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P r o f e s s o r  E.  G o r d o n  K e i t h ,  U n i v e r s i t y  of P e n n s y l v a n i a ,  was  b o r n  
in B r o c k t o n ,  M a s s a c h u s e t t s ,  8 J u l y  1905. He r e c e i v e d  his  A . B .  d e -  
g r e e  f r o m  A m h e r s t  C o l l e g e  and  his  P h . D .  d e g r e e  f r o m  H a r v a r d .  He 
b e c a m e  a s s o c i a t e d  as  an  i n s t r u c t o r  in e c o n o m i c s  a t  A m h e r s t  C o l l e g e  
in 1934-35,  and  an  i n s t r u c t o r  in e c o n o m i c s  a t  H a r v a r d  d u r i n g  1936-38 .  
F r o m  1939 to the  p r e s e n t  t i m e  he has  been  a s s o c i a t e d  wi th  the  W h a r t o n  
Schoo l  of F i n a n c e  and  C o m m e r c e ,  U n i v e r s i t y  of P e n n s y l v a n i a .  D u r i n g  
1941-47 he  was  an  e c o n o m i s t  and  a s s i s t a n t  d i r e c t o r  in the  D i v i s i o n  of 
Tax  R e s o u r c e s ,  Un i t ed  ,States D e p a r t m e n t  of the  T r e a s u r y .  He a l s o  
l e c t u r e d  at  S w a r t h m o r e  C o l l e g e  d u r i n g  1947-49.  
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DR. KRESS: G e n e r a l  Ho l l i s ,  m e m b e r s  of the c l a s s :  It is  f i t t ing  
tha t  our  f o r m a l  s e r i e s  of m o r n i n g  l e c t u r e s  in the  b a s i c  r e v i e w  c o u r s e  
in e c o n o m i c s  shou ld  be  opened  wi th  a t a l k  on m o n e y  and  the  m o n e t a r y  
s y s t e m  and  s o m e  of i ts  c u r r e n t  p r o b l e m s .  It is  a l s o  f i t t ing  tha t  ou r  
s p e a k e r ,  Dr .  E. G o r d o n  Ke i th ,  spen t  the  y e a r s  1941 to 1947 in the  
U n i t e d  S ta te s  T r e a s u r y  and  p a r t  of 1954 on the  C o u n c i l  of E c o n o m i c  
A d v i s o r s  to  the  P r e s i d e n t .  So by e x p e r i e n c e  and  t r a i n i n g  he  is  we l l  
q u a l i f i e d  in h is  s u b j e c t .  

L a s t  y e a r  and  the y e a r  b e f o r e ,  th is  t a l k  was  g iven  by D r .  C h a r l e s  
W h i t t l e s e y ,  a l s o  of the  W h a r t o n  School .  I u sed  to t e a s e  h i m  by s a y i n g  
tha t  you i n t r o d u c e  a p r o f e s s o r  in m o n e y  and  bank ing  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  it  fo r  h i m s e l f .  But  I 
wi l l  not  s a y  tha t  th i s  m o r n i n g ,  D r .  Ke i th .  

D r .  Ke i th  has  been  a t e a c h e r  s i n c e  1933, and tha t  p lus  the  e x p e r i -  
e n c e  in p r a c t i c a l  ways  tha t  I have  a l r e a d y  ou t l ined  to you  m a k e s  h i m  an  
i d e a l  s p e a k e r  fo r  th is  m o r n i n g .  It is  a p l e a s u r e  to p r e s e n t  Dr .  K e i t h .  

DR. KEITH:  Thank  you,  Dr .  K r e s s .  

G e n t l e m e n ,  I a m  v e r y  happy  to be h e r e  th i s  m o r n i n g ,  e s p e c i a l l y  
to be  h e r e  in the p l a c e  of m y  good f r i e n d  Dr .  W h i t t l e s e y ,  who has  
c o n d u c t e d  the  l e c t u r e  in p r i o r  y e a r s .  I th ink  I can  do no b e t t e r  t han  
to fo l low the  ou t l i ne  of the  t a lk s  wh ich  he has  g iven  h e r e  in the  p a s t .  

M o n e y  and  the  M o n e t a r y  S y s t e m  is a big s u b j e c t .  I th ink  i t ' s  a 
t r i b u t e  to y o u r  c a p a c i t y  to a b s o r b  tha t  I wi l l  a t t e m p t  to c o v e r  h e r e  in 
f o r t y  m i n u t e s  s u b j e c t  m a t t e r  tha t  we t ake  a good m a n y  h o u r s  to d e v e l o p  
in the  u n i v e r s i t i e s .  I wi l l  have  to a s s u m e  tha t  you h a v e  done  y o u r  
h o m e w o r k ,  and what  I s h a l l  t r y  to do is to bu i ld  a s o r t  of ou t l i ne  o r  
s k e l e t o n ,  to g ive  you the  whole  p i c t u r e ,  and  to t i e  it t o g e t h e r .  T h e n  
p e r h a p s  we can  t a lk  about  s o m e  of the c u r r e n t  p r o b l e m s .  

I would  l ike  to s t a r t  by po in t ing  out a f ew th ings  tha t  you p r o b a b l y  
have  r e a d ,  j u s t  to r e e m p h a s i z e  t h e m .  F i r s t ,  l e t ' s  t ake  the  c o n c e p t  of 
m o n e y .  I t h ink  i t ' s  i m p o r t a n t  to no te  tha t  the  c o n c e p t  of m o n e y  e m -  
b r a c e s  two qui te  d i s t i n c t  i d e a s ,  one of wh ich  is a b s t r a c t  and  the  o t h e r  
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i s  c o n c r e t e .  T h e  a b s t r a c t  i d e a  c o n v e y e d  by  t h e  t e r m  " m o n e y "  i s  t h a t  
of  t h e  u n i t  o f  a c c o u n t - - t h e  d o l l a r ,  t h e  p o u n d ,  t h e  f r a n c ,  a n d  s o  f o r t h .  
T h e  c o n c r e t e  i d e a  i s  t h a t  of  a m e a n s  of  p a y m e n t - - a  c o i n ,  a p i e c e  o f  
p a p e r  m o n e y ,  a d o l l a r  b i l l ,  o r  a c h e c k .  

N o w ,  t h e  u n i t  o f  a c c o u n t  w h i c h  we  c a l l  m o n e y  a n d  t h e  m e a n s  o f  
p a y m e n t  w h i c h  we  c a l l  m o n e y  a r e  n o t ,  o f  c o u r s e ,  i d e n t i c a l .  B u t  t h e y  
t e n d  t o  b e c o m e  c l o s e l y  i d e n t i f i e d  w i t h  e a c h  o t h e r  i f  t h e  u n i t s  o f  p a y m e n t ,  
a s  i s  t r u e  in  t h i s  c o u n t r y ,  a n d  t h e  m e a n s  o f  p a y m e n t  a r e  t h e m s e l v e s  
i d e n t i c a l ;  a n d  t h e  p r i c e  o f  t h e  m e a n s  of  p a y m e n t  i s  e x p r e s s e d  in  t e r m s  
of  t h e  u n i t  o f  a c c o u n t .  In  o t h e r  w o r d s ,  we  c a n  t h i n k  w i t h o u t  e r r o r  o f  
o u r s e l v e s  a s  r e c k o n i n g  w i t h  t h e  s a m e  d o l l a r s  t h a t  we  a c t u a l l y  s p e n d .  
B u t  I w o u l d  p o i n t  ou t  t h a t  t h i s  i s  n o t  a l w a y s  t h e  c a s e .  F o r  e x a m p l e ,  
in  E n g l a n d  t h e r e  w a s  t h e  g u i n e a ,  w h i c h  w a s  a m e a n s  of  p a y m e n t  b u t  
w a s  n o t  t h e  u n i t  o f  a c c o u n t .  

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

So we  h a v e  to  b e a r  in  m i n d  t h a t  t h e r e  a r e  t w o  c o n c e p t s  h e r e .  O n e  
i s  a b s t r a c t ;  t h e  o t h e r  i s  c o n c r e t e .  W h a t  we  s h a l l  h a v e  to  s a y  h e r e  
t o d a y  w i l l  b e  m a i n l y  a b o u t  t h e  c o n c r e t e  c o n c e p t  o f  m o n e y  a s  s o m e t h i n g  
w h i c h  y o u  c a n  t a k e  h o l d  o f  a n d  p u t  t o  u s e .  

N o w ,  w h a t  d o  w e  m e a n  by  m o n e y  in t h e  c o n c r e t e  s e n s e ?  W e l l ,  
m o n e y  is  o n e  o f  t h o s e  c o n c e p t s  w h i c h  a r e  d e f i n a b l e  in  t e r m s  o f  t h e  u s e  
o r  p u r p o s e  w h i c h  t h e y  s e r v e  r a t h e r  t h a n  in  t e r m s  of  t h e  c h a r a c t e r  of  
t h e  t h i n g  o r  i t s  o u t w a r d  a p p e a r a n c e .  In  o t h e r  w o r d s ,  m o n e y  i s  a n y -  
t h i n g  t h a t  r e g u l a r l y  p e r f o r m s  t h e  f u n c t i o n s  o f  m o n e y ;  i t  i s  a n y t h i n g  
w h i c h  s e r v e s  a s  a m e a n s  of  p a y m e n t .  

M o n e y ,  I m i g h t  s a y ,  i s  a l s o  a s o c i a l  i n s t i t u t i o n .  W h a t  m a k e s  a 
t h i n g  m o n e y  i s  i t s  g e n e r a l  a c c e p t a n c e  in  a s o c i e t y  a s  a m e a n s  o f  p a y -  
m e n t .  

N o w ,  t h i s  i s n ' t  a l w a y s  u n d e r s t o o d .  T h e r e  w a s  a b o o k  b r o u g h t  o u t  
s e v e r a l  y e a r s  a g o  b y  a l a w y e r ,  I t h i n k ,  i n  o n e  of  t h e  M i d w e s t e r n  S t a t e s ,  
t h e  t i t l e  o f  w h i c h  i s  " W h a t  A r e  We U s i n g  f o r  M o n e y ? "  T h e  t h e s i s  o f  t h i s  
b o o k  w a s  t h a t  t h e  t h i n g s  we  w e r e  u s i n g  f o r  m o n e y  w e r e  n o t  m o n e y  a t  a l l .  



N o w ,  of  c o u r s e ,  t h i s  a u t h o r  w a s  t a k i n g  h i s  o w n  i d e a  o f  w h a t  m o n e y  
is  r a t h e r  t h a n  u s i n g  t h a t  w h i c h  t h e  p u b l i c  h a s  a c c e p t e d .  I p r e s u m e ,  
h o w e v e r ,  t h a t  i f  y o u  f o l l o w e d  t h i s  f e l l o w  up  a n d  d o w n  t h e  s t r e e t ,  y o u  
w o u l d  n o t  h a v e  f o u n d  h i m  r e f u s i n g  to  t a k e  t h e  n o t e s  o r  t h e  c h e c k s  w h i c h  
h e  w a s  o f f e r e d .  P e r h a p s  w h a t  h e  w a s  r e a l l y  t r y i n g  to  s a y  w a s  t h a t  h e  
d i d n ' t  l i k e  t h e  t y p e  of  m o n e y  t h a t  w e  h a v e .  P r o b a b l y  i f  y o u  q u e r i e d  
h i m  f u r t h e r  y o u  w o u l d  h a v e  f o u n d  h i m  s a y i n g  t h a t  i t  w a s n ' t  s o u n d  m o n e y .  
B u t  c e r t a i n l y  in  t e r m s  of  h i s  t h e s i s - - t h a t  w h a t  w e  w e r e  u s i n g  f o r  m o n e y  
w a s  n o t  m o n e y - - h e  w a s  w r o n g ,  s i n c e  w h a t  w a s  b e i n g  u s e d  f o r  m o n e y  
w a s  m o n e y ,  s i m p l y  b e c a u s e  t h e  t e s t  o f  m o n e y  i s  w h e t h e r  o r  n o t  i t  i s  
b e i n g  u s e d  a s  a m e a n s  of  p a y m e n t .  

T h e r e  h a v e  b e e n  t i m e s ,  of  c o u r s e ,  w h e n  t h e  a c c e p t a b i l i t y  o f  m o n e y  
d e p e n d e d  on  s o m e t h i n g  o t h e r  t h a n  c u s t o m  o r  c o n v e n t i o n .  Y o u  c a n  go  
b a c k  t o  t i m e s  w h e n ,  in  o r d e r  f o r  m o n e y  t o  b e  a c c e p t a b l e ,  i t  h a d  to  b e  
c o n v e r t i b l e  i n t o  s o m e  a s s e t  o r  m e t a l  w h i c h  h a d  a s t a b l e  v a l u e  in  t h e  
m a r k e t ,  o r  w h e n  t h e  a c c e p t a b i l i t y  o f  m o n e y  d e p e n d e d  u p o n  i t s  b e i n g  
l e g a l  t e n d e r .  B u t  t h e s e  a r e  n e c e s s a r y  q u a l i t i e s  of  m o n e y  o n l y  i f  w i t h -  
o u t  t h e m  t h e  p u b l i c  w o u l d  h a v e  n o  c o n f i d e n c e  in  t h e  m o n e y  i t s e l f .  O u r  
m o n e t a r y  s y s t e m  a n d  t h a t  of  m o s t  m o d e r n  c o u n t r i e s  r e s t s  t o d a y  o n  
c o n f i d e n c e  in  t h e  G o v e r n m e n t  a n d  in  t h o s e  p u b l i c  s e r v a n t s  w h o  a r e  
r e s p o n s i b l e  f o r  t h e  m a n a g e m e n t  of  m o n e y .  

T h e r e  a r e  s o m e  o t h e r  f u n c t i o n s  o f  m o n e y  w h i c h  we  s h o u l d  m e n t i o n  
h e r e .  B e s i d e s  s e r v i n g  a s  a m e a n s  o f  p a y m e n t ,  m o n e y  in  i t s  c o n c r e t e  
s e n s e  s e r v e s  t w o  o t h e r  m a j o r  f u n c t i o n s .  

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

T h i s  i s  w h y  we  c a n  s p e a k  of  a p a r t  o f  o u r  m o n e y  s u p p l y  a s  " m o n e y  
o n  t h e  w i n g " ;  in  o t h e r  w o r d s ,  m ~ n e y  t h a t  i s  f l i t t i n g  a b o u t  f r o m  h a n d  t o  
h a n d  in  m a k i n g  p a y m e n t s .  B u t  a p a r t  o f  t h e  m o n e y  s u p p l y  m i g h t  b e  
r e g a r d e d  a s  " m o n e y  s i t t i n g .  " In  o t h e r  w o r d s ,  i t  i s  b e i n g  h e l d  a s  a 
l i q u i d  a s s e t .  
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A n o t h e r  w a y  of  c o n t r a s t i n g  t h e s e  t w o  u s e s  o f  m o n e y  i s  t o  s a y  t h a t  
t h e r e  i s  a c t i v e  m o n e y ,  t h a t  w h i c h  i s  b e i n g  u s e d  to  m a k e  p a y m e n t s ,  t o  
pa  T d e b t s ,  a n d  s o  f o r t h ;  a n d  t h e r e  i s  i n a c t i v e  m o n e y ,  t h a t  i s ,  t h e  m o n e y  
w h i c h  i s  b e i n g  h e l d  a g a i n s t  s o m e  f u t u r e  n e e d  o r  o p p o r t u n i t y .  

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

W e ' v e  m e n t i o n e d  t h e  c o n c e p t  o f  m o n e y .  W e ' v e  s a i d  s o m e t h i n g  
a b o u t  t h e  n a t u r e  o f  m o n e y ,  a n d  m e n t i o n e d  s o m e  of  t h e  o t h e r  f u n c t i o n s  
of  m o n e y  b e s i d e s  t h o s e  o f  t h e  m e d i u m  of  e x c h a n g e  a n d  t h e  u n i t  o f  
a c c o u n t .  N o w  l e t ' s  l o o k  a t  t h e  c h a r a c t e r i s t i c s  of  o u r  m o d e r n  m o n e y .  

G e n e r a l l y  s p e a k i n g ,  o u r  m o n e y  s u p p l y  c a n  b e  b r o k e n  d o w n  i n t o  
t h r e e  m a i n  c a t e g o r i e s .  F i r s t ,  t h e r e  i s  w h a t  we  m i g h t  c a l l  p o c k e t b o o k  
m o n e y .  T o d a y  t h i s  c o m p r i s e s  30 b i l l i o n  d o l l a r s  w o r t h  of  c o i n s  a n d  
p a p e r  n o t e s  t h a t  a r e  s u p p l i e d  b y  t h e  T r e a s u r y  a n d  t h e  F e d e r a l  R e s e r v e  
b a n k s .  S e c o n d ,  t h e r e  i s  w h a t  we  m i g h t  c a l l  c h e c k b o o k  m o n e y .  T h i s  
m o n e y  t a k e s  t h e  f o r m  of  s o m e  l l 0 - o d d  b i l l i o n  d o l l a r s  o f  d e m a n d  d e p o s i t s  
o n  t h e  b o o k s  o f  t h e  c o m m e r c i a l  b a n k s  c r e d i t e d  to  t h e  g e n e r a l  p u b l i c  a n d  
to  t h e  F e d e r a l  G o v e r n m e n t .  T h i r d ,  t h e r e  i s  r e s e r v e  m o n e y .  T h e  
r e s e r v e  m o n e y  of  t h e  F e d e r a l  R e s e r v e  b a n k s  t a k e s  t h e  f o r m  of  22 
b i l l i o n  d o l l a r s  o f  g o l d  in  F o r t  K n o x .  T h e  r e s e r v e  m o n e y  of  t h e  c o m -  
m e r c i a l  b a n k s  t a k e s  t h e  f o r m  of  d e p o s i t s  on  t h e  b o o k s  of  t h e  F e d e r a l  
R e s e r v e  b a n k s  ($18 b i l l i o n ) ;  a n d  to  a c e r t a i n  e x t e n t  t h e  d e p o s i t s  w h i c h  
t h e  b a n k s  h a v e  o n  t h e  b o o k s  of  o t h e r  b a n k s  ($16  b i l l i o n ) .  

W e  c a n n o t  a d d  up  t h e  t h r e e  c a t e g o r i e s  t h a t  I h a v e  m e n t i o n e d  h e r e  
to  a r r i v e  a t  t h e  t o t a l  m o n e y  s u p p l y ,  s i n c e  t h e r e  w o u l d  b e  a c e r t a i n  
a m o u n t  o f  d o u b l e  c o u n t i n g  i f  we  d i d .  B u t  we  c a n  m e a s u r e  t h e  e f f e c t i v e  
s u p p l y  o f  m o n e y  t h a t  i s  a v a i l a b l e  f o r  t h e  p u b l i c  t o  u s e ,  t o  go  ou t  a n d  
b i d  f o r  g o o d s ,  i f  w e  a d d  to  t h e  p o c k e t b o o k  m o n e y  o u t s i d e  o f  t h e  b a n k s  
( $ 2 7 . 5  b i l l i o n ) ,  t h e  c h e c k b o o k  m o n e y  w h i c h  t h e  p u b l i c  h o l d s  i n  t h e  f o r m  
of  d e m a n d  d e p o s i t s  ($105  b i l l i o n } .  T h e  g o l d  a t  F o r t  K n o x  a n d  t h e  r e s e r v e s  
o f  t h e  b a n k s  a r e  n o t  u s u a l l y  r e g a r d e d  a s  a p a r t  o f  o u r  e f f e c t i v e  m o n e y  
s u p p l y ,  a l t h o u g h  t h e  s i z e  o f  t h e s e  r e s e r v e s  d o e s  a f f e c t  t h e  m o n e y  
s u p p l y .  
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N o w ,  i f  y o u  r u n  d o w n  t h i s  l i s t ,  I t h i n k  i t  b e c o m e s  a p p a r e n t  t h a t  
m o d e r n  m o n e y  i s  by  a n d  l a r g e  w h a t  we  c a l l  d e b t  m o n e y .  T h a t  i s ,  i t  
c o n s i s t s  of  p r o m i s e s  t o  p a y ,  n o t  a s s e t s  w h i c h  h a v e  a n y  i n t r i n s i c  v a } u e  
in  t h e m s e l v e s .  T h e  o n l y  e x c e p t i o n  i s  t h e  g o l d  a t  F o r t  K n o x ,  w h i c h  c a n  
be  d r a w n  on o n l y  f o r  s p e c i a l  p u r p o s e s ,  s u c h  a s  t h e  s e t t l e m e n t  o f  o u r  
i n t e r n a t i o n a l  a c c o u n t s .  B u t  e x c e p t  f o r  t h i s  g o l d ,  a l l  of  t h e s e  i t e m s  of  
m o n e y  w h i c h  I h a v e  m e n t i o n e d  a r e  p r o m i s e s  to  p a y .  

N o w ,  i f  we  t o o k  a s t e p  f u r t h e r ,  w e  w o u l d  f i n d  t h a t  t h o s e  p r o m i s e s  
t o  p a y  r e a l l y  a r e  p r o m i s e s  t o  p a y  o t h e r  p r o m i s e s  to  p a y .  T h e  a u t h o r  
I m e n t i o n e d  e a r l i e r  t r i e d  a l i t t l e  e x p e r i m e n t .  H e  t o o k  a F e d e r a l  R e s e r v e  
n o t e  a n d  s a w  t h a t  i t  s a i d :  " T h e  U n i t e d  S t a t e s  G o v e r n m e n t  p r o m i s e s  t o  
p a y  f i v e  d o l l a r s .  " He  s e n t  i t  t o  t h e  T r e a s u r y  a n d  t h e y  s e n t  h i m  b a c k  a 
U n i t e d  S t a t e s  n o t e .  H e  l o o k e d  a t  t h a t  a n d  i t  a l s o  s a id :  " T h e  U n i t e d  
S t a t e s  G o v e r n m e n t  p r o m i s e s  to  p a y  f i v e  d o l l a r s .  " W h e n  h e  s e n t  t h a t  
in  a n d  a s k e d  f o r  p a y m e n t ,  h e  g o t  t h e  U.  S. n o t e  b a c k .  T h a t  w a s  i t .  
A d o l l a r  w a s  a d o l l a r ,  a n d  h e  c o u l d n ' t  go  a n y  f u r t h e r .  

I t  i s  i m p o r t a n t  t o  n o t e  t h a t  a m o n e y  s u p p l y  w h i c h  c o n s i s t s  l a r g e l y  
o f  d e b t  m o n e y  is  e x p a n s i b l e ,  s i n c e  t h e  q u a n t i t y  o f  m o n e y  is  n o t  l i m i t e d  
by  t h e  s u p p l y  of  a n y  p a r t i c u l a r  c o m m o d i t y ,  s u c h  a s  g o l d  o r  s i l v e r .  If  
we  w e r e  u s i n g  a s s e t  m o n e y ,  t h e  a m o u n t  o f  m o n e y  w o u l d  d e p e n d  on  t h e  
a m o u n t  o f  t h e  a s s e t - - t h e  s i l v e r  o r  g o l d - - w h i c h  we  h a d  to  s e r v e  a s  
m o n e y  a f t e r  s a t i s f y i n g  t h e  d e m a n d s  o f  i n d u s t r i a l  u s e r s .  W i t h  d e b t  
m o n e y ,  t h e  e x p a n s i b i l i t y ,  a n d  t h e  c o n t r a c t i b i l i t y  t o o ,  of  m o n e y  a r e  n o t  
l i m i t e d  in  a n y  s u c h  w a y .  

T h i s  l e a d s  t o  a t h i r d  p o i n t ,  n a m e l y ,  t h a t  s i n c e  m o s t  o f  o u r  m o n e y  
is  d e b t  m o n e y ,  a n d  s i n c e  i t  i s  e x p a n s i b l e  a n d  c o n t r a c t i b l e ,  i t  h a s  t o  b e  
m a n a g e d .  D e b t  m o n e y  d o e s n ' t  m a n a g e  i t s e l f  a u t o m a t i c a l l y .  W h e n  
a s s e t  m o n e y  i s  u s e d ,  t h e  m o n e y  s u p p l y  i s  s e l f - a d j u s t i n g .  In  o t h e r  
w o r d s ,  i f  t h e r e  i s  t o o  l i t t l e  m o n e y ,  p r i c e s  go  d o w n ,  t h e  p r o f i t s  f r o m  
g o l d  m i n i n g  g o  up ,  a n d  m o r e  m o n e y  i s  p r o d u c e d .  I f  t h e r e  i s  t o o  m u c h  
m o n e y ,  p r i c e s  go  up ,  t h e  p r o f i t s  f r o m  g o l d  m i n i n g  go  d o w n ,  a n d  t h e r e  
i s  l e s s  m o n e y  p r o d u c e d .  T h i s  i s n ' t  a n y  l o n g e r  t r u e .  T h e  s u p p l y  of  
m o n e y  h a s  t o  be  m a n a g e d .  I t  h a s  t o  b e  m a n a g e d  b y  s o m e  a d m i n i s t r a t i v e  
a u t h o r i t y .  

N o w ,  t h i s  b r i n g s  u p  t h e  p o i n t  of  c h a n g e s  in  t h e  q u a n t i t y  of  m o n e y .  
I f  m o n e y  h a s  t o  b e  m a n a g e d ,  h o w  d o  we  b r i n g  a b o u t  c h a n g e s  in  t h e  
s u p p l y  o f  m o n e y  ? 



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

On  t h e  o t h e r  h a n d ,  c h e c k b o o k  m o n e y ,  a s  we  s a w ,  is  a d e p o s i t  on  
t h e  b o o k s  of  s o m e  b a n k .  A d e p o s i t  g e t s  on  t h e  b o o k s  of  a b a n k  w h e n  
p e o p l e  b r i n g  p o c k e t b o o k  m o n e y  to  t h e  b a n k .  B u t  a d e p o s i t  a l s o  g e t s  o n  
t h e  b o o k s  of  a b a n k  w h e n  s o m e b o d y  c o m e s  i n t o  t h e  b a n k  w i t h  a p r o m i s -  
s o r y  n o t e  t h a t  h e  w a n t s  d i s c o u n t e d ,  a n d  t h e  b a n k  m a k e s  t h e  l o a n  by  
c r e d i t i n g  t h e  b o r r o w e r ' s  a c c o u n t .  I t  t h e n  h a s  a n  a s s e t  in  t h e  f o r m  of  a 
l o a n  a n d  a b a l a n c i n g  l i a b i l i t y  in  t h e  f o r m  of  a d e p o s i t .  T h e  b a n k  h a s  
i n c r e a s e d  t h e  a m o u n t  o f  c h e c k b o o k  m o n e y  by  i n c r e a s i n g  i t s  o w n  l i a b i l i t i e s .  

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

Thus the supply of checkbook money is determined by how much 

businesses and individuals want to borrow, by how much the Government 

borrows, and by how much the banks are willing to lend. Finally, it is 
determined by the central bank, the Federal Reserve bank, which can 

increase or reduce bank reserves. The Federal Reserve bank can 

create additional bank reserves through purchases of securities or 

through loans to commercial banks, and in so doing they add to the 

supply of reserve money. 

So that the picture I would like to leave with you is that our monitary 
system is something like an accordion. It ean expand and contract at 

three levels. The Federal Reserve can create reserve money; the more 

reserve money the banks have the more thay can create in the way of 
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c h e c k b o o k  money ;  and ,  of c o u r s e ,  the  m o r e  c h e c k b o o k  m o n e y  t h e r e  i s ,  
the  m o r e  the  publ ic  can  d r a w  out as  p o c k e t b o o k  m o n e y .  So tha t  the  
m o n e y  supp ly  has  c o n s i d e r a b l e  f l ex ib i l i t y .  But,  b e c a u s e  it is  so  f l e x i -  
b le ,  it,  of c o u r s e ,  n e e d s  to be m a n a g e d .  And tha t  b r i n g s  us to t he  
q u e s t i o n  of m o n e t a r y  po l i cy .  

Now, how does  the  F e d e r a l  R e s e r v e  m a n a g e  m o n e y ?  And wha t  is 
i ts  o b j e c t i v e  in m a n a g i n g  m o n e y ?  Is t h e r e  s u c h  a th ing  as  a r i g h t  s u p -  
p ly  of m o n e y ?  

T h e r e  a r e  t h r e e  m a j o r  o b j e c t i v e s ,  I th ink ,  t oday  wh ich  the  F e d e r a l  
R e s e r v e  would  s t r e s s  in m a n a g i n g  m o n e y .  One o b j e c t i v e  is to s t a b i l i z e  
p r i c e s .  We want  our  m o n e t a r y  unit  to  r e p r e s e n t  r o u g h l y  the  s a m e  
a m o u n t  of p u r c h a s i n g  p o w e r  t o m o r r o w  tha t  it does  today .  The  d o l l a r ,  
e v e r y b o d y  knows ,  is  not  l ike  the  y a r d  o r  the qua r t .  It is  not  an  i n v a r i -  
ab l e  s t a n d a r d .  But we l ike  to th ink  tha t  it  is not  too r u b b e r y .  We d o n ' t  
l ike  to h a v e  it s t r e t c h  or  s h r i n k  too m u c h .  We l ike  to f e e l  tha t  the  
d o l l a r  wi l l  not  d e p r e c i a t e  or  a p p r e c i a t e  o v e r  a p e r i o d  of t i m e .  So th is  
is  the  f i r s t  o b j e c t i v e  of m o n e t a r y  p o l i c y - - t o  r e g u l a t e  or  m a n a g e  m o n e y  
so  tha t  the v a l u e  of m o n e y  o r  the  p u r c h a s i n g  p o w e r  of m o n e y  does  not  
c h a n g e  too m u c h  r e l a t i v e  to the  goods  wh ich  a r e  p u r c h a s e d .  

A s e c o n d  o b j e c t i v e  is ful l  e m p l o y m e n t ,  o r  you m i g h t  s ay ,  a h igh  
l e v e l  of e m p l o y m e n t .  In o t h e r  w o r d s ,  the  F e d e r a l  R e s e r v e  is c o n s c i o u s  
of the  d e s i r a b i l i t y  of a c h i e v i n g  a h igh  l e v e l  of e m p l o y m e n t  and  of u s i n g  
i ts  m o n e t a r y  p o w e r s  in s u c h  a way  as  to b r i n g  th is  about .  

A third objective of monetary policy--and this is one which you won't 
find mentioned very often--is economic growth. We want not only a 
stable monetary unit, we want not only full employment, but we also 
want a growing, expanding economy. 

Now, l e t ' s  look a t  t h e s e  t h r e e  o b j e c t i v e s  b r i e f l y .  F i r s t ,  t ake  m o n e y  
and  p r i c e s .  We a l l  know the  p r o p o s i t i o n  tha t  the  v a l u e  of m o n e y  v a r i e s  
i n v e r s e l y  with  the  quan t i ty ,  wh ich  is s o m e t i m e s  e x p r e s s e d  in t e r m s  of 
the  f a m i l i a r  e q u a t i o n  M V = P T ,  M be ing  m o n e y ,  V be ing  v e l o c i t y ,  P b e i n g  
p r i c e s ,  and  T b e i n g  to t a l  t r a n s a c t i o n s .  Th i s  i s ,  of c o u r s e ,  j u s t  a s h o r t -  
hand  way  of s a y i n g  tha t  the  w o r k  tha t  m o n e y  d o e s  equa l s  the  w o r k  tha t  
m o n e y  d o e s .  In o t h e r  w o r d s ,  we h a v e  the  m o n e y  tha t  buys  t h i n g s  on the  
one s i d e ,  and  tha t  e q u a l s  the  th ings  tha t  m o n e y  buys  on the  o t h e r  s i d e .  
T h e r e ' s  no th ing  m a g i c  abou t  t h i s .  I t ' s  j u s t  a t r u i s m .  



If you cou ld  a s s u m e ,  le t  us s ay ,  tha t  two f a c t o r s  r e m a i n e d  u n c h a n g e d  
n a m e l y ,  v e l o c i t y  and  t r a n s a c t i o n s ,  then  p r i c e s  would  m o v e  wi th  c h a n g e s  
in the  quan t i t y  of m o n e y .  In th i s  way  one m a y  d e v e l o p  f r o m  th i s  e q u a -  
t ion  what  is known as  the  q u a n t i t y  t h e o r y  of m o n e y ,  w h i c h  a t t r i b u t e s  
c h a n g e s  in p r i c e s  to c h a n g e s  in the  quan t i t y  of m o n e y .  

Now,  the  i m p o r t a n t  t h i n g  to no te  is tha t  the  o t h e r  f a c t o r s  do not  
a l w a y s  r e m a i n  the  s a m e .  V, w h i c h  s t a n d s  fo r  v e l o c i t y ,  o r  the  a v e r a g e  
n u m b e r  of t i m e s  which uni t s  of m o n e y  t u r n  o v e r ,  does  not  r e m a i n  un-  
c h a n g e d .  F o r  e x a m p l e ,  a t  the  o u t b r e a k  of K o r e a  we found tha t  p e o p l e  
who had  b e e n  ho ld ing  c a s h  b a l a n c e s ,  to s a t i s f y  the  l i q u i d i t y  m o t i v e ,  
s u d d e n l y  though t  tha t  it  would  be m u c h  b e t t e r  to ho ld  r e f r i g e r a t o r s ,  
a u t o m o b i l e  t i r e s ,  and  o t h e r  th ings  which  m i g h t  be in s h o r t  s u p p l y  a 
l i t t l e  l a t e r  on. T h e  r e s u l t  was  a t r e m e n d o u s  a c c e l e r a t i o n  in V. T h e r e  
w a s n ' t  a n y  c h a n g e  in t he  a m o u n t  of m o n e y ,  but  a lot  of i d l e  m o n e y  was  
b e c o m i n g  a c t i v e  m o n e y .  The  i m p a c t  of th is  was  j u s t  the  s a m e  a s  tha t  
of a c h a n g e  in the  q u a n t i t y  of m o n e y .  So V, we s e e ,  is  l a r g e l y  d e t e r -  
m i n e d  by the  a t t i t u d e s  of i n d i v i d u a l s  and  b u s i n e s s e s  wi th  r e s p e c t  to h o l d -  
ing  m o n e y .  The  s m a l l e r  the  id l e  b a l a n c e s ,  the  g r e a t e r  the  v e l o c i t y ,  a n d  
v i c e  v e r s a .  C o n s e q u e n t l y  th i s  p r o p o s i t i o n  tha t  the  v a l u e  of m o n e y  c h a n g e s  
with  i t s  quan t i t y  has  to be qua l i f i ed .  

We a r e  w i t n e s s i n g  a t  the  p r e s e n t  t i m e  an  a t t e m p t  to s t a b i l i z e  p r i c e s .  
A s  m o s t  of you know, s i n c e  t h e  b e g i n n i n g  of the  y e a r  p r i c e s  h a v e  b e e n  
r i s i n g ,  and  the  F e d e r a l  R e s e r v e  has  b e e n  a t t e m p t i n g  to e x e r c i s e  i t s  
i n f l u e n c e  the  b e s t  it c an  to c h e c k  tha t  r i s e .  It has  b e e n  do ing  th i s  in 
p a r t  by  r a i s i n g  the  i n t e r e s t  r a t e ,  in o r d e r  to m a k e  it l e s s  a t t r a c t i v e  to 
b o r r o w  m o n e y .  It has  b e e n  do ing  it  in p a r t  by ho ld ing  down the  r e s e r v e  
m o n e y  of the  b a n k s  and t h e r e f o r e  m a k i n g  it m o r e  d i f f i cu l t  f o r  t h e m  to 
m a k e  l o a n s .  Mos t  b a n k e r s  t o d a y  h a v e  m a n y  m o r e  l oan  a p p l i c a t i o n s  
than t h e y  can  p o s s i b l y  m e e t ,  and  it is p r o v i n g  a s o u r c e  of s o m e  e m b a r -  
r a s s m e n t ,  p a r t i c u l a r l y  in the  c a s e  of old c u s t o m e r s .  Th i s  r e p r e s e n t s  
an  a t t e m p t  on the  p a r t  of the  c e n t r a l  bank  to e x e r c i s e  i ts  f unc t i on  of 
m o n e y  m a n a g e m e n t  in a t t e m p t i n g  to s t a b i l i z e  p r i c e s .  

When  we t u r n  to m o n e y  and  i n c o m e ,  a n o t h e r  p r i n c i p l e  is i nvo lved :  
Th i s  is the  p r i n c i p l e  of to ta l  e f f e c t i v e  d e m a n d .  In b r i e f ,  wha t  th i s  
p r i n c i p l e  s a y s  i s  tha t  t h e r e  is s o m e  i d e a l  l e v e l  of to t a l  s p e n d i n g  w h i c h  
wi l l  a c h i e v e  ful l  e m p l o y m e n t  wi thou t  any  r i s e  in p r i c e s .  

Now, of c o u r s e ,  t o t a l  s p e n d i n g  is m o n e t a r y  s p e n d i n g ;  and  what  
p e o p l e  s p e n d  as  a r u l e  is t h e i r  i n c o m e .  You can  th ink  of it as  a s o r t  



of c i r c u l a r  f low of m o n e y .  You  can  p i c t u r e  p e o p l e  r e c e i v i n g  p a y m e n t s  
f o r  s e r v i c e s  r e n d e r e d  to  b u s i n e s s  a n d  t h e n  in t u r n  p a y i n g  t h e i r  i n c o m e  
ou t  to  b u s i n e s s  f o r  the  g o o d s  and  s e r v i c e s  p r o d u c e d  by b u s i n e s s .  Bu t  
t h e  c i r c u l a r  f low m a y  be  b r o k e n  in to .  3 o m e  of  t he  s p e n d i n g  by  b u s i n e s s  
m a y  be  f i n a n c e d  no t  out  of c a s h  r e c e i p t s ,  but  out  of  n e w  m o n e y  b o r r o w e d  
f r o m  t h e  b a n k s .  S o m e  of  the  c o n s u m p t i o n  of i n d i v i d u a l s  m a y  a l s o  be  
f i n a n c e d  in t h i s  way .  

On t he  o t h e r  hand ,  it is no t  n e c e s s a r y  t ha t  a l l  t he  r e c e i p t s  s h o u l d  
be  s p e n t  f o r  g o o d s .  P e o p l e  c a n  h o a r d  m o n e y  o r  t h e y  can  u s e  t h e i r  
r e c e i p t s  to  r e t i r e  b a n k  l o a n s  and  t h e r e b y  r e d u c e  the  t o t a l  a m o u n t  of  
c h e c k b o o k  m o n e y .  Bu t  t he  i dea  is  t h a t  t h e r e  i s  t h i s  i d e a l  l e v e l  of  t o t a l  
s p e n d i n g ,  and  t h a t  t he  b a n k s  can ,  by  m a k i n g  m o n e y  e a s i e r  to ge t  o r  
h a r d e r  to  ge t ,  i n f l u e n c e  t he  t o t a l  s p e n d i n g .  

In practice this doesn't always work out the way it does in theory. 
The banks tried to increase total spending in the thirties by making 
money very east to get, by putting the interest rate way down, and by 
building up the reserves of the member banks; and yet there was no 
appreciable effect. Income remained low and unemployment remained 
high. Despite the low interest rate and despite the increased reserves, 
the banks simply couldn't find any people who wanted to borrow from 
t h e m .  B u s i n e s s m e n  d i d n ' t  wan t  to  b o r r o w ,  a n d  w i t h o u t  a b o r r o w e r  
t h e r e  was  no  way  to  c r e a t e  the  a d d i t i o n a l  c h e c k b o o k  m o n e y  w h i c h  w o u l d  
be t h e n  a v a i l a b l e  f o r  s p e n d i n g  and  w h i c h  w o u l d  i n c r e a s e  t he  t o t a l  e f f e c -  
t i v e  d e m a n d .  

Finally, with respect to money and growth, the third objective, the 
principle might be stated as the idea that the growth of the economy, by 
which we usually mean the rate at which we build up our capital stock 
and improve our methods of production, is in some way connected with 
the level of the rate of interest. In other words, you will get more 
investment the lower the rate of interest, because then investments 
which would be unprofitable at a higher rate become attractive. So the 
idea is that the central bank by operating on the rate of interest can in 
some way influence the rate of investment and therefore the rate of 
g r o w t h .  

Now,  t h e  d i f f i c u l t y  h e r e  i s ,  of c o u r s e ,  t h a t  t he  c e n t r a l  b a n k ,  i n s o f a r  
a s  i t  o p e r a t e s  in  t he  m o n e y  m a r k e t ,  t y p i c a l l y  o p e r a t e s  m o r e  a t  t h e  s h o r t  
end t h a n  a t  t he  l o n g  end .  B a n k  l o a n s  a r e  t y p i c a l l y  s h o r t - t e r m  l o a n s ,  
T h e  r a t e s  w h i c h  the  c e n t r a l  bank  is  a b l e  to  i n f l u e n c e  p r i m a r i l y  a r e  the  



s h o r t - t e r m  r a t e s ,  w h e r e a s  i t ' s  t he  l o n g - t e r m  r a t e  w h i c h  i s  m o r e  l i k e l y  
to  i n f l u e n c e  t h e  l e v e l  of i n v e s t m e n t .  S t i l l ,  t he  two  c o m p a r t m e n t s  a r e  no t  
c o m p l e t e l y  w a t e r t i g h t ;  and  p r e s s u r e  on t he  s h o r t  end  wi l l  t e n d  r e a s o n a b l y  
in  t he  l o n g  r u n  t o  a l s o  c r e a t e  p r e s s u r e  on t he  l o n g  e n d .  

\ 

Now t h a t  we h a v e  d i s c u s s e d  how m o n e y  is  c r e a t e d  and  w h a t  t h e  
o b j e c t i v e s  of m o n e t a r y  p o l i c y  a r e  in  e x p a n d i n g  and  c o n t r a c t i n g  t h e  
m o n e y  s u p p l y ,  l e t ' s  t u r n  b r i e f l y  to  s o m e  of o u r  c u r r e n t  m o n e t a r y  p r o b -  
l e m s .  

F i r s t ,  t h e r e  i s  t he  q u e s t i o n  of w h e t h e r  we s h o u l d  m a n a g e  m o n e y  a t  
a l l .  S o m e  p e o p l e  h a v e n ' t  a c c e p t e d  w h o l e h e a r t e d l y  t h i s  i d e a  of  m o n e y  
m a n a g e m e n t .  P r o p o s a l s  h a v e  b e e n  m a d e  to  r e t u r n  to  t he  o ld  go ld  s t a n d -  
a r d .  It is  a d v o c a t e d  by s o m e  as  a r e t u r n  to  s o u n d  m o n e y ,  a n d  o t h e r s  
s u p p o r t  i t  p r i m a r i l y  b e c a u s e  t h e y  l ook  on it  a s  a way  of c u r b i n g  G o v e r n -  
m e n t  s p e n d i n g .  

What  t h e s e  p e o p l e  wou ld  do,  wou ld  be  to  p e r m i t  you  a n d  m e ,  if  we  
had  c h e c k b o o k  m o n e y  o r  p o c k e t b o o k  m o n e y ,  to  go to  t h e  b a n k  and  i n s i s t  
on g e t t i n g  s o m e  go ld  c o i n s  f o r  i t .  You  wi l l  n o t i c e  t h a t  t h e s e  go ld  c o i n s  
f a l l  i n to  the  c a t e g o r y  of r e s e r v e  m o n e y .  Of c o u r s e ,  i f  t h e y  w e r e  d r a w n  
out  a n d  pu t  i n to  c i r c u l a t i o n  a n d  b e c a m e  in  a s e n s e  a p a r t  of o u r  p o c k e t -  
b o o k  m o n e y ,  t h e y  c o u l d n ' t  a l s o  s e r v e  a t  t he  s a m e  t i m e  a s  a p a r t  of  o u r  
r e s e r v e  m o n e y .  T h i s  i s  a d i s t u r b i n g  t h o u g h t ,  b e c a u s e  in  a s e n s e  i t  
wou ld  m e a n  t h a t  a s i g n i f i c a n t  m e a s u r e  of c r e d i t  c o n t r o l  wou ld  be s h i f t e d  
a w a y  f r o m  the  m o n e t a r y  a u t h o r i t i e s  i n t o  t he  h a n d s  of p e o p l e  s w a y e d  by 
r u m o r  a n d  m o b  p s y c h o l o g y .  In o t h e r  w o r d s ,  i f  t h e r e  was  a s u d d e n  w a v e  
of f e a r  o r  d i s t r u s t ,  e i t h e r  on  the  p a r t  of p e o p l e  in  t h i s  c o u n t r y  o r  on  t h e  
p a r t  of f o r e i g n e r s ,  t h e y  m i g h t  a l l  d a s h  i n t o  t h e  b a n k s  and  a s k  f o r  go ld  
c o i n s .  If t h i s  h a p p e n e d ,  t h e n  the  F e d e r a l  R e s e r v e  S y s t e m  w o u l d  l o s e  
i t s  r e s e r v e s .  It  wou ld  no t  be in a p o s i t i o n  t h e n  to  c r e a t e  a s  m u c h  c h e c k -  
b o o k  m o n e y  a s  b e f o r e - - i n  f ac t ,  t h e y  m i g h t  h a v e  to  r e d u c e  t he  s u p p l y - -  
a n d  t h i s  in t u r n  wou ld  l e a d  to  a d e c l i n e  in t o t a l  s p e n d i n g .  

So t h a t  m o s t  s t u d e n t s  of  m o n e y  d o n ' t  t a k e  v e r y  k i n d l y  t o  t h i s  i d e a  
of r e t u r n i n g  to  t h e  go ld  c o i n  s t a n d a r d .  T h e y  f e e l  t h a t  if  we w a n t  to  c o n -  
t r o l  G o v e r n m e n t  s p e n d i n g ,  we o u g h t  to  do  i t  d i r e c t l y ,  t h r o u g h  the  c o n -  
g r e s s i o n a l  a p p r o p r i a t i o n  c o m m i t t e e s ,  no t  i n d i r e c t l y ,  by  t y p i n g  t he  h a n d s  
of  o u r  m o n e t a r y  a u t h o r i t i e s .  

A n o t h e r  a u t o m a t i c  d e v i c e  w h i c h  ha s  b e e n  p r o p o s e d  wou ld  u s e ,  in  
p l a c e  of go ld  m o n e y ,  wha t  is  c a l l e d  c o m p o s i t e  c o m m o d i t y  m o n e y .  T h e  
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i d e a ,  v e r y  s i m p l y ,  is  tha t  c e r t a i n  b a s i c  c o m m o d i t i e s ,  l u m p e d  in to  a 
s o - c a l l e d  " b a l e . "  would  be m a d e  i n t e r c h a n g e a b l e  with  m o n e y .  

It  would  w o r k  a l i t t l e  bi t  l ike  the  f a r m  s u p p o r t  p r o g r a m .  If p r i c e s  
w e r e  f a l l i n g  and  p r o d u c e r s  found t h e m s e l v e s  wi th  m o r e  of t h e s e  b a s i c  
c o m m o d i t i e s  t han  t h e y  cou ld  s e l l  to t h e i r  r e g u l a r  c u s t o m e r s ,  i n s t e a d  
of h a v i n g  to  shu t  down the  p lant ,  t h e y  w o u l d  t ake  t h e i r  s u r p l u s  s t o c k s  
to the  T r e a s u r y .  And the  T r e a s u r y ,  j u s t  as  in the  c a s e  of gold,  w h e r e  
it is  c o m m i t t e d  to pay  35 d o l l a r s  an  o u n c e  fo r  a l l  gold  t u r n e d  in to i t ,  
would  in th i s  c a s e  be c o m m i t t e d  to pay  an  e s t a b l i s h e d  p r i c e  f o r  e a c h  
" b a l e . "  So, you s e e ,  th is  would  p r o v i d e  an  a u t o m a t i c  m e t h o d  of a d j u s t -  
ing  the  m o n e y  supp ly .  If p r i c e s  wen t  down,  m o r e  p r o d u c e r s  would  be  
s e l l i n g  t h e i r  output  to the  T r e a s u r y  and  the  m o n e y  supp ly  would  go up. 
When  m a r k e t  p r i c e s  r o s e  to the point  w h e r e  you cou ld  buy the  b a l e s  
f r o m  the  T r e a s u r y  m o r e  c h e a p l y  than  you could  buy t h e m  in the  m a r k e t ,  
the  T r e a s u r y  would  be  ab l e  to un load  i ts  s t ocks ;  and  the  v o l u m e  of m o n e y  
in the  hands  of the  pub l ic  would  go down.  

C o m p o s i t e  c o m m o d i t y  m o n e y  would ,  I th ink ,  be  a m o r e  e f f e c t i v e  
type  of a u t o m a t i c  d e v i c e  than  the  gold  co in  s t a n d a r d .  But it  would  
p r e s e n t  s e r i o u s  p r a c t i c a l  p r o b l e m s .  And I th ink  tha t  by and  l a r g e  we 
a r e  a t  the  m o m e n t  not  v e r y  m u c h  a t t r a c t e d  to t h e s e  a u t o m a t i c  d e v i c e s .  
T h i s  m e a n s ,  of c o u r s e ,  tha t  w e ' l l  c o n t i n u e  to have  m a n a g e d  m o n e y .  

But th i s  r a i s e s  s o m e  q u e s t i o n s .  If we s a y  we a r e  go ing  to m a n a g e  
ou r  m o n e y ,  the  f i r s t  q u e s t i o n  i s ,  Who is go ing  to do the  m a n a g i n g ?  
A l t h o u g h  the  F e d e r a l  R e s e r v e  has  b e e n  a s s i g n e d  th i s  r o l e ,  t h e r e  a r e  
o t h e r  p a r t i e s  who f ee l  tha t  t h e y  s h o u l d  a t  l e a s t  h a v e  s o m e  v o i c e  in p o l i c y  
f o r m u l a t i o n .  T h e r e  was  a p e r i o d ,  you m a y  r e c a l l ,  a f t e r  W o r l d  W a r  II 
when  the  T r e a s u r y  and  the  F e d e r a l  R e s e r v e  w e r e  s o m e w h a t  a t  odds wi th  
e a c h  o t h e r  a s  to who s h o u l d  ca l l  the  tune .  Mos t  s t u d e n t s  of m o n e y  would-  
s a y  tha t  the  p r i m a r y  r e s p o n s i b i l i t y  fo r  m o n e t a r y  p o l i c y  ought  to r e s t  
wi th  the  c e n t r a l  bank ,  but  t ha t  the  F e d e r a l  R e s e r v e  c e r t a i n l y  ought  
to g ive  a t t e n t i o n  to the  v i e w s  of the  T r e a s u r y ,  the C o u n c i l  of E c o n o m i c  
A d v i s o r s ,  and  o t h e r  i n t e r e s t e d  G o v e r n m e n t  a g e n c i e s .  A f t e r  a l l ,  m o n e -  
t a r y  p o l i c y  has  a w ide  i m p a c t ,  and  o t h e r  v o i c e s  than  t h o s e  of the  c e n t r a l  
b a n k e r s  ought  a t  l e a s t  to be h e a r d .  

Second ,  t h e r e  is  the  p r o b l e m  of c o n f l i c t i n g  o b j e c t i v e s .  With  p r i c e  
s t a b i l i t y  on the  one  hand  and  fu l l  e m p l o y m e n t  on the  o t h e r  as  two of ou r  
p r i m a r y  o b j e c t i v e s ,  i t ' s  not  i n c o n c e i v a b l e  tha t  we s h o u l d  h a v e  a s i t u a -  
t i on  w h e r e  u n e m p l o y m e n t  was  i n c r e a s i n g  at  the  s a m e  t i m e  tha t  p r i c e s  
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w e r e  r i s i n g .  F o r  e x a m p l e ,  m a n y  of  t h e  w a g e  i n c r e a s e s  t h a t  h a v e  b e e n  
g r a n t e d  in  r e c e n t  y e a r s  h a v e  e x c e e d e d  t h e  p r o d u c t i v i t y  i n c r e a s e s  o f  
t h e  w o r k e r s .  N o w ,  w h e n  w a g e s  r i s e  f a s t e r  t h a n  p r o d u c t i v i t y ,  t h i s  
t e n d s  to  p u s h  p r i c e s  up ,  b e c a u s e  t h e  b u s i n e s s m a n  h a s  t o  g e t  h i s  m o n e y  
b a c k .  On  t h e  o t h e r  h a n d ,  i t  i s  c o n c e i v a b l e  t h a t  s o m e  f i r m s  m i g h t  n o t  
b e  a b l e  t o  s e l l  a s  m u c h  a t  t h e s e  h i g h e r  p r i c e s ,  a n d  t h e r e f o r e  t h e y  
w o u l d  h a v e  t o  l a y  o f f  w o r k e r s .  If  t h e y  d i d ,  t h e r e  w o u l d  b e  u n e m p l o y -  
m e n t .  

W h a t  d o e s  t h e  F e d e r a l  R e s e r v e  do  a t  t h i s  j u n c t u r e ?  D o  t h e y  l o o k  
a t  t h e  u n e m p l o y m e n t  a n d  s a y :  " W h a t  w e ' v e  g o t  t o  d o  i s  t o  m a k e  m o n e y  
e a s i e r ,  to  i n c r e a s e  t o t a l  s p e n d i n g ? "  O r  d o  t h e y  l o o k  a t  t h e  h i g h e r  p r i c e s  
a n d  s a y :  " W h a t  w e ' v e  g o t  t o  d o  i s  t o  m a k e  m o n e y  t i g h t e r  a n d  r e d u c e  
s p e n d i n g ? "  We m a y  b e  a p p r o a c h i n g  a t i m e - - c o n c e i v a b l y  w i t h i n  t h e  n e x t  
y e a r  o r  t w o - - w h e n  t h e  F e d e r a l  R e s e r v e  w i l l  h a v e  to  f a c e  t h i s  q u e s t i o n  
a n d  d e c i d e  w h i c h  l i n e  i t  i s  g o i n g  to  f o l l o w .  

T h i r d ,  t h e r e  a r e  p r o b l e m s  of  f o r e c a s t i n g .  H o w  do  y o u  k n o w  w h e n  
to  a c t ?  W h a t  i n d i c a t o r s  d o  y o u  r e l y  o n ?  A n d  h o w  do  y o u  i n t e r p r e t  t h e m ?  

F o u r t h ,  t h e r e  i s  t h e  q u e s t i o n  of  i n s t r u m e n t s .  T h e r e  h a v e  b e e n  d i f -  
f e r e n c e s  o f  o p i n i o n  a s  t o  w h e t h e r  we  s h o u l d  r e l y  s o l e l y  on  i n d i r e c t  c o n -  
t r o l s ,  t h o s e  w h i c h  o p e r a t e  on  t h e  r e s e r v e s ,  s u c h  a s  o p e n  m a r k e t  o p e r a -  
t i o n s ,  o r  w h e t h e r  we  s h o u l d  a l s o  u s e  d i r e c t  c o n t r o l s ,  s u c h  a s  R e g u l a t i o n  
W, w h i c h  w o u l d  l i m i t  c o n s u m e r  c r e d i t ,  o r  R e g u l a t i o n  X, w h i c h  w o u l d  
l i m i t  r e a l  e s t a t e  c r e d i t .  A t  t h e  p r e s e n t  t i m e  t h e  o n l y  d i r e c t  c o n t r o l  we  
h a v e  i s  t h e  c o n t r o l  o v e r  m a r g i n  p u r c h a s e s  o f  s t o c k .  B u t  t h e r e  a r e  s t i l l  
a g o o d  m a n y  p e o p l e ,  i n c l u d i n g  t h e  f o r m e r  p r e s i d e n t  o f  t h e  F e d e r a l  R e -  
s e r v e  B a n k  of  N e w  Y o r k ,  w h o  b e l i e v e  t h a t  c o n s u m e r  c r e d i t  a n d  r e a l  e s -  
t a t e  c r e d i t  c o n t r o l s  o u g h t  a l s o  to  b e  a v a i l a b l e  f o r  u s e  i n  f i g h t i n g  i n f l a t i o n .  

Finally there is the question of whether monetary policy is enough. 
Can monetary policy alone achieve stability of the value of money? 
Can it achieve full employment? Can it achieve growth? I think the 
answer is that it can contribute, but it cannot always do the job unless 
it has the support of appropriate fiscal policies. 

England has been experiencing a situation recently in which a tight 
money policy has not been able wholly to check inflation. Part of the 
explanation of this lies in the fact that her fiscal policies have been 
mildly inflationar 5. If a country is spending more than it is taking in, 
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in  o t h e r  w o r d s ,  if a c o u n t r y  is s p e n d i n g  m o n e y ,  s o m e  of w h i c h  is 
b e i n g  c r e a t e d  by the b a n k s ,  h igh  r a t e s  of i n t e r e s t  d e s i g n e d  to k e e p  
b u s i n e s s m e n  f r o m  b o r r o w i n g  wi l l  not  g u a r a n t e e  p r i c e  s t a b i l i t y .  M o n e -  
t a r y  p o l i c y  w o n ' t  be e f f e c t i v e  u n l e s s  f i s c a l  p o l i c y  is  in l ine  wi th  it .  

So, if we a r e  go ing  to have  m a n a g e d  m o n e y ,  we c a n ' t  l e a v e  i t  a l l  
to the  F e d e r a l  R e s e r v e .  Th i s  a g e n c y  has  b e e n  v e r y  s u c c e s s f u l  a s  a 
m o n e y  m a n a g e r  d u r i n g  the  l a s t  t h r e e  o r  four  y e a r s .  E a c h  t i m e  tha t  
it has  a d j u s t e d  the  r e s e r v e  r e q u i r e m e n t s  o r  the  d i s c o u n t  r a t e s ,  the  
e c o n o m y  has  r e s p o n d e d  in the  way  it was  e x p e c t e d  to.  But  I t h ink  
t h e y  a r e  a l i t t l e  w o r r i e d  now l e s t ' t h e  publ ic  is c o m i n g  to e x p e c t  too 
m u c h  f r o m  m o n e t a r y  po l i cy ,  and  is b e c o m i n g  too c o m p l a c e n t  abou t  
our  a b i l i t y  to avo id  the  twin  ev i l s  of i n f l a t ion  and  d e p r e s s i o n .  M o n e -  
t a r y  p o l i c y  has  ye t  to m e e t  a m a j o r  p o s t w a r  t e s t  of i t s  c a p a c i t y  to 
m a i n t a i n  p r i c e  s t a b i l i t y  and  h i g h - l e v e l  e m p l o y m e n t ;  but  if we a r e  a b l e  
to s y n c h r o n i z e  o u r  f i s c a l  po l i cy  and  our  d e b t - m a n a g e m e n t  p o l i c y  wi th  
o u r  m o n e t a r y  po l i cy ,  we shou ld  be in a p o s i t i o n  to a c h i e v e  t h e s e  o b j e c -  
t i v e s .  

DR. KRESS:  Dr .  Ke i th  is r e a d y  for  y o u r  q u e s t i o n s .  

QUESTION: I would  l ike  to know p e r c e n t a g e w i s e  how m u c h  m o n e y  
is a v a i l a b l e  tha t  is  not  s u b j e c t  to F e d e r a l  R e s e r v e  c o n t r o l .  T h e r e  a r e  
t h e s e  s m a l l  loan  c o m p a n i e s .  T h e r e  m i g h t  be o t h e r  s o u r c e s .  

DR. KEITH:  The  s m a l l  loan  c o m p a n i e s '  m o n e y  in a s e n s e  is sub -  
j e c t  to F e d e r a l  R e s e r v e  c o n t r o l .  T h e y  get  s o m e  of the i r  funds  by 
f l o a t i n g  t h e i r  own s e c u r i t i e s .  T h e y  a l s o  b o r r o w  f r o m  the  c o m m e r c i a l  
b a n k s .  To  the  ex ten t  tha t  t hey  a r e  b o r r o w e r s ,  and  the  F e d e r a l  R e s e r v e  
t i g h t e n s  up o n m o n e y ,  th is  in t u r n  m a k e s  it m o r e  d i f f i cu l t  fo r  t h e m  to 
get  funds .  You m a y  have  n o t i c e d  tha t  the c o m m e r c i a l  loan  c o m p a n i e s  
r e c e n t l y  r a i s e d  t h e i r  r a t e s .  In o t h e r  w o r d s ,  t h e y  p a s s e d  a long  the 
h i g h e r  cos t  of m o n e y  to t h e m  at  the  c o m m e r c i a l  b a n k s .  A t i g h t e r  
m a n a g e m e n t  p o l i c y  on the  p a r t  of the  F e d e r a l  R e s e r v e  wi l l  m e a n  
h i g h e r  i n t e r e s t  r a t e s  to t h e i r  loan  c u s t o m e r s .  So t h e y  a r e  not  a l t o -  
g e t h e r  out f r o m  u n d e r .  

And,  of c o u r s e ,  d i r e c t  t y p e s  of c r e d i t  c o n t r o l ,  s u c h  as  R e g u l a t i o n  
W and R e g u l a t i o n  X, a p p l y  a c r o s s  the  b o a r d .  T h e s e  r e s t r i c t i o n s  upon 
b o r r o w i n g  a p p l y  j u s t  as  m u c h  to the  l e n d i n g  of the  f i n a n c e  c o m p a n i e s  
as  t h e y  do to the  l e n d i n g  of the  c o m m e r c i a l  b a n k s .  So m y  a n s w e r  would  
be  tha t  t h e y  a r e  not a l t o g e t h e r  out f r o m  u n d e r  the c o n t r o l  of the  F e d e r a l  
R e s e r v e  bank .  
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QUESTION: My q u e s t i o n  has  to do with  wha t  is  a r e l a t i v e l y  new 
th ing  in the  e c o n o m i c s  f i e ld ,  as  I u n d e r s t a n d  it ,  and  tha t  is t h i s  b u d g e t  
buy ing .  It has  i n c r e a s e d  by l e a p s  and bounds  a m o n g  the  p o p u l a t i o n  in 
the  l a s t  few y e a r s ,  to the  ex ten t  w h e r e  a g r e a t  s e g m e n t  of o u r  p o p u l a -  
t ion  is l i v ing  on the f u t u r e .  T h e y  have  o b l i g a t e d  t h e m s e l v e s  fo r  m o n e y  
wh ich  t h e y  do not  h a v e  now but  hope to have  nex t  m o n t h ,  and  so  f o r t h .  
D o e s n ' t  tha t  h a v e  a s i g n i f i c a n t  i m p a c t  on o u r  e c o n o m y ?  What  wou ld  
happen ,  t h e o r e t i c a l l y ,  if l a r g e  s e g m e n t s  of the  p o p u l a t i o n  s u d d e n l y  
w e r e  not  ab l e  to pay  fo r  a l l  t h e s e  th ings  w h i c h  t h e y  have  bough t ?  

DR. KEITH:  Y e s .  The  to t a l  v o l u m e  of c o n s u m e r  c r e d i t  has  
r i s e n  v e r y  s h a r p l y .  Our  to t a l  i n s t a l l m e n t  debt  a t  the  p r e s e n t  t i m e  
is abou t  $28 b i l l i on ,  as  a g a i n s t  a to t a l  i n s t a l l m e n t  c r e d i t  of on ly  $2 
b i l l i on  a t  the  end of the w a r .  We have ,  as  you say ,  had  a t r e m e n d o u s  
e x p a n s i o n  in the  a m o u n t  of p u r c h a s e s  of goods  bought  in e x p e c t a t i o n  of 
f u t u r e  i n c o m e .  

Now, th i s  has  a good s i d e  and  a bad s i d e .  T h e  good s i d e  is t ha t  
in th i s  way  the  to ta l  e f f e c t i v e  d e m a n d  has  b e e n  i n c r e a s e d .  We h a v e  
had  i n c r e a s e d  s p e n d i n g .  We have  had  p r o d u c i n g  and  s e l l i n g  of a u t o -  
m o b i l e s ,  r a d i o s ,  and  d u r a b l e  h o u s e h o l d  goods  w h i c h  s i m p l y  w o u l d n ' t  
h a v e  b e e n  bought  in the  a b s e n c e  of c o n s u m e r  c r e d i t .  So th i s  ha s  c o n -  
t r i b u t e d  in a s e n s e  to the  g r o w t h  of the  e c o n o m y .  

F u r t h e r m o r e ,  a l t h o u g h  th i s  has  b e e n  a v e r y  s h a r p  i n c r e a s e  in debt ,  
you m u s t  r e m e m b e r  tha t  p e r s o n a l  i n c o m e  has  b e e n  r i s i n g  too.  So tha t  
a c t u a l l y ,  as  of the  p r e s e n t  t i m e ,  t h e r e  has  b e e n  v e r y  l i t t l e  e v i d e n c e  of 
i n a b i l i t y  to c a r r y  the  deb t .  

The  d a n g e r ,  of c o u r s e ,  l i e s  in the  p o s s i b i l i t y  tha t  we m i g h t  h a v e  
a t u r n - d o w n ,  in wh ich  c a s e  p e r s o n a l  i n c o m e  would  fa l l .  Whi le  con-  
s u m e r s  now can  c a r r y  the  v o l u m e  of c o n s u m e r  deb t  tha t  t h e y  h a v e ,  if 
t h e y  los t  t h e i r  jobs  o r  w e r e  put  on s h o r t  w o r k  w e e k s ,  then  the  p r o b l e m  
would  b e c o m e  a c u t e .  T h e r e  p r o b a b l y  would  be d e f a u l t s .  M o r e o v e r ,  
r e p a y m e n t s  would  p r o b a b l y  e x c e e d  new l o a n s ,  and  th i s  would  a c c e n t u a t e  
the  d e c l i n e  in t o t a l  s p e n d i n g .  Th i s  is the  d a n g e r .  

T h e  s e c o n d  poin t  tha t  you m e n t i o n e d ,  n a m e l y ,  tha t  t h e y  have  in a 
s e n s e  a n t i c i p a t e d  f u t u r e  w a n t s ,  a l s o  has  s o m e  p e o p l e  w o r r i e d .  The  
f ac t  tha t  so  m a n y  p e o p l e  bought  c a r s  l a s t  y e a r  has  m e a n t  tha t  t h e r e  
w e r e  f e w e r  c u s t o m e r s  fo r  c a r s  th i s  y e a r .  Only  s o  long  as  ne t  o u t s t a n d -  
ing  debt  is  r i s i n g  is c o n s u m e r  c r e d i t  a f o r c e  c o n t r i b u t i n g  to a "higher 
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l e v e l  of  e m p l o y m e n t .  W h e n  we r e a c h  t h e  po in t  w h e r e  i n c o m e  s t o p s  
r i s i n g  a n d  no  m o r e  d e b t  is  b e i n g  i n c u r r e d ,  t h e  p r o c e s s  w o r k s  in r e -  
v e r s e .  R e p a y m e n t s  w o u l d  t e n d  to e x c e e d  n e w  l o a n s .  C o n t r i b u t i n g  to  
a d e c l i n e  in t o t a l  s p e n d i n g .  So I t h i n k  it  is  a d a n g e r  a n d  h a s  to  be  
w a t c h e d  v e r y  c a r e f u l l y .  

Q U E S T I O N :  I wou ld  l i ke  to  p u r s u e  t h a t  f o r  a m o m e n t ,  i f  I m a y .  
I h a v e  h e a r d  a lo t  s a i d  a b o u t  it  a n d  a lot  of  p e o p l e  w o r r y i n g  a b o u t  it  
a n d  y o u  h a v e  j u s t - d i s c u s s e d  t h e  t h i n g ,  but  I h a v e n ' t  h e a r d  a n y t h i n g  
s a i d  a b o u t  w h a t  we  a r e  g o i n g  to  do a b o u t  it  i f  we  do h a v e  b a d  t i m e s .  
We h a v e  h a d  t h e m  in t he  p a s t .  We p r e s u m a b l y  h a v e  p l a n s  to  t a k e  c a r e  
of  bad  t i m e s  in t h e  f u t u r e  by  m a n a g e d  m o n e y ,  p u b l i c  s p e n d i n g ,  a n d  so  
f o r t h .  W h a t  a r e  we  go ing  to  do a b o u t  t h i s ?  M a y  it  be  a p r o b l e m  l i k e  
t h e  f a r m  d e b t  in t h e  l a s t  d e p r e s s i o n ,  w i th  s a l e  m o r a t o r i u m s  ? 

DR.  K E I T H :  I t h i n k  the  a n s w e r  to w h a t  we  a r e  g o i n g  to  do  a b o u t  
it  is  t h a t  o u r  f i r s t  o b j e c t i v e  is to p r e v e n t  a s e r i o u s  r e c e s s i o n  w h i c h  
w o u l d  a g g r a v a t e  t h i s  p r o b l e m .  In o t h e r  w o r d s ,  I h a v e n ' t  h e a r d  m u c h  
d i s c u s s i o n  of w h a t  w o u l d  be  d o n e  a b o u t  t h i s  p a r t i c u l a r  t h i n g ,  w h e t h e r  
t h e r e  w o u l d  be  a m o r a t o r i u m  o r  s o m e t h i n g  l i k e  t h a t  i f  we  a c t u a l l y  go t  
i n t o  a s e r i o u s  r e c e s s i o n .  I t h i n k  t h e  a i m  is  to  p r e v e n t  us f r o m  g e t t i n g  
in .  Of c o u r s e  t h e r e  wi l l  be  l i t t l e  d i p s ,  bu t  we d o n ' t  w a n t  a n y  b ig  d i p s .  

Q U E S T I O N :  In one  of t h e  W a s h i n g t o n  p a p e r s  o v e r  t he  w e e k e n d  t h e r e  
w a s  a n  e d i t o r i a l  on t h e  a c t i o n  of  t h e  F i r s t  N a t i o n a l  B a n k  of B o s t o n  a n d  
a l s o  of  t he  N e w  Y o r k  B a n k  of t h e  F e d e r a l  R e s e r v e  S y s t e m  to  s o m e  e x -  
t e n t  f o l l o w i n g  t h r o u g h .  I a m  c u r i o u s  a s  to  t he  c o n t r o l  t h a t  t h e  G o v e r n -  
m e n t  e x e r c i s e s  o v e r  t h e  F e d e r a l  R e s e r v e  S y s t e m .  H o w  t i g h t  is t h a t ?  
H o w  i n d e p e n d e n t  is t h e  F e d e r a l  R e s e r v e  S y s t e m  o v e r  c u r r e n t  p o l i c y ?  
Is  t h e r e  a n y  c o m m e n t  y o u  c a n  g i v e  on t h a t  ? 

DR. KEITH: I ' m  no t  s u r e  t h a t  I s h o u l d  t r y  to  a n s w e r  t h a t ,  s i n c e  
I u n d e r s t a n d  you  a r e  g o i n g  to  h a v e  a n  o f f i c i a l  of  t h e  F e d e r a l  R e s e r v e  
S y s t e m  h e r e  t o m o r r o w .  Bu t  I t h i n k  i t  c a n  be  s a i d  t o d a y  t h a t  t h e  F e d e r a l  
R e s e r v e  S y s t e m  is  a t  t h e  m o m e n t  q u i t e  i n d e p e n d e n t .  

Y o u  m a y  r e m e m b e r ,  w h e n  the  d i s c o u n t  r a t e  w a s  r a i s e d  j u s t  a f e w  
m o n t h s  ag(~, t h a t  i t  w a s  r e p o r t e d  t h a t  B u r n s ,  H u m p h r e y ,  a n d  W e e k s  
w e r e  o p p o s e d  to  t h i s  p o l i c y .  T h e y  d i d n ' t  t h i n k  t h e  t i m i n g  w a s  r i g h t .  
N e v e r t h e l e s s  t h e  F e d e r a l  R e s e r v e  S y s t e m  w e n t  a h e a d  w i t h  i t .  U n l e s s  
t h e  P r e s i d e n t  o r  h i s  c l o s e  a d v i s o r s  a r e  c o n v i n c e d  t h a t  an  a c t i o n  p r o -  
p o s e d  to  be  t a k e n  by  t h e  F e d e r a l  R e s e r v e  is  c l e a r l y  w r o n g s  t h e y  wi l l  
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n o t  i n t e r f e r e .  T h e y  m a y  s a y :  " W e  d o n ' t  t h i n k  t h i s  i s  w i s e .  W e  t h i n k  
y o u  o u g h t  t o  w a i t " ;  bu t  t h e y  l e t  t h e  F e d e r a l  R e s e r v e  go  a h e a d .  

You mentioned the action taken by the First National Bank of Boston. 
As I recall, this was merely a matter of raising their prime rate in 
anticipation of a similar move in New York. Of course that is the way 
the bankers try to hold businessmen off. They haven't much lending 
capacity. They have sold most of the securities they can sell, they 
can't get more reserves, and they hope that by making the interest rate 
high enough, they will discourage some businessmen from trying to 
borrow. 

Q U E S T I O N :  O b v i o u s l y  o v e r  t h e  y e a r s  t h e  s u p p l y  o f  a c t u a l  c u r r e n c y  
c h a n g e s ,  u s u a l l y  u p w a r d .  W o u l d  y o u  c o m m e n t  on  w h o  d e c i d e s  w h a t  t h e  
m e c h a n i s m s  a r e  a n d  w h a t  t h e  c r i t e r i a  a r e  f o r  s e t t i n g  t h e  T r e a s u r y  
p r e s s e s  r o l l i n g  to  t u r n  ou t  m o r e  p a p e r  m o n e y ?  

D R .  K E I T H :  Y e s .  F i r s t ,  I s h o u l d  l i k e  t o  p o i n t  ou t  t h a t  t h e  a m o u n t  
o f  p a p e r  m o n e y  in  c i r c u l a t i o n  i s  n o t  r e g a r d e d  a s  a p o l i c y  m a t t e r .  I f  
t h e  p u b l i c  w a n t s  m o r e  m o n e y ,  i t  c a n  g e t  i t .  

N o w ,  h o w  d o e s  t h e  p u b l i c  g e t  m o r e  m o n e y ?  W e l l ,  y o u  go  to  t h e  
b a n k  a n d  y o u  s a y  y o u  w a n t  t o  d r a w  ou t  s o m e  of  y o u r  d e p o s i t .  T h e  b a n k  
m a y  h a v e  s o m e  c a s h  in  t h e  t i l l ;  b u t  i f  a l o t  o f  p e o p l e  l i k e  y o u  w a n t  
m o n e y ,  i t  w i l l  s o o n  r u n  ou t  o f  c a s h ,  b e c a u s e  n o  b a n k  l i k e s  t o  k e e p  t o o  
m u c h  on  h a n d  a t  a n y  o n e  t i m e .  T h e  b a n k  w i l l  g o  b a c k  to  t h e  F e d e r a l  
R e s e r v e  b a n k ,  i f  i t  i s  a m e m b e r  b a n k ,  a n d  d r a w  on  i t ' s  d e p o s i t .  T h e  
F e d e r a l  R e s e r v e  w i l l  d e b i t  t h e  b a n k ' s  a c c o u n t  a n d  g i v e  i t  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  b a n k s  g e t  t h e s e  n o t e s  p r i n t e d  f o r  t h e m  b y  t h e  
T r e a s u r y .  T h e  o n l y  s t i p u l a t i o n  w i t h  r e s p e c t  t o  t h e  i s s u a n c e  of  F e d e r a l  
R e s e r v e  n o t e s  i s  t h a t  t h e  F e d e r a l  R e s e r v e  b a n k s  m u s t  h a v e  25 c e n t s  i n  
g o l d  f o r  e a c h  d o l l a r  of  n o t e s  o u t s t a n d i n g .  B u t  s o  l o n g  a s  t h e y  h a v e  
e n o u g h  of  t h i s  r e s e r v e  m o n e y ,  t h e y  c a n  i s s u e  a s  m a n y  n o t e s  a s  t h e  
p u b l i c  w a n t s .  

T h e  o n l y  o t h e r  s o u r c e  o f  c u r r e n c y ,  i . e . ,  of  p o c k e t b o o k  m o n e y ,  i s  
T r e a s u r y  c u r r e n c y .  T h i s  d o e s n ' t  u s u a l l y  v a r y  v e r y  m u c h .  T h e r e  h a s  
b e e n  a g r a d u a l  i n c r e a s e ,  l a r g e l y  in  s i l v e r  c e r t i f i c a t e s  a n d  in  s u b s i d i a r y  
c o i n .  B u t  t h e  a m o u n t  i s  s m a l l - - a b o u t  $5 b i l l i o n  a s  c o m p a r e d  w i t h  $20  
b i l l i o n  of  F e d e r a l  R e s e r v e  n o t e s .  
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Q U E S T I O N :  Y o u  m e n t i o n e d  t h a t  t h e  F e d e r a l  R e s e r v e  B o a r d  c a n  
c h a n g e  t h e  r e s e r v e s  a n d  a l s o  c h a n g e  t h e  r a t e s  o f  i n t e r e s t  a n d  t h u s  
c o n t r o l  t h e  a m o u n t  o f  m o n e y  a n d  c o n t r o l  t h e  p r i c e s .  I s n ' t  t h e r e  a n o t h e r  
f a c t o r  w h i c h  c a n  b e  u s e d ,  t h a t  i s ,  t a x a t i o n ?  I s n ' t  t a x a t i o n  a n o t h e r  
m e t h o d  of  c o n t r o l l i n g  t h e  a m o u n t  o f  m o n e y  in  c i r c u l a t i o n ?  

DR.  K E I T H :  W e l l ,  t h e  a n s w e r  t o  t h a t  i s  " Y e s ,  a n d  no .  " T a x a t i o n  
i s  a n o t h e r  w a y  of  c o n t r o l l i n g  t o t a l  s p e n d i n g ,  b e c a u s e  i f  y o u  h a v e  a 
b u d g e t  s u r p l u s ,  a s  we  n o w  h a v e ,  t h a t  m e a n s  t h a t  t h e  G o v e r n m e n t  i s  
t a k i n g  m o r e  ou t  of  t h e  i n c o m e  s t r e a m  t h a n  i t  i s  p u t t i n g  b a c k  in .  O r d i -  
n a r i l y  t h e  e x c e s s  i s  u s e d  to  r e t i r e  s o m e  of  t h e  p u b l i c  d e b t .  So y o u  c a n  
s a y  t h a t  w h e n  a g o v e r n m e n t  i s  r u n n i n g  a s u r p l u s ,  i t  i s  t e n d i n g  to  c o n -  
t r a c t  t o t a l  s p e n d i n g  a n d  i t  i s  a c t i n g  to  r e s t r a i n  i n f l a t i o n .  

B u t  t h i s  a f f e c t s  t h e  m o n e y  s u p p l y  o n l y  i n s o f a r  a s  t h e  d e b t  w h i c h  
t h e  G o v e r n m e n t  r e t i r e s  i s  b a n k - h e l d  d e b t .  I f  t h e  s e c u r i t i e s  h e l d  b y  
t h e  b a n k s  a r e  r e t i r e d ,  t h e n  w h a t  h a p p e n s  i s  t h a t  t h e  b a n k  g i v e s  up  a 
c l a i m  a g a i n s t  t h e  F e d e r a l  G o v e r n m e n t  ( t h e  s e c u r i t y ) ,  a n d  t h e  F e d e r a l  
G o v e r n m e n t  g i v e s  up  a c l a i m  a g a i n s t  t h e  b a n k  {the d e p o s i t ) ,  a n d  b o t h  
d i s a p p e a r .  A n d  w i t h  t h e  d i s a p p e a r a n c e  of  t h e  d e p o s i t ,  we  h a v e  a r e d u c -  
t i o n  in  c h e c k b o o k  m o n e y .  

T a k e  f o r  a n  e x a m p l e  t h e  s i t u a t i o n  r i g h t  a f t e r  t h e  l a s t  w a r .  We  
w e r e  o p e r a t i n g  w i t h  a v e r y  l a r g e  s u r p l u s .  T h i s  w a s  a p o w e r f u l  f o r c e  
c o n t a i n i n g  t h e  i n f l a t i o n a r y  p r e s s u r e s  a t  t h a t  t i m e ,  b e c a u s e  t h e  T r e a s u r y  
u s e d  t h a t  s u r p l u s  in  l a r g e  p a r t  t o  r e t i r e  b a n k - h e l d  d e b t .  A c t u a l l y  t h e  
m o n e y  s u p p l y  d i d n ' t  c h a n g e ,  b e c a u s e  b u s i n e s s m e n  w e r e  g o i n g  i n t o  d e b t  
t o  t h e  b a n k s  f a s t e r  t h a n  t h e  G o v e r n m e n t  w a s  g e t t i n g  o u t .  B u t  i t  p r e -  
v e n t e d  t h e  m o n e y  s u p p l y  f r o m  i n c r e a s i n g  a s  m u c h  a s  i t  w o u l d  if  y o u  
h a d n ' t  h a d  a s u r p l u s .  

Q U E S T I O N :  T a x a t i o n  t a k e s  m o r e  o f  o u r  i n c o m e  f r o m  us  t h a n  i s  
p a i d  b a c k  to  us  t h r o u g h  d e b t  r e t i r e m e n t ?  

D R .  K E I T H :  Y e s .  

Q U E S T I O N :  On  t h e  o t h e r  h a n d ,  t h e  F e d e r a l  R e s e r v e  B o a r d  c a n  
i n f l u e n c e  t h e  b a n k  l e n d i n g  a n d  t h e r e b y  i n c r e a s e  a n d  d e c r e a s e  o u r  b u y i n g  
p o w e r  ? 

D R .  K E I T H :  Y e s .  I a g r e e .  , I t  c a n  r e d u c e  y o u r  b u y i n g  p o w e r .  B u t  
t h e  m o n e y  w h i c h  t h e  G o v e r n m e n t  t a k e s  f r o m  y o u ,  u n l e s s  i t  i s  u s e d  in  
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t h i s  p a r t i c u l a r  w a y  I m e n t i o n e d ,  c o m e s  b a c k  i n t o  s o m e b o d y  e l s e ' s  
h a n d s ,  a n d  t h e s e  p e r s o n s  s p e n d  i t  in  p u r c h a s i n g  c o m m o d i t i e s ,  p a y i n g  
w a g e s  a n d  s a l a r i e s ,  a n d  s o  f o r t h .  So t h e  m o n e y  d o e s n ' t  d i s a p p e a r  
u n l e s s  t h e y  u s e  i t  to  r e t i r e  t h i s  b a n k - h e l d  d e b t .  

Q U E S T I O N :  T h e  e x p e r i e n c e  o f  t h i s  c e n t u r y  w o u l d  i n d i c a t e  t h a t  i n -  
f l a t i o n  g o e s  h a n d  in  g l o v e  w i t h  a n  e x p a n d i n g  e c o n o m y .  T h e  q u e s t i o n  i s ,  
M u s t  we  l o o k  f o r w a r d  to  i n f l a t i o n  i f  we  e x p e c t  f u t u r e  e x p a n s i o n  of  o u r  
e c o n o m y ?  O r  i s  t h e r e  s o m e  m e t h o d  b y  w h i c h  we  m i g h t  u l t i m a t e l y  
r e a c h  t h i s  h a p p y  a l t e r n a t i v e  o r  h a p p y  p o s i t i o n  of  b e i n g  a b l e  t o  c o n t r o l  
m o n e y  v a l u e s  a s  t h e  e c o n o m y  e x p a n d s  ? 

DR.  K E I T H :  T h i s  i s  a p r e t t y  b i g  q u e s t i o n  a n d  i t  i s  n o t  a n  e a s y  o n e  
to  a n s w e r .  

T h e r e  a r e  s o m e  e c o n o m i s t s - - P r o f e s s o r  S c h l i c h t e r  of  H a r v a r d  i s  
o n e  e x a m p l e - - w h o  t a k e  t h e  p o s i t i o n  t h a t  a s l i g h t  r i s e  in  t h e  p r i c e  l e v e l  
w i l l  m a k e  i t  e a s i e r  t o  m a i n t a i n  f u l l  e m p l o y m e n t  a n d  m a k e  i t  e a s i e r  to  
m a i n t a i n  a s t e a d y  r a t e  of  g r o w t h .  

I am not sure that growth necessarily means inflation. Conceivably 
we could keep the money supply small enough so that prices were pre- 
vented from rising even though we had a growing economy. But this 
might not be easy to do. 

In a s e n s e  we  m a y  h a v e  to  c h o o s e  b e t w e e n  t w o  n o t  e n t i r e l y  c o n s i s -  
t e n t  o b j e c t i v e s :  t h e  r a t e  o f  g r o w t h  w h i c h  we  w a n t  t o  a t t a i n  a n d  t h e  s t a -  
b i l i t y  of  o u r  m o n e y  u n i t .  If  we  h a v e  to  f a c e  up  t o  t h i s  i s s u e ,  I d o n ' t  
k n o w  w h a t  o u r  d e c i s i o n  w i l l  b e .  H o w  l o n g  w i l l  we  i n s i s t  on  a b s o l u t e  
p r i c e  s t a b i l i t y  i f  i t  a p p e a r s  t h a t  t h i s  i s  i n c o m p a t i b l e  w i t h  f u l l  e m p l o y -  
m e n t ?  I d o n ' t  k n o w .  

Q U E S T I O N :  I w a s  i n t e r e s t e d  in  y o u r  r e m a r k s  a b o u t  g o l d  a n d  t h e  
p o s s i b i l i t y  of  r e t u r n i n g  to  t h e  g o l d  s t a n d a r d .  I t h i n k  i t  w a s  s o m e w h e r e  
a r o u n d  1932 t h a t  t h e  p r i c e  of  g o l d  w a s  f i x e d  a t  a r o u n d  35 d o l l a r s  a n  o u n c e .  
T h e  r e s u l t  of  t h i s  h a s  b e e n  t h a t  g o l d  i s  a b o u t  t h e  o n l y  c o m m o d i t y  w e  h a v e  
t h a t  h a s  n o t  r i s e n  in  p r i c e .  T h e  e f f e c t  o f  t h a t  h a s  b e e n  to  f o r c e  m a n y  
g o l d  m i n e s  t h r o u g h o u t  t h e  w o r l d  o u t  of  b u s i n e s s  b e c a u s e  of  t h e  r i s e  in  
t h e  c o s t  of  l a b o r  a n d  m a t e r i a l s ,  a n d  t h e r e f o r e  t h e  p r o d u c t i o n  a t  t h e  f i x e d  
p r i c e  h a s  h a d  to  go  d o w n .  A n o t h e r  e f f e c t  h a s  b e e n  t h a t  t h e  w o r l d  s u p p l y  
of g o l d  i s  s h o r t  a n d  m a n y  c o u n t r i e s  h a v e  a v e r y  s m a l l  p e r c e n t a g e  of  
g o l d  r e s e r v e s  to  s u p p o r t  t h e i r  m o n e t a r y  s y s t e m s .  I r e a l i z e  t h a t  t h i s  i s  

\ 
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; 

a r a t h e r  tough  q u e s t i o n ,  but I would  l ike  to know what  the  opinion of 
you and  y o u r  a s s o c i a t e s  is  as  to the p o s s i b i l i t y  of the  p r i c e  of gold 
b e i n g  i n c r e a s e d ,  and,  if so,  when  th is  m i g h t  happen .  

DR. KEITH:  You w o u l d n ' t  be t h i n k i n g  of buy ing  s o m e  gold m i n i n g  
s h a r e s ,  would  you?  

QUESTION: Or  if you d o n ' t  want  to h a z a r d  tha t  g u e s s ,  what  c i r c u m -  
s t a n c e s  m i g h t  be n e c e s s a r y  to b r i n g  about  a r i s e  in the  p r i c e  of go ld?  

DR. KEITH:  This  is a v e r y  i n t e r e s t i n g  q u e s t i o n .  If you p e r u s e  
the  f i n a n c i a l  j o u r n a l s ,  you wil l  f ind f r o m  t i m e  to t i m e  a r t i c l e s  d i s c u s -  
s i ng  th is  v e r y  p o i n t - - w h a t  is the l i k e l i h o o d  of a r i s e  in the  p r i c e  of 
gold and what  e f fec t  would  it have  on gold m i n i n g  s h a r e s  ? 

I don ' t  n e e d  to point  out tha t  the  p r o p o n e n t s  of the  h i g h e r  p r i c e  of 
gold a r g u e ,  a s  y o u , h a v e ,  and  point  out,  as  you h a v e ,  tha t  gold is pos -  
s ib ly  the  only  c o m m o d i t y  the  p r i c e  of wh ich  has  not  r i s e n  s i n c e  1940. 
On the  o t h e r  hand,  the  Un i t ed  S ta tes  G o v e r n m e n t ,  as  the  p a r t y  tha t  
would be e x p e c t e d  to pay  the h i g h e r  p r i c e ,  is not  a t  th is  t i m e  in f a v o r  
of a p r i c e  i n c r e a s e ;  and we can ,  of c o u r s e ,  point  out tha t  the  p r i c e  of 
gold r o s e  d u r i n g  the t h i r t i e s  when  p r i c e s  g e n e r a l l y  w e r e  f a l l ing .  

It is  t r u e  tha t  the  w o r l d ' s  supp ly  of gold is u n e v e n l y  d i s t r i b u t e d .  
We have  a l a r g e  p a r t  of i t ,  in p a r t  b e c a u s e  o t h e r  c o u n t r i e s  wan ted  
d o l l a r s  m o r e  than  t h e y  w a n t e d  gold .  It was  m o r e  i m p o r t a n t  fo r  t h e m ,  
t h e y  fe l t ,  to get  the  th ings  w h i c h  d o l l a r s  wi l l  b u y - - m a c h i n e r y ,  f oods tu f f s ,  
and  so  f o r t h - - t h a n  it was  to s t o c k  up with  gold,  as  we have  in F o r t  Knox.  

I d o n ' t  know what  the  l i k e l i h o o d  is of the  gold p r i c e  go ing  up. I 
th ink  th is  wi l l  be a p o l i t i c a l  d e c i s i o n ,  and  a p o l i t i c a l  d e c i s i o n  is not  the  
s o r t  of t h i n g  wh ich  an e c o n o m i s t  wi l l  m a k e  any  p r e d i c t i o n s  about .  The  
poin t  has  b e e n  m a d e  tha t  the  p r i m e  func t ion  of gold t o d a y  is  to s e r v e  as  
a r e s e r v e ,  and  to s e r v e  a s  a m e a n s  of p a y m e n t  in i n t e r n a t i o n a l  t r a n s -  
a c t i o n s .  

Now, if gold is n e e d e d  fo r  the  s e c o n d  of t h e s e  p u r p o s e s ,  t hen  you  
m i g h t  s a y  tha t  we  shou ld  i n c r e a s e  the  s t o c k  of gold as  the  v o l u m e  of 
i n t e r n a t i o n a l  t r a n s a c t i o n s  e x p a n d s .  T h e n  if the  r a t i o  b e t w e e n  the  
r e s e r v e  s t o c k s  of gold and  the  v o l u m e  of i n t e r n a t i o n a l  t r a n s a c t i o n s  has  
f a l l e n ,  as  it  ha s ,  and  if the  only  way  of i n c r e a s i n g  tha t  r a t i o  would be  
to r a i s e  the  p r i c e  of gold,  t hen  a c a s e  m i g h t  be m a d e  fo r  r a i s i n g  the  
p r i c e  of gold.  
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B u t  t h i s  a s s u m e s  t h a t  g o l d  i s  i n d i s p e n s a b l e  o r  a t  l e a s t  q u i t e  i m p o r -  
t a n t  a s  a m e a n s  o f  s e t t l i n g  i n t e r n a t i o n a l  a c c o u n t s .  W h a t  y o u  h a v e  to  
c o n s i d e r  i s  t h e  f a c t  t h a t  m o s t  c o u n t r i e s  h a v e  g i v e n  up  u s i n g  g o l d  a s  
p o c k e t b o o k  m o n e y ,  a n d  a lo t  of  c o u n t r i e s  h a v e  e v e n  g i v e n  up  t h e  u s e  
o f  g o l d  a s  r e s e r v e  m o n e y .  T h e  q u e s t i o n  i s  w h e t h e r  o r  no t  g o l d  i s  r e a l l y  
n e c e s s a r y  to  s e t t l e  i n t e r n a t i o n a l  b a l a n c e s .  

S o m e  p e o p l e  w h o  c l a i m  t h a t  we  r e a l l y  d o n ' t  n e e d  g o l d  a n y  m o r e  
c o n t e n d  t h a t  g o l d  i s  o v e r - p r i c e d .  T h e y  b e l i e v e  t h a t  i f  y o u  w e r e  t o  c e a s e  
to  u s e  g o l d  a s  r e s e r v e  m o n e y ,  t h e  m a r k e t  p r i c e  w o u l d  d r o p  v e r y  s h a r p l y ,  
b e c a u s e  t h e  i n d u s t r i a l  d e m a n d  a l o n e  w o u l d  s i m p l y  n o t  b e  s u f f i c i e n t  t o  
k e e p  i t  up .  In  o t h e r  w o r d s ,  t h e  p r i c e  of  g o l d  i s  35 d o l l a r s  a n  o u n c e  b e -  
c a u s e  t h e  U n i t e d  S t a t e s  G o v e r n m e n t  w i l l  p a y  35 d o l l a r s  a n  o u n c e  f o r  i t .  
B u t  i f  w e  s t o p p e d  d o i n g  t h a t ,  a n d  p a r t i c u l a r l y  i f  we  w e r e  t o  d e c i d e  t h a t  
w e  d i d n ' t  r e a l l y  n e e d  t h e  g o l d  we  h a v e  s t o r e d  a t  F o r t  K n o x ,  t h e r e  i s  
l i t t l e  d o u b t  t h a t  g o l d  p r i c e s  w o u l d  d r o p .  

I a m  n o t  s a y i n g  t h a t  t h a t  i s  g o i n g  to  h a p p e n  e i t h e r .  I s u s p e c t  t h a t  
we  w i l l  c o n t i n u e  to  p a y  35 d o l l a r s  a n  o u n c e  a t  l e a s t  u n t i l  t h e  p r e s s u r e s  
b e c o m e  c o n s i d e r a b l y  g r e a t e r  t h a n  t h e y  a r e  n o w  f o r  a p r i c e  i n c r e a s e .  
T h e r e  i s  s t i l l  a l o t  of  g o l d  b e i n g  p r o d u c e d ,  e v e n  t h o u g h  t h e  p r o f i t s  of  
t h e  m i n i n g  c o m p a n i e s  a r e  n o t  a s  g r e a t  a s  t h e y  w e r e .  

Q U E S T I O N :  D o e s n ' t  t h e  t r e n d  b y  i n d u s t r y  to  f i n a n c e  i t s  o w n  v e n -  
t u r e s  w i t h o u t  r e c o u r s e  t o  t h e  b a n k s  h a v e  a n  i m p a c t  on  t h e s e  m o n e t a r y  
c o n t r o l s  ? 

DR.  K E I T H :  Y e s ,  i t  d o e s .  A t  t h e  e n d  of  t h e  w a r ,  b a n k  i n v e s t m e n t s  
in  G o v e r n m e n t  s e c u r i t i e s  g r e a t l y  e x c e e d e d  t h e i r  b u s i n e s s  l o a n s .  A t  t h e  
p r e s e n t  t i m e  t h e  p r o p o r t i o n  of  l o a n s  in  t h e  p o r t f o l i o s  of  t h e  b a n k s  i s  
h i g h e r ,  b e c a u s e  t h e  d e m a n d  f o r  l o a n s  h a s  b e e n  s o  g r e a t .  B u t  b u s i n e s s  
f i r m s  a r e  s t i l l  l e s s  d e p e n d e n t  on  b a n k  l o a n s  t h a n  t h e y  w e r e  in  t h e  e a r l y  
t w e n t i e s .  T h a t  m e a n s  t h a t  t h e  b a n k i n g  s y s t e m  i s  m u c h  l e s s  s e n s i t i v e  
to  c h a n g e s  in  b u s i n e s s  c o n d i t i o n s  t h a n  i t  u s e d  to  b e ,  a n d  t h a t  b u s i n e s s  
i s  l e s s  s u b j e c t  t o  b a n k i n g  p r e s s u r e s .  

Q U E S T I O N :  D r .  K e i t h ,  a r e  w e  to  i n f e r  f r o m  y o u r  p r e v i o u s  a n s w e r  
t h a t  a n  i n t e r n a t i o n a l  g o l d  s t a n d a r d  i s  n o t  a b s o l u t e l y  e s s e n t i a l  t o  p r o m o t e  
o r  m a k e  p ~ i y m e n t s  in  i n t e r n a t i o n a l  t r a d e ;  t h a t  i s ,  t h a t  w e  c o u l d  d o  a w a y  
w i t h  t h e  e x c h a n g e  o f  g o l d  in  c o n n e c t i o n  w i t h  i n t e r n a t i o n a l  t r a d e ?  
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DR.  K E I T H :  W e l l ,  I s u p p o s e  we  c o u l d ,  i f  y o u  w a n t e d  to .  In o t h e r  
w o r d s ,  we c o u l d  ge t  a l o n g  w i t h o u t  go ld  a s  a m e a n s  of i n t e r n a t i o n a l  p a y -  
m e n t  j u s t  a s  we ge t  a l o n g  w i t h o u t  go ld  a s  a m e a n s  of m a k i n g  d o m e s t i c  
p a y m e n t s .  If  a l l  n a t i o n s  w e r e  w i l l i n g  to  u s e  a s  i n t e r n a t i o n a l  m o n e y  t h e  
p r o m i s e s  to  p a y  of s o m e  s u p e r  b a n k ,  s a y  t h e  I n t e r n a t i o n a l  M o n e t a r y  
F u n d ,  y o u  c o u l d  g e t  a l o n g  w i t h o u t  go ld .  You w o u l d  h a v e  to  u s e  o t h e r  
c o m m o d i t i e s ,  o r  a l l o w  d e b t s  to be  a c c u m u l a t e d .  

Q U E S T I O N :  You  m e a n  i t  m i g h t  be  f e a s i b l e  b e c a u s e  t h e  I n t e r n a t i o n a l  
B a n k  o p e r a t e s  on t h e  b a s i s  of  a fund  t o w a r d  w h i c h  a l l  t h e  m e m b e r  c o u n -  
t r i e s  h a v e  c o n t r i b u t e d  in  c o i n  of t h e  r e a l m  t h e m s e l v e s ,  a n d  t h e r e f o r e  
y o u  do  e s t a b l i s h  a s o r t  of  i n t e r n a t i o n a l  u n i t ?  

DR.  K E I T H :  T h a t ' s  r i g h t .  F o r  t h e  c o u n t r i e s  t h a t  a r e  m e m b e r s  of 
t h e  F u n d ,  i t  w o u l d  be  l e s s  e x p e n s i v e  to  u s e  t h e s e  b a l a n c e s  t h a n  i t  ~ o u l d  
be  to  u s e  go ld .  T h e  go ld  y o u  h a v e  to s t o r e ,  p r o t e c t ,  a n d  i n s u r e .  T h e r e  
is  a lo t  of  e x p e n s e  i n v o l v e d .  T h a t  is  w h y  a lo t  of  c o u n t r i e s  a d o p t e d  t h e  
s o - c a l l e d  go ld  e x c h a n g e  s t a n d a r d 2 a f t e r  W o r l d  W a r  I - - b e c a u s e  i t  w a s  
l e s s  e x p e n s i v e  to  h o l d  f o r e i g n  c u r r e n c i e s ,  s u c h  a s  p o u n d s ,  t h a n  it  w a s  
to  h o l d  t h e  go ld .  T h e  e l e m e n t  of r i s k  w a s ,  of c o u r s e ,  a s  s o m e  p e o p l e  
f o u n d  in  t h e  c a s e  of  t h e  p o u n d ,  t h a t  f o r e i g n  c u r r e n c i e s  c a n  d e p r e c i a t e .  

Bu t  t h a t  is  a r i s k  t h a t  y o u  h a v e  to  t a k e .  

Q U E S T I O N :  I a m  i n t e r e s t e d  in  t h e  s i z e  of  t h e  n a t i o n a l  d e b t - - i t s  
e f f e c t  on o u r  p r e s e n t  e c o n o m y  a n d  i t s  p r o j e c t e d  e f f e c t  on o u r  f u t u r e  
e c o n o m y .  W o u l d  y o u  l i ke  to  d i s c u s s  t h a t ?  

DR.  K E I T H :  I a m  s u r e  t h a t  one  of y o u r  l e c t u r e r s  i s  g o i n g  to  t a k e  
up t h i s  s u b j e c t  a t  s o m e  l a t e r  d a t e  h e r e .  Bu t  I w i l l  s a y  t h a t  I d o n ' t  t h i n k  
t h e  s i z e  of t h e  n a t i o n a l  d e b t  i s  a m a t t e r  of  g r e a t  i m p o r t a n c e ,  a l t h o u g h  
I w o u l d n ' t  d e p r e c a t e  i t s  i m p o r t a n c e  e n t i r e l y .  It  d e p e n d s  on h o w  y o u  
t h i n k  a b o u t  t h e  b u r d e n  of  t h e  d e b t .  

T h e  r e a l  b u r d e n  of  t h e  d e b t  i s ,  of  c o u r s e ,  t h e  c o s t  of s e r v i c i n g  it  
a n d  t h e  t a x e s  w h i c h  h a v e  to  be  r a i s e d  to  do  t h i s .  If y o u  h a v e  a l a r g e  
d e b t ,  t h i s  in  a s e n s e  m o r t g a g e s  a s u b s t a n t i a l  a m o u n t  of  y o u r  t a x  r e v e n u e s  
a n d  t h e r e f o r e  l e a v e s  y o u  l e s s  to  do  o t h e r  t h i n g s  w i th .  

Of c o u r s e ,  i f  we  s h o u l d  ge t  i n t o  a n o t h e r  w o r l d  c o n f l i c t  a n d  we  h a d  
to  i n c u r  d e f i c i t s  ag~ain, t he  f a c t  t h a t  we  w o u l d  s t a r t  out  w i t h  a h u g e  d e b t  
m i g h t  m a k e  t h e  p r o b l e m  of f i n a n c i n g  t h e  n e x t  w a r  t h a t  m u c h  m o r e  d i f -  
f i c u l t  f o r  t h e  T r e a s u r y .  In t h a t  s e n s e  too  l a r g e  a d e b t  is  p e r h a p s  a d i s -  
a d v a n t a g e .  
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Q U E S T I O N :  S p e a k i n g  of  t h e  n a t i o n a l  d e b t ,  w o u l d  y o u  c l a s s i f y  t h a t  
in  a n y  of  t h e s e  c a t e g o r i e s  of  m o n e y  t h a t  y o u  h a v e  m e n t i o n e d ?  

D R .  K E I T H :  No .  I d o n ' t  t h i n k  t h e  n a t i o n a l  d e b t  i s  m o n e y  a t  a l l ,  
b y  o u r  d e f i n i t i o n ,  b e c a u s e  i t  i s  n o t  a g e n e r a l l y  a c c e p t a b l e  m e d i u m  of  
e x c h a n g e .  A G o v e r n m e n t  b o n d  p e r h a p s  m i g h t  f a l l  i n t o  t h e  c a t e g o r y  of  
w h a t  we  c a l l  " n e a r  m o n e y .  " In  o t h e r  w o r d s ,  i f  y o u  w e r e  to  t a k e  a l l  
y o u r  a s s e t s  a n d  a r r a n g e  t h e m  a c c o r d i n g  to  t h e i r  l i q u i d i t y ,  o r  t h e  e a s e  
a n d  c e r t a i n t y  w i t h  w h i c h  t h e y  c o u l d  be  u s e d  f o r  p u r c h a s i n g  t h i n g s ,  
m o n e y  w o u l d  b e  a t  t h e  t o p  of  t h e  l i s t .  T h a t ' s  t h e  a b s o l u t e l y  l i q u i d  a s s e t .  

N o w ,  w i t h  a G o v e r n m e n t  b o n d ,  s u c h  a s  a n  E b o n d ,  y o u  c a n  g o  i n t o  
a b a n k  a n d  g e t  i t  c o n v e r t e d  i n t o  m o n e y .  B u t  t h i s  t a k e s  t i m e  a n d  s o m e  
t r o u b l e  i f  y o u  a r e  n o t  n e a r  a b a n k .  T h e  o r d i n a r y  m a r k e t a b l e  b o n d s  
s u f f e r  f r o m  t h e  a d d e d  d i s a d v a n t a g e  t h a t  t h e  p r i c e  m a y  c h a n g e .  Y o u  
m a y  f i n d  t h a t  y o u  h a v e  b o u g h t  b o n d s  a n d  w h e n  y o u  c o m e  to  s e l l  t h e m ,  
t h e  m a r k e t  h a s  d r o p p e d ,  a s  i t  h a s  f r o m  t i m e  t o  t i m e .  So G o v e r n m e n t  
b o n d s  a r e  n o t  a s s e t s  w h i c h  a r e  g e n e r a l l y  a c c e p t a b l e  a n d  t h e r e f o r e  t h e y  
d o  n o t  f a l l  w i t h i n  o u r  c o n c e p t  of  m o n e y .  

B u t  t h i s  p o i n t  s h o u l d  b e  m a d e :  t h a t  i f  y o u  h a v e  a l a r g e  a m o u n t  o f  
d e b t ,  w h i c h  i s  e i t h e r  s h o r t - t e r m ,  o r  w h i c h  i s  l i k e  t h e  E b o n d ,  r e d e e m -  
a b l e  a t  t h e  w i s h  o f  t h e  h o l d e r ,  t h e n  y o u  h a v e  a l a r g e  a m o u n t  o f  w h a t  
y o u  m i g h t  r e g a r d  a s  p o t e n t i a l  m o n e y .  S h o u l d  t h e  p u b l i c  l o s e  c o n f i d e n c e  
in  t h e  G o v e r n m e n t ,  o r  in  t h e  d o l l a r ,  t h e n  i t  m i g h t  w a n t  t o  c o n v e r t  i t s  
d e b t  i n t o  c a s h .  T h e  G o v e r n m e n t  c o u l d n ' t  r e f u s e  t o  c o n v e r t  i t .  T h e n  
w h e n  t h e  p u b l i c  s p e n t  t h a t  c a s h ,  t h e  i n c r e a s e  in  t o t a l  s p e n d i n g  w o u l d  
be  t h a t  m u c h  g r e a t e r .  T h i s  w o u l d  p r e s e n t  a s e v e r e  p r o b l e m  f o r  t h e  
m o n e t a r y  a u t h o r i t i e s ,  b e c a u s e  t h e y  cou ldnVt  c o n t r o l  t h i s  s o r t  o f  a n  
i n c r e a s e  in  t h e  m o n e y  s u p p l y .  T h a t ' s  a r i s k  w e  r u n  w i t h  o u r  p u b l i c  
d e b t .  I t ' s  n o t  m o n e y  n o w ,  b u t  a lo t  o f  i t  c o u l d  b e  c o n v e r t e d  i n t o  m o n e y  
in  a r e l a t i v e l y  s h o r t  p e r i o d  of  t i m e .  

Q U E S T I O N :  I w o u l d  l i k e  t o  k n o w  w h a t  p e r c e n t a g e  of  t h e  F e d e r a l  
R e s e r v e  c o n t r o l  t h e  G o v e r n m e n t  h a s  a n d  w h a t  p e r c e n t a g e  t h e  l o c a l  bank ; :  
h a v e .  In  o t h e r  w o r d s ,  h o w  m u c h  i n f l u e n c e  d o e s  t h e  G o v e r n m e n t  h a v e  
on  e i t h e r  t h e  p o l i c y  o r  t h e  c o n t r o l  o f  t h e  F e d e r a l  R e s e r v e ?  

D R .  K E I T H :  I a m  s u r e  t h a t  i s  g o i n g  to  b e  a n s w e r e d  in  c o n s i d e r a b l e  
d e t a i l  t o m o r r o w ,  w h e n  y o u  h a v e  a r e p r e s e n t a t i v e  of  t h e  F e d e r a l  R e s e r v e  
h e r e .  I w i l l  s a y  j u s t  t h i s :  t h a t  t h e  m e m b e r s  o f  t h e  B o a r d  o f  G o v e r n o r s  
o f  t h e  F e d e r a l  R e s e r v e  S y s t e m  a r e  a l l  a p p o i n t e d  b y  t h e  P r e s i d e n t .  T h e  
B o a r d  of  G o v e r n o r s  in  t u r n  a p p o i n t s  t h r e e  o f  t h e  n i n e  d i r e c t o r s  o f  e a c h  
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° .  

F e d e r a l  R e s e r v e  b a n k .  T h e  l o c a l  b a n k s  e l e c t  t h e  o t h e r  s i x .  T h i s  i s n ' t  
t h e  w h o l e  s t o r y  b u t  I a m  s u r e  t h i s  w i l l  b e  d e v e l o p e d  t o m o r r o w  w h e n  y o u  
h a v e  a t a l k  on  t h e  F e d e r a l  R e s e r v e  S y s t e m .  

DR.  K R E S S :  D r .  K e i t h ,  on  b e h a l f  of  a l l  of u s ,  we  t h a n k  y o u  f o r  a 
v e r y  i n t e r e s t i n g  l e c t u r e  a n d  a v e r y  f i n e  p r e s e n t a t i o n .  

DR.  K E I T H :  T h a n k  y o u .  I t  w a s  v e r y  e n j o y a b l e .  

(15 N o v  1 9 5 6 - - 3 , 9 5 0 ) B / m m g  

23 

C33075 


