguishing feature is the predominance of bank money, 
that is checkbook money. It is said that 90 percent of all business carried 
on in the United States is not by common money, pocketbook money, but 
by checkbook money. That means that most of our money is created by 
the lending and investing operations of commercial banks. 

It  is  th roug  h the checkbook money  c r ea t ed  by banks that  the 
c r e d i t  ope r a t i ons  of b u s i n e s s m e n  and the Gove rnmen t  have a dominan t  
inf luence  on the money  supply and thus on the funct ioning of the economy.  
Cred i t ,  as  you know, is  a h ighly  uns t ab le  quanti ty.  This  m e a n s  that  our  
m o n e t a r y  s y s t e m  i s  t ied  to that  which is uns tab le .  In s t ab i l i t y  of c r e d i t  
tends  toward  m o n e t a r y  in s t ab i l i t y ,  and m o n e t a r y  i n s t ab i l i t y  con t r i bu t e s  
to f luc tua t ions  in the economy.  These  fac t s  e s t a b l i s h  a need  for  some  
m o n e t a r y  au tho r i t y  to con t ro l  and r e s t r i c t  the i n s t ab i l i t y  i n h e r e n t  in  a 
m o n e t a r y  s y s t e m  so l a r g e l y  based  upon c red i t .  

This  leads  to the t h i rd  c h a r a c t e r i s t i c  of m o d e r n  money ,  the r i s e  
of m o n e t a r y  m a n a g e m e n t .  It  is  a r ecogn izab l e  fac t  that  m o n e t a r y  m a n -  
agemen t  has  become  of dec i s ive  i m p o r t a n c e  in  our  m o n e t a r y  s y s t e m s  
of the p r e s e n t  day. Olde r  concept ions  of an au toma t i c  m o n e t a r y  s y s t e m  
no l onge r  apply.  

Mone ta ry  m a n a g e m e n t  invo lves  two c r i t i c a l  r e l a t i o n s h i p s .  The 
f i r s t  i s  the volume of money  in  r e l a t i o n  to goods and s e r v i c e s  exchanged,  
tha t  i s ,  M in  r e l a t i o n  to T. The second  is  .the flow of money  expend i tu re s  
in r e l a t i o n  to bus ine s s  ac t iv i ty .  This  invo lves  a t t empt ing  to in f luence  the 
amount  of spending to p r even t  i t s  becoming  so g rea t  that  we have in f l a t ion  
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or  so s m a l l  that  we have d e p r e s s i o n .  In b r i e f ,  m o n e t a r y  m a n a g e m e n t  
today is based  on the quant i ty  t heo ry  of money  and the p r inc ip l e  of to ta l  
e f fec t ive  demand.  

We have t h r e e  p r i nc ipa l  agenc ies  for  a d m i n i s t e r i n g  m o n e t a r y  m a n -  
agemen t  in th is  count ry .  In our  g r a n d f a t h e r s '  day the m o n e t a r y  au tho r i t y  
was  conce ived  of in t e r m s  of the Mint  and the B u r e a u  of P r i n t i n g  and 
Engrav ing ,  t oge the r ,  pe rhaps ,  with the C o m p t r o l l e r  of the C u r r e n c y ,  
which was the a d m i n i s t r a t i v e  off ice under  the T r e a s u r y  fo r  c h a r t e r i n g  
and examin ing  na t iona l  banks .  How is  i t  today ? We think of the 12 F e d -  
e r a l  R e s e r v e  Banks  which date f r o m  1914; of the T r e a s u r y ,  which  i s  
now a t r e m e n d o u s  m o n e t a r y  inf luence  in the economy and which  has  com-  
p le te ly  t r a n s f o r m e d  i t s  scope and i m p o r t a n c e  in the l a s t  15 or  20 y e a r s ;  
and, th i rd ly ,  we think of the I n t e r n a t i o n a l  Mone ta ry  Fund  which d idn ' t  
ex is t  be fo re  1944. The t h r ee  agenc ies  of m o n e t a r y  m a n a g e m e n t  today 
a r e  the F e d e r a l  R e s e r v e  Sys tem,  the T r e a s u r y ,  and the I n t e r n a t i o n a l  
Mone ta ry  Fund.  

Mone ta ry  Po l i cy  

Mone t a ry  pol icy ,  of c o u r s e ,  is  what  m o n e t a r y  m a n a g e m e n t  does .  
We may  think of i t  as cons i s t i ng  of the a t t empt  to inf luence  m o n e t a r y  
phenomena  and m o n e t a r y  r e l a t i o n s h i p s  in  ways  to i m p r o v e  the func t ion-  
ing of the economic  s y s t e m .  That  is  the job which the I n t e r n a t i o n a l  
M o n e t a r y  Fund,  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 i t s  ro l e  as 
pa r t  of our  f i nanc ia l  con t ro l  sy s t em,  a re  expected  to do. I t  is  a p p a r e n t  
tha t  m o n e t a r y  pol icy  s ign i f i es  the abandonment  of the s e a r c h  fo r  an 
au tomat i c  s y s t e m  such as the gold s t anda rd  was once thought  to p rov ide .  

The ob jec t ives  of m o n e t a r y  pol icy  include a v a r i e t y  of d i f f e ren t  
things.  One is p r i c e  l eve l  s t ab i l i ty .  Another  is  s tab le  exchange r a t e s  
with fo re ign  coun t r i e s .  Ano the r  is  full  employmen t .  Fu l l  e m p l o y m e n t  
m e a n s  a high and s table  l eve l  of bus ine s s  ac t iv i ty .  This  has  become  
the p r i m e  t a rge t  of m o n e t a r y  m a n a g e m e n t  today.  And a four th  ob jec t ive  
is  economic  growth.  Economic  growth was not d i s cus sed  ten  y e a r s  ago 
as  one of the ob jec t ives  of m o n e t a r y  pol icy .  It  runs  r e p e a t e d l y  th rough  
F e d e r a l  R e s e r v e  d i s c u s s i o n s  at  the p r e s e n t  t ime .  

The re  a r e  o ther  ob jec t ives  of m o n e t a r y  pol icy  but these  a r e  the 
m o s t  impor t an t .  C u r r e n t l y  the p r i n c i p a l  ob jec t ives  a r e  s t ab i l i t y  of 
p r i c e s ,  full  employmeri t ,  and economic  growth.  

Turn ing  now to me thods ,  the p r i m a r y  focus of m o n e t a r y  po l icy  is  
u p o n  r e s e r v e s .  The F e d e r a l  R e s e r v e  doesn ' t  go out d i r e c t l y  and t r y  
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to i n c r e a s e  or  r educe  the quant i ty  of money .  By m e a n s  of open m a r k e t  
ope ra t ions  and o t h e r  con t ro l s  a t  t h e i r  d i sposa l  t hey  seek ,  r a t h e r ,  to 
i n c r e a s e  o r  d e c r e a s e  the quant i ty  of r e s e r v e s  on the ground that  r e s e r v e  
money  is  the gove rn ing  fac to r ,  and they wi l l  con t ro l  the quant i ty  of m o n e y  
by con t ro l l i ng  r e s e r v e s .  

The focus  of m o n e t a r y  pol icy  i s  p r i m a r i l y  on m o n e t a r y  quan t i t i e s  
in  the f o r m  of r e s e r v e s ,  but i t  m a y  a l so  be upon m o n e t a r y  expend i tu re ,  
t. e . ,  the flow of money  p a y m e n t s .  At t i m e s ,  as  dur ing  war ,  the 
a u t h o r i t i e s  have  i m p o s e d  r e s t r i c t i o n s  on the use  of c o n s u m e r  c r e d i t  and 
for  a s h o r t  t i m e  on r e a l  e s t a t e  c red i t .  C u r r e n t l y  t h e r e  a r e  r e s t r i c t i o n s  
on s tock  m a r k e t  c red i t .  

C r e d i t  cor~trols of the l a t t e r  type which  r egu l a t e  the use  of money  
a r e  ca l l ed  s e l e c t i v e  i n s t r u m e n t s  of con t ro l .  Those  methods  which  a r e  
focused  on r e s e r v e s  a r e  known as- the  g e n e r a l  c r e d i t  con t ro l s .  The 
l a t t e r  a r e  quant i ta t ive ;  the o ther  i s  p r i m a r i l y  d i r e c t e d  toward  behav io r .  

So f a r  we have been  d i s c u s s i n g  m o n e t a r y  po l i c i e s  of the c e n t r a l  
bank,  i. e . ,  of the F e d e r a l  R e s e r v e .  In addi t ion we have  f i s c a l  po l i c i e s  
unde r  the a d m i n i s t r a t i o n  of the T r e a s u r y .  These  inc lude  taxa t ion  to i n -  
f luence  b u s i n e s s  expend i tu r e s ,  debt  m a n a g e m e n t ,  and o the r  th ings  for  
which the T r e a s u r y  i s  r e s p o n s i b l e .  

Mone ta ry  P r o b l e m s  Today 

In t u r n i n g  now to m o n e t a r y  p r o b l e m s  the f i r s t  p r o b l e m  is  to know 
how to n a r r o w  the sub jec t .  I don ' t  want  to a t t emp t  to touch on so much  
tha t  i t  b e c o m e s  confus ing  but at  the s a m e  t ime  I want  to take up c e r t a i n  
points  which  you wi l l  r e c o g n i z e  in  the c o u r s e  of s tudy as  you p roceed  
and in the r e a d i n g  you do in p a p e r s  and m a g a z i n e s  as  be ing  of c u r r e n t  
s i g n i f i c a n c e .  

The f i r s t  two which I sha l l  men t i on  a r e  f r e q u e n t l y  e n c o u n t e r e d  but 
a r e  not,  in  m y  opinion,  of m a j o r  s ign i f i cance .  F i r s t  i s  the p r o b l e m  of 
a r e t u r n  to the o ld - f a sh ioned  gold s t anda rd ,  s o m e t i m e s  ca l l ed  the gold 
coin s t a n d a r d ,  the s t a n d a r d  w h e r e  money  is  fu l ly  r e d e e m a b l e  in gold. 
This  h a s  been  d e s c r i b e d  a s  a p roposa l  to subs t i t u t e  for  the i n s c r i p t i o n  
on co ins  "In God We T r u s t , "  the i n s c r i p t i o n  "I Know That  My R e d e e m e r  
Live th .  " 

Support  for  a r e t u r n  to the gold s t a n d a r d ,  wi th  p r o v i s i o n  for  the 
r e d e m p t i o n  of coin  in  gold, comes  ch ie f ly  f r o m  those  who long for  the 
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good old days .  I t  a p p e a l s  to the m o r e  e x t r e m e  c o n s e r v a t i v e s  who f e e l  
tha t  s o m e h o w  by going  b a c k  to f o r m e r  ways  we can  r e s t o r e  the  s t a b i l i t y  
of f o r m e r  days .  S o m e  of t h o s e  who s u p p o r t  a r e t u r n  to the  gold  co in  
s t a n d a r d  h a v e  an i n t e r e s t  in  the  gold  m i n i h g  i n d u s t r y .  

Th i s  p r o p o s a l  i s  not ,  in m y  opin ion ,  to be t a k e n  v e r y  s e r i o u s l y .  
We h a v e  had  in  e v e r y  C o n g r e s s  fo r  y e a r s  b i l l s  p r o v i d i n g  fo r  a r e t u r n  
to the  ful l  r e d e m p t i o n  of ou r  c u r r e n c y  in  gold.  T h e r e  has  b e e n  no 
g e n e r a l  s u p p o r t  f o r  t h e m  n o r  does  the  m o v e m e n t  show any s i g n  of g a i n -  
ing  s t r e n g t h .  In m y  op in ion ,  i t  i s  u n l i k e l y ,  and e v e n  if  done ,  i t  w o u l d  
not  be of v e r y  g r e a t  s i g n i f i c a n c e  in y o u r  l i v e s  and m i n e .  

Second ly ,  t h e r e  i s  the  a l l e g e d  p r o b l e m  of c h r o n i c  in f l a t ion .  I t  is 
said again and again that the dollar inevitably depreciates, currency 
becomes of less and less value, prices have a constant tendency to rise 
and rise and rise. You are familiar with that argument. What does the 
record show ? 

If we look at  the  i ndex  of w h o l e s a l e  p r i c e s  f r o m  1800 to the  p r e s e n t  
t i m e ,  we c o m e  a c r o s s  a r e m a r k a b l e  fac t .  The p u r c h a s i n g  p o w e r  of the  
d o l l a r  in  1925, a f t e r  the  i n f l a t i o n s  of the  Civ i l  War  and  the  F i r s t  W o r l d  
W a r ,  was  as  g r e a t  as i t  was  in  1800-1810 .  The s a m e  was  t r u e  as  l a t e  
as  1941. Make  no m i s t a k e  about  th i s .  Th i s  c o m p a r i s o n  i s  b a s e d  on 
s t a t i s t i c a l  s t u d i e s  as  c a r e f u l  as  can  be  h u m a n l y  m a d e .  It m e a n s  tha t  
1 ,000  U n i t e d  S ta tes  d o l l a r s  would  buy as  b ig  a h e a p  of t h ings  a t  w h o l e -  
s a l e - - i r o n ,  whea t ,  n a i l s ,  c lo th ,  co t ton ,  and e v e r y t h i n g  e l s e  tha t  goes  
in to  the  w h o l e s a l e  p r i c e  index- - - in  1941 as  i t  would  have  bought  140 y e a r s  
b e f o r e .  

The i d e a  of a c h r o n i c  and i n e s c a p a b l e  t e n d e n c y  f o r  the  d o l l a r  to b e -  
c o m e  l e s s  and  l e s s  va luab l e ,  fo r  i t  to d e p r e c i a t e ,  i s  c o n t r a d i c t e d  by  a l l  
r e c o r d s  of A m e r i c a n  h i s t o r y .  In  th i s  c o u n t r y  the  fou r  g r e a t  p e r i o d s  of 
i n f l a t i on  w e r e  a s s o c i a t e d  wi th  w a r ,  the  War  of 1812, the  Civ i l  W a r ,  the  
F i r s t  W o r l d  W a r ,  and the Second  W o r l d  War .  T h e r e  i s  no c a s e  of 
s i g n i f i c a n t  p e a c e t i m e  i n f l a t i on  in  the  h i s t o r y  of t h i s  coun t ry .  

In  the  l a s t  t h r e e  y e a r s ,  as  you know,  w a g e s  have  gone up a p p r e c i a b l y .  
Does  th i s  m e a n  tha t  w h o l e s a l e  p r i c e s  h a v e  l i k e w i s e  gone up ? By a 
c o i n c i d e n c e ,  the  w h o l e s a l e  p r i c e  i ndex  in  Augus t  of th is  y e a r  s t ood  at  
110 .1 .  The a v e r a g e  fo r  1953 was  a l s o l l 0 . 1 ,  e x a c t l y  t h e s a m e  to the  
t en th  of a d e c i m a l  point .  A f u r t h e r  c o i n c i d e n c e ,  w h i c h  i s  r e a l l y  too good 
to  be t r u e ,  i s  tha t  the  i n d e x  fo r  c o n s u m e r  p r i c e s  in  J u n e ,  the  l a t e s t  
f i g u r e ,  s tood  at  114 .4  and  f o r  the  y e a r  1953 i t  was  a l s o  114.4 .  F o r  both  
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In r e c e n t  y e a r s  we have  c o n c e n t r a t e d ,  and in  m y  o p i n i o n  we  s h a l l  
con t inue  to c o n c e n t r a t e ,  on t h r e e  o b j e c t i v e s ,  s t a b l e  p r i c e s ,  fu l l  e m -  
p l o y m e n t - - a  h igh  l e v e l  of b u s i n e s s  a c t i v i t y - - a n d  g rowth  in  the  e c o n o m y .  
I t  i s  i n c o n c e i v a b l e  to m e  tha t  we s h a l l  s u c c e e d  in  the  fu tu r e  as  w e l l  a s  
we h a v e  b e e n  able  to s u c c e e d  in  the  l a s t  few y e a r s  in  ge t t i ng  a l l  t h r e e .  
It i s  not  to be e x p e c t e d  that ,  b e c a u s e  we have  a c h i e v e d  a h igh  l e v e l  of 
e m p l o y m e n t ,  qui te  s t ab l e  p r i c e s ,  and  s u b s t a n t i a l  g rowth ,  w e  a r e  go ing  
to con t inue  at  t h i s  pace  i n d e f i n i t e l y .  N e v e r t h e l e s s ,  tha t  we s h a l l  e f f e c t  
a r e a s o n a b l e  c o m p r o m i s e  a m o n g  t h e m  is  c e r t a i n l y  to be  h o p e d  and,  I 
b e l i e v e ,  to be e x p e c t e d .  

I m a y  s a y  f i na l l y  in  c o n n e c t i o n  wi th  the  p r o b l e m  of o b j e c t i v e s  tha t  
the  p r i o r i t y  of t h e s e  t h r e e  o b j e c t i v e s  i s  one r e a s o n  fo r  b e l i e v i n g  t h a t  we 
s h a l l  not  r e t u r n  to the  gold s t a n d a r d  o r  s t ab l e  e x c h a n g e  r a t e s .  T h o s e  
two o l d e r  o b j e c t i v e s  h a v e  b e c o m e  s o m e t h i n g  to be s a c r i f i c e d  w h e n  n e c e s -  
s a r y  fo r  the a t t a i n m e n t  of t h e s e  o t h e r  and m o r e  h igh ly  p r i z e d  o b j e c t i v e s .  

A t h i r d  p r o b l e m  of m o n e t a r y  p o l i c y h a s  to do wi th  m e t h o d s .  H a v i n g  
d e c i d e d  on o b j e c t i v e s ,  wha t  a r e  w e g o i n g  to do w i t h  r e s p e c t  to i n d i c a t o r s  ? 
What  a r e  we go ing  to fo l low as  gu ides  in a c h i e v i n g  o b j e c t i v e s  ? H e r e  we 
a r e  in  a quauda ry .  The F e d e r a l  R e s e r v e  o f f i c i a l s  h a v e  found t h e m s e l v e s  
e v e r  s i n c e  1945 and f ind t h e m s e l v e s  today  in  the  d i f f i cu l t  p o s i t i o n  tha t  
t h e y  d o n ' t  know w h e t h e r  the  b a s i c  p r o b l e m  is  one  of i n f l a t i on  o r  de f l a t i on .  
O u r  m o n e t a r y  m a n a g e r s  have  b e e n  i n h i b i t e d  by a f e a r  tha t  by c o m b a t i n g  
in f l a t i on  they  wi l l  p r e c i p i t a t e  de f l a t i on ,  o r  v i ce  v e r s a .  

I t  i s  b a s i c a l l y  a p r o b l e m ,  i t  s e e m s  to m e ,  of the  r e l i a b i l i t y  of 
f o r e c a s t s  and  as  to the p r e c i s e  m e a n i n g  of the  s i g n a l s .  A g r o w t h  in  
i n v e n t o r i e s ,  as  you know f r o m  y o u r  r e a d i n g ,  i s  s o m e t h i n g  tha t  g ive s  
c o n c e r n .  A g rowth  of i n v e n t o r i e s  in  a p e r i o d  of  b o o m  m a y  s ign i fy  
h o a r d i n g  by b u s i n e s s e s  and i n d i v i d u a l s  and  be i n f l a t i o n a r y .  An i n c r e a s e  
in  i n v e n t o r y  in  a p e r i o d  of f a l l i ng  p r i ~ e s  on the  o t h e r  hand ,  m a y  m e a n  
tha t  goods  a r e  p i l i ng  up b e c a u s e  m e r c h a n t s  and m a n u f a c t u r e r s  a r e  unab l e  
to s e l l  t h e m .  Such a s i t u a t i o n  i s  h igh ly  d e f l a t i o n a r y .  H e r e  you h a v e  the  
s a m e  p h e n o m e n o n ,  a g rowth  in  i n v e n t o r i e s .  It  i s  a s i g n a l  w h i c h  m e a n s  
one th ing  in  one c a s e  and in  a n o t h e r  m e a n s  e x a c t l y  the oppos i t e .  

S o m e t i m e s  the s i g n a l s  conf l i c t .  Suppose  you had,  fo r  e x a m p l e ,  
r i s i n g  p r i c e s  and  i n c r e a s i n g  u n e m p l o y m e n t .  What  a r e  you going  to do 
in  tha t  s i t u a t i o n ?  One i n d i c a t o r  s a y s  t h e r e  is  an in f l a t i on  d a n g e r ;  the  
o t h e r  s a y s  de f l a t ion .  

The f ina l  p r o b l e m  is  the  p r o b l e m  of the  type of c o n t r o l s  to be  u s e d .  
T h e r e  h a s  b e e n  a good dea l  of r e c e n t  c o n t r o v e r s y  o v e r  the u se  of 
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g ~ n e r a l  as  c o m p a r e d  with s e l e c t i v e  c r e d i t  c o n t r o l s .  B e y o n d  tha t  i s  the 
q u e s t i o n  of d i r e c t  c o n t r o l ,  r a t i o n i n g  and so on, w h i c h  I s u s p e c t  w i l l  be  
t aken  up l a t e r  by  o t h e r  l e c t u r e r s .  H e r e ,  the q u e s t i o n  is  one of the  f r e e -  
d o m  of the ind iv idua l .  T h e r e  a r e  v a r i o u s  ways  of s t o p p i n g  in f l a t ion .  One 
of the m o s t  p o w e r f u l  is  to c lap  on r a t i o n i n g ,  but  tha t  would  i nvo lve  a 
s e r i o u s  l o s s  of f r e e d o m .  It  would  be i n t o l e r a b l e  e x c e p t  u n d e r  e x t r e m e  
cond i t i ons .  Th i s  s o r t  of c o n t r o l  i s  r e a s o n a b l y  c e r t a i n ;  i t  i s  a m e a n s  of 
ge t t ing  a job done ,  but  the p r i c e  i s  h igh  in t e r m s  of p e r s o n a l  f r e e d o m .  

What is  the  c o n c l u s i o n ?  In m y  op in ion  i t  i s  t h i s :  In ou r  f r e e  e n t e r -  
p r i s e  and  i n d i v i d u a l i s t i c  e c o n o m y  we want  a h igh  d e g r e e  of f r e e d o m ;  we 
shou ld ,  t h e r e f o r e ,  r e l y  so f a r  as p o s s i b l e  on g e n e r a l  c o n t r o l s .  The 
F e d e r a l  R e s e r v e  can  apply  t h e m  wi thou t  i n f r i n g i n g  unduly  o n  i n d i v i d u a l  
l i b e r t i e s .  But  if  we  a r e  to be a d e q u a t e l y  p r e p a r e d  fo r  a t i m e  of e m e r -  
gency ,  i t  i s  the  p a r t  of w i s d o m  to have  in  r e s e r v e  m o r e  p o w e r f u l  and  
i m m e d i a t e  i n s t r u m e n t s  such  as  s e l e c t i v e  c r e d i t  c o n t r o l s  and e v e n  r a -  
t i on ing ,  not  tha t  we have  to u se  t h e m  but  that  we a r e  not  fu l ly  p r e p a r e d  
u n l e s s  we have  t h e m  at  hand  in c a s e  of e m e r g e n c y .  

C o n c l u s i o n  

What  a r e  the g e n e r a l  c o n c l u s i o n s  on m o n e t a r y  po l i cy  ? E a r l i e r  I 
d e s c r i b e d  m o n e t a r y  po l icy  as an a t t e m p t  to i m p r o v e  by m o n e t a r y  d e v i c e s  
the f u n c t i o n i n g  of the  e c o n o m i c  s y s t e m .  I t  i s  c l e a r  f r o m  w h a t  ha s  b e e n  
s a i d  tha t  t h e r e  i s  no p r e c i s e  f o r m u l a  by which  th is  can  be a c h i e v e d ,  no 
s i m p l e  r u l e s  of t humb .  R e s u l t s  w i l l  i n e v i t a b l y  be s o m e w h a t  s h o r t  of 
p e r f e c t i o n .  We canno t  hope  to have  p e r f e c t  s t ab i l i t y  of p r i c e s  o r  p e r f e c t l y  
fu l l  e m p l o y m e n t .  N e v e r t h e l e s s ,  we can  and shou ld  e x p e c t  tha t  we s h a l l  
h a v e  m o r e  of bo th  than  we could  p o s s i b l y  have  in  the  a b s e n c e  of the  
p o l i c i e s  fo l lowed  by 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 i n t e r p r e t i n g  the s i g n i f i c a n c e  of c u r r e n t  d e v e l o p m e n t s  and  in  de -  
cicling wha t  to do, the  m o n e t a r y  a u t h o r i t i e s  have  two m a j o r  too ls .  T h e s e  
a r e  the  two b a s i c  p r i n c i p l e s  I o f f e r e d  e a r l i e r ,  the quan t i ty  t h e o r y  of 
m o n e y  and  the  p r i n c i p l e  of to ta l  e f f ec t i ve  d e m a n d .  Those  a r e  two i m p o r -  
tant  i d e a s  f o r  you to c a r r y  away f r o m  th i s  l e c t u r e  to h e l p  you  in  y o u r  
e f f o r t s  to c o m p r e h e n d  what  goes  on in the f i e ld  of m o n e t a r y  p r o b l e m s  
and m o n e t a r y  po l icy .  

History does not  record, ever, a monetary system that has been 
entirely satisfactory. In the face of chronic complaints and criticism 
of our monetary system, it is important to remember that there was 
also dissatisfaction, bitter dissatisfaction, with the traditional gold 
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s t a n d a r d  and  wi th  e v e r y  o t h e r  m o n e t a r y  s y s t e m  tha t  h a s  e v e r  b e e n  
t r i e d .  B e a r  in  m i n d  a l s o  tha t  the  go ld  s t a n d a r d  b r o k e  down in  t i m e s  of 
s t r e s s .  F o r  a l l  o u r  p r e s e n t  d i f f i c u l t i e s  and  a l l  the  a r g u m e n t s  b a c k  and  
f o r t h ,  i t  m a y  w e l l  be  tha t  we have  u n d e r  the  T r e a s u r y ,  the F e d e r a l  
R e s e r v e ,  and  the  I n t e r n a t i o n a l  M o n e t a r y  F u n d  a b e t t e r  m o n e t a r y  
m e c h a n i s m  than  the  w o r l d  h a s  e v e r  known  b e f o r e ,  and,  b e y o n d  t h a t ,  
one  tha t  w i l l  i m p r o v e  s t i l l  f u r t h e r  in  the y e a r s  t ha t  l i e  a h e a d .  

QUESTION: My q u e s t i o n  i s  m o r e  o r  l e s s  f r o m  a p e r s o n a l  s t a n d -  
poin t  and  I th ink  e v e r y b o d y  e l s e  h a s  the  s a m e  f e e l i n g .  I d o n ' t  know how 
i t  w i l l  a f f e c t  o u r  c u r r i c u l u m  the  r e s t  of the y e a r .  You  s a i d  the  v a l u e  of 
the  d o l l a r  up un t i l  1950 o r  so  w a s  the  s a m e  as  i t  w a s  140 y e a r s  ago.  In  
o t h e r  w o r d s ,  f o r  a t h o u s a n d  d o l l a r s  you  c o u l d  buy  the  s a m e  t h i n g s  y o u  
c o u l d  140 y e a r s  ago.  I w i s h  you w o u l d  e x p l a i n  tha t  b e c a u s e  in  p r a c t i c e  
i t  d o e s n ' t  a p p e a r  t r u e .  

DR. W H I T T I , E S E Y :  The  da te  i s  s i g n i f i c a n t .  I s a i d  1925 o r  1941. 
I did not  s a y  1945 o r  1955. If  we  e x a m i n e  a c h a r t  of w h o l e s a l e  p r i c e s ,  
we  s e e  tha t  i t  s tood  at  abou t  the s a m e  poin t  in  1800-1810,  1920-1929 ,  
and 1941. I t  r o s e  to s h a r p  p e a k s  in 1814, the  F i r s t  W o r l d  W a r ,  and  
the S e c o n d  W o r l d  W a r ,  wi th  deep  d e c l i n e s  in  b e t w e e n  ( s e e  c h a r t ,  page  15.) 

What  I w a s  t a l k i n g  abou t  w e r e  po in t s  b e t w e e n  t h e s e  p e a k s  w h e n  the  
p u r c h a s i n g  p o w e r  of the d o l l a r  a t  w h o l e s a l e  was  as  g r e a t  as  i t  h a d  b e e n  
in 1800. In  the p e r i o d  of the  d e p r e s s i o n  in  the  t h i r t i e s  the p r i c e s  w e n t  
e v e n  be low w h a t  t hey  w e r e  in 1800. The  d o l l a r  wou ld  buy a lo t  m o r e  in  
1932 to 1939 than  i t  bough t  in 1800, in t e r m s  of goods  and  s e r v i c e s  and  
a l l  the  r e s t .  

Then  the  w a r  c a m e  and  p r i c e s  r o s e  f r o m  1939 on. By 1941, p r i c e s  
had  gone to the  po in t  w h e r e  t hey  had  b e e n  in 1800. T h e n  c a m e  o u r  e n t r y  
in to  the w a r .  O P A  h e l d  p r i c e s  to s o m e  ex t en t .  At  the  end  of the  w a r ,  
t hey  r o s e  to a peak  a l i t t l e  above  f o r m e r  ~var p e a k s  but  not  v e r y  m u c h .  
If  we  c o m p a r e  the w a r  p e r i o d s  on ly ,  we ge t  an  i m p r e s s i o n  of s i m i l a r i t y .  
What  we u s u a l l y  do i s  c o m p a r e  the p e a k s  wi th  the p r e c e d i n g  t r o u g h s ,  
b e c a u s e  we th ink  in t e r m s  of 10 o r  20 y e a r s .  I t  i s  w h o l l y  m i s l e a d i n g  
to c o m p a r e  the t r o u g h s  wi th  the  p e a k s  and  l e t  i t  go at  tha t .  

May  I t ake  a coup le  of m i n u t e s  to go a l i t t l e  b e y o n d  y o u r  q u e s t i o n .  
Take  i t  f r o m  m e  tha t  the  f i g u r e s  show w h a t  I h a v e  sa id .  Wha t  i t  m e a n s  
of c o u r s e ,  i s  tha t  the  B u r e a u  of L a b o r  S t a t i s t i c s  adds  up the  p r i c e s  of 
h u n d r e d s  of r e p r e s e n t a t i v e  c o m m o d i t i e s  and  f i g u r e s  out  w h a t  t h e y  c o m e  
to in t e r m s  of d o l l a r s .  In w h e a t ,  s t e e l ,  and n a i l s  we a r e  c o m p a r i n g  
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v i r t u a l l y  the s a m e  t h i n g s .  In  o t h e r  c a s e s  we  h a v e  to a d j u s t  and  l e a v e  
out  o r  put  in  s o m e  c o m m o d i t i e s  t ha t  a r e  i m p o r t a n t  a t  one t i m e  and  not  
i m p o r t a n t  a t  a n o t h e r .  T h e s e  a d j u s t m e n t s  a r e  m a d e  by t r a i n e d  e x p e r t s .  
The  e v i d e n c e  of o f f i c i a l  i n d e x e s  i s  to be t r u s t e d  a h e a d  of p e r s o n a l  

i m p r e s s i o n .  

W h e n  yo  u c o m e  to a n a l y z e  the  m e c h a n i c s  of w h a t  I have  s a i d  i t  i s  
no t  so  i m p r o b a b l e  a s  i t  s e e m s  a t  f i r s t  b l u s h .  In 1800, t h e y  w e r e  b e a t i n g  
out  n a i l s  on an  anv i l .  How do they  m a k e  t h e m  now ? T h e y  s q u e e z e  t h e m  
out  l i ke  s p a g h e t t i .  You c a n  buy n a i l s  t oday ,  1955, f o r  a f r a c t i o n  of w h a t  

n a i l s  c o s t  in  1800. 

We p r i d e  o u r s e l v e s  on o u r  gen iu s  in m a n u f a c t u r i n g  and i n v e n t i o n .  
M a n u f a c t u r i n g  s k i l l s  h a v e  b e e n  i n c r e a s i n g  t h r o u g h o u t  o u r  h i s t o r y .  Wha t  
I a m  s a y i n g  is  t ha t  s i n c e  1800 and  up to 1941, the c h e a p e n i n g  e f f e c t  of 
p r o d u c t i v e  s k i l l  and  i n v e n t i o n  w a s  to b r i n g  p r i c e s  down fo r  s o m e  c o m -  
m o d i t i e s  e n o u g h  to o f f s e t  the e f f e c t  of g r o w i n g  s c a r c i t i e s  in  l u m b e r ,  fue l ,  
and  food tha t  w e r e  m o v i n g  p r i c e s  in  the  o t h e r  d i r e c t i o n .  

Wha t  does  the  f u t u r e  ho ld  ? I d o n ' t  th ink  tha t  we  a r e  go ing  to h a v e  a 
r e p e t i t i o n  of the  e x p e r i e n c e  a f t e r  t h o s e  o t h e r  w a r s  of p r i c e s  go ing  down 
as  t h e y  did then .  P r i c e s  h a v e  c o m e  down a l i t t l e  b i t  f r o m  the  l e v e l  
r e a c h e d  in  1951. I d o n ' t  t h ink  they  w i l l  e v e r  go b a c k  to w h e r e  t h e y  w e r e  
in  1940, and  I hope  t h e y  don ' t .  If  t h e y  did,  we  w o u l d n ' t  c o r r e c t  the  e v i l s  
of i n f l a t i on ;  we  w o u l d  s i m p l y  add  to t h o s e  e v i l s  the s t i l l  w o r s e  e v i l s  of 

de f l a t i on .  

b e  a 

not  
a b l e  
goa l  

The  p r o p e r  p o l i c y  i s  no t  to go b a c k  to w h e r e  we w e r e ,  w h i c h  w o u l d  
c a t a s t r o p h e  to us  a l l ,  bu t  to t r y  to ho ld  p r i c e s  w h e r e  t h e y  a r e  and  
a l l ow  t h e m  to go up a g a i n  at  an  i n f l a t i o n a r y  r a t e .  T h e r e  i s  a r e a s o n -  
e x p e c t a t i o n  tha t  we  c a n  do that .  In any  c a s e  i t  should be a m a j o r  
of m o n e t a r y  po l i cy .  

QUESTION:  I b e l i e v e  i t  i s  a l l e g e d  tha t  R o t h s c h i l d  s a i d  tha t  if  he  
c o u l d  c o n t r o l  the  m o n e t a r y  s y s t e m  and p r i n t  m o n e y ,  he  c o u l d  c o n t r o l  
the  e c o n o m y .  My q u e s t i o n  i s ,  if  the  P r e s i d e n t  w e r e  ab le  to appo in t  
m e m b e r s  to the F e d e r a l  R e s e r v e  B o a r d - - i t  i s  m y  u n d e r s t a n d i n g  tha t  
he  no l o n g e r  c a n - - h e  c o u l d  c o n t r o l  the  e c o n o m y  t h r o u g h  h i s  a g e n c y .  If  
t h i s  be  t r u e ,  who c o n t r o l s  o u r  m o n e y ?  

DR. WI: I ITTI ,ESEY:  He n o m i n a t e s  the  m e m b e r s  of the B o a r d  and  
t h e y  a r e  c o n f i r m e d  by the  C o n g r e s s .  The  E x e c u t i v e  and  the C o n g r e s s  
a r e  bo th  i n v o l v e d .  T e c h n i c a l l y ,  the F e d e r a l  R e s e r v e  S y s t e m  i s  a c r e a -  
t i on  of the  C o n g r e s s .  I t  i s  r e s p o n s i b l e  to the C o n g r e s s ,  and  in  tha t  

16 



G )163 

s e n s e  C o n g r e s s  i s  the u l t ima te  m o n e t a r y  au thor i ty .  But  C o n g r e s s  has  
to de lega te  a lot  of th ings .  I t  de lega ted  th i s  p a r t i c u l a r  t a sk  to the 
F e d e r a l  R e s e r v e .  Thus the F e d e r a l  R e s e r v e  i s  the p r i m a r y  au tho r i t y ,  
but, as  I sa id  e a r l i e r ,  with debt as  i m p o r t a n t  as  i t  i s  today  and with 
public  debt p r i m a r i l y  a r e s p o n s i b i l i t y  of the T r e a s u r y ,  we have two 
m o n e t a r y  a u t h o r i t i e s ,  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 .  F o r  a 
t ime  they werenWt work ing  smooth ly  toge the r ;  today they  a r e .  The quick 
a n s w e r  I would give is  tha t  our m o n e t a r y  s y s t e m  is  con t ro l l ed  by 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  and wi l l  cont inue to be. 

As to Roths~ht ld t s  r e m a r k ,  he was  s ay ing  tha t  if  he as an ind iv idua l  
could do any th ing  he wished  with the m o n e t a r y  s y s t e m ,  could p r in t  money  
and soon,  he wouldnWt c a r e  anyth ing  about law. Ne i t he r  should  I. But  
m o n e t a r y  a u t h o r i t y  i s  not in the hands  of m e r c e n a r y  ind iv idua l s  l ike  you 
and me and Mr.  Rothsch i ld .  M o n e t a r y  pol icy  i s  not going to be c a r r i e d  
out for  r e a s o n s  of p e r s o n a l  gain.  

M o n e t a r y  m a n a g e m e n t  is  e n t r u s t e d  to people who a re  r e s p o n s i b l e  
and who at  the s a m e  t ime  a re  sub j ec t  to a lot  of checks .  The one c r i t i -  
c i s m  you can make  a g a i n s t  the F e d e r a l  R e s e r v e  i s  not tha t  i t  i s  a r b i t r a r y  
and abuse s  i t s  au tho r i t y ,  but tha t  s o m e t i m e s  i t  has  been  a f r a i d  to act .  
It  has  t r e m e n d o u s  power  t e c h n i c a l l y  unde r  the F e d e r a l  R e s e r v e  Act,  but  
you dontt  have  to w o r r y  about abuse of tha t  power .  We a r e  ju s t  not  tha t  
kind of people and i t  i s  not that  k ind of s y s t e m  that  we l ive  in. If you want  
to w o r r y ,  w o r r y  for  f e a r  that  the F e d e r a l  R e s e r v e  wi l l  be too cau t ious  
and won l t  do a l l  they  might .  

QUESTION: Would you c o m m e n t  on the e l e m e n t s  or  p robab ly  the 
p i t f a l l s  of def ic i t  spend ing  and  the r i s i n g  na t iona l  debt,  the advan t ages  
pos s ib ly  of r educ ing  i t  or  a l lowing i t  to s t a y ?  

DR. WHITTLESEY:  The p r o b l e m  of a g r e a t  na t iona l  debt and the 
i s s u e  of def ic i t  f inancing ,  is  tha t  i t ,  s u b s t a n t i a l l y  ? 

QUESTION: Yes .  

DR. WHITTT.ESEY: The ba s i c  idea  is  the p r inc ip l e  of to ta l  e f fec -  
t ive  demand,  that  i s ,  tha t  we should have  some idea l  l eve l  of spending .  
The p a r t i c u l a r  app l ica t ion  of the idea  i s  that  the T r e a s u r y  with the a id  
of C o n g r e s s  can unde r t ake  to inf luence  the s t r e a m  of spending,  to check 
spend ing  when t h e r e  i s  too much and to encourage  add i t iona l  spending  
when t he r e  i s  too l i t t l e .  
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How can  i t  do th i s  ? W e l l ,  if t h e r e  is  too m u c h  s p e n d i n g  and  
p e o p l e  a r e  f o r c i n g  p r i c e s  up,  the a u t h o r i t i e s  c a n  go out  and  i m p o s e  
c o n s u m e r  t a x e s  and  r e d u c e  the  a m o u n t  of s p e n d i n g .  A l t e r n a t i v e l y ,  in  a 
p e r i o d  of d e p r e s s i o n ,  the ~ s s u m p t i o n  i s  tha t  t h e r e  i s  not  e n o u g h  s p e n d i n g .  
L e t  the G o v e r n m e n t  at  t ha t  t i m e  go out  and b o r r o w  f r o m  the  b a n k s .  
M o n e y  w i l l  be  c r e a t e d .  N o b o d y ' s  ab i l i t y  to s p e n d  is  l e s s .  New m o n e y  
h a s  b e e n  c r e a t e d  tha t  e n a b l e s  peop le  to s p e n d  m o r e  so tha t  t o t a l  s p e n d -  
ing  c o m e s  up c l o s e r  to the i d e a l  l e v e l .  The  t h e o r e t i c a l  a s s u m p t i o n  is  
tha t  the  s p e n d i n g  of m o n e y  c a u s e s  p r o d u c t i o n  to t ake  p l a c e  tha t  w o u l d  not  
h a v e  t a k e n  p l a c e  o t h e r w i s e .  Nobody  is  p o o r e r  b e c a u s e  n o t h i n g  h a s  b e e n  
t a k e n  away .  I n c r e a s e d  p r o d u c t i o n  c o m e s  out  of the  s l a c k  tha t  w o u l d  
o t h e r w i s e  e x i s t  in  the  f o r m  of u n e m p l o y m e n t  and id l e  c a p a c i t y .  T h i s ,  
b r i e f l y ,  i s  the  po l i cy  p r o p o s e d  by L o r d  K e y n e s  w h o s e  n a m e  i s  a n a t h e m a  
to m a n y  but  who h a s  m a d e  a l a s t i n g  c o n t r i b u t i o n  in the  f i e l d  of e c o n o m i c s .  

M o s t  c o n s e r v a t i v e  b a n k e r s  of m y  a c q u a i n t a n c e  a c c e p t  t h i s  i d e a .  O u r  
l e a d e r s  in  the  F e d e r a l  R e s e r v e  and e l s e w h e r e  p r e s u m a b l y  b e l i e v e  i t .  
B u t  m o s t  p e o p l e  r e c o g n i z e  tha t  i t  i s  not  as e a s y  to a d m i n i s t e r  in f a c t  as  
i t  i s  to d e s c r i b e  on p a p e r .  I c an  i l l u s t r a t e  why.  F o r  i t  to w o r k  e f f e c t i v e l y  
in  a p e r i o d  of i n f l a t i o n  s u c h  as  we had  a f t e r  K o r e a ,  t a x e s  s h o u l d  be  i n -  
c r e a s e d .  It  j u s t  h a p p e n e d  tha t  tha t  w a s  in  1950 and 1952, and w h a t  w a s  
going on in e a c h  of t h o s e  y e a r s ?  An e l e c t i o n .  So do we r a i s e  t a x e s ?  No,  
we  d o n ' t  r a i s e  t a x e s .  Thus  we a r e  up a g a i n s t  c e r t a i n  p o l i t i c a l  r e a l i t i e s ,  
the f a c t  t ha t  C o n g r e s s  i s  m o r e  w i l l i n g  to e x p a n d  e x p e n d i t u r e s  t han  to r a i s e  
t a x e s .  The  g r e a t  p r o b l e m  in a d e m o c r a c y  is  the d i f f i cu l t y  of a p p l y i n g  th i s  

t h e o r y .  

A poin t  of v i e w  on the p r o p o s a l  m i g h t  be  s o m e t h i n g  l ike  t h i s :  H e r e ' s  
an  i m p o r t a n t  i d e a .  I t  i s  no t  go ing  to be e a s y  to a d m i n i s t e r ,  and  we had  
b e t t e r  m a k e  u s e  of the  f a m i l i a r  g e n e r a l  c r e d i t  c o n t r o l s  w h i c h  the  F e d e r a l  
R e s e r v e  h a s  a t  i t s  d i s p o s a l .  But  l e t  u s  b e a r  in m i n d  tha t  t h e r e  is  t h i s  
o t h e r  f i s c a l  r e c o u r s e  as  w e l l ,  and  l e t  u s  s tudy  i t  and t r y  to d e v e l o p  i t  in  
s u c h  a w a y  tha t  we  can  m a k e  u s e  of i t  a l o n g  wi th  the  o t h e r  m e t h o d s  of 

p r o m o t i n g  s t a b i l i t y  and g rowth .  

Wha t  d o e s  a l l  th i s  h a v e  to do wi th  the d e f i c i t  ? I t  m e a n s  tha t  d e f i c i t  
f i n a n c i n g  i s  d e s i r 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 ,  tha t  we s h o u l d  be  
w i l l i n g  to i n c r e a s e  d e f i c i t s  in  a p e r i o d  of d e p r e s s i o n .  But  the  f u r t h e r  
i m p l i c a t i o n  is  tha t ,  by the s a m e  token ,  and f o r  the s a m e  r e a s o n ,  we  
s h o u l d  be  w i l l i n g  to p r a c t i c e  s u r p l u s  f i n a n c i n g .  D e f i c i t  f i n a n c i n g  in a 
d e p r e s s i o n  p h a s e  of the c y c l e  shou ld  be a c c o m p a n i e d  by s u r p l u s  f i n a n c i n g  
in  an i n f l a t i o n a r y  p e r i o d .  Tha t  i s  the i d e a l  po l i cy .  
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U n f o r t u n a t e l y ,  as  in  the  c a s e  of s o m e  o t h e r  i d e a l s ,  w e  h a v e n ' t  so  
f a r  a c h i e v e d  the  s k i l l  o r  f o r c e  of c h a r a c t e r  to p u r s u e  the  i d e a l  c o n -  
s i s t e n t l y .  The  d i f f i cu l t y  is  to app ly  i t  as  we  s h o u l d  in  the  s u r p l u s  p h a s e .  
N e v e r t h e l e s s ,  we  c a n ' t  u n d i s c o v e r  w h a t  we h a v e  l e a r n e d .  We a r e  go ing  
to u s e  i t ,  and,  as  c i t i z e n s ,  we  s h o u l d  put o u r  s u p p o r t  on the  s i d e  of 
t h o s e  who  a r e  w i l l i n g  to app ly  i t  l o g i c a l l y  o v e r  the  w h o l e  p e r i o d .  D e f i c i t  
f i n a n c i n g  in  the  d e p r e s s i o n  p h a s e  c a l l s  f o r  s u r p l u s  f i n a n c i n g  in  an i n f l a -  
t i o n a r y  p e r i o d .  

QUESTION:  Wi l l  the deb t  e v e r  be  r e t i r e d  ? 

DR. W H I T T L E S E Y :  N e v e r .  M o r e o v e r ,  we  d o n ' t  w a n t  i t  to be .  If 
w e  w e r e  to pay off the  n a t i o n a l  deb t  c o m p l e t e l y ,  as  o u r  m o n e t a r y  s y s t e m  
is  c o n s t i t u t e d  at  the  p r e s e n t  t i m e ,  i t  wou ld  d e s t r o y  o u r  m o n e y  and  w ipe  
ou t  the r e s o u r c e s  of a l a r g e  p a r t  of o u r  f i n a n c i a l  i n s t i t u t i o n s .  We a r e  
a d j u s t e d  to a l a r g e  v o l u m e  of pub l i c  deb t  and  t h e r e  i s  no h u m a n  p o s s i -  
b i l i t y  of i t s  b e i n g  e l i m i n a t e d .  T h e r e  i s  a p o s s i b i l i t y  t ha t  i t  c a n  be  r e -  
d u c e d  s o m e w h a t ,  and  tha t  i t  c an  be  i n c r e a s e d  and d e c r e a s e d  in  s u c h  w a y s  
to p r o m o t e  g r e a t e r  s t a b i l i t y .  

QUESTION:  Does  i t  have  an o p t i m u m  l e v e l  ? 

DR. W H I T T L E S E Y :  No. The  o p t i m u m  is  on ly  in r e l a t i o n  to t ha t  
p r i n c i p l e  of t o t a l  e f f e c t i v e  d e m a n d .  I t  s h o u l d  go up  w h e n  tha t  w i l l  h e l p  
p r o m o t e  s t a b i l i t y  and  i t  s h o u l d  go down f o r  the  s a m e  r e a s o n  u n d e r  op-  
pos i t e  c o n d i t i o n s .  P e r s o n a l l y ,  I wou ld  l i ke  to e r r  on the  s i d e  of r e d u c i n g  
i t  f o r  t h i s  r e a s o n :  If  we  c a m e  to a n o t h e r  w a r  o r  a n o t h e r  e m e r g e n c y  
s i t u a t i o n ,  we  m i g h t  be  h a n d i c a p p e d  by  h a v i n g  as  l a r g e  a deb t  as  we now 
h a v e .  I n  p e a c e  we  s h o u l d  r e d u c e  i t  to m o r e  m a n a g e a b l e  p r o p o r t i o n s  to 
g ive  us  g r e a t e r  l a t i t u d e .  A t  the end  of the  w a r  the  deb t  w a s  abou t  w h e r e  
i t  i s  now.  O u r  n a t i o n a l  i n c o m e  is  m u c h  g r e a t e r  t han  i t  w a s  a t  t ha t  t i m e .  
We h a v e n ' t  r e d u c e d  the to t a l  deb t  bu t  o u r  n a t i o n a l  i n c o m e  h a s  r i s e n  to 
s u c h  an e x t e n t  t ha t  i t  i s  a m u c h  s m a l l e r  p r o p o r t i o n  than  it  w a s  then .  
R e l a t i v e l y  i t  h a s  b e e n  r e d u c e d ,  bu t  t ha t  i s  no t  enough .  

QUESTION:  We h a v e  in th i s  c o u n t r y  a g r o w i n g  body  of p e n s i o n e r s ,  
bo th  u n d e r  S o c i a l  S e c u r i t y ,  G o v e r n m e n t  and i n d u s t r y .  I s  t h i s  g r o w i n g  
body  of p e r h a p s  n o n p r o d u c e r s  go ing  to be  a f a c t o r  f o r  s t a b i l i t y  o r  i n -  
s t a b i l i t y  in  the e c o n o m y  ? 

DR. W H I T T I , E S E Y :  U n d o u b t e d l y  f o r  s t a b i l i t y .  I r e a l i z e  tha t  y o u  
m a y  h a v e  s o m e  r e s e r v a t i o n s  as  to w h e t h e r  t h i s  i s  a good th ing  o r  no t  on 
b a l a n c e ,  but  i t  does  m e a n  tha t  i n c o m e  can  be e x p e c t e d  to c o n t i n u e  on a 
m o r e  s t a b l e  b a s i s  t han  in  the  pas t .  T h e r e  a r e  o t h e r  e l e m e n t s .  We h a v e  
to c o n s i d e r  the p e n s i o n s  no t  on ly  of c u r r e n t  p e n s i o n e r s  bu t  of the  p o t e n t i a l  
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p e n s i o n e r s  as  wel l .  In a pe r iod  of d e p r e s s i o n ,  u n e m p l o y m e n t  i n s u r a n c e  
adds g r e a t l y  to the p a y m e n t s  r e c e i v e d  by p e n s i o n e r s .  U n e m p l o y m e n t  
i n s u r a n c e  a u t o m a t i c a l l y  tends  to s t ab i l i z e  the economy.  I t  t akes  money  
out of the spend ing  s t r e a m  in a pe r iod  of in f la t ion  and puts i t  back  in  a 
pe r iod  of d e p r e s s i o n .  I t  m e a n s  a l so  tha t  in  a pe r iod  of dec l in ing  rLational 
income  the G o v e r n m e n t  would be fo rced  to b o r r o w  in o r d e r  to m e e t  some 
of those  p a y m e n t s .  That  i s  au tomat ic  def ic i t  f i nanc ing  With a l l  th i s  m e a n s  
in  t e r m s  of r e s i s t a n c e  to b u s i n e s s  dec l ine .  

A good m a n y  people shake  t h e i r  heads  about a l l  th i s .  P e r s o n a l l y :  
I think you can make  a s t r o n g  case  for  it .  At any r a t e ,  i t  i s  the  wor ld  
in  which you l ive ,  and wi l l  cont inue to l ive.  Anybody who th inks  tha t  i t  
can  be d i s r e g a r d e d  i s  c e r t a i n l y  not being r e a l i s t i c .  

DR. KRESS: Dr. Whi t t l e s ey ,  on beha l f  of G e n e r a l  H o l l i s ,  the 
f acu l ty  and the s tuden t s ,  thank you for  a m o s t  i n t e r e s t i n g  d i s c u s s i o n .  
Thank you v e r y  much.  

(25 Oct 1 9 5 5 - - 4 5 0 ) K / e n  
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