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M r .  E d w a r d  A. Wayn e , F i r s t  V ice  P r e s i d e n t ,  F e d e r a l  R e s e r v e  
Bank  of R i c h m o n d ,  was  b o r n  in Eau  C l a i r e ,  South C a r o l i n a ,  M a r c h  
1903. F r o m  1936 to 1940 he was  Ch ie f  E x a m i n e r  for  the South C a r o l i n a  
B o a r d  of Bank  C o n t r o l ;  in 1940 was  e l e c t e d  E x e c u t i v e  S e c r e t a r y  of 
the N o r t h  C a r o l i n a  B a n k e r s  A s s o c i a t i o n ;  and he h a s  b e e n  in th i s  
p o s i t i o n  s i n c e  May  1953. Mr .  Wayne  has  b e e n  fo r  s e v e r a l  y e a r s ,  a 
m e m b e r  of the f a c u l t y  at  the G r a d u a t e  School  of B a n k i n g  a t  R u t g e r s  
U n i v e r s i t y ,  h a s  t augh t  in the School  of B u s i n e s s  A d m i n i s t r a t i o n  at  
the U n i v e r s i t y  of R i c h m o n d ,  and was  a l e c t u r e r  in c l a s s e s  s p o n s o r e d  
by the A m e r i c a n  In s t i t u t e  of Bank ing .  In 1950 he w a s  d r a f t e d  by  the 
B o a r d  of G o v e r n o r s  of the F e d e r a l  R e s e r v e  S y s t e m  as  A c t i n g  Ch ie f  
of the S y s t e m ' s  D i v i s i o n  of E x a m i n a t i o n ,  l a t e r  Spec i a l  A d v i s o r  to the  
B o a r d .  He is  the a u t h o r  of m a n y  a r t i c l e s  on bank ing  and e c o n o m i c s  
tha t  a p p e a r e d  in n u m e r o u s  f i n a n c i a l  j o u r n a l s ,  c o - a u t h o r  of " M u n i c i p a l s , "  
an  a u t h o r i t a t i v e  s t u d y  of p r o b l e m s  in m u n i c i p a l  f i n a n c e .  

ii  



f j "  - ~  0 0 1 6 9  

BANKS AND THE BANKING SYSTt~M 

30 Augus t  1955 

G E N E R A L  C A L H O U N :  G e n e r a l  H o l l i s ,  g e n t l e m e n :  Our  s p e a k e r  
t h i s  m o r n i n g  is  not  on ly  a b a n k e r  of c o n s i d e r a b l e  e x p e r i e n c e  but  a l s o  
a v e r y  e x c e l l e n t  i n s t r u c t o r  and t e a c h e r  in the a r t  of bank ing .  

He wi l l  t a lk  t o d a y  on the  s u b j e c t  of Banks  and the B a n k i n g  S y s t e m  
and wi l l  touch  on c r e d i t  i n s t r u m e n t s  and c r e d i t  t r a n s a c t i o n s  as  w e l l  as  
on the  bank  i t s e l f .  

He h a s  c o m b i n e d  a c a r e e r  of p r a c t i c a l  bank ing  wi th  tha t  of t e a c h -  
ing  both in the  u n i v e r s i t y  and in the  A m e r i c a n  I n s t i t u t e  of Bank ing .  
You have  a copy  of h i s  b i o g r a p h y .  He should  be we l I  known to you.  
T h i s  is  h i s  s e c o n d  l e c t u r e  at  the I n d u s t r i a l  C o l l e g e .  

It i s  a g r e a t  p l e a s u r e  to i n t r o d u c e  Mr .  E d w a r d  A. Wayne ,  F i r s t  
V i c e  P r e s i d e n t  of the  F e d e r a l  R e s e r v e  Bank of R i c h m o n d .  Mr .  W a y n e .  

MR. WAYNE:  G e n t l e m e n ,  I was  s a y i n g  to the G e n e r a l  th i s  m o r n -  
ing  tha t  I was  h o n o r e d  wi th  the i n v i t a t i o n  to be with  you l a s t  y e a r .  I 
c a m e  on tha t  o c c a s i o n  on the  r e c o m m e n d a t i o n  of o t h e r s .  I was  s u r -  
p r i s e d  to be i nv i t ed  to r e t u r n  th i s  y e a r .  I m a y  have  t r a v e l e d  l a s t  y e a r  
on the r a i l r o a d  of o t h e r s ,  but the G e n e r a l  sa id  th i s  m o r n i n g ,  " T o d a y  
you  a r e  on y o u r  o w n . "  Tha t  a l w a y s  l e a v e s  you j u s t  a l i t t l e  bi t  un -  
c e r t a i n .  I t  i s  b e t t e r  to be able  to  t r a v e l  on o t h e r s '  t r a c k s  at  t i m e s  
than  on y o u r  own. But  I w e l c o m e  an o p p o r t u n i t y  to t a lk  to you about  
b a n k s  and the b a n k i n g  s y s t e m ,  c r e d i t  t r a n s a c t i o n s  and, c r e d i t  in -  
s t r u m e n t s .  

B a n k e r s  a r e  e s s e n t i a l l y  d e a l e r s  in debt .  In th i s  day  and age  we 
have  c o m e  to r e c o g n i z e  tha t  ou r  m o n e t a r y  s y s t e m  is  a deb t  s y s t e m .  
T h e r e  have  b e e n  t i m e s  in the h i s t o r y  of m a n - - a n d  t h e y  m a y  c o m e  
a g a i n - - W h o  k n o w s  ? - - w h e n  d e a l e r s  in debt  w e r e  c e r t a i n l y  not  a c c e p t -  
ab le  in a l l  c i r c l e s  of s o c i e t y .  We hope tha t  day  h a s  p a s s e d .  The  
A m e r i c a n  b a n k i n g  s y s t e m ,  though ,  l ike  a l l  o t h e r  bank ing  s y s t e m s ,  i s  
e s s e n t i a l l y  a s y s t e m  d e a l i n g  in debt .  

The  s t r u c t u r e  of the s y s t e m  i t s e l f  i s  un ique  to m a n y  b a n k i n g  
s y s t e m s  of the w o r l d ,  j u s t  as  o t h e r  f a c e t s  of the A m e r i c a n  e c o n o m y  
a r e  d i f f e r e n t  f r o m  the o t h e r  n a t i o n s  of the w o r l d .  Our  bank ing  s y s t e m ,  
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t h e  n a t u r e ,  t h e  t y p e  of  t h e  s y s t e m ,  t h e  s t r u c t u r e  of  t h e  s y s t e m ,  i s  
r e s p o n s i v e  to  t h e  t y p e  of  c o u n t r y  we h a v e  a n d  to  t h e  m o r e s  of  o u r  
p e o p l e .  

We h a v e  b e e n  f r o m  t h e  v e r y  b e g i n n i n g  a n  i n d i v i d u a l i s t i c  p e o p l e .  
W e  m a y  be  in  m a n y  w a y s  b e c o m i n g  l e s s  i n d i v i d u a l i s t i c  a s  t h e  p o p u -  
l a t i o n  g r o w s  a n d  a s  we  a r e  t h r u s t  c l o s e r  a n d  c l o s e r  t o g e t h e r  in  l a r g e  
g r o u p s  o f  p e o p l e ,  a s  o u r  S t a t e s  g r o w ,  a s  we  b e c o m e  m o r e  of  a s o c i a l  
u n i t  t h a n  we  w e r e  in  o u r  e a r l y  d a y s ;  a n d  i t  m i g h t  b e  t h a t  i f  o u r  b a n k i n g  
s y s t e m  w e r e  d e v e l o p e d  f r o m  s c r a t c h ,  f r o m  a c l e a n  s h e e t  of  p a p e r ,  
u n d e r  t h e  c o n d i t i o n s  of  t o d a y ,  we  w o u l d  h a v e  a v e r y  d i f f e r e n t  s y s t e m  
f r o m  t h e  s y s t e m  we  h a v e .  We n e v e r  s t a r t  w i t h  a c l e a n  s h e e t  o f  p a p e r .  
O u r  i n s t i t u t i o n s  a r e  d e v e l o p e d  to  m e e t  a p a r t i c u l a r  n e e d  a n d ,  a s  t h e  
n e e d  c h a n g e s ,  o u r  i n s t i t u t i o n s  e i t h e r  c h a n g e  w i t h  t h e  n e e d  o r  do  n o t  
a n d  a r e  r e p l a c e d  b y  o t h e r  i n s t i t u t i o n s .  

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

We  w e r e  13 i s o l a t e d  C o l o n i e s ,  n o t  o n l y  i s o l a t e d  in  a v e r y  r e a l  
s e n s e  f r o m  t h e  r e s t  of  t h e  w o r l d  b u t  i n  a v e r y  l a r g e  s e n s e  i s o l a t e d  
f r o m  e a c h  o t h e r .  We w e r e  a g r a r i a n .  We w e r e  t h e  p r o d u c e r s  of  r a w  
m a t e r i a l s .  We w e r e  n o t  a t r a d i n g  n a t i o n ,  e x c e p t  in  t h e  s e n s e  t h a t  we  
p r o d u c e d  r a w  m a t e r i a l s  f o r  e x p o r t ,  l a r g e l y  to  B r i t i s h  m a r k e t s .  
F i n a n c i a l l y ,  i n  t h e  e a r l y  d a y s ,  o u r  c e n t e r s  w e r e  L o n d o n  and  o t h e r  
B r i t i s h  c i t i e s .  

T h e  d e v e l o p m e n t  o f  t h e  c o u n t r y  w a s  f i n a n c e d  l a r g e l y  b y  f o r e i g n  
c a p i t a l .  A s  a m a t t e r  of  f a c t ,  i t  w a s  n o t  u n t i l  W o r l d  W a r  I t h a t  w e  b e -  
c a m e  a c r e d i t o r  n a t i o n .  T h r o u g h o u t  t h e  w h o l e  h i s t o r y  of  t h i s  c o u n t r y  
u n t i l  1918 we  w e r e  a d e b t o r  n a t i o n .  T h e  r a i l r o a d s  of  t h i s  c o u n t r y ,  a s  
t h e y  s t r e t c h e d  a c r o s s  t h e  c o n t i n e n t ,  w e r e  f i n a n c e d  b y  f o r e i g n  c a p i t a l .  
T h e  d e v e l o p m e n t  of  o u r  i n d u s t r i e s ,  t e x t i l e s  p a r t i c u l a r l y ,  and  l a t e r  
o t h e r s ,  w a s  b a s e d  u p o n  f o r e i g n  c a p i t a l .  W i t h  i m p o r t a t i o n  of  c a p i t a l  
f r o m  a b r o a d ,  we  w e r e  a d e b t o r  n a t i o n .  

One  of  t h e  t h i n g s  t h a t  r e s u l t e d ,  w a s  a d i s t r u s t  o f  c o n c e n t r a t i o n s  
o f  p o w e r - - f i n a n c i a l ,  e c o n o m i c ,  a s  w e l l  a s  p o l i t i c a l - - a n d  s o  o u r  A m e r i -  
c a n  s y s t e m  b e g a n  w i t h  t h e  d i s t r u s t  of c o n c e n t r a t i o n  of  p o w e r .  I t  w a s  
d e v e l o p e d  ou t  of  a g r e a t  d e a l  of  l o c a l  p r i d e  a n d  v e r y  s t r o n g  s e c t i o n a l -  
i s m - - s o m e  m a y  c a l l  i t  p r o v i n c i a l i s m ,  p e r h a p s  c o r r e c t l y  so .  
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I n d i v i d u a l i s t i c a l l y ,  e a c h  l o c a l i t y  d e v e l o p e d  i ts  own bank  r a t h e r  
than  r e l y  on d i s t a n t  i n s t i t u t i o n s .  S o m e  of the s l a n g  p h r a s e s  in o u r  
v o c a b u l a r y  t o d a y  a r e  d e r i v e d  f r o m  our  e a r l y  e x p e r i e n c e  with  b a n k i n g .  
I s u p p o s e  m o s t  of you have  h e a r d  the  t e r m  u s e d  in d e s c r i b i n g  s o m e -  
th ing  of l i t t l e  v a l u e ,  s a y i n g  it was  not  w o r t h  a " c o n t i n e n t a l .  " T h a t  
c a m e  of c o u r s e  f r o m  the  fac t  tha t  we u s e d  in the R e v o l u t i o n a r y  W a r  a 
f o r m  of n o n s u p p o r t e d  c u r r e n c y  known  as  c o n t i n e n t a l s ,  wh ich  r a p i d l y  
b e c a m e  w o r t h  no th ing .  To  a p p r a i s e  s o m e t h i n g  of no v a l u e  t hey  s a i d ,  
"I t  i s  w o r t h  a c o n t i n e n t a l " - - w o r t h  no th ing .  The  p h r a s e  s u r v i v e d  to 
th i s  day,  though c o n t i n e n t a l s  did not  s u r v i v e .  The  f i r s t  bank  w a s  
o r g a n i z e d  to a s s i s t  in  f i n a n c i n g  the R e v o l u t i o n a r y  W a r - - o r g a n i z e d  a t  
P h i l a d e l p h i a .  

B a n k s  a p p e a r e d  a s  c i t i e s  d e v e l o p e d - - c i t i e s  wi th  p o p u l a t i o n s  l a r g e  
enough  to s u p p o r t  b a n k i n g  i n s t i t u t i o n s - - P h i l a d e l p h i a ,  Bos ton ,  New Y o r k ,  
C h a r l e s t o n ,  B a l t i m o r e - - p l a c e s  of tha t  k ind .  

V e r y  e a r l y  a f t e r  the  i n d e p e n d e n c e  of th i s  c o u n t r y  we e x p e r i m e n t e d  
with  the  e s t a b l i s h m e n t  of a c e n t r a l  b a n k - - t h e  f o r m  of a c e n t r a l  b a n k - -  
at  l e a s t  a bank  with  a F e d e r a l  c h a r t e r - - t h e  Bank of the Uni ted  S t a t e s ,  
wh ich  h a s  c o m e  to be known h i s t o r i c a l l y  as  the F i r s t  Bank  of the 
Un i t ed  S t a t e s ,  b e c a u s e  t h e r e  was  s u b s e q u e n t l y  a s e c o n d  one .  

The  bank  was  c h a r t e r e d  wi th  a t w e n t y - y e a r  l i fe  l i m i t .  I t  got  i n -  
v o l v e d  in p o l i t i c s  and the  c h a r t e r  was  not  r e n e w e d .  About  the  t i m e  
tha t  c h a r t e r  e x p i r e d ,  we b e c a m e  i n v o l v e d  in wha t  s o m e  p e o p l e  c a m e  
to know as  Mr .  J e f f e r s o n ' s  W a r - - o t h e r w i s e  h i s t o r i c a l l y  known as  the  
W a r  of 1812. It b e c a m e  i m m e d i a t e l y  n e c e s s a r y  to e x p e r i m e n t  a g a i n  
with  a bank ing  i n s t i t u t i o n ,  so t h e r e  was  o r g a n i z e d  the Second  Bank  of 
the  Uni t ed  S t a t e s .  Tha t  bank a l s o  b e c a m e  invo lved  in p o l i t i c s ,  in f ac t ,  
it  b e c a m e  invo lved  wi th  A n d r e w  3"ackson. I t s  c h a r t e r  v e r y  d e f i n i t e l y  
e x p i r e d ;  and it was  a long  t i m e  b e f o r e  any  f u r t h e r  m o m e n t u m  g a t h e r e d  
beh ind  a c e n t r a l  bank .  

We t h e n  m o v e d  into  the e r a  wh ich  we k n o w  in bank ing  as  the  Sta te  
b a n k i n g  e r a .  U n d e r  o u r  d o c t r i n e  of S t a t e s  r i g h t s ,  the a u t o n o m y  of the  
s e v e r a l  S t a t e s  was  carL-ted to the nth d e g r e e  in the f i n a n c i a l  f i e ld .  
T h e  S t a t e s  i n s i s t e d  tha t  t h e y  a lone  had a r i g h t  to c h a r t e r  banks .  ( T h e r e  
is  s t i l l  a f e e l i n g  in th i s  c o u n t r y  in s o m e  p l a c e s  tha t  on ly  the S t a t e s  
shou ld  c h a r t e r  b a n k s .  ) At l e a s t  the  S ta t e s  i s s u e d  bank ing  c h a r t e r s .  
I a m  not  qu i te  s u r e  tha t  wha t  t h e y  c h a r t e r e d  w e r e  b a n k s .  Some  of 
t h e m  w e r e .  
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T h e s e  e a r l y  b a n k s  w e r e  p r i n c i p a l l y  banks  of i s s u e ,  r a t h e r  t han  
b a n k s  of d e p o s i t .  The  m a i n  p r o f i t  in o p e r a t i n g  a bank  w a s  to s e c u r e  
the  n o t e - i s s u e  p o w e r  and to ex tend  c r e d i t  in  the  f o r m  of y o u r  own 
o b l i g a t i o n s .  I r e m i n d  you a g a i n  tha t  b a n k s  a r e  d e a l e r s  in debt .  T h e y  
m e r e l y  e x c h a n g e  t h e i r  own debt  for  the  debt  of a n o t h e r .  

In the e a r l y  d a y s ,  when  a m e r c h a n t ,  o r  i m p o r t e r ,  o r  f a r m e r  c a m e  
in to  the bank  to b o r r o w  m o n e y ,  it  was  a v e r y  s i m p l e  t r a n s a c t i o n ,  in 
tha t  t h e y  a c c e p t e d  h i s  no te  f o r  so m a n y  d o l l a r s ,  f o r  which  t h e y  m a d e  
a c h a r g e .  So t h e y  e x c h a n g e d  t h e i r  debt ,  wh ich  was  b e t t e r  known than  
h i s  debt .  I t  m a y  not h a v e  b e e n  b e t t e r  s u p p o r t e d ,  but  it  was  b e t t e r  
known than  h i s  deb t ,  and it would  at  l e a s t  c i r c u l a t e  as  m o n e y ,  w h e r e a s  
h i s  deb t  would  not  c i r c u l a t e  as  m o n e y .  

c r e d i t  i n s t r u m e n t s  on both s i d e s  of the b a n k i n g  p i c t u r e ,  bo th  the 
ob l i ga t i on  i s s u e d  by a b o r r o w e r ,  w h e t h e r  i t  be in the  f o r m  of a n o t e  
o r  a bond,  and w h a t e v e r  i n s t r u m e n t  you u s e ,  a r e  m e r e l y  an i n s t r u -  
m e n t  of debt  wh ich  is  e x c h a n g e d  fo r  a n o t h e r  i n s t r u m e n t  of debt;  the  
d i f f e r e n c e  b e i n g  tha t  t h e s e  i n s t r u m e n t s  of debt  f o r  wh ich  the i n d i v i d u a l  
o r  c o r p o r a t e  o b l i g a t i o n s  a r e  e x c h a n g e d  a r e  i n s t r u m e n t s  wh ich  c i r -  
c u l a t e  t o d a y  f r e e l y  and wh ich  c i r c u l a t e d  in the e a r l y  days ,  I shou ld  
say ,  m o r e  or  l e s s  f r e e l y - - s o m e  m u c h  l e s s  f r e e l y  than  o t h e r s .  

T h e r e  is  a n o t h e r  t e r m  in o u r  v o c a b u l a r y  of t o d a y  w h i c h  c o m e s  
f r o m  our  e a r l y  bank ing  e x p e r i e n c e .  I r e f e r  to the t e r m  " w i l d - c a t t i n g .  " 
T h a t  i s  a bank ing  t e r m  w h i c h  o r i g i n a l l y  was  known as  " w i l d - c a t  b a n k -  
ing,  " and c a m e  f r o m  the e a r l y  b a n k s  of i s s u e  down in m y h o m e  c o u n t r y .  
I s u p p o s e  you have  a l r e a d y  g a t h e r e d  I a m  f r o m  the  South.  S o m e h o w  
p e o p l e  can  f i g u r e  tha t  out.  I don ' t  know how.  Some of our  S o u t h e r n  
S ta t e s  a r e  r e s p o n s i b l e  fo r  the  t e r m  " w i l d - c a t t i n g "  o r  " w i l d - c a t  bank ing .  
B a n k i n g  c h a r t e r s  w e r e  s e c u r e d  with  the r i g h t  to i s s u e  n o t e s .  T h e s e  
b a n k s  w a n t e d  to ge t  t h e i r  n o t e s  in c i r c u l a t i o n  and d i d n ' t  wan t  t h e m  to 
c o m e  b a c k  too f a s t  fo r  p a y m e n t .  T h e y  had to be pa id  in s p e c i e - - h a r d  
m o n e y - - b u t  t h e r e  was  a l i m i t e d  supp ly  of h a r d  m o n e y .  We s u f f e r e d  fo r  
a long  t i m e  f r o m  the  s h o r t a g e  of h a r d  m o n e y .  (Some p e o p l e  th ink  we 
a r e  s t i l l  s u f f e r i n g  f r o m  it. } 

T h e s e  b a n k s  wan ted  to get  the n o t e s  in c i r c u l a t i o n ,  but  d i d n ' t  
wan t  t h e m  c o m i n g  b a c k  fo r  p a y m e n t  r i g h t  away .  T h e y  a p p o i n t e d  a g e n t s  
to c i r c u l ~ e  t h e m  at d i s t a n t  po in t s .  The  a g e n t s  wen t  out in to  the  w i l d s  
of K e n t u c k y  w h e r e  it  w a s  sa id  t h e r e  was  no one but  " t r a p p e r s  and 
wi ld  c a t s ; "  so the  t e r m  " w i l d - c a t t i n g "  c a m e  in to  ou r  v o c a b u l a r y .  
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It  was  f r e q u e n t l y  t r u e  in t h o s e  days  tha t  n o t e s  would c o m e  in  wi th  
a d e m a n d  for  h a r d  m o n e y ,  fo r  gold and s i l v e r ,  and the b a n k s  d i d n ' t  
h a v e  i t .  So the  n o t e s  w e r e  t r a d e d  at  a d i s c o u n t .  Bank  n o t e s  would  
be  quo ted  at  a l l  k i n d s  of d i s c o u n t s - - s o m e  of t h e m  at 100 c e n t s  on the  
d o l l a r ;  a few of t h e m  at  98 or  97 c e n t s ;  s o m e  at  9 5 , ' 9 0 ,  o r  85 c e n t s ;  
s o m e  at 60 c e n t s .  M e r c h a n t s  a t  d i s t a n t  p l a c e s  had no w a y  of k n o w i n g  
the  v a l u e  of the  debt  i n s t r u m e n t  t h e y  w e r e  dea l i ng  wi th .  

The  b a n k s  u n d e r t o o k  to c l e a r  t h i s  up a m o n g  t h e m s e l v e s .  M o s t  of 
t h o s e  e n g a g e d  in the  b a n k i n g  b u s i n e s s  w e r e  m e n  of h igh  m o r a l  and 
e t h i c a l  p r i n c i p l e s .  T h e s e  m e n  d e t e r m i n e d  to do s o m e t h i n g  about  i t .  
T h e y  o r g a n i z e d  as  the i n t e g r a t i n g  i n f l u e n c e  in A m e r i c a n  b a n k i n g  the  
c l e a r i n g  h o u s e ,  wh ich  o r i g i n a t e d  in New E n g l a n d .  The  p u r p o s e  of 
the  c l e a r i n g  h o u s e  w a s  to i n s u r e  tha t  the o u t s t a n d i n g  bank  n o t e s  to a l l  
m e m b e r s  of the  c l e a r i n g  h o u s e  w e r e  c i r c u l a t e d  at  100 c e n t s  on the  
d o l l a r .  

In  o r d e r  to jo in  the e a r l y  c l e a r i n g  h o u s e ,  a bank  had  to s a t i s f y  the 
c l e a r i n g  h o u s e  tha t  i t  was  in a p o s i t i o n  to m e e t  i t s  o b l i g a t i o n s .  The  
n o t e s  wou ld  c o m e  in to  one c e n t r a l  bank  w h i c h  s e r v e d  as  the c l e a r i n g  
bank  fo r  the  c l e a r i n g  h o u s e .  T h e y  would  be p r e s e n t e d  to the i s s u e r  
wi th  a d e m a n d  fo r  s p e c i e ,  to be s u r e  it  l i ved  up to  i t s  ob l iga t ion .  The  
p u r p o s e  of the  c l e a r i n g  h o u s e  t o d a y  is  l a r g e l y  to c l e a r  c h e c k s ,  w h i c h  
h a v e  b e c o m e  the c i r c u l a t i n g  m e d i u m ,  r a t h e r  t han  bank  n o t e s .  

T h e n  t h e r e  c a m e  an i n c i d e n t  known in s o m e  s e c t i o n s  of the  c o u n t r y  
as  t h e " W a r  of R e b e l l i o n . "  In o t h e r  p l a c e s  it  i s  r e f e r r e d  to as  the  C iv i l  
W a r .  The  c o r r e c t  t e r m  o b v i o u s l y  is the  W a r  B e t w e e n  the S t a t e s .  
In  tha t  i n c i d e n t  the  Uni t ed  S ta t e s  G o v e r n m e n t  found i t s e l f  in n e e d  of 
f i n a n c i n g  and a n e w  and v e r y  i m p o r t a n t  s e g m e n t  of the  bank ing  s y s t e m  
of A m e r i c a  c a m e  in to  b e i n g - - t h e  n a t i o n a l  b a n k i n g  s y s t e m .  

I h a v e  a l r e a d y  m e n t i o n e d  the  e x p e r i e n c e  of the F i r s t  and Second  
B a n k s  of t h e  U n i t e d  S t a t e s .  F o r  t h i r t y  y e a r s  the  S t a t e s  a lone  e x -  
e r c i s e d  the  r i g h t  to i s s u e  bank ing  c h a r t e r s .  T h e n  the  F e d e r a l  G o v e r n -  
m e n t  s t e p p e d  in,  a s s e r t e d  i t s  r i g h t  to i s s u e  bank ing  c h a r t e r s ,  and 
c h a r t e r e d  the  n a t i o n a l  b a n k i n g  s y s t e m  to p r o v i d e  a c i r c u l a t i n g  m e d i u m  
of n a t i o n w i d e  a c c e p t a b i l i t y .  N a t i o n a l  b a n k s  w e r e  p e r m i t t e d  to i s s u e  
n o t e s  on ly  to the ex t en t  of c a p i t a l .  T h e y  w e r e  p e r m i t t e d  to t ake  the  
fu l l  a m o u n t  of t h e i r  c a p i t a l  and buy  s p e c i a l - i s s u e  Un i t ed  S ta t e s  G o v e r n -  
m e n t  o b l i g a t i o n s  wh ich  t h e y  in t u r n  p l e d g e d  with  the  T r e a s u r y  of the  
Un i t ed  S t a t e s  to g u a r a n t e e  the p a y m e n t  of t h o s e  n a t i o n a l  bank  n o t e s .  
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A n o t h e r  f o r m  of c i r c u l a t i n g  m e d i u m  a p p e a r e d  d u r i n g  tha t  s a m e  
p e r i o d  in our  h i s t o r y ,  wh ich  aga in  a c c o u n t s  fo r  an add i t i ona l  w o r d  in 
our  v o c a b u l a r y .  The  F e d e r a l  G o v e r n m e n t  i s s u e d  n o n i n t e r e s t  b e a r -  
ing Uni t ed  S ta te s  no t e s  wh ich  h a p p e n e d  to be g r e e n  in c o l o r ,  and t hey  
b e c a m e  known as  " g r e e n - b a c k s .  " Some of t h e m  have  n e v e r  c o m e  in 
and a r e  shown on the T r e a s u r y  D e p a r t m e n t  da i ly  s t a t e m e n t  as  ou t -  
s t a n d i n g .  F r o m  t h e m  c a m e  the t e r m  " g r e e n - b a c k s "  by wh ich  s l a n g  
t e r m  we know our  c u r r e n c y  today .  

With the deve lopmen , t  of the  n a t i o n a l  s y s t e m ,  m a n y  e x p e c t e d  the 
State  bank ing  s y s t e m  to d i s a p p e a r .  As I m e n t i o n e d ,  our  e a r l y  banks  
w e r e  e s s e n t i a l l y  banks  of i s s u e ,  r a t h e r  t han  b a n k s  of d e p o s i t .  In 
o r d e r  to ,  in  a s e n s e ,  p r o t e c t  the n a t i o n a l  bank ing  c u r r e n c y ,  an e x -  
o r b i t a n t  t ax  was  i m p o s e d  on the State banks ,  w h i c h  m e a n t  the State  
banks  could  no l o n g e r  i s s u e  t h e i r  no t e s .  Out of tha t  d e v e l o p m e n t ,  
the b a n k s  c o n c e n t r a t e d  on d e p o s i t s  wi th  the r e s u l t  tha t  the p r i n c i p a l  
c i r c u l a t i o n  m e d i u m  c a m e  to be c h e c k s  r a t h e r  than bank no t e s .  So, 
r a t h e r  t han  h a v i n g  a b o l i s h e d  the State  bank ing  s y s t e m ,  the two s y s t e m s  
have  g r o w n  s ide  by s ide  t h r o u g h  the y e a r s .  

T h e r e  d e v e l o p e d  in the e a r l y  days  of th i s  c e n t u r y  what  was  s o m e -  
t i m e s  r e f e r r e d  to as  " c o m p e t i t i o n  in l ax i t y "  in  the c h a r t e r i n g  a c t i v i t y  
of the n a t i o n a l - v e r s u s - S t a t e  s y s t e m s .  A n a t i o n a l  bank  o r  a S ta te  bank  
would  be c h a r t e r e d  in s o m e  town,  w h e r e u p o n  a g roup  of peop!e  would  
go to the o t h e r  c h a r t e r  a u t h o r i t y  and get  a c h a r t e r  f r o m  tha t  one .  T h u s  
a town which  h a r d l y  n e e d e d  one bank ,  would s u d d e n l y  f ind i t s e l f  wi th  
two banks .  

T h i s  c h a r t e r  s i t u a t i o n  r e a c h e d  such  s c a n d a l o u s  p r o p o r t i o n s  in 
the  e a r l y  days  of the c e n t u r y  tha t ,  when  we m o v e d  into  the s h a r p  d e -  
p r e s s i o n  fo l l owing  Wor ld  War  I, we had 34 ,000  b a n k s  in th i s  c o u n t r y .  
P e r h a p s  th i s  was  an e x p r e s s i o n  of i n d i v i d u a l i s t i c  c o m m u n i t y  p r i d e ,  
t y p i c a l  of A m e r i c a .  

You m a y  be i n t e r e s t e d  in c o m p a r i n g  the  g r o w t h  of t h e s e  two 
s y s t e m s .  F o l l o w i n g  the  s h a r p  r e c e s s i o n  of the t w e n t i e s  and the  r e a l  
d e p r e s s i o n  of the t h i r t i e s ,  we had a t e r r i f i c  h o u s e  c l e a n i n g  in the b a n k -  
ing s y s t e m .  M e r g e r s  fo l l owed  l i q u i d a t i o n s .  T o d a y  t h e r e  a r e  13,840 
b a n k s  in the Uni t ed  S ta tes ;  o r ,  to be c o r r e c t ,  on 31 D e c e m b e r  1954, 
t h e r e  w e r e  13 ,840 .  On 29 June  1955 t h e r e  w e r e  13 ,782.  

We have  s e e n  r i g h t  b e f o r e  our  e y e s  a n o t h e r  r a t h e r  s i g n i f i c a n t  
c h a n g e  in the _ ~ n e r i c a n  bank ing  s y s t e m .  We a r e  s e e i n g  a m e r g e r  



m o v e m e n t ,  w h i c h  a g a i n  i s  r e s p o n s i v e  to  a c h a n g e  in t he  s t r u c t u r e  of  
o u r  e c o n o m y .  It  i s  a r e f l e c t i o n  of  t he  s o c i a l  i n t e g r a t i o n  i n t o  u r b a n  
c o m m u n i t i e s .  I t  i s  t h e  g r o w t h  of  u r b a n  A m e r i c a ,  t r a n s p l a n t i n g  
a g r a r i a n i s m  o r  t a k i n g  i t s  p l a c e .  We h a v e  s e e n  t h e  g r o w t h  of  s u b u r b a n  
A m e r i c a ,  w h i c h  i s  t e r r i f i c  t o d a y .  T h e  s u b u r b a n  a r e a s  a r e  e s s e n t i a l l y  
b e d r o o m s  f o r  t h e  c i t i e s .  P e o p l e  w o r k  in  t o w n  and  s l e e p  in  t h e  s u b u r b s .  

T h e  s u b u r b a n  h o u s e w i f e  d o e s n ' t  h a v e  to  s h o p  in  t h e  c i t y  n o w ,  a n d  
t h e  c o m m u n i t y  b a n k  f i n d s  i t s e l f  h a n d i c a p p e d  in s e r v i n g  h e r .  D o n ' t  
t h i n k  f o r  a m o m e n t  t h a t  t h e  A m e r i c a n  h o u s e w i f e  i s  n o t  s t i l l  s p e n d i n g  
m o r e  m o n e y  t h a n  t h e  A m e r i c a n  h u s b a n d .  I d o n ' t  m e a n  t h a t  in  a d e -  
r o g a t o r y  w a y .  T h a t ' s  h e r  a s s i g n m e n t .  She l i v e s  u p  to  i t  a d m i r a b l y .  
S h e  h a s  l e a r n e d  to  u s e  b a n k s .  

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

To the cry "you must protect the farmer" is gradually being 
added "you must protect small business. " The suburban bank, being 
small, can raise the small-business cry, while the downtown bank, 
being big business, is handicapped in that contest. The community 
bank knows the people but needs larger resources. The downtown 
bank needs him; so they are complementary to each other, rather than 
in conflict. So we see the mergers that have been going on. 

A s  I s a i d ,  t h e r e  a r e  1 3 , 7 8 2  b a n k s ,  I w i l l  h a v e  to  go  b a c k  to  t h e  
D e c e m b e r  f i g u r e s  t o  b r e a k  t h e m  d o w n .  I d o n ' t  h a v e  a l a t e r  b r e a k d o w n .  
O n  31 D e c e m b e r  1954,  t h e r e  w e r e  1 3 , 8 4 0  b a n k s ,  of w h i c h  4,  789 w e r e  
n a t i o n a l  b a n k s  a n d  9 , 0 5 1  w e r e  S t a t e  b a n k s .  T h o s e  b a n k s  w e r e  o p e r a t i n g  
6, 108 b r a n c h e s ,  w h i c h  i s  e x p r e s s i v e  of  t h e  b r a n c h i n g  t r e n d  I m e n t i o n e d .  

In addition to that, in certain sections of the country we find mutual 
savings banks, of which there are 527. They don't have paid-in capital. 
They are theoretically and technically owned by depositors. The de- 
positors don't receive interest; they receive dividends. The deposi- 
tors will tell you it is interest, but it is dividends. These banks are 



c o n c e n t r a t e d  in the  Midd le  A t l an t i c  and N e w  E n g l a n d  S t a t e s .  
t h e m  a r e  in B a l t i m o r e ,  s c a t t e r e d ,  and p a r t  of t h e m  in Ohio.  
you h a v e  to j u m p  to the P a c i f i c  N o r t h w e s t  to f ind s o m e  m o r e .  

P a r t  of 
T h e n  

I d o n ' t  know wha t  h a p p e n e d .  P r o b a b l y  s o m e  New E n g l a n d e r  m o v e d  
to the P a c i f i c  N o r t h w e s t ,  s aw  a good th ing ,  and s t a r t e d  it .  He  d idn ' t  
s top in b e t w e e n .  The  c o u n t r y  in b e t w e e n  d i d n ' t  a p p e a l  to h i m .  So 
t h e r e  a r e  no m u t u a l  s a v i n g s  b a n k s  in the  i n t e r v e n i n g  s e c t i o n .  

Our  bank ing  s y s t e m  d e v e l o p e d  and g r e w  to m e e t  o u r  n e e d s .  We 
had  r e c e s s i o n s ;  we had  d e p r e s s i o n s ;  we had  m o n e y  p a n i c s .  I t  b e -  
c a m e  p e r f e c t l y  obv ious  tha t  we had  to have  an i n t e g r a t i n g  i n f l u e n c e .  
S t rong  s u p p o r t  fo r  t h i s  i d e a  d e v e l o p e d  a f t e r  the  g r e a t  m o n e y  pan ic  
of 1907. A M o n e t a r y  C o m m i s s i o n  se t  up by  the C o n g r e s s  c a m e  up 
with a r e c o m m e n d a t i o n  f o r  a c e n t r a l  bank .  

You wi l l  r e c a l l  tha t  in  1907 we had  a R e p u b l i c a n  A d m i n i s t r a t i o n .  
In 1912 the D e m o c r a t s  w e r e  e l e c t e d .  The  r e p o r t  of the M o n e t a r y  
C o m m i s s i o n  was  m a d e  to a D e m o c r a t i c - c o n t r o l l e d  C o n g r e s s  in a 
R e p u b l i c  A d m i n i s t r a t i o n .  It  w a s  not  a c t e d  upon .  When the  D e m o c r a t i c  
A d m i n i s t r a t i o n  took o v e r  in 1913 it  p i~ked  up the i d e a  and e n a c t e d  the 
F e d e r a l  R e s e r v e  Act .  B e c a u s e  of a f o r t u n a t e  t w i s t  of c i r c u m s t a n c e s ,  
the c e n t r a l  bank  in th i s  c o u n t r y  at  i t s  i n c e p t i o n  was  b i p a r t i s a n ,  or  a t  
l e a s t  it  was  n o n p a r t i s a n .  We l ike  to th iuk  it h a s  r e m a i n e d  tha t  way .  

In i t s  e s s e n t i a l  c h a r a c t e r i s t i c s  i t  w a s  r e c o m m e n d e d  by a R e -  
p u b l i c a n  a p p o i n t e d  c o m m i s s i o n  and a p p r o v e d  by  a D e m o c r a t i c  C o n g r e s s .  
I t s  p a t e r n i t y  is  g e n e r a l l y  c r e d i t e d  to D e m o c r a t i c  P r e s i d e n t  Wi l son .  

The  F e d e r a l  R e s e r v e  S y s t e m  in b r o a d  o u t l i n e s  r e f l e c t s  the  s e c -  
t i o n a l i s m  of the  c o u n t r y .  We have  a un ique  o r g a n i z a t i o n - - a  c e n t r a l  
bank  wh ich  is d e c e n t r a l i z e d .  C e n t r a l  banks  in o t h e r  c o u n t r i e s  a r e  one 
bank .  The  Bank  of C a n a d a  is  the  Bank  of C a n a d a  at  Ot tawa .  The  
Bank  of E n g l a n d  is  the Bank  of E n g l a n d  a t  L o n d o n .  

The  F e d e r a l  R e s e r v e  S y s t e m ,  which  is  the c e n t r a l  bank  of the  
Un i t ed  S t a t e s ,  i s  m a d ~  up of 12 b a n k s ,  s e p a r a t e  c o r p o r a t i o n s ,  
s e p a r a t e  b o a r d s  of d i r e c t o r s ,  s e p a r a t e  s t o c k h o l d e r s .  The  u n i f y i n g  
b o a r d  is  the B o a r d  of G o v e r n o r s  of the  F e d e r a l  R e s e r v e  S y s t e m  at  
W a s h i n g t o n .  T h e r e  a r e  s e v e n  m e m b e r s  on the  B o a r d  of G o v e r n o r s ,  
a p p o i n t e d  by the P r e s i d e n t  of the Uni ted  S t a t e s ,  by  and with  t h e  c o n -  
s e n t  of the Sena te .  
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m o n e t a r y  p r o b l e m s  of th i s  c o u n t r y  t h e i r  e x p e r i e n c e  and t h e i r  da i ly  
i n t i m a t e  con t ac t  in t h e s e  r e g i o n s  al l  o v e r  the  Uni ted  S ta tes ,  wi th  the  
m a j o r i t y  of two lodged  in the  c e n t r a l  body  h e r e  in Wash ing ton .  

The  g roup ,  when  they  m e e t ,  s e l d o m  vote  as  7 to 5. If t hey  do, 
is  p u r e l y  by conv ic t i on .  E a c h  ind iv idua l  m e m b e r  b r i n g s  to the  d e -  
l i b e r a t i o n s  h i s  whole  b a c k g r o u n d  and u n d e r s t a n d i n g .  

i t  

T h e r e  was  one f u r t h e r  s i gn i f i c an t  d e v e l o p m e n t  of the  bank ing  
s y s t e m .  Out of the t h i r t i e s '  t e r r i f i c  l o s s  of bank ing  i n s t i t u t i o n s ,  t h e r e  
c a m e  the  c r y  fo r  d e p o s i t  i n s u r a n c e ,  and t h e r e  was  d e v e l o p e d  the  F e d -  
e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t i o n ,  which  g u a r a n t e e s  d e p o s i t s  up to 
10,000 d o l l a r s .  It i s ,  in e f fec t ,  a m u t u a l  i n s u r a n c e  fund,  wi th  the  b a n k s  
b e a r i n g  the  c o s t s  of both o p e r a t i o n s  and l i q u i d a t i o n s  if such  b e c o m e  

n e c e s s a r y .  

The  A m e r i c a n  bank ing  s y s t e m  i n c l u d e s  State banks  and n a t i o n a l  
banks ;  banks  which  a r e  m e m b e r s  of the F e d e r a l  R e s e r v e  S y s t e m ,  and 
b a n k s  which  a r e  not; a l so  i n s u r e d  and n o n i n s u r e d  banks .  H o w e y e r ,  
t h e r e  a r e  v e r y  few banks  now wi thout  d e p o s i t  i n s u r a n c e .  It  i s  a n  in -  
d i v i d u a l i s t i c  s y s t e m  s c a t t e r e d  a c r o s s  the  b r o a d  land ,  r e s p o n s i b l e  to 
the  l o c a l  c o m m u n i t i e s  al l  o v e r  the  land; ye t  i t  i s  i n t e g r a t e d  at the  
n a t i o n a l  l e v e l  by the F e d e r a l  R e s e r v e  S y s t e m  and,  to a l e s s e r  d e g r e e ,  
by the  F e d e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t i o n .  

Of o v e r r i d i n g  i m p o r t a n c e  to the  m o n e t a r y  a u t h o r i t i e s  of the  c e n t r a l  
bank  is  the m a i n t e n a n c e  of a r e l a t i v e l y  s t ab l e  d o l l a r .  One of the g r e a t  
f a c t o r s ,  one of the g r e a t  p r o b l e m s ,  which  i n t r o d u c e s  i n s t a b i l i t y  in to  
the  m o n e t a r y  s y s t e m  is  the  b a s i c  fac t  tha t  banks  a r e  d e a l e r s  in  debt .  
By the  v e r y  p r o c e s s  of t h e i r  func t ion  they  c r e a t e  add i t i ona l  m o n e y .  
A bank  d e p o s i t  c i r c u l a t e s  jus t  as  r e a d i l y  for  a l l  p r a c t i c a l  p u r p o s e s  
or  m o r e  r e a d i l y  than  c u r r e n c y .  Mos t  of the  b u s i n e s s  t r a n s a c t i o n s  
of the c o u n t r y  have  b e e n  e f f ec tua t ed  by bank c h e c k s .  The  bank  c h e c k  
h a s  b e c o m e  the  c i r c u l a t i n g  m e d i u m  of th i s  c o u n t r y .  

The  c o m m e r c i a l  bank,  by m a k i n g  l o a n s ,  c r e a t e s  d e p o s i t s  a g a i n s t  
which  c h e c k s  a r e  d rawn .  If t h e r e  w e r e  no l i m i t  p l a c e d  upon i t ,  t h e r e  
would  be chaos  in our  whole  m o n e t a r y  s y s t e m ;  b e c a u s e  the va lue  of the 
d o l l a r  is  the r e s u l t  of a v e r y  d e l i c a t e  equa t ion .  We th ink  of i t  as  supp ly  
and d e m a n d .  It app l i e s  in the  m o n e t a r y  f i e ld  jus t  as i t  app l i e s  e l s e -  
w h e r e .  If banks  could  add to the  supply  of m o n e y  ad i n f i n i t u m ,  tha t  
e q u a t i o n  would be c o n s t a n t l y  t h r o w n  off b a l a n c e .  
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What  i s  b a c k  of o u r  m o n e y ?  We h a v e  i n t r o d u c e d  by  l aw in o u r  
c o u n t r y  a F r a c t i o n a l  R e s e r v e  P r i n c i p l e .  O r i g i n a l l y ,  in  o r d e r  to pu t  
a b r a k e  on t h i s  a b i l i t y  of the  b a n k s  to  e n l a r g e  the  m o n e y  s u p p l y  ad 
i n f i n i t u m ,  e a c h  b a n k  w a s  r e q u i r e d  to  h o l d  a c e r t a i n  p e r c e n t a g e  of i t s  
o u t s t a n d i n g  l i a b i l i t i e s  in  h a r d  m o n e y .  When  the  F e d e r a l  R e s e r v e  
b a n k s  w e r e  e s t a b l i s h e d ,  the  m e m b e r  b a n k s  w e r e  r e q u i r e d  to  k e e p  a 
c e r t a i n  p e r c e n t a g e  of t h e i r  l i a b i l i t i e s ,  t h e i r  d e p o s i t s ,  in the  f o r m  of 
c r e d i t  w i th  t he  c e n t r a l  b a n k s .  

I wan t  to  m o v e  to  t h i s  f e l t  b o a r d .  I h o p e  you  wi l l  be ab le  to  h e a r  
m e .  I wan t  to  t r y  to  bu i l d  wha t  I wou ld  l i k e  to ca l l  an  i n v e r t e d  p y r a -  
m i d  of c r e d i t - - w h a t  is  b a c k  of y o u r  m o n e y .  Y o u r  m o n e y ,  a l l  o v e r ,  
l a r g e l y  b a n k  d e p o s i t s ,  c o n s i s t s  of d e m a n d  d e p o s i t s  and t i m e  d e p o s i t s ,  
in  s o m e w h a t  t h a t  r a t i o  ( i nd i ca t i ng} .  Now,  m e m b e r  b a n k s  a r e  r e -  
q u i r e d  to ho ld  on d e p o s i t  in  the  c e n t r a l  b a n k  t h e i r  r e s e r v e s  of 20 p e r -  
c e n t ,  if  t h e y  a r e  in  a c e n t r a l - R e s e r v e  c i t y  (New Y o r k  o r  Chicago};  
18 p e r c e n t  if t h e y  a r e  in a R e s e r v e  c i t y ,  of wh ich  t h e r e  a r e  s o m e  50 
in  the  c o u n t r y  at  l a r g e  ( B o s t o n ,  W a s h i n g t o n ,  B a l t i m o r e ,  R i c h r n o n d ,  
St. L o u i s ,  San F r a n c i s c o ,  L o s  A n g e l e s ,  D a l l a s ,  and  so  on); 12 p e r -  
c e n t  in a n y  o t h e r  p a r t  of the  c o u n t r y ,  a g a i n s t  d e m a n d  d e p o s i t s ;  and  
5 p e r c e n t  a g a i n s t  t i m e  d e p o s i t s ,  r e g a r d l e s s  of w h e r e  t h e y  a r e  l o c a t e d .  

So you see this is a restraining influence. If a bank in a central- 

reserve city lends a million dollars, ft will take the note, the credit 
instrument, of the borrower and credit the account of the borrower. 
Immediately it has to have 200 thousand dollars in free reserves, or 
18 percent or 12 percent, depending on where it is. When the deposit 
i s  d r a w n  out ,  t he  r e s p o n s i b i l i t y  f o r  m a i n t a i n i n g  t h a t  r e s e r v e  p a s s e s  
to  t he  b a n k  to  w h i c h  the  d e p o s i t  i s  t r a n s f e r r e d .  T h e  b a n k i n g  s y s t e m  
as  a w h o l e  c a n ' t  m a k e  a m i l l i o n - d o l l a r  l o a n  u n l e s s  i t  h a s  200 t h o u -  
s a n d  d o l l a r s  in f r e e  r e s e r v e s  to  s u p p o r t  i t .  

Now the  F e d e r a l  R e s e r v e  in  t u r n  is  r e q u i r e d  to  k e e p  r e s e r v e s  
a g a i n s t  i t s  l i a b i l i t i e s .  You  s e e ?  T h e  s u p p o r t  of a l l  t h e s e  d e p o s i t s ,  
y o u r  p r i n c i p a l  c i r c u l a t i n g  m e d i u m ,  i s  t he  m e m b e r  b a n k s '  r e s e r v e s  
in  the  c e n t r a l  b a n k .  Y o u r  p r i n c i p a l  c i r c u l a t i n g  c u r r e n c y  is  F e d e r a l  
R e s e r v e  n o t e s .  So t he  F e d e r a l  R e s e r v e  b a n k  h a s  two p r i n c i p a l  o u t -  
s t a n d i n g  l i a b i l i t i e s - - b a n k  r e s e r v e s  and F e d e r a l  R e s e r v e  n o t e s .  

T h e  F e d e r a l  R e s e r v e  S y s t e m  is  r e q u i r e d  to  k e e p  25 p e r c e n t  
r e s e r v e  in  go ld  a g a i n s t  i t s  o u t s t a n d i n g  l i a b i l i t i e s .  T h u s  you  h a v e  t h i s  
i n v e r t e d  p y r a m i d .  You h a v e  the  m o n e t a r y  gold  s t o c k  of the  c o u n t r y ,  
w h i c h  in  t u r n  b e c o m e s  the  l i m i t i n g  f a c t o r  on the  a m o u n t  of l i a b i l i t i e s  
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which  the c e n t r a l  bank  can  c r e a t e ,  and the  a v a i l a b l e  l i a b i l i t i e s  of the  
c e n t r a l  bank,  wh ich  a r e  the r e q u i r e d  r e s e r v e s  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 ,  b e c o m e  the  u l t i m a t e  r e s t r a i n i n g  f a c t o r  on the  m o n e y -  
c r e a t i n g  c a p a c i t y  o r  p o w e r  of the c o m m e r c i a l  b a n k s .  

Now,  fo r  the  b a l a n c e  of t h e s e  o u t s t a n d i n g  l i a b i l i t i e s  of the  c e n t r a l  
bank ,  we m u s t  hold  not  l e s s  than  25 p e r c e n t  in gold.  As a m a t t e r  of 
f ac t ,  we hold  c u r r e n t l y  abou t  47 p e r c e n t  in gold .  The  b a l a n c e  m u s t  
be  in o t h e r  G o v e r n m e n t  s e c u r i t i e s  o r  e l i g i b l e  p a p e r .  T h e r e  i s  so 
l i t t l e  e l i g i b l e  p a p e r  a r o u n d ,  I w o n ' t  t a lk  about  i t .  One p u r p o s e  of the 
s y s t e m  i s  to m o n e t i z e  the  e l i g i b l e  p a p e r ,  i s s u i n g  c u r r e n c y  a g a i n s t  
the  a c t u a l  c o m m e r c i a l  p a p e r  wh ich  the b a n k s  t h e m s e l v e s  c r e a t e ,  
w h i c h  in t u r n  t h e y  can  e x c h a n g e  and d i s c o u n t .  

s 

I s u p p o s e  I should  s a y  we don ' t  ho ld  gold .  We ho ld  gold  c e r t i f i -  
c a t e s ,  A n  ac t  of C o n g r e s s  b a c k  in 1934 r e q u i r e d  tha t  a l l  gold be d e -  
l i v e r e d  to the T r e a s u r y .  So we had to t u r n  in our  gold to the  T r e a s u r y .  
The  T r e a s u r y  took it and put  it u n d e r g r o u n d .  Whi le  the  A r m y  w a l k s  
a r o u n d  the p o s t s ,  the  gold s l e e p s  down u n d e r  the  g r o u n d .  N e v e r t h e l e s s ,  
t ha t  gold  is  now the r e s t r a i n i n g  f a c t o r  on th i s  i n v e r t e d  p y r a m i d  of 
c r e d i t .  

O b v i o u s l y  y o u r  k e y  to the who le  th ing  is  r i g h t  in h e r e - - b a n k  r e -  
s e r v e s .  Tha t  is  wha t  t h e y  have  to ho ld  now.  It  i s  the c o n t r o l  and  the  
i n f l u e n c e  tha t  the  c e n t r a l  bank  can  e x e r c i s e  o v e r  th i s  k e y  to the e x -  
p a n s i v e  p o w e r s  of the  c o m m e r c i a l  bank ing  s y s t e m  wh ich  is  the r e -  
s t r a i n i n g  i n f l u e n c e  in our  whole  m o n e t a r y  s y s t e m  today .  

L e t  us  t ake  a qu ick  look  at  our  m o n e y  supp ly  and s e e  wha t  h a p p e n s  
to i t ,  w h e r e  i t  c o m e s  f r o m ,  and wha t  we do to it .  To  t r a c e  it h i s t o r i -  
c a l l y ,  b a c k  in 1939, b e f o r e  the o u t b r e a k  of W o r l d  War  II,  ou r  m o n e y  
supp ly  was  S3 b i l l i on  d o l l a r s ,  c o n s i s t i n g  of 6 b i l l i o n  d o l l a r s  in 
c u r r e n c y  o u t s t a n d i n g  ou t s i de  of banks  and 57 b i l l i o n  d o l l a r s  in bank  
d e p o s i t s .  

D u r i n g  W o r l d  W a r  IT ou r  m o n e y  supp ly  g r e w  f r o m  63 b i l l i on  to 
151 b i l l i on  d o l l a r s - - 2 6  b i l l i o n  in c u r r e n c y  in c i r c u l a t i o n  o u t s i d e  of 
b a n k s .  As peop l e  w e r e  u p r o o t e d  f r o m  t h e i r  a c c u s t o m e d  p l a c e s  and 
m o v e d  to d i s t a n t  c i t i e s ,  the  d e m a n d  fo r  c u r r e n c y  i n c r e a s e d .  It  
s t a y e d  tha t  way .  It h a s  not  c o m e  b a c k  in.  Some  of i t  n e v e r  wi l l  c o m e  
b a c k .  T h e r e  i s  a lo t  of U. S. c u r r e n c y  a b r o a d .  We s t i l l  ge t  e v e r y  
now and then  s o m e  of the  old big b i l l s .  I s u p p o s e  m o s t  of you h a v e  
s e e n  t h e m .  I th ink  I have  one of t h e m  h e r e .  (Holds  one u p . )  T h e y  
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a r e  not  in  g e n e r a l  c i r c u l a t i o n .  T h e y  look  p r e t t y  l a r g e .  We s t i l l  have  
s o m e  of t h e m  c o m i n g  in ,  l ook ing  l ike  tha t  one.  Some  of t h e s e  a l s o  
a r e  in  c i r c u l a t i o n  a b r o a d ,  tha t  wen t  out  d u r i n g  W o r l d  W a r  I .  

A f t e r  the w a r  m a n y  p e o p l e  though t  the  m o n e y  supp ly  would  c o n -  
t r a c t .  Did i t7 It  h a s  r i s e n  f r o m  1945 to 1953 f r o m  151 b i l l i o n  d o l l a r s  
to 192 b i l l i o n  d o l l a r s .  T h e n  it m o v e d  up to 207 b i l l i o n  d o l l a r s .  T h a t  
i s  not  the  to t a l  r e s o u r c e s  of the bank ing  s y s t e m .  Tha t  i s  m o n e y  supp ly ,  
d e p o s i t s  and c u r r e n c y ,  ou t s i de  of b a n k s .  

L e t  us  s ee  w h e r e  i t  c a m e  f r o m .  I t  was  c r e a t e d  by  the b a n k i n g  
s y s t e m  in  the  p r o c e s s  of m a k i n g  l o a n s  and i n v e s t m e n t s  fo r  a l l  p u r -  
p o s e s .  In  1939 the  b a n k s  had to ta l  e a r n i n g  a s s e t s  of 51 b i l l i o n  d o l l a r s ,  
of w h i c h  22 b i l l i o n  d o l l a r s  was  in loans ;  9 b i l l i on  d o l l a r s  w a s  in o t h e r  
s e c u r i t i e s ;  and 19 b i l l i o n  d o l l a r s  was  in U. S. G o v e r n m e n t  s e c u r i t i e s .  
As  would  be  e x p e c t e d ,  d u r i n g  the w a r ,  bank  h o l d i n g s  of U. S. G o v e r n -  
m e n t  s e c u r i t i e s  g r e w  e n o r m o u s l y .  As the  bank ing  s y s t e m  p i c k e d  up the  
d i f f e r e n c e  b e t w e e n  the n e e d s  of the T r e a s u r y  on the outgo s ide  and 
t a x e s  on the  i n c o m e  s i d e ,  p lus  the  s a l e s  of s e c u r i t i e s  to i n d i v i d u a l s ,  
the  gap w a s  p i c k e d  up by  the bank ing  s y s t e m .  As the c o m m e r c i a l  
b a n k s  l e n t  m o n e y  to the  T r e a s u r y  by  buy ing  T r e a s u r y  s e c u r i t i e s ,  t h e y  
pa id  fo r  i t  by  c r e d i t i n g  the T r e a s u r y ' s  g e n e r a l  a c c o u n t .  The  T r e a s u r y  
u s e d  the  g e n e r a l  a c c o u n t  to m e e t  m i l i t a r y  p a y r o l l s  and c i v i l i a n  p a y -  
r o l l s  and to p u r c h a s e  m a t e r i e l .  I t  s t a y e d  in c i r c u l a t i o n .  It  w i l l  s t a y  
in c i r c u l a t i o n  un t i l  the  da te  the i n s t r u m e n t  wh ich  c r e a t e d  i t  i s  e x -  
t i n g u i s h e d .  

Now,  a f t e r  the w a r ,  m a n y  p e o p l e  thought ,  you s e e ,  tha t  t h e r e  
would  be a c h a n g e .  T h e r e  w a s  a c h a n g e ,  but  i t  w a s n ' t  the  w a y  t h e y  
w e r e  l o o k i n g  fo r  i t .  In 1953 we had  a g r e a t  g r o w t h  in bank  h o l d i n g s  
of priv, a te  deb t s  f r o m  30 b i l l i on  to 77 b i l l i o n  d o l l a r s .  We had  an i n -  
c r e a s e  in c o r p o r a t e  and m u n i c i p a l  s e c u r i t i e s  f r o m  9 b i l l i o n  d o l l a r s  
to 18 b i l l i o n  d o l l a r s .  We had a d rop  in the  b a n k - h e l d  p o r t i o n  of the  
F e d e r a l  debt  f r o m  101 b i l l i o n  to  72 b i l l i o n  d o l l a r s .  

So we s e e  tha t  b a n k s  a r e  d e a l e r s  in deb t .  As t h e y  e x c h a n g e  t h e i r  
deb t  fo r  the  deb t  of o t h e r s ,  t h e y  c r e a t e  a d d i t i o n s  to the m o n e y  supp ly .  
O b v i o u s l y ,  ff no i n f l u e n c e  is  e x e r t e d  on tha t  m o n e y - c r e a t i n g  p o w e r ,  
ou r  m o n e t a r y  e q u a t i o n  wi l l  be m o s t  u n s t a b l e .  The  p u r p o s e  of the  
c e n t r a l  bank  is  to e x e r c i s e  an i n f l u e n c e  o v e r  tha t  p a r t i c u l a r  p h a s e  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 .  How is  i t  done?  

Wel l ,  I po in t ed  out  t ha t  the  k e y  to the p o w e r  of the  c o m m e r c i a l  
b a n k s  to i n c r e a s e  o u r  m o n e y  supp ly  l a y  in r e s e r v e s .  U n d e r  ou r  
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f r a c t i o n a l  r e s e r v e  p r i n c i p l e ,  b a n k s  a r e  r e q u i r e d  to ho ld  a c e r t a i n  
a m o u n t  of r e s e r v e s .  T h e r e f o r e ,  the i n f l u e n c e  of the  c e n t r a l  bank  
is  e x e r c i s e d  on the r e s e r v e s .  A c t u a l l y  we a r e  no t  t a l k ing  abou t  a l l  
r e s e r v e s .  We a r e  t a lk ing  about  the  r e s e r v e s  tha t  a r e  a v a i l a b l e  in 
e x c e s s  of the r e q u i r e d  r e s e r v e s .  S ince  the b a n k s  have  to k e e p  a 
c e r t a i n  a m o u n t  of r e s e r v e s ,  a l l  t h e y  hold  a r e  not  f r e e  r e s e r v e s .  T h e y  
a r e  a l r e a d y  c o m m i t t e d  to the o u t s t a n d i n g  l i a b i l i t i e s .  

If the  e a r n i n g  a s s e t s  of banks  a r e  to i n c r e a s e ,  t h e r e b y  i n c r e a s i n g  
the  m o n e y  supp ly ,  t h e y  m u s t  have  a c e r t a i n  a m o u n t  of f r e e  r e s e r v e s .  
So the i n f l u e n c e  of the  c e n t r a l  bank  is  e x e r t e d  p r i m a r i l y  on t h e s e  f r e e  
r e s e r v e s - - o n  the supply ,  a v a i l a b i l i t y ,  and c o s t  of r e s e r v e s .  T h e r e  
a r e  t h r e e  w a y s  in w h i c h  tha t  i n f l u e n c e  is  e x e r t e d .  

B a n k s  m a y  b o r r o w  r e s e r v e s  f r o m  the  c e n t r a l  bank .  T h e s e  r e -  
s e r v e s  of the bank ing  s y s t e m ,  a s i d e  f r o m  the  m o n e t a r y  gold s t o c k ,  
have  a c t u a l l y  a l l  b e e n  c r e a t e d  by the  c e n t r a l  bank  i t s e l f ,  w h i c h  in  t u r n  
is  a d e a l e r  in debt ,  j u s t  e x a c t l y  l ike  the c o m m e r c i a l  b a n k s  a r e ;  but  
the  debt  t h e y  c r e a t e  is  the  r e s e r v e s  of the  c o m m e r c i a l  b a n k s  a g a i n s t  
w h i c h  t h e y  then  c r e a t e  the  p r i n c i p a l  c i r c u l a t i n g  m e d i u m  of the  c o u n t r y .  
B a n k s  c a n  ob ta in  t h e s e  r e s e r v e s  by  b o r r o w i n g  f r o m  the c e n t r a l  bank .  
So we c a n  e x e r t  an i n f l u e n c e  by r a i s i n g  or  l o w e r i n g  the d i s c o u n t  r a t e ,  
by  m a k i n g  it  m o r e  c o s t l y  to b o r r o w .  

B a n k s  a r e  o p e r a t e d  fo r  p ro f i t .  T h e r e  is  no th ing  i m m o r a l  in p r o f i t ,  
in m y  book.  I have  a p r e t t y  s t r o n g  f e e l i n g  tha t  the day  is  a long 
w a y  off, if i t  e v e r  a r r i v e s ,  when  m e n  c o l l e c t i v e l y  wi l l  p r o d u c e  for  the  
s h e e r  j oy  of p r o d u c i n g  and c o n s u m e  j u s t  what  t h e y  n e e d  and no th ing  
e l s e .  I don ' t  th ink  tha t  i s  go ing  to c o m e .  I th ink m e n  n e e d  a s p u r .  
T h e y ,  l i ke  a h o r s e ,  o p e r a t e  b e t t e r  wi th  s p u r .  The  s p u r  in ou r  b a n k i n g  
s y s t e m  h a s  b e e n  p ro f i t .  T h e r e  is  no th ing  w r o n g  wi th  p ro f i t .  B a n k s  
a r e  o p e r a t i n g  for  p r o f i t .  T h e y  a r e  go ing  to t r y  to m a k e  a p r o f i t .  If 
you e x e r t  p r e s s u r e  on tha t  p r o f i t - m a k i n g  a b i l i t y  i t  i n f l u e n c e s  t h e i r  
a c t i o n .  If you r a i s e  the  d i s c o u n t  r a t e ,  you r a i s e  the  r a t e  w h i c h  t h e y  
in t u r n  wi l l  c h a r g e  to t h e i r  b o r r o w e r s ,  w h i c h  m a y  m a k e  it  l e s s  
p r o f i t a b l e  for  a b u s i n e s s m a n  to b o r r o w ,  and he  m a y  p o s t p o n e  h i s  
d e c i s i o n  to expand  h i s  a c t i v i t i e s .  If you l o w e r  i t ,  it  w o r k s  the  o t h e r  
way.  T h e r e  is  a n o t h e r  v e r y  g r e a t  e f f ec t .  A c h a n g e  in the  d i s c o u n t  
r a t e  a f f ec t s  the m a r k e t  p r i c e  of s e c u r i t i e s  wh ich  b r i n g s  us  to open  
m a r k e t  o p e r a t i o n s ,  our  m o s t  s e n s i t i v e ,  o u r  m o s t  po t en t  i n s t r u m e n t .  

If we in  the F e d e r a l  R e s e r v e  S y s t e m  m o v e  in to  the m a r k e t  and buy  
U n i t e d  S t a t e s  G o v e r n m e n t  o b l i g a t i o n s ,  we p a y  fo r  t h e m  by c r e d i t i n g  
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t h e  r e s e r v e  a c c o u n t  of s o m e  m e m b e r  b a n k ,  c r e a t i n g  m o r e  r e s e r v e s ,  
t h u s  a f fec t ing"  t he  s u p p l y .  I f  we s e l l ,  no m a t t e r  who  b u y s ,  p a y m e n t  
wi l l  be e f f e c t e d  b y  a c h a r g e  a g a i n s t  t he  r e s e r v e  a c c o u n t  of s o m e  
m e m b e r  b a n k .  T h i s  e x t i n g u i s h e s  a p o r t i o n  of the  s u p p l y  o u t s t a n d i n g  
and  t e n d s  to  r e s t r i c t - - n o t  c o n t r a c t - - t h e  e c o n o m y .  

T h a t  i s  s o m e t h i n g  we h a v e  l e a r n e d  o v e r  the  y e a r s .  We a r e  no t  
t r y i n g  to  c o n t r a c t  t h e  A m e r i c a n  e c o n o m y .  E v e n  w h e n  we m o v e  a s  
we do t o d a y  in  r e s t r i c t i v e  f a s h i o n ,  i t  i s  n o t  to  c o n t r a c t  t he  A m e r i c a n  
e c o n o m y ;  i t  i s  to  r e s t r a i n  a too  e x u b e r a n t  g r o w t h  of the  A m e r i c a n  
e c o n o m y .  It  i s  a v e r y  d e l i c a t e  t h i n g  to  t r y  to  do ,  b e c a u s e  t h a t  l i ne  
b e t w e e n  e x u b e r a n c e  and n o r m a l  g r o w t h  i s  p o o r l y  d e f i n e d ;  and ,  e v e n  if  
w e l l  d e f i n e d ,  i s  o f t e n  s o m e w h a t  d i f f i c u l t  to  i d e n t i f y .  B e s i d e s ,  y o u  a r e  
d e a l i n g  w i th  t h e  r e a c t i o n s  of p e o p l e .  You d o n ' t  k n o w  j u s t  how t h e y  a r e  
g o i n g  to  r e a c t .  You  d o n ' t  k n o w  at  j u s t  w h a t  p o i n t  t h e i r  c o n f i d e n c e  m a y  
d i s a p p e a r  and t u r n  to  a f e e l i n g  of f e a r ,  w h i c h  you  d o n ' t  w a n t  to  i n -  
t r o d u c e .  

T h e  t h i r d  w a y  you  c a n  a f f e c t  r e s e r v e s  i s ,  you  c a n  c h a n g e  t he  r e -  
q u i r e d  a m o u n t .  I s a i d  c e n t r a l  r e s e r v e  c i t y  b a n k s  had  to  k e e p  20 p e r -  
c e n t .  T h e  B o a r d  in  W a s h i n g t o n  c a n  r a i s e  t h a t  to  26 p e r c e n t  o r  l o w e r  
i t  to  13 p e r c e n t .  Now,  i f  we r a i s e  the  r e s e r v e  r e q u i r e m e n t s ,  y o u  s e e ,  
we  a b s o r b  a p a r t  of the  f r e e  r e s e r v e s .  T h e y  a r e  no  l o n g e r  f r e e .  
T h e y  a r e  r e q u i r e d .  In  o r d e r  to r e p l e n i s h  r e s e r v e s ,  b a n k s  h a v e  to  
t u r n  s o m e w h e r e .  T h e  f i r s t  r e s o r t  i s  u s u a l l y  to  t he  d i s c o u n t  w i n d o w  
a t  the  R e s e r v e  b a n k .  

H a v i n g  r a i s e d  the  r e s e r v e  r e q u i r e m e n t s ,  i n d u c i n g  an  i n c r e a s e  in  
b a n k  b o r r o w i n g ,  you  r a i s e  t he  d i s c o u n t  r a t e .  T h a t  p u t s  f u r t h e r  p r e s -  
s u r e  on  b a n k s  to  r e s t r i c t  t h e i r  l o a n s .  B a n k s  a r e  p r o n e  to  g e t  ou t  of 
d e b t  to  the  c e n t r a l  b a n k  a s  q u i c k l y  a s  t h e y  c a n .  T h e y  d o n ' t  l i k e  t o  be  
in  deb t .  I t  i s  a t r a d i t i o n  you  c a n  c o u n t  on.  We a r e  s o m e t i m e s  a c -  
c u s e d  of e n c o u r a g i n g  the  t r a d i t i o n .  I w i l l  n e i t h e r  a f f i r m  n o r  d e n y  t h a t .  
I t  i s  a t r a d i t i o n .  I t  i s  t h e r e .  

T h e y  wi l l  b o r r o w  to  m e e t  t he  i m m e d i a t e  n e e d .  T h e n  t h e y  w i l l  
b e g i n  to  l o o k  a t  t he  m a r k e t  to  s e e  w h e t h e r  o r  no t  t h e y  c a n  d i s p o s e  
of  s o m e  U. S. G o v e r n m e n t  o b l i g a t i o n s ,  to  r e p l e n i s h  t h e i r  r e s e r v e s  
t h a t  w a y .  Now,  i f  t h e r e  a r e  f r e e  r e s e r v e s  e l s e w h e r e  in  t h e  b a n k i n g  
s y s t e m ~  t h e y  c a n  be  m o v e d  to  the  p o i n t  of  i m p a c t  by  the  b a n k  t h a t  
n e e d s  t he  r e s e r v e s  s e l l i n g  s e c u r i t i e s  to  t h e  b a n k  t h a t  h a s  f r e e  r e s e r v e s .  
I f  t h e r e  a r e  no  f r e e  r e s e r v e s  t he  S y s t e m  m a y  h a v e  to  s t e p  in  and  buy ,  
w h i c h  we c a n  do.  We c a n  s u p p l y  r e s e r v e s  t h r o u g h  o p e r a t i o n  in  the  o p e n  
m a r k e t .  
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G e n e r a l l y ,  what  we would  a c t u a l l y  do i s ,  if r e s e r v e  r e q u i r e m e n t s  
w e r e  r a i s e d ,  we would  p r o b a b l y  m o v e  in to  the m a r k e t  i m m e d i a t e l y  and 
buy  s e c u r i t i e s  a p p r o x i m a t e l y  equa l  to the r a i s e  in  r e s e r v e  r e q u i r e -  
m e n t s ,  so tha t ,  i n s t e a d  of m a k i n g  tha t  t e r r i f i c  i m p a c t  a l l  a c r o s s  the  
c o u n t r y ,  we would  supp ly  the  r e s e r v e s ,  t hen  m o v e  b a c k  in to  the  m a r k e t ,  
g r a d u a l l y  e x e r t i n g  p r e s s u r e  by  s e l l i n g ,  t hus  s p r e a d i n g  the  i m p a c t  of 
an  i n c r e a s e  in r e q u i r e d  r e s e r v e s  o v e r  a p e r i o d  of t i m e .  

A y e a r  ago r e s e r v e  r e q u i r e m e n t s  w e r e  l o w e r e d .  T h e  S y s t e m  sold  
s e c u r i t i e s  to a b s o r b  the  m a j o r  p o r t i o n  of t h e s e  new,  f r e e  r e s e r v e s ,  
t hen  r e v e r s e d  i t s  m a r k e t  ~actions and l e t  the  r e s e r v e s  s e e p  in to  the  
e c o n o m y  g r a d u a l l y .  

When  the  S y s t e m ' s  s e c u r i t y  h o l d i n g s  r i s e ,  m e m b e r  b a n k s '  
b o r r o w i n g  d e c l i n e s ,  and v i c e  v e r s a .  

T h o s e  a r e  the  t r a n s a c t i o n s  by w h i c h  the  c e n t r a l  bank  u n d e r t a k e s  to 
e x e r t  i t s  i n f l u e n c e  o v e r  the  e x p a n s i o n  of the m o n e y  supp ly ,  o v e r  the  
r e s e r v e s  of the  b a n k s  of the  c o u n t r y .  

M o n e y  w i l l  not  m a n a g e  i t s e l f .  We h a v e  found tha t  if l e f t  a l o n e  i t  i s  
a h a r d  t a s k  m a s t e r ;  but  t h e r e  is  a v a s t  d i f f e r e n c e  b e t w e e n  a m a n a g e d  
m o n e y  and a m a n a g e d  e c o n o m y .  In th i s  c o u n t r y  we h a v e  m a n a g e d  
m o n e y ,  though not  m a n a g e d  e c o n o m y .  T h e r e  a r e  i nh ib i t i ng  f a c t o r s  to 
the  a c t i o n  of the m a n a g e r s .  To beg in  wi th ,  t h e r e  is  the  v e r y  s i z e  of 
the  F e d e r a l  deb t .  T h e  wide  d i s t r i b u t i o n  of the  F e d e r a l  debt  m u s t  a l s o  
be c o n s i d e r e d ,  p lus  the u n p r e d i c t a b l e  p s y c h o l o g i c a l  r e a c t i o n  to v i o l e n t  
g y r a t i o n s  in the  m a r k e t  fo r  the F e d e r a l  deb t .  

All  of t h o s e  a r e  i nh ib i t i ng  f a c t o r s  on c o m p l e t e  f r e e d o m  of a c t i o n  
of the  m o n e t a r y  a u t h o r i t i e s ,  and we r e c o g n i z e  t h e m .  T h e r e  a r e  f u r -  
t h e r  i nh ib i t i ng  f a c t o r s  in the i n t a n g i b l e s  of h u m a n  r e a c t i o n .  No one 
k n o w s  wha t  the  r e a c t i o n  of A m e r i c a n s  wi l l  be en  m a s s e .  

I s t a r t e d  our  l i t t l e  t a lk  by s a y i n g  A m e r i c a n s  a r e  e s s e n t i a l l y  i n -  
d i v i d u a l i s t i c .  But ,  in r e c e n t  d a y s ,  we have  b e c o m e  m u c h  m o r e  c l o s e l y  
i n t e g r a t e d ,  and t r e n d s  s w e e p  v e r y  r a p i d l y  a c r o s s  the c o u n t r y .  In the 
f i r s t  q u a r t e r  of 1951 A m e r i c a n s  w e r e  s p e n d i n g  97 c e n t s  out  of e v e r y  
d o l l a r  a f t e r  t a x e s  and s a v i n g  t h r e e  c e n t s .  In the  s e c o n d  q u a r t e r  of 
1951 A m e r i c a n s  w e r e  s p e n d i n g  92 c e n t s  out of e v e r y  d o l l a r  a f t e r  t a x e s  
and s a v i n g  e igh t  c e n t s .  In the s e c o n d  q u a r t e r  of 1951 A m e r i c a n s  w e r e  
s p e n d i n g  92 c e n t s  out  of e v e r y  d o l l a r  a f t e r  t a x e s  and s av ing  e igh t  c e n t s .  
Why7 I don ' t  know.  T h e y  did,  though.  All  a c r o s s  the c o u n t r y ,  in a l l  
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s e c t i o n s ,  t h e y  d e c i d e d  to s t a r t  s a v i n g  a l i t t l e  m o n e y ,  and 5 p e r c e n t  of 
the  s p e n d a b l e  i n c o m e  of the  A m e r i c a n  peop l e  was  s w i t c h e d  f r o m  s p e n d -  
ing  to sav ing;  and at  a t i m e  when  we had s t r o n g  i n f l a t i o n a r y  p r e s s u r e s .  
T h a t  would  be in i t s e l f  enough  to t ake  the wind out of the  s a i l s  of a 
s h a r p  i n f l a t i on .  At the s a m e  t i m e  the  m o n e t a r y  a u t h o r i t i e s  and the  
T r e a s u r y  r e a c h e d  a m o m e n t o u s  a g r e e m e n t  which  e n a b l e d  the F e d e r a l  
R e s e r v e  to t ake  p o s i t i v e ,  e f f e c t i v e  ac t i on .  The  two th ings  w o r k i n g  
t o g e t h e r  h a v e  g i v e n  us  the n e a r e s t  th ing  to a s t a b l e  p r i c e  l e v e l  in the  
h i s t o r y  of th i s  c o u n t r y .  

In c o n c l u s i o n  I wan t  to quote  f r o m  a bank ing  t ex t  w h i c h  I s t u d i e d  a 
g r e a t  m a n y  y e a r s  ago.  I r e m e m b e r  on ly  s o m e  of it .  

" T h e  w a n t s  wh ich  b a n k s  supp ly  a r e  s i m p l e  in k ind ,  but  
s u r e  to a r i s e  e a r l y  in the  d e v e l o p m e n t  of any  c o m m e r c i a l  
o r  i n d u s t r i a l  peop l e  w h e r e  t h e r e  is  m u t u a l  c o n f i d e n c e  a m o n g  

W! m e n .  

B a n k i n g  m u s t  be  r e s p o n s i v e  to the  c h a n g i n g  n e e d s  of the e c o n o m y  
and can  e x i s t  on ly  w h e n  t h e r e  is  m u t u a l  c o n f i d e n c e  a m o n g  m e n .  The  
w a n t s  w h i c h  b a n k s  supp ly  a r e  s i m p l e .  What  a r e  t h e y ?  

F i r s t ,  t h e r e  is  the t r a n s f e r  of v a l u e s  b e t w e e n  people ;  so tha t  the  
v a l u e  of y o u r  l a b o r  m a y  be t r a n s f e r r e d  to a n o t h e r  i n d i v i d u a l  in p a y -  
m e n t  fo r  h i s  l a b o r .  B a n k i n g  f a c i l i t a t e s  the  t r a n s f e r  of v a l u e s  b e t w e e n  
p e o p l e .  

Second ,  bank ing  f a c i l i t a t e s  the t r a n s f e r  of v a l u e s  b e t w e e n  p l a c e s ,  
so  tha t  m e n  who do not  e v e n  know e a c h  m a y  t r a n s a c t  b u s i n e s s  in 
c o m m o n  t e r m s ;  so tha t  a m a n u f a c t u r e r  in D e t r o i t  m a y  ship h i s  
p r o d u c t  to a d e a l e r  in N e w  O r l e a n s ;  in t u r n ,  he  m a y  s e l l  it  to a 
d i s t r i b u t o r  in M i s s i s s i p p i ;  and he  m a y  s e l l  i t  to a c o n s u m e r  in 
T e n n e s s e e  to M i s s i s s i p p i  to New O r l e a n s  to D e t r o i t  in  c o m m o n  t e r m s ,  
t r a n s f e r r i n g  v a l u e  b e t w e e n  p l a c e s .  

P e r h a p s  b a n k i n g ' s  m o s t  i m p o r t a n t  u s e  is  to f a c i l i t a t e  the  t r a n s f e r  
of v a l u e s  in t i m e ;  so  tha t  the  f r u i t s  of y o u r  l a b o r  and m i n e  t o d a y  m a y  
be t r a n s f e r r e d  to ou r  own n e e d s  in l a t e r  y e a r s ,  a d i f f e r e n t  p e r i o d  of 
t i m e ,  o r  to o t h e r  p e o p l e ,  our  c h i l d r e n  o r  e v e n  our  c h i l d r e n ' s  c h i l d r e n ,  
and,  m o s t  i m p o r t a n t  of a l l ,  to  our  w i v e s ,  who a r e  l i k e l y  to s u r v i v e  
u s - - t h e y  h a v e  a w a y  of doing tha t .  

So we h a v e  a t r a n s f e r  of v a l u e s  b e t w e e n  p e o p l e ,  b e t w e e e n  p l a c e s ,  
and in t i m e .  Our  whole  b a n k i n g  s y s t e m  is  s e t  up to f a c i l i t a t e  t h e s e  
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t h i n g s .  The  f i r s t  two we c a n  qui te  r e a d i l y  r e c o g n i z e ,  the  t r a n s f e r  
b e t w e e n  peop le  and p l a c e s ;  but  we have  c o m e  to  r e c o g n i z e  tha t  the 
i m p o r t a n c e  of t r a n s f e r r i n g  v a l u e s  in t i m e  i s  p e r h a p s  the  g r e a t e s t  of 
a l l .  I t  i s  f a i th  in the  f u t u r e  upon  w h i c h  our  e c o n o m y  m u s t  be bui l t ;  
and ,  if  we do not  b e l i e v e  o u r  m e d i u m  of e x c h a n g e  wi l l  p r e s e r v e  s o m e -  
th ing  of th i s  va lue  t o m o r r o w ,  nex t  y e a r ,  and t en  y e a r s  f r o m  now,  we 
carmot  bu i ld  an  e n d u r i n g  s t r u c t u r e .  

T h e r e f o r e  we s t r i v e  fo r  a s t ab le  d o l l a r - - n o t  a s t a t i c  e c o n o m y .  

T h a n k  you v e r y  m u c h .  

MR. NIKLASON:  M r .  W a y n e ,  a r e  you r e a d y ?  

MR. W A Y N E :  I a m  at  y o u r  m e r c y .  

QUESTION:  S i r ,  I c o m e  f r o m  one of the  two s t a t e s  t ha t  the o t h e r  
46 j o i n e d  a f t e r  a t w e n t y - y e a r  a b s e n c e ,  and we f e e l  tha t  p e r s o n a l  deb t  
i s  s o m e t h i n g  to be  a v o i d e d  at  a l l  c o s t .  With the  i n c r e a s e  in  l o a n s  to 
92 b i l l i o n  d o l l a r s  and the  s t a t e m e n t  by  a p r e v i o u s  s p e a k e r  t ha t  we  
n e v e r  wan t  to ge t  r i d  of the n a t i o n a l  deb t ,  i s  t h e r e  s o m e  l i m i t  to o u r  
deb t  b e f o r e  tha t  b e c o m e s  an u n s t a b l e  e c o n o m y 7  

MR. W A Y N E :  O b v i o u s l y  t h e r e  would  be ,  and t h e r e  i s ,  s o m e  l i m i t  
a t  w h i c h  the  s t r u c t u r e  of deb t  wou ld  be c r u s h i n g .  To  f ix  a h a r d  and 
f a s t  r a t i o  o r  r e l a t i o n s h i p  would  be e x t r e m e l y  d i f f i cu l t ,  i f  not  i m -  
p o s s i b l e .  I a m  a w a r e  tha t  the  s e c t i o n  of the c o u n t r y  f r o m  w h i c h  you  
c a m e  h a s  b e e n  in the hab i t  of a c c u m u l a t i n g  the d o l l a r  and l e n d i n g  i t  
to  o t h e r  s e c t i o n s  of the  c o u n t r y  at  a s l i g h t  c h a r g e .  T h e y  have  b e g u n  
in  r e c e n t  d a y s  to b o r r o w  a b i t  of i t  t h e m s e l v e s ,  though  not  qui te  a s  
h e a v i l y  a s  o t h e r s .  

The  b e a r a b l e  l i m i t  of deb t ,  publ ic  o r  p r i v a t e ,  i s  d e t e r m i n e d  by  
the  w e i g h t  of deb t  s e r v i c e  c h a r g e s  on the e a r n i n g  c a p a c i t y  of the  e c o n -  
o m y  as  a w h o l e ,  in the  c a s e  of pub l i c  debt ,  and on tha t  of the  d e b t o r ,  
in  the  c a s e  of p r i v a t e  debt .  

In  the  p r i v a t e  debt  a r e a - - t h a t  92 b i l l i o n  d o l l a r s  you  m e n t i o n e d - -  
we  of ten  o v e r l o o k  the  c o n s t a n t  sh i f t ing  of d e b t o r s  wh i l e  the t o t a l  s h o w s  
l i t t l e  c h a n g e .  One f i r m  b o r r o w s  w h i l e  a n o t h e r  r e p a y s ,  and the  s a m e  
i s  t r u e  wi th  i n d i v i d u a l s .  T h e r e  is  a c o n s t a n t  t u r n o v e r  in  t h o s e  who 
owe the  m o n e y ,  though the  v o l u m e  s t a y s  h igh .  As i n c o m e s  r i s e  wi th  
a r i s i n g  g r o s s  n a t i o n a l  p r o d u c t ,  deb t  a l s o  m a y  and p r o b a b l y  w i l l  r i s e  
and ,  in f ac t ,  m a y  be e a s i e r  to s u p p o r t .  

18 



00 _87 

I g a t h e r  your  p r e v i o u s  s p e a k e r  s u g g e s t e d  tha t  r e t i r e m e n t  of the 
na t iona l  debt  would r e s u l t  in c o n t r a c t i o n  of the m o n e y  supply ,  i nduc ing  
de f l a t ion .  If that  i s  what  he sa id  he was  c o r r e c t .  We have  to s u p p o r t  
the m o n e t a r y  s y s t e m ,  our  m o n e y ,  c o n s t a n t l y  by  m o n e t i z i n g  debt .  One 
s e g m e n t  of debt  m a y  c o n t r a c t  whi le  a n o t h e r  s e g m e n t  is  r i s i n g  wi thout  
r e d u c i n g  our  m o n e y  supply ,  but not  o t h e r w i s e .  If t h e r e  is  c o n t r a c t i o n ,  
u n e m p l o y m e n t  r i s e s .  As u n e m p l o y m e n t  r i s e s ,  p e r s o n a l  i n c o m e  fa l l s  
off. T h e r e  you ge t  you r  cyc le .  T h a t ' s  the way it  goes .  

QUESTION:  I can  a p p r e c i a t e  the  s i g n i f i c a n c e  of t r a n s f e r r i n g  
va lue  f r o m  p l ace  to p l ace  and f r o m  p e r s o n  to p e r s o n ;  but  i s n ' t  m o n e y  
l o s i n g  s o m e  of i t s  va lue  in t r a n s f e r r i n g  the va lue  f r o m  one t i m e  to 
such  a fu tu re  t i m e  as  our  c h i l d r e n ' s  c h i l d r e n ?  Wou ldn ' t  tha t  i n f l a t i o n -  
a r y  t e n d e n c y  tha t  we have  e x p e r i e n c e d  l ead  to the  l o s s  of p u r c h a s i n g  
p o w e r ?  

MR. WAYNE:  Yes ,  s i r .  We have  had a g r a d u a l  e r o s i o n  of the 
va lue  of the  d o l l a r .  At t i m e s  it h a s  not  b e e n  so g r a d u a l .  It has  b e e n  
p r e t t y  v io l en t .  O v e r  a long  p e r i o d  of t i m e  m o n e y  has  shown a t e n d e n c y  
to d e p r e c i a t e ,  and with a r a t h e r  c o n s i s t e n t  r e c o r d  for  g r a d u a l  d e p r e c i a -  
t ion  in value. 

If you had a s t r i c t l y  m e t a l l i c  co inage ,  m e t a l l i c  m o n e y ,  and t h e r e  
was  r a p i d  g rowth  in the  supp ly  of the  p r e c i o u s  m e t a l s ,  e v e n  h a r d  
m o n e y  could  l o s e  va lue .  S e v e n t e e n t h  c e n t u r y  Spain is  an e x a m p l e .  
When you i n t r o d u c e  m a n a g e d  m o n e y ,  you le t  your  m o n e y  supp ly  g r o w  
with  the g rowth  of the  e c o n o m y .  S o m e t i m e s  it  g r o w s  m o r e  r a p i d l y  
than  the e c o n o m y  can  suppor t  at  s t ab le  va lue s .  

Some  peop l e  hold  that  a d y n a m i c  e c o n o m y  r e q u i r e s  a g r a d u a l  
r i s e  in the p r i c e  l e v e l ,  a p r i c e  l e v e l  which  ought to r i s e  s lowly ,  but  
n e v e r t h e l e s s  con t i nuous ly ,  p e r h a p s  at I -1 /2  or  2 p e r c e n t  annua l ly .  
It  i s  tha t  r i s e  in the p r i c e  l eve l  they  say  which  e x e r t s  the con t i nua l  
pu l l i ng  i n f l uence ,  d r a w i n g  in add i t i ona l  cap i t a l ,  s u p p o r t i n g  cap i t a l  
a c c r e t i o n s .  

The  p e o p l e  who hold  tha t  a g r a d u a l l y  r i s i n g  p r i c e  l e v e l  is  n e c e s -  
s a r y  to p r o m o t e  a d y n a m i c  e c o n o m y  d i s c o u n t  the r e s u l t i n g  de f l a t ion  
of the d o l l a r .  

When  I was  16 y e a r s  old an i n s u r a n c e  s a l e s m a n  got hold  of m e  
'and sold  m e  not only  an i n s u r a n c e  po l i cy  but an i n s u r a n c e  plan.  He 
c o n v i n c e d  m e  that  the wife  I did not  have ,  but whom he  a s s u m e d  I 
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would  e v e n t u a l l y  a c q u i r e ,  cou ld  l i ve  l ike  a p r i n c e s s  on a s u r e  i n c o m e  
of 200 d o l l a r s  a m o n t h .  I was  m a k i n g  30 d o l l a r s  a m o n t h ,  and I a g r e e d  
wi th  h i m .  He s h o w e d  m e  how I could  bu i ld  an e s t a t e  of 200 d o l l a r s  a 
m o n t h  by  t ak ing  an i n s u r a n c e  p o l i c y  e a c h  y e a r .  He c o n v i n c e d  m e  tha t  
m y  i n c o m e  was  go ing  to i n c r e a s e ,  and I could  i n c r e a s e  m y  l i fe  i n -  
s u r a n c e  e a c h  y e a r  wi th  a 2 0 - p a y  p o l i c y ,  pa id  up in 20 y e a r s .  By  the  
t i m e  I w a s  s t i l l  a r e l a t i v e l y  young m a n  I was  go ing  to h a v e  an e s t a t e  
bu i l t  up w h i c h  would  a s s u r e  m y  wife  of 200 d o l l a r s  a m o n t h  a s  l ong  
as  she  m i g h t  l i ve .  

I now h a v e  the wife  and the  e s t a t e  h i s  p l an  p r o m i s e d  but  I th ink  
she  wi l l  be in a h e c k  of a f ix if she  a t t e m p t s  to m a i n t a i n  the s t a n d a r d  
of l i v i n g  to w h i c h  she  h a s  u n f o r t u n a t e l y  b e c o m e  a c c u s t o m e d  on 200 
d o l l a r s  a m o n t h .  

QUESTION:  M r .  W a y n e ,  you have  two c o n t r a s t i n g  s y s t e m s  
of f i s c a l  m a n a g e m e n t  in the  F e d e r a l  G o v e r n m e n t  and the  C o m m o n -  
w e a l t h  of V i r g i n i a .  The  F e d e r a l  G o v e r n m e n t  debt  s o m e  p e o p l e  th ink  
i s  an  e x c e s s  of s p e n d i n g .  The  C o m m o n w e a l t h  of V i r g i n i a  h a s  the 
p a y - a s - y o u - g o  p lan .  It  on ly  p r o v e s  tha t  the C o m m o n w e a l t h  of V i r g i n i a  
s t i l l  h a s  m a n y  f i s c a l  h e a d a c h e s ,  b e c a u s e  of wh ich ,  at  the p r e s e n t  t i m e ,  
i t  i s  d e b a t i n g  the c o l l e c t i n g  of t a x e s  in a d v a n c e .  

MR. W A Y N E :  The  f i s c a l  p o l i c y  of the  C o m m o n w e a l t h  of V i r g i n i a  
h a s  b e e n  b a s i c a l l y  on wha t  we c a l l  the p a y - a s - y o u - g o  p lan .  The  C o m -  
m o n w e a l t h  h a s  no o u t s t a n d i n g  g e n e r a l  o b l i g a t i o n s ,  no g e n e r a l  deb t .  

You a r e  c o r r e c t  in s a y i n g  tha t  does  not  e l i m i n a t e  f i s c a l  h e a d a c h e s  
f r o m  the S ta te  g o v e r n m e n t ,  the g o v e r n m e n t  of the C o m m o n w e a l t h  of 
V i r g i n i a .  A n o t h e r  f i s c a l  p h i l o s o p h y  p r o p o s e s  a c q u i r i n g  a s s e t s  by  
c r e a t i n g  pub l i c  debt .  A c c o r d i n g  to tha t  po in t  of v i e w ,  the  a c q u i s i t i o n  
of tha t  a s s e t  adds  to the  p o w e r  of s o c i e t y  to pay  fo r  the  a s s e t .  

L e t  us  c o n t r a s t  V i r g i n i a  wi th  the State  of N o r t h  C a r o l i n a ,  r a t h e r  
t han  c o n t r a s t  a S ta te  wi th  the F e d e r a l  G o v e r n m e n t ,  b e c a u s e  t h e r e  i s  
s o m e  d i f f e r e n c e - - a  h e c k  of a big d i f f e r e n c e .  L e t  us  t ake  two S ta t e s ;  
l e t  u s  t ake  t h e m  s ide  by s i d e .  

N o r t h  C a r o l i n a  h a s  not  b e e n  a t  a l l  r e l u c t a n t  to go in to  debt .  N o r t h  
C a r o l i n a  w a s  one of the e a r l y  S t a t e s  to bu i ld  a h i g h w a y  s y s t e m .  V i r -  
g in i a ,  i n s t e a d  of going into  debt  to bu i ld  a h i g h w a y  s y s t e m ,  h a s  i n -  
s i s t e d  on the  p a y - a s - y o u - g o  p lan .  T o d a y  V i r g i n i a  as  a w h o l e  p r o b a b l y  
h a s  as  good a h i g h w a y  s y s t e m  as  N o r t h  C a r o l i n a ,  m a y b e  in s o m e  spo t s  
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b e t t e r ;  but  N o r t h  C a r o l i n a  h a s  a v a s t  t e x t i l e  i n d u s t r y  w h i c h  s p r e a d s  
o v e r  the S ta te .  N o r t h  C a r o l i n a  bu i l t  i t s  highv~ay s y s t e m  b a c k  in the 
e a r l y  t w e n t i e s ,  and t h e r e  a r e  t hose  who b e l i e v e  tha t  the g r o w t h  of 
N e r t h  C a r o l i n a ' s  i n d u s t r y  is  d i r e c t l y  r e l a t e d  to the  d e v e l o p m e n t  of i ts  
h i g h w a y  s y s t e m .  

T h e r e  w e r e  o t h e r  f a c t o r s ,  of c o u r s e .  P o w e r  and l a b o r  w e r e  
a v a i l a b l e  but  t h e y  w e r e  a l s o  a v a i l a b l e  in V i r g i n i a .  It is  a f ac t  tha t  
N o r t h  C a r o l i n a  h a s  the t e x t i l e  i n d u s t r y  as  a s i g n i f i c a n t  p a r t  of i t s  tax  
b a s e .  (South C a r o l i n a ,  wh ich  fo l l ows  the s a m e  f i s c a l  c o u r s e ,  i s  h a v i n g  
a s i m i l a r  e x p e r i e n c e .  ) B e c a u s e  of i t s  d e p e n d e n c e  on t r u c k  t r a n s p o r t ,  
N o r t h  C a r o l i n a  t o d a y  is  the  c e n t e r  of the l a r g e s t  o v e r - t h e - r o a d  t r a n s -  
p o r t  c o m p a n y  in the Un i t ed  S ta t e s .  The  p o l i c y  a p p e a r s  to have  pa id  
off in N o r t h  C a r o l i n a .  

Both  S t a t e s  had  h e a d a c h e s .  T h e y  s t i l l  h a v e .  T h e y  a r e  both  on 
the  l o w - i n c o m e  s ide  in t e r m s  of p e r s o n a l  i n c o m e .  Both have  t e r r i f i c  
h e a d a c h e s  wi th  t h e i r  e d u c a t i o n a l  and schoo l  p r o b l e m s - - b u t  l e t ' s  not  
go in to  tha t .  So f a r  as  t h e i r  f i s c a l  p r o b l e m s  a r e  c o n c e r n e d ,  i t  i s  
p r e t t y  d i f f i cu l t  to  s a y  tha t  V i r g i n i a  i s  f r e e  of h e a d a c h e s  and N o r t h  
C a r o l i n a  is  not .  I d o n ' t  th ink  you can  bui ld  a c a s e  t h e r e .  

QUESTION:  One of our  p r e v i o u s  s p e a k e r s  s t a t e d  tha t  w a r  and 
p r o s p e r i t y  go hand  in hand .  In tha t  c o n n e c t i o n ,  p r o b a b l y  I shou ld  a s k  
h i m  th i s  q u e s t i o n .  

MR. WAYNE:  I th ink  so.  

S T U D E N T :  But he  sa id  tha t  c o n v e r s e l y ,  in o r d e r  to have  p r o s p e r -  
i ty  we m u s t  have  p e r i o d s  of con f l i c t .  

MR. WAYNE:  W a r  has  c o n t r i b u t e d  to p r o s p e r i t y ,  d e p e n d i n g  on 
how you de f ine  p r o s p e r i t y .  W a r s  have  r e s u l t e d  in t e r r i f i c  s p e e d - u p s  
in the  g r o w t h  of c a p i t a l .  In tha t  s o c i e t y  G o v e r n m e n t  h a s  s p e e d e d  up 
the  d e v e l o p m e n t  of i n d u s t r i a l  p l an t s  and s o c i a l  a s s e t s ,  s u c h  as  h i g h -  
w a y s ,  e t c . ,  in  o r d e r  to m e e t  w a r  n e e d s .  It h a s  added  to the s p e n d i n g  
s t r e a m  and,  to the  ex t en t  tha t  m a k e s  for  p r o s p e r i t y ,  i t  h a s  c r e a t e d  
p r o s p e r i t y .  

On the o t h e r  hand ,  it  m a y  be tha t  such  p r o s p e r i t y  is a f a l s e  
p r o s p e r i t y ,  b r i n g i n g  wi th  it ,  of c o u r s e ,  f i s c a l  p r o b l e m s  w h i c h ,  if not  
f o r c e f u l l y  and bo ld ly  h a n d l e d ,  m a y  r e s u l t  in f i s c a l  c o l l a p s e ,  d e s t r o y -  
ing o u r  a p p a r e n t  p r o s p e r i t y .  Is  it  p r o p e r  to m e a s u r e  p r o s p e r i t y  s o l e l y  
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in  t e r m s  of m a t e r i a l  t h i n g s ,  and d i s r e g a r d  the h u m a n  s u f f e r i n g  i n -  

s e p a r a b l y  bound up with  w a r  ? 

W h e t h e r  or  not  we could  have  p r o s p e r i t y  w i thou t  a s e r i e s  of c o n -  
f l i c t s  would  depend  on w h e t h e r  or  not  we could  p r o v i d e  the  s t i m u l i  
a s i d e  f r o m  a p e r i o d  of con f l i c t .  

I th ink  u n q u e s t i o n a b l y  the  r e c o r d  s h o w s  tha t  w a r s  h a v e  s p e e d e d  up 
e c o n o m i c  g r o w t h ,  but  on the o t h e r  hand  w a r  i s  the  g r e a t  d e s t r o y e r .  
We h a v e  p r o s p e r i t y  in t h i s  c o u n t r y ,  but  t h e y  d o n ' t  h a v e  a g r e a t  d e a l  
of p r o s p e r i t y ,  o r  t h e y  h a v e  a d i f f e r e n t  k ind of p r o s p e r i t y ,  in  s o m e  of 
t h o s e  c o u n t r i e s  t ha t  w e r e  o v e r r u n  by the r a v a g e s  of w a r .  I d o n ' t  know 
w h e t h e r  t h e y  would a g r e e  tha t  t h e y  have  p r o s p e r i t y  at  a l l .  

I would  h e s i t a t e  to a n s w e r  the q u e s t i o n ,  o t h e r  than  to s a y  t ha t  w a r  
a p p e a r s  to s p e e d  up e c o n o m i c  e x p a n s i o n ,  if  i t  does  not  e n t i r e l y  d e s t r o y  
i t .  I would  add t h i s ,  tha t  t h e r e  is  no way  to p a s s  o v e r  to a n o t h e r  g e n e r -  

a t ion  the  t a s k  of p a y i n g  fo r  a w a r .  

May  I show you one o t h e r  d i a g r a m ,  wh ich  y o u  m a y  h a v e  s e e n 7  If  
you  h a v e n ' t  s e e n  i t ,  you wi l l  s e e  i t  one day.  F i r s t ,  "One  m a n ' s  e x -  
p e n s e  i s  a n o t h e r ' s  i n c o m e . "  L e t  m e  i l l u s t r a t e .  L e t  us  a s s u m e  tha t  
t h i s  f a c t o r y  i s  r e p r e s e n t a t i v e  of a l l  i n d u s t r y ,  and th i s  m a c h i n e  
o p e r a t o r  r e p r e s e n t s  the l a b o r  a n d  o t h e r  c o s t s  of the  f a c t o r y .  What  
i s  i n c o m e  to the w o r k e r  i s  e x p e n s e  to the f a c t o r y .  In t u r n ,  the  w o r k e r  
b u y s  a su i t  of c l o t h e s  for  h i m s e l f  or  a d r e s s  fo r  h i s  wi fe .  What  i s  
i n c o m e  to the m e r c h a n t  i s  e x p e n s e  to the w o r k e r .  The  m e r c h a n t  r e -  
p l e n i s h e s  i n v e n t o r y  and p a y s  h i s  c l e r k s - - w h a t  i s  e x p e n s e  to the  
m e r c h a n t  is  i n c o m e  to the  m a n u f a c t u r e r .  When  you h e a r  e c o n o m i s t s  
t a l k i n g  about  the s p e n d i n g  s t r e a m ,  tha t  is  wha t  t h e y  a r e  t a l k i n g  about .  

T h e r e ' s  a n o t h e r  f a c t o r  w h i c h  e n t e r s  in to  i t .  L e t  tha t  r e p r e s e n t  
the  G o v e r n m e n t .  The  G o v e r n m e n t  p r o v i d e s  the  i m p e t u s  fo r  the 
e c o n o m i c  d e v e l o p m e n t  d u r i n g  w a r t i m e .  W h e r e  does  the G o v e r n m e n t  
ge t  i t s  i n c o m e ?  The  G o v e r n m e n t  d r a w s  it out of the  i n c o m e  s t r e a m .  
It  c a n  d r a w  i t  out  a t  e v e r y  poin t ,  and d o e s ,  as  you  know.  On the  o t h e r  
h a n d ,  the  G o v e r n m e n t  p o u r s  i t  back  into  the  s p e n d i n g  s t r e a m  as  i t  
buys  p e r s o n a l  s e r v i c e s ,  as  i t  buys  goods ,  as  it  buys  m a t e r i e l .  But  
wha t  the  G o v e r n m e n t  does  is  e x c h a n g e  wha t  i s  in  the s t r e a m  for  s o m e -  
th ing  e l s e  tha t  i s  c o m i n g  in to  the s t r e a m .  T h a t  i s  a l l  i t  d o e s .  I t  
d o e s n ' t  add any th ing  m a t e r i a l  to the  s t r e a m  i t s e l f .  I t  m e r e l y  d i v e r t s  

the  s t r e a m .  

If it  i s  p o u r i n g  in to  the  s t r e a m  m o r e  than  i t  i s  t ak ing  out ,  i t  i s  
add ing  a p r e s s u r e  on the  s t r e a m ,  w h i c h  t e n d s  to i n c r e a s e  p r i c e s .  
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When  p r i c e s  i n c r e a s e ,  and the  d e m a n d  fo r  m a t e r i e l  r e m a i n s  s t r o n g ,  
t h e r e  i s  the pul l  to  e m p l o y  m o r e  w o r k e r s  and get  m o r e  goods  out .  If 
the  e c o n o m y  h a s  id le  r e s o u r c e s  it c an  r e s p o n d  to tha t  p r e s s u r e .  If it 
does  not  have  id le  r e s o u r c e s  it  wi l l  h a v e  h i g h e r  p r i c e s ,  tha t  i s  the  on ly  
w a y  out .  

L e t  m e  c o m p l e t e  the c i r c l e .  T h e r e  is  a n o t h e r  f a c t o r  wh ich  is  the 
bank .  As you s a v e ,  you  d r a w  off; as  you r e p a y  a loan ,  you  d r a w  off; 
a s  you b o r r o w ,  you add to; as  you w i t h d r a w  p r e v i o u s  s a v i n g s ,  you  add 
to.  T h e r e  is  w h e r e  m o n e t a r y  p o l i c y  o p e r a t e s .  G o v e r n m e n t  n e e d s  to 
add i m p e t u s  to th i s  s t r e a m .  So we s a y  we have  p r o s p e r i t y .  You h a v e  
a v e r y  s t r o n g  f o r c e  a c c e l e r a t i n g  the s p e n d i n g  s t r e a m ,  and wha t  h a p -  
p e n e d  m a y  be on ly  a t r a n s f e r  of s o m e  of the goods .  

How a r e  you go ing  to pay  fo r  w a r ,  e x c e p t  f r o m  th i s  i n c o m e  s t r e a m ?  
A m a n u f a c t u r e r  p r o d u c e s  an a i r p l a n e  for  the m i l i t a r y .  It i s  paid  fo r  by  
the  G o v e r n m e n t ,  but  the m o n e y  wh ich  the G o v e r n m e n t  pa id  wen t  to pay  
th i s  f e l l o w  who w o r k e d  fo r  you.  Now, you see  th i s  c i r c l e  i s  a c o m p l e t e  
c i r c l e ;  so  wha t  m o n e y  he  r e c e i v e d  fo r  h i s  l a b o r  he  in t u r n  spen t  to buy  
the  p r o d u c t s  of h i s  l a b o r .  

But  the a i r p l a n e  h a s  b e e n  d e s t r o y e d  and w a s  not  a v a i l a b l e  e v e n  
if s o m e o n e  w a n t e d  i t .  When you t ake  30, 40, o r  50 p e r c e n t  of the  
p r o d u c t i v e  c a p a c i t y  of an e c o n o m y ,  as  you do in w a r ,  and d e s t r o y  it 
in the o c e a n s  and o v e r  the  c o n t i n e n t s  of the w o r l d ,  tha t  l a b o r  i s  not  
p r o d u c t i v e ;  i t  is  gone .  But  i t  i s  go ing  to be paid fo r .  H o w ?  E i t h e r  
by  t ax ing  the i n c o m e  s t r e a m  an e q u i v a l e n t  a m o u n t  or  by  b o r r o w i n g  
so  a s  to d e f e r  c i v i l i a n  spend ing .  But  then  when  the c i v i l i a n  d e f e r s  
d e m a n d ,  o r  s a v e s ,  and the w a r  is o v e r ,  with p a t r i o t i c  m o t i v e  to s a v e  
gone ,  he p o u r s  i t  b a c k  in aga in .  He is  w o r k i n g  at  the s a m e  t i m e ,  so 
when  he  is  s p e n d i n g  h i s  s a v i n g s ,  he  is  a l s o  s p e n d i n g  h i s  c u r r e n t  e a r n -  
ings ;  so he is  p o u r i n g  in double  wha t  he is  d r a w i n g ,  t r y i n g  to ge t  out 
of the e c o n o m y  double  wha t  he  is  pu t t ing  in in l a b o r .  All  he g e t s ,  or  
c a n  ge t ,  i s  a doub l ing  of p r i c e s .  

T h e r e  is  no p l a c e  e l s e  to go. We pay  for  w a r s  t h r o u g h  the p r i c e  
l e v e l  as  we l l  as  wi th  t a x e s .  

MR. NIKLASON:  The  t i m e  is  up, Mr .  Wayne .  Thank  you v e r y  
m u c h  fo r  a v e r y  f ine  and i n t e r e s t i n g  e x p l a n a t i o n  of the o p e r a t i o n  of 
o u r  m o n e y  and the  bank ing  s y s t e m .  

MR. WAYNE: T h a n k  You. 
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