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Mr.  E d w a r d  A. Wa~'ne, 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 ,  in  
M a r c h  1903. F r o m  1936 to 1940 he was  Chie f  E x a m i n e r  f o r  the South 
C a r o l i n a  B o a r d  of Bank  Con t ro l ;  in  1940 he  was  e l e c t e d  ExecuLive  
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 ha s  b e e n  in  
h i s  p r e s e n t  p o s i t i o n  s ince  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 acu l ty  at  the G r a d u a t e  School  of B a n k i n g  at  
R u t g e r s  U n i v e r s i t y ,  has  taught  in  the School  of B u s i n e s s  A d m i n i s t r a -  
t ion  at the  U n i v e r s i t y  o f  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 1955 he  was  ap -  
po in ted  a v i s i t i n g  l e c t u r e r  on the f acu l ty  of the G r a d u a t e  Schoo l  of 
B u s i n e s s  A d m i n i s t r a t i o n  of the U n i v e r s i t y  of V i r g i n i a .  In 1950 he  was  
" d r a f t e d "  by the B o a r d  of G o v e r n o r s  of the F e d e r a l  R e s e r v e  S y s t e m  as  
Ac t ing  Ch ie f  of the  S y s t e m ' s  D i v i s i o n  o f  E x a m i n a t i o n s ,  l a t e r  S p e c i a l  
A d v i s e r  to the B o a r d .  He is  the  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 tudy  of p r o b l e m s  in  m u n i c i p a l  
f i nance .  
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C O L O N E L  LACKAS: G e n t l e m e n :  Y e s t e r d a y  we c o n s i d e r e d  m o n e y  
and the  m o n e t a r y  s y s t e m .  The e m p h a s i s  was  on the  f o r m u l a t i o n  of 
m o n e t a r y  po l icy ,  i t s  o b j e c t i v e ,  and i t s  a c c o m p l i s h m e n t s .  

Today  we have  p r o p o s e d  to d i s c u s s  the m e a n s  by which  that  m o n e -  
t a r y  po l i cy  m a y  be i m p l e m e n t e d ,  the  i n s t r u m e n t  by wh ich  i t  m a y  be 
a c c o m p l i s h e d ;  tha t  i s ,  t h rough  the  banks  and the  bank ing  s y s t e m .  

We have  as  ou r  s p e a k e r  a m a n  p r e e m i n e n t l y  qua l i f i ed  to m a k e  th i s  
p r e s e n t a t i o n .  As h i s  b i o g r a p h y  i n d i c a t e s ,  he  has  had  c o n s i d e r a b l e  
e x p e r i e n c e  in the  b a n k i n g  f ie ld .  In add i t ion  to that ,  he  is  an e x t r a o r :  
d i n a r i l y  good t e a c h e r .  

I t  i s  t h e r e f o r e  wi th  a g r e a t  d e a l  of p l e a s u r e  tha t  I p r e s e n t  to you 
Mr .  E d w a r d  A. Wayne ,  F i r s t  V ice  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 .  Wayne .  

MR. WAYNE: Thank you Co lone l .  G e n e r a l  Ho l l i s ,  G e n e r a l  
Ca lhoun:  I t  i s  a p l e a s u r e  fo r  m e  to be h e r e  fo r  m y  t h i r d  v i s i t .  You 
a r e  a m a z i n g l y  pa t i en t  to l e t  m e  c o m e  aga in .  

In  d i s c u s s i n g  banks  and the bank ing  s y s t e m  and the i m p l e m e n t a -  
t ion  of m o n e t a r y  po l icy ,  i t  s e e m s  to m e  d e s i r a b l e  fo r  us  to r e a l i z e  in 
the  b e g i n n i n g  tha t ,  whi le  banks  p e r f o r m  a n u m b e r  of s e r v i c e  f u n c -  
t i ons ,  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 ;  b a n k e r s  e x c h a n g e  one 
f o r m  of deb t  fo r  o t h e r  f o r m s  of debt;  in  r e t u r n  fo r  deb t  i n s t r u m e n t s ,  
wh ich  we th ink  of as  n o t e s  o r  m o r t g a g e s  o r  s e c u r i t i e s ,  b a n k e r s  g ive  
in  e x c h a n g e  a n o t h e r  f o r m  of debt  which  we th ink  of as  bank  d e p o s i t s .  

The d i f f e r e n c e  i s  a v e r y  s i g n i f i c a n t  d i f f e r e n c e .  The deb t  i n s t r u -  
m e n t s  wh ich  the  b a n k e r  p r o v i d e s  in  e x c h a n g e  fo r  the  debt  i n s t r u m e n t s  
which  he  a c c e p t s  c i r c u l a t e  as  m o n e y .  That  fac t  in and  of i t s e l f  m a k e s  
i t  n e c e s s a r y  in  a m o d e r n  e c o n o m i c  s t r u c t u r e  to e x e r c i s e  s o m e  f o r m  
of r e s t r a i n t  o v e r  the b a n k i n g  p r o c e s s .  I t  d o e s  not  fo l low that  the 
b a n k e r s  a r e  a lways  happy about  the r e s t r a i n t  wh ich  is  e x e r c i s e d .  In  
fac t ,  i t  m a y  g e n e r a l l y  and s a f e l y  be a s s u m e d  tha t  they  don ' t  l i ke  i t .  
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J u s t  as  in y o u r  th ink ing  about  m o n e y  y e s t e r d a y  and y o u r  r e c o g n i -  
t ion  tha t  by the b a n k i n g  p r o c e s s  the b a n k e r  c r e a t e s  m o n e y  y u u r  f i r s t  
r e a c t i o n  i s  that  s o m e h o w  i t  i s  a b i t  d i s h o n e s t ,  the b a n k e r  a l s o  f e e l s  
that  the  e x e r c i s e  of r e s t r a i n t  o v e r  h is  a c t i ons  is  a l s o  a b i t  d i s h o n e s t  
and  not  in  k e e p i n g  wi th  the A m e r i c a n  p r i n c i p l e  of f r e e  e n t e r p r i s e .  

c o n f u s e d  b e t w e e n  f r e e d o m  and l i c e n s e .  So We a r e  a l w a y s  a l i t t l e  
a r e  b a n k e r s .  Not  only  a r e  b a n k e r s  d e a l e r s  in  debt ,  bu t  we shou ld  a l s o  
r e a l i z e  tha t  ou r  m o n e t a r y  s y s t e m  i t s e l f  is  a debt  s y s t e m ,  wi th  a p r e -  
c ious  m e t a l ,  gold ,  s e r v i n g  as  the m e a n s  of u l t i m a t e  i n t e r n a l  r e s t r a i n t  
and  u l t i m a t e  e x t e r n a l  s e t t l e m e n t .  

Tha t  i s  to say  the m o n e t a r y  gold s tock  h e l d  in  th i s  c o u n t r y  f i xe s  
the  ou t s ide  l i m i t  of m o n e y  e x p a n s i o n  tha t  i s  p o s s i b l e  in th i s  c o u n t r y .  
So tha t  is  why we say  that  i t  s e r v e s  i n t e r n a l l y  as  an u l t i m a t e  r e s t r a i n t  
upon the g rowth  of the m o n e y  supply .  E x t e r n a l l y  we a r e  on a gold 
bu l l i on  s t a n d a r d ,  and the s e t t l e m e n t  of ne t  i n t e r n a t i o n a l  b a l a n c e s  i s  
e f f e c t e d  t h r o u g h  the t r a n s f e r  of g o l d - - s o m e w h a t  a p a r t  f r o m  our  s u b -  
j e c t ,  but  a u d i e n c e s  a r e  u s u a l l y  f a s c i n a t e d  by the p r o c e s s  of tha t  t r a n s -  
f e r .  

V e r y  s e l d o m  does  the gold i t s e l f  a c t u a l l y  m o v e  f r o m  one spo t  to 
a n o t h e r .  Down in  the  b o t t o m  vau l t  of the  F e d e r a l  R e s e r v e  B a n k  of 
New Y o r k ,  about  n ine  s t o r i e s  i m b e d d e d  deep  in  the  g r a n i t e  of Man-  
ha t t an  I s l and ,  is  the gold vaul t .  I t  i s  i n t e r e s t i n g  to go in to  tha t  vau l t  
and f ind i t  f i l l ed  to the c e i l i n g ,  f r o m  f loo r  to c e i l i n g ,  wi th  b a r s  of gold.  
T h o s e  gold  b a r s  a r e  s e p a r a t e d  in to  s e c t i o n s  by what  l ooks  a t  f i r s t  
g lance  l ike  p a r t i t i o n s  m a d e  of c h i c k e n  w i r e .  I t  i s  m e r e l y  s o m e t h i n g  
to s e p a r a t e  t h e s e  bays  of gold.  They  a r e  c l o s e d  and l o c k e d  wi th  s e a l s  
that  a r e  p l a c e d  on t h e m ,  and a t t a c h e d  to t h e s e  s e a l s  i s  the  d e s i g n a t i o n  
of o w n e r s h i p .  You m a y  look at one p a r t i c u l a r  bay  c o n t a i n i n g  so m a n y  
o u n c e s  of f ine  gold,  and the s e a l  on i t  m a y  say  that  th is  gold  b e l o n g s  
to the  Bank  of E n g l a n d .  Should the ne t  i n t e r n a t i o n a l  b a l a n c e s  r u n  
a g a i n s t  E n g l a n d  and it  b e c o m e  n e c e s s a r y  to s e t t l e  t hose  b a l a n c e s ,  
and  shou ld  the Bank  of E n g l a n d  d e c i d e  to d i s p o s e  of s o m e  of th i s  gold  
in the A m e r i c a n  m a r k e t  to s e t t l e  t hose  b a l a n c e s ,  w h a t w o u l d  a c t u a l l y  
h a p p e n  i s ,  the tag  on the c h i c k e n  w i r e  would  be changed .  I n s t e a d  of 
s ay ing ,  " T h i s  gold b e l o n g s  to the Bank  of E n g l a n d , "  that  would  be 
t a k e n  off and i t  would  say ,  " T h i s  gold b e l o n g s  to the T r e a s u r y  of the  
U n i t e d  S t a t e s . "  The gold would  s t i l l  l i e  r i g h t  t h e r e  in the vau l t  of the  
F e d e r a l  R e s e r v e  Bank  of New Y o r k .  Of c o u r s e  f ina l ly  i t  m i g h t  m o v e  
a b r o a d ,  or  i t  m i g h t  m o v e  in,  but  at  any r a t e  gold s e r v e s  tha t  p u r p o s e  
of s e t t l i n g  ne t  i n t e r n a t i o n a l  b a l a n c e s .  
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The A m e r i c a n  bank ing  s y s t e m  t h r o u g h  w h i c h  o u r  m o n e t a r y  p o l i c y  
o p e r a t e s  i s  d i f f e r e n t  f r o m  o t h e r  b a n k i n g  s y s t e m s  of the w o r l d .  Tha t  
i s  a l so  t r u e  Of o t h e r  f a c e t s  of ou r  e c o n o m y .  The A m e r i c a n  b a n k i n g  
s y s t e m  r e f l e c t s ,  as  do t h e s e  o t h e r  s e g m e n t s  of the A m e r i c a n  e c o n o m y ,  
the 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  c h a r a c t e r  of the A m e r i c a n  p e o p l e .  O u r  
b a n k i n g  s y s t e m  i s  not  only  i n d i v i d u a l i s t i c ;  i t  i s  e v e n  p r o v i n c i a l  in  p a r t .  

We m i g h t  go back  qu i ck ly  and r e v i e w  how it  g r e w  and b e c a m e  w h a t  
i t  i s .  D u r i n g  the c o l o n i a l  p e r i o d  of th i s  c o u n t r y  you  wi l l  r e c a l l  t ha t  we  
w e r e  an a g r a r i a n  peop le .  We w e r e  e x p o r t e r s  of r a w  m a t e r i a l  and 
i m p o r t e r s  of f i n i s h e d  goods .  L o n d o n  and L i v e r p o o l  w e r e  o u r  f i n a n c i a l  
c e n t e r s .  The  m o n e t a r y  u n i t s  c i r c u l a t i n g  in th i s  c o u n t r y  w e r e  B r i t i s h  
pounds  and  s u b s i d i a r y  B r i t i s h  m o n e t a r y  u n i t s ,  and the S p a n i s h  m i l l e d  
d o l l a r .  The  w e s t w a r d  e x p a n s i o n  of th i s  c o u n t r y  w a s  f i n a n c e d  v e r y  
l a r g e l y  by an i m p o r t a t i o n  of f o r e i g n  c a p i t a l .  The  s p r e a d  of the  r a i l -  
r o a d  a c r o s s  the  l and  w a s  b a s e d  on the i m p o r t a t i o n  of B r i t i s h  and  F r e n c h  
c a p i t a l .  The  d e v e l o p m e n t  of o u r  e a r l y  i n d u s t r i a l  u n i t s ,  t e x t i l e s ,  f o r  
i n s t a n c e ,  w a s  f i n a n c e d  l a r g e l y  by the  i m p o r t a t i o n  of B r i t i s h  c a p i t a l .  

As a m a t t e r  of f ac t ,  we w e r e  a d e b t o r  na t ion ,  a ne t  i m p o r t e r  of 
c a p i t a l ,  u n t i l  1918, and one  of the f u n d a m e n t a l  e f f e c t s  of W o r l d  W a r  I, 
w h i c h  i s  s t i l l  a f f e c t i n g  o u r  w h o l e  e x i s t e n c e  as  a p e o p l e ,  w a s  the  c h a n g e  
f r o m  a d e b t o r  n a t i o n ,  a n e t  i m p o r t e r  of c a p i t a l ,  to a c r e d i t o r  n a t i o n ,  
a n e t  e x p o r t e r  of c a p i t a l ,  a s i t u a t i o n  in  w h i c h  we r e m a i n  to th i s  day .  

As  a p a r t  of th i s  i s o l a t e d  c o l o n i a l  e x p e r i e n c e  of o u r s ,  b e i n g  13 
c o l o n i e s  s p r e a d  a l o n g  the n a r r o w  s e a  c o a s t ,  i s o l a t e d  f r o m  the r e s t  of 
the w o r l d  by the d i s t a n c e  of a v a s t  o c e a n - - a t  l e a s t  wha t  was  a t  tha t  da te  
a v a s t  o c e a n - - a n d  the s l o w n e s s  of t r a n s p o r t a t i o n ,  no t  only  w e r e  we  
i s o l a t e d  f r o m  the r e s t  of the w o r l d ,  but  we w e r e  i s o l a t e d  f r o m  e a c h  
o t h e r .  The  c o l o n i e s  w e r e  v e r y  l a r g e l y  s e l f - s u f f i c i e n t  u n i t s ,  c o m -  
m u n i t i e s  tha t  w e r e  s u f f i c i e n t  un to  t h e m s e l v e s  in  t h e i r  own n e e d s ,  in  
l a r g e  m e a s u r e  d i s t r u s t f u l  of any  c o n c e n t r a t i o n  of p o w e r  w h i c h  i m p o s e d  
r e s t r a i n t  upon  t h e i r  own f r e e d o m  of a c t i on .  

As  we m o v e d  w e s t  of the m o u n t a i n s ,  t ha t  s e n s e  of s e l f - s u f f i c i e n c y  
b e c a m e  an  i n t e g r a l  p a r t  of o u r  h e r i t a g e ,  and  o u r  d i s t r u s t  of p o w e r  
c o n c e n t r a t i o n s  g r e w  wi th  the Na t ion .  

Tha t  a p p l i e s  no t  on ly  to b a n k i n g  but  to p o l i t i c s ,  and e x p l a i n s  in  
l a r g e  p a r t  the s y s t e m  of r e s t r a i n t s  and  b a l a n c e s  wh ich  we bu i l t  in to  
o u r  g o v e r n m e n t a l  s t r u c t u r e .  We h a v e  d e l i b e r a t e l y  s a c r i f i c e d  a m e a s u r e  
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of e f f i c i e n c y  in r e t u r n  f o r  a m e a s u r e  of r e s t r a i n t  and h a v e  f e l t  t ha t  
the p r i c e  was  c h e a p .  We  h a v e  done the s a m e  th ing  in  e c o n o m i c s .  
We have  s t a t u t e s  a g a i n s t  m o n o p o l i s t i c  p r a c t i c e s .  We d i s t r u s t  b i g n e s s ;  
we l aud  s m a l l n e s s .  I t  u s e d  to be tha t  the c r y  of the  A m e r i c a n  p o l i t i -  
c i a n  was  " P i t y  the p o o r  f a r m e r .  " It  h a s  now b e c o m e ~  " P i t y  the  s m a l l  
b u s i n e s s m a n .  " S m a l l n e s s  i s  l ooked  upon as  s o m e t h i n g  i n h e r e n t  in  
and  e s s e n t i a l  to the A m e r i c a n  s y s t e m .  

Tha t  i s  t r u e  of b a n k s ,  and as  a r e f l e c t i o n  of tha t  h e r i t a g e  of o u r s ,  
o u r  b a n k i n g  s y s t e m  is  d i f f e r e n t .  I n s t e a d  of f ive  b ig  b a n k s  as  in E n g -  
l and ,  w i th  t h o u s a n d s  of b r a n c h e s  b l a n k e t i n g  not  only  the  B r i t i s h  I s l e s  
but  the  C o m m o n w e a l t h ,  we have  t h o u s a n d s  of s e p a r a t e l y  c h a r t e r e d  
banks  s p r e a d  a c r o s s  th i s  b r o a d  l and  of o u r s .  

D u r i n g  the c o l o n i a l  p e r i o d ,  b a n k i n g  h o u s e s  e x i s t e d ,  but  b a n k s  as  
we know t h e m  a p p e a r e d  as  c i t i e s  d e v e l o p e d .  We found  tha t  o u r  lacl~ of 
b a n k i n g  h o u s e s  was  a s e v e r e  h a n d i c a p  d u r i n g  the  W a r  f o r  A m e r i c a n  
I n d e p e n d e n c e .  The d e v e l o p m e n t  of b a n k i n g  h o u s e s  and  b a n k s  was  s t i m -  
u l a t e d  by o u r  e f f o r t s  s u b s e q u e n t  t h e r e t o  to t ake  o u r  p l a c e  in  the  f a m i l y  
of n a t i o n s  as  an  i n d e p e n d e n t  na t ion .  

The e a r l i e s t  c h a r t e r e d  b a n k s  in th is  c o u n t r y  w e r e  c h a r t e r e d  by 
the s e v e r a l  s t a t e s - - f i r s t  P e n n s y l v a n i a ,  f o l l o w e d  qu i ck ly  by  New Y o r k .  
Then ,  in  1792, the F e d e r a l  G o v e r n m e n t  a s s e r t e d  i t s  r i g h t  to i s s u e  a 
bank  c h a r t e r ,  and we h a d  o u r  f i r s t  p s e u d o  c e n t r a l  bank ,  the B a n k  of 
t h e  U n i t e d  S t a t e s ,  l a t e r  known  as  the F i r s t  Bank  of the U n i t e d  S t a t e s ,  
b e c a u s e  we had  a s e c o n d  one .  I t  was  c h a r t e r e d  f o r  20 y e a r s ,  and  i t s  
c h a r t e r  w a s  a l l o w e d  to e x p i r e  a t  the  end  of 20 y e a r s ,  i t  h a v i n g  b e c o m e  
i n v o l v e d  in a c o n f l i c t  wi th  the s t a t e  c h a r t e r e d  b a n k s  and in  p o l i t i c s .  

S h o r t l y  a f t e r  the e x p i r a t i o n  of the c h a r t e r  of the F i r s t  Bank  of the  
U n i t e d  S t a t e s  we b e c a m e  i n v o l v e d  in ou r  s e c o n d  w a r  wi th  E n g l a n d ,  and 
the Second  Bank  of the U n i t e d  S t a t e s  was  c h a r t e r e d ,  in  1816, a l s o  wi th  
a 2 0 - y e a r  c h a r t e r .  I t  not  on ly  b e c a m e  i n v o l v e d  in  p o l i t i c s ;  i t  b e c a m e  
i n v o l v e d  wi th  A n d r e w  J a c k s o n ,  and i t s  c h a r t e r  e x p i r e d ,  b u t  d e f i n i t e l y ,  
a t  the end  of 20 y e a r s ,  in  1836. 

T h e s e  two B a n k s  of the Un i t ed  S ta t e s  u n d e r t o o k  to e x e r c i s e  a 
u n i f y i n g  i n f l u e n c e  w i th in  the A m e r i c a n  b a n k i n g  s y s t e m ,  but  tha t  e f f o r t  
w a s  r e s e n t e d .  I t  g e n e r a t e d  s h a r p  h o s t i l i t y  on the  p a r t  of the  c h a r t e r e d  
b a n k s ,  and they  s u p p o r t e d  the m o v e  to l e t  t h e m  d ie .  So f r o m  1836 u n t i l  
1863 we w e r e  in a p e r i o d  of s t r i c t l y  s t a t e - c h a r t e r e d  b a n k s .  
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T h e s e  banks  w e r e  e s s e n t i a l l y  b a n k s  of i s s u e ,  r a t h e r  than  b a n k s  
of d e p o s i t .  T h e y  e x c h a n g e d  the deb t  i n s t r u m e n t s  w h i c h  t h e y  a c c e p t e d  
f o r  bank  n o t e s  w h i c h  c i r c u l a t e d  as  m o n e y ,  not  as d e p o s i t s ;  but  t h e s e  
bank  n o t e s  w e r e  a l l e g e d l y  a p r o m i s e  to pay  on d e m a n d  h a r d  m o n e y  o r  
p r e c i o u s  m e t a l ,  and  of c o u r s e  t h e y  did  not  have  a d e q u a t e  r e s e r v e s  of 
p r e c i o u s  m e t a l  to m e e t  any  s u s t a i n e d  d e m a n d  fo r  c o n v e r s i o n .  So we 
s u f f e r e d  r e c u r r e n t  c o n v e r s i o n  p r o b l e m s  and  p a n i c s .  Bank  n o t e s  c i r -  
cula ted~ as  a r e s u l t ,  a t  a s e v e r e  d i s c o u n t ,  and  a n y o n e ,  in  t r y i n g  to 
h a n d l e  a b u s i n e s s t r a n s a c t i o n ,  d i d n ' t  know the r e a l  v a l u e  of the  i n -  
s t r u m e n t  he  w a s  a c c e p t i n g .  

Then ,  a s  now,  the m a j o r i t y  of t h o s e  who o p e r a t e d  banks  w e r e  m e n  
of i n t e g r i t y ,  and they  u n d e r t o o k  to po l i ce  t h e m s e l v e s .  The  f i r s t  o r -  
g a n i z e d  u n i f y i n g  un i t  of A m e r i c a n  b a n k i n g  a p p e a r e d  wi th  the e s t a b l i s h -  
m e n t  of the c l e a r i n g h o u s e  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 a s s u r e  the c o n v e r t i b i l i t y  of the bank  n o t e s  of the 
m e m b e r s  of the  c l e a r i n g h o u s e .  Tha t  e x i s t e d  only  in  the c e n t e r s  of 
popu l a t i on .  The  b a n k s  s c a t t e r e d  out  in  the h i n t e r l a n d s  s t i l l  r e s i s t e d  i t .  

Then ,  in  the  e a r l y  1860 ' s ,  we b e c a m e  i n v o l v e d  in  an  i n t e r n a l  
a l t e r c a t i o n  known in  d i f f e r e n t  s e c t i o n s  of the c o u n t r y  by d i f f e r e n t  n a m e s .  
You p e r h a p s  have  g a t h e r e d  by th i s  t i m e  tha t  I c o m e  f r o m  the D e e p  South.  
I c o u l d  no t  c o n c e a l  tha t  if  I t r i e d ,  and  I h a v e  no d e s i r e  to c o n c e a l  i t .  
I w a s  b r o u g h t  up to b e l i e v e  tha t  the c o r r e c t  t i t l e  w a s  the W a r  B e t w e e n  
the  S t a t e s .  I r e a c h e d  m a n t s  e s t a t e  and  l e a r n e d  tha t  i t  w a s  the W a r  of 
the R e b e l l i o n .  I w i l l  s e t t l e  f o r  the C iv i l  W a r .  

D u r i n g  tha t  a l t e r c a t i o n  i n t e r n a l l y  we found o u r s e l v e s  as  a p e o p l e - -  
and  h e r e  I a m  s p e a k i n g  of the U n i o n - - i n  n e e d  of 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  and ,  in  add i t ion ,  the  Un ion  found  a n e e d  
fo r  a m a r k e t  fo r  i t s  bonds .  So the F e d e r a l  G o v e r n m e n t  a g a i n  a s s e r t e d  
i t s  r i g h t  to c h a r t e r  b a n k s ,  n a t i o n a l  bank  c h a r t e r s ,  and  e s t a b l i s h 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 i b i l i t y  and  to p r o v i d e  a m a r k e t  f o r  U. S. bonds  to f i n a n c e  the 
C i v i l  W a r .  

S ta te  b a n k s  w e r e  e x p e c t e d  to d i s a p p e a r  and ,  to s p e e d  t h e i r  d e m i s e ,  
a ! 0  p e r c e n t  tax  on note  i s s u e  w a s  a p p l i e d ,  and  s t i l l  a p p l i e s  u n d e r  the  
l aw .  One e f f e c t  w a s  tha t  s t a t e  b a n k s  no l o n g e r  i s s u e d  n o t e s ,  but  the  
s t a t e  b a n k s  did no t  d i s a p p e a r ,  b e c a u s e  t hey  d e v e l o p e d  d e p o s i t  b a n k i n g .  
So the  two s y s t e m s  g r e w  s ide  by s i d e ,  and  s t i l l  e x i s t  s i d e  by  s i d e ,  and 



we have  one of the " s h i b b o l e t h s "  of o r g a n i z e d  bank ing  in  A m e r i c a  as  
a r e s u l t ,  known as  the dual  bank ing  s y s t e m .  B a n k e r s  s w e a r  by the  
dual  bank ing  s y s t e m ,  by which  they  m e a n  the r i g h t  of the  Sta te  to 
c h a r t e r  and the  r i g h t  of the  F e d e r a l  G o v e r n m e n t  to c h a r t e r ,  s i d e  by 
s ide .  

They  b e l i e v e  in  that  dua l i ty  b e c a u s e  i t  e x e r c i s e s  a r e s t r a i n t  on 
G o v e r n m e n t  aga in  an e x p r e s s i o n  of th is  A m e r i c a n  h e r i t a g e  of d i s t r u s t  
of p o w e r  c o n c e n t r a t i o n .  

The two s y s t e m s  g r e w  s ide  by s ide ,  and  e a c h  one t r i e d  to ou t -  
c h a r t e r  the o t h e r ,  un t i l  t h e r e  d e v e l o p e d  wha t  was  n a m e d  by one bank ing  
a u t h o r i t y  of a n o t h e r  g e n e r a t i o n  "a c o m p e t i t i o n  in  l ax i ty"  in  c h a r t e r .  
At any r a t e ,  we  e n d e d  W o r l d  War  I wi th  30 -odd  t h o u s a n d  banks  in  the  
U n i t e d  S t a t e s ,  a v a s t  n u m b e r  of t h e m  m u c h  too s m a l l  to ex i s t ;  and so ,  
in  the d e c a d e  of the t w e n t i e s ,  and e n t e r i n g  in to  the  t h i r t i e s ,  a wave  of 
bank  s u s p e n s i o n s  s w e p t  a c r o s s  th i s  c o u n t r y ,  w h i c h  r e s u l t e d  in  s o m e  
f u r t h e r  c h a n g e s  in  our  bank ing  s t r u c t u r e ,  wh ich  I s h a l l  m e n t i o n  in  a 
m o m e n t .  

C o m i n g  qu ick ly  to the  s i z e  of the two s y s t e m s  today ,  t h e r e  a r e  
4, 692 n a t i o n a l  banks  and  9, 024 s t a t e  banks ,  o r  a to ta l  of 13 ,716 .  
When  I m e t  wi th  th is  g roup  l a s t  y e a r ,  t h e r e  w e r e l 3 ,  772. We have  
s o m e  56 f e w e r  banks  today  than  we had  a y e a r  ago,  b e c a u s e ,  r e s p o n -  
s i v e  to the c h a n g e s  in ou r  s o c i a l  s t r u c t u r e  and  the  g rowth  of s u b u r b i a ,  
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  and a b r a n c h  d e v e l o p m e n t  w h i c h  
a t t e m p t s  to m e e t  the c h a n g i n g  r e q u i r e m e n t s  of the A m e r i c a n  e c o n o m y .  
So tha t  today ,  t h e s e  n a t i o n a l  banks ,  4 ,692  in  n u m b e r ,  o p e r a t e  3, 365 
b r a n c h e s ,  whi le  the s t a te  banks  o p e r a t e  3, 558 b r a n c h e s ,  o r  a t o t a l  
n u m b e r  of b a n k i n g  o f f i ces  of 20, 639. Al l  of t h e s e  f i g u r e s  a r e  as  of 
31 D e c e m b e r  1955, and have  no doubt  c h a n g e d  c o n s i d e r a b l y  in  the  
p a s t  n ine  m o n t h s .  

In add i t i on  to t h e s e ,  we have  the m u t u a l  s a v i n g s  banks ,  527-in 
n u m b e r ,  wi th  to t a l  r e s o u r c e s  of s o m e  31 b i l l i o n s  of d o l l a r s ;  and two 
r e l a t i v e l y  new f o r m s  of f i n a n c i a l  i n s t i t u t i o n s  a r e  a s s e r t i n g  t h e i r  r i g h t  
to a p l ace  in  the A m e r i c a n  f i n a n c i a l  s t r u c t u r e .  We have  6 , 0 6 0  s a v i n g s  
and  loan  a s s o c i a t i o n s ,  wi th  to ta l  r e s o u r c e s  a p p r o a c h i n g  38 b i l l i o n  
d o l l a r s ,  a n d  we have  15 ,000  c r e d i t  un ions  wi th  to ta l  r e s o u r c e s  in  
e x c e s s  of 2 . 3  b i l l i o n  d o l l a r s .  
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B a n k i n g  g r e w  and  took  f o r m  to m e e t  the  n e e d s  and  d e m a n d s  of 
the  A m e r i c a n  b u s i n e s s  s t r u c t u r e .  We h a d  t h e s e  r e c u r r e n t  c o n v e r s i o n  
p a n i c s  t ha t  I m e n t i o n e d ,  the  l a s t  of w h i c h  o c c u r r e d  in  1907. Y o u  m a y  
r e c a l l  t h a t  in  1907 we h a d  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 .  T h a t  a d m i n i s -  
t r a t i o n  a p p o i n t e d  a m o n e t a r y  c o m m i s s i o n  to look  in to  the  c u r e  f o r  
t h e s e  r e c u r r i n g  c o n v e r s i o n  p a n i c s .  T h a t  c o m m i s s i o n  r e c o m m e n d e d  
the  o r g a n i z a t i o n  of a c e n t r a l  bank .  B e f o r e  any  a c t i o n  w a s  t a k e n  on 
t h a t  r e c o m m e n d a t i o n ,  the  a d m i n i s t r a t i o n  c h a n g e d  h a n d s ,  a n d  i n  1913 
a 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 f f i ce .  T h e  D e m o c r a t i c  a d m i n i s t r a -  
t i on  p i c k e d  up  the  r e c o m m e n d a t i o n  of the  R e p u b l i c a n  c o m m i s s i o n ,  and  
e n a c t e d  t he  F e d e r a l  R e s e r v e  Act ,  w i th  s o m e  c h a n g e s ,  of c o u r s e .  Bu t  
at  i t s  i n c e p t i o n  the  F e d e r a l  R e s e r v e  Ac t  w a s  n o n p a r t i s a n ;  no t  b i p a r t i -  
s a n ,  bu t  n o n p a r t i s a n .  We l ike  to t h ink  t ha t  i t  h a s  r e m a i n e d  t h a t  w a y  
to t h i s  da t e .  At  l e a s t  an  a t t e m p t  w a s  m a d e ,  in  e s t a b l i s h i n g  o u r  m o n e -  
t a r y  a u t h o r i t y ,  the  F e d e r a l  R e s e r v e  S y s t e m ,  to m a k e  i t  n o n p a r t i s a n .  

T h e  S y s t e m - - w h e n  I u s e  the  t e r m  " s y s t e m "  I a m  r e f e r r i n g  a g a i n  
to the  F e d e r a l  R e s e r v e  S y s t e m ;  no o t h e r  w o r d  s e e m s  to f i t  i t .  - - T h e  
S y s t e m ,  w h i c h  i s  o u r  " c e n t r a l  b a n k ,  " r e f l e c t s  the s e c t i o n a l  c h a r a c t e r -  
i s t i c s  of the  U n i t e d  S t a t e s .  C a n a d a ,  f o r  i n s t a n c e ,  h a s  one  c e n t r a l  b a n k ,  
the  B a n k  of C a n a d a .  E n g l a n d  h a s  one ,  the  B a n k  of E n g l a n d .  F r a n c e  
h a s  o n e ,  the  B a n k  of F r a n c e ;  and  so  on a c r o s s  the  m o d e r n  w o r l d .  B u t  
we  h a v e  12. And t h e s e  12 s e p a r a t e  c o r p o r a t i o n s ,  the  12 F e d e r a l  
R e s e r v e  b a n k s ,  t o g e t h e r  w i t h  a G o v e r n m e n t  a g e n c y ,  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 ,  l o c a t e d  in  W a s h i n g t o n ,  
w h i c h  i s  a c o o r d i n a t i n g  and  r e g u l a t o r y  body ,  c o n s t i t u t e  the  S y s t e m  
w h i c h  i s  the  C e n t r a l  B a n k  of the  U n i t e d  S t a t e s .  

T h e s e  12 b a n k s  h a v e  s e p a r a t e  c h a r t e r s ,  h a v e  s e p a r a t e  s t o c k -  
h o l d e r s ,  h a v e  s e p a r a t e  b o a r d s  of d i r e c t o r s ,  bu t  a r e  b o u n d  t o g e t h e r  to 
f o r m  one  S y s t e m ,  t h r o u g h  the  c o m m o n  p u r p o s e ,  the  c o m m o n  s t a t u t o r y  
a u t h o r i t y  u n d e r  w h i c h  t h e y  f u n c t i o n ,  and  the u n i f y i n g  a c t s  of the  B o a r d  
of G o v e r n o r s .  

Al l  s t o c k  in  the  F e d e r a l  R e s e r v e  b a n k s  i s  o w n e d  by the  m e m b e r  
b a n k s ,  t h o u g h  the  r e s i d u a l  i n t e r e s t  b e l o n g s  to the  T r e a s u r e r  of the  
U n i t e d  S t a t e s .  So t h a t ,  i f  y o u  m a y  d r a w  a p a r a l l e l  b e t w e e n  p r i v a t e  
c o r p o r a t i o n s ,  and  i t  i s  no t  too  good  a p a r a l l e l ,  i t  i s  a s  t h o u g h  one  m a n  
h a d  an  i d e a  a n d  the  o t h e r  one  had  s o m e  c a p i t a l ,  and  the  m a n  w i t h  the  
i d e a  s a i d ,  " L e t  u s  j o i n  t o g e t h e r  and  f o r m  a c o r p o r a t i o n ,  a n d  I w i l l  
pu t  m y  i d e a  in  a n d  t a k e  c o m m o n  s t o c k ,  and  you  wi l l  put  y o u r  c a p i t a l  
in  a n d  t a k e  p r e f e r r e d  s t o c k .  You  wi l l  o b t a i n  f r o m  the  e a r n i n g s  a 
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f i xed  r e t u r n ,  and I w i l l  r e t a i n  the r e s i d u a l .  What  the U n i t e d  S t a t e s  
put in was  the s o v e r e i g n ' s  r i g h t  to i s s u e  m o n e y .  What  the b a n k s  put 
in w a s  the c a p i t a l  and  the r e s e r v e s  a g a i n s t  w h i c h  tha t  m o n e y  w a s  
i s s u e d .  So b a n k s  r e c e i v e  the s tock ,  on w h i c h  they  r e c e i v e  a r e t u r n  
of s ix  p e r c e n t ,  no m o r e ,  no l e s s .  

If  I m a y  m e n t i o n  ju s t  a s  an  a s i d e ,  t a k i n g  the F e d e r a l  R e s e r v e  
B a n k  of R i c h m o n d  as  an i l l u s t r a t i o n ,  and I don ' t  r e c a l l  t h e s e  f i g u r e s  
wi th  c o m p l e t e  a c c u r a c y ,  m y  r e c o l l e c t i o n  i s  tha t  l a s t  y e a r  we pa id  
about  800 ,000  d o l l a r s  in d i v i d e n d s  on the s t o c k  of t h e  F e d e r a l  R e -  
s e r v e  Bank  of R i c h m o n d  out of 22 m i l l i o n  d o l l a r s  in e a r n i n g s .  We 
pa id  to the T r e a s u r e r  of the U n i t e d  S ta t e s  a tax,  90 p e r c e n t ,  on n e t  
e a r n i n g s  a f t e r  the p a y m e n t  of d i v i d e n d s .  It  i s  a t  that  p o i n t  tha t  the  
c o m m e r c i a l  b a n k e r  th inks  a t r e m e n d o u s  d e g r e e  of d i s h o n e s t y  h a s  
i n j e c t e d  i t s e l f  in to  the b a n k i n g  s y s t e m .  

Al l  n a t i o n a l  b a n k s  a r e  r e q u i r e d  to be  m e m b e r s ,  and  s u c h  s t a t e  
b a n k s  as  apply  and  a r e  a c c e p t e d  a r e  m e m b e r s .  Of the 1 3 , 0 0 0 - o d d  
b a n k s  in the U n i t e d  S t a t e s ,  the m i n o r i t y  a r e  m e m b e r s  of the S y s t e m ,  
6 , 5 4 3 ,  wi th  7 , 1 7 6  n o n m e m b e r s .  But  the  6 ,543  m e m b e r  b a n k s  ho ld  
179 .4  b i l l i o n  d o l l a r s  in r e s o u r c e s ,  and  the 7 , 0 0 0 - o d d  n o n m e m b e r  
b a n k s  ho ld  31 b i l l i o n  d o l l a r s  in  r e s o u r c e s .  T h e r e f o r e  the m e m b e r  
b a n k s  r e p r e s e n t ,  r o u g h l y ,  80 -odd  p e r c e n t  of the b a n k i n g  r e s o u r c e s  of 
the c o u n t r y .  

A t h i r d  v e r y  s i g n i f i c a n t  p a r t  of the s t r u c t u r e  of o u r  m o n e t a r y  
a u t h o r i t y  is  the  F e d e r a l  Open  M a r k e t  C o m m i t t e e .  The F e d e r a l  O p e n -  
M a r k e t  C o m m i t t e e  c o n s i s t s  of the 7 m e m b e r s  of the B o a r d  of G o v e r -  
n o r s ,  who a r e  a p p o i n t e d  by  the P r e s i d e n t  of the  U n i t e d  S t a t e s ,  by and  
wi th  the c o n s e n t  of the S e n a t e ,  and  5 a d d i t i o n a l  m e m b e r s  of a 1 2 - m e m -  
b e r  c o m m i t t e e ,  t h e s e  5 m e m b e r s  b e i n g  e l e c t e d  f r o m  a m o n g  the 12 
p r e s i d e n t s  of the 12 F e d e r a l  R e s e r v e  b a n k s ;  and  they  a r e  e l e c t e d  by the 
d i r e c t o r s  of the ~ e s e r v e  b a n k s .  

H e r e  a g a i n  you  have  s e c t i o n a l  r e p r e s e n t a t i o n ,  s e c t i o n a l  i n f l u e n c e ,  
t r y i n g  to kn i t  t o g e t h e r  a body  w h i c h  is  not  e n t i r e l y  l o c a t e d  a t  the  c e n t e r ,  
but  r e p r e s e n t s  the e x p e r i e n c e s  and the c o n t a c t s  at  the p e r i p h e r y  as  
w e l l  a s ,  on the n a t i o n a l  l e v e l ,  a t  the c e n t e r .  

Out of the t e r r i f i c  s e r i e s  of bank  f a i l u r e s  in  the t h i r t i e s  t h e r e  
d e v e l o p e d  a d e m a n d  fo r  i n s u r a n c e  of d e p o s i t s ,  and  the F e d e r a l  D e p o s i t  
I n s u r a n c e  C o r p o r a t i o n  e m e r g e d .  In e f f ec t  i t  i s  a m u t u a l  i n s u r a n c e  
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fund ,  w i th  b a n k s  b e a r i n g  the c o s t  of a d m i n i s t r a t i o n  and of l i q u i d a t i o n ,  
t h r o u g h  p a y m e n t  of a p e r c e n t a g e  of t h e i r  d e p o s i t s .  T h i r t e e n  t h o u s a n d  
two h u n d r e d  s e v e n t e e n  b a n k s  a r e  i n s u r e d  and fou r  h u n d r e d  n i n e t y -  
n ine  a r e  not .  The  i n s u r e d  banks  ho ld  208 b i l l i o n  d o l l a r s  in  r e s o u r c e s ,  
and the  u n i n s u r e d  ho ld  only 2 b i l l i o n  d o l l a r s .  

Thus  we have  the A m e r i c a n  b a n k i n g  s y s t e m ,  d i v e r s i f i e d ,  i n -  
d i v i d u a l i s t i c ,  e s s e n t i a l l y  r e s p o n s i v e  to the c o m m u n i t y  in  w h i c h  e a c h  
l o c a l  bank  does  b u s i n e s s ,  but  u n i f i e d  at  the n a t i o n a l  l e v e l ,  to a d e g r e e ,  
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 .  

Now,  a r e l a t i v e l y  s t a b l e  d o l l a r  i s  of p a r a m o u n t  i m p o r t a n c e  to a l l  
of u s ,  and e s p e c i a l l y  to the m o n e t a r y  a u t h o r i t y .  A f a c t o r  of i n s t a -  
b i l i t y ,  h o w e v e r ,  a r i s e s  f r o m  the v e r y  n a t u r e  of o u r  b a n k i n g  s y s t e m .  
T h e s e  c o m m e r c i a l  banks  c r e a t e  m o n e y  e v e r y  t i m e  t hey  m a k e  a loan  
o r  p u r c h a s e  a s e c u r i t y  f r o m  anyone  o t h e r  than  a n o t h e r  bank ,  b e c a u s e  
the i n s t r u m e n t s  of d e b t w h i c h  they  i s s u e ,  bank  d e p o s i t s ,  c i r c u l a t e  
a s  m o n e y  and a r e  e f f e c t i v e l y  ou r  m o n e y  supply .  B a n k  c r e d i t  c i r c u -  
l a t e s  as  f r e e l y  as  c u r r e n c y .  In f ac t ,  the bank  c h e c k  i s  the m o s t  
a c c e p t a b l e  m e a n s  of s e t t l e m e n t .  

Now,  if t h e r e  w e r e  no l i m i t  p l a c e d  on the m o n e y - c r e a t i n g  ab i l i t y  
of the c o m m e r c i a l  b a n k s ,  o u r  m o n e t a r y  s y s t e m  wou ld  be  c h a o t i c ;  f o r  
the  v a l u e  of the d o l l a r  i s  the r e s u l t  of a v e r y  d e l i c a t e  e q u a t i o n - - t h e  
b a l a n c e  b e t w e e n  the  supp ly  of p u r c h a s i n g  p o w e r  and  the m e a n s  of 
m a k i n g  tha t  p u r c h a s i n g  p o w e r  e f f e c t i v e ,  on the one h a n d ,  (which ,  in  
m o n e t a r y  t e r m s  we w i l l  r e f e r  to as  the supp ly  and v e l o c i t y  of m o n e y ) ,  
and  on the  o t h e r  s ide  the supp ly  of goods  and g e r v i c e s .  O u r  e c o n o m y  
can  pou r  out  a c e r t a i n  a m o u n t  of goods  and  s e r v i c e s .  We h a v e ,  on 
the o t h e r  s i d e ,  to buy and to pay f o r  t h e s e  goods  and  s e r v i c e s ,  m o n e y .  

As long as  we c a n  m a i n t a i n  a r e l a t i v e  b a l a n c e  b e t w e e n  t h o s e  two,  
so  tha t  one expands  abou t  in  l ine  wi th  the o t h e r ,  t h e r e  is  no m a j o r  
c h a n g e  in p r i c e ,  w h i c h  i s  the m e e t i n g  p l a c e  of the two f o r c e s .  Bu t ,  
i f  one s ide  of t h i s  e q u a t i o n  is  s h a r p l y  out  Of b a l a n c e  wi th  the o t h e r ,  
t hen  the m e e t i n g  poin t  i s  a f f e c t e d  and  p r i c e  c h a n g e s ;  and,  as  p r i c e  
c h a n g e s ,  the  v a l u e  of o u r  d o l l a r  c h a n g e s .  So tha t  i s  wha t  we a r e  t r y -  
ing  to do; to m a i n t a i n  a b a l a n c e  b e t w e e n  the v o l u m e  and  v e l o c i t y  of 
m o n e y  and  the  v o l u m e  of goods  and  s e r v i c e s ,  bo th  e x p a n d i n g  as  o u r  
e c o n o m y  e x p a n d s ,  n e i t h e r  too f a s t  f o r  the o t h e r ,  n e i t h e r  too s l o w  to 
s u s t a i n  the o t h e r .  I t  i s  a n i c e  t r i c k ,  if  you  c a n  do i t .  If b a n k s  cou ld  
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c o n t i n u e  to add  to the  m o n e y  supp ly  ad i n f i n i t u m ,  then  y o u r  e q u a t i o n  
o b v i o u s l y  wou ld  be  t h r o w n  out  of b a l a n c e  c o n s t a n t l y ,  and  you  wou ld  
h a v e  u n b r i d l e d  in f l a t i on .  

What  i s  b a c k  of ou r  m o n e y ?  Tha t  b r i n g s  us  to the  key  on w h i c h  
the  w h o l e  m o n e t a r y  s y s t e m  f u n c t i o n s .  Wha t  i s  b a c k  of o u r  m o n e y  
l e a d s  us  to the  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 ,  to a s tudy  of bank  r e -  
s e r v e s .  O r i g i n a l l y  t h e s e  r e s e r v e s  c o n s i s t e d  of h a r d  m o n e y ,  s p e c i e ,  
gold and  s i l v e r  in  the v a u l t s  of the b a n k s .  T h a t  i s  no l o n g e r  t r u e .  
T h e s e  r e s e r v e s  now c o n s i s t  of d e p o s i t s  wi th  the  c e n t r a l  bank ,  wi th  
the R e s e r v e  bank .  

With y o u r  p e r m i s s i o n  I wou ld  l ike  to m o v e  to th i s  f l a n n e l  b o a r d  
in  the  c e n t e r  of the s t a g e  and  put a l i t t l e  d i a g r a m  on the b o a r d  w h i c h  
I th ink  m a y  i l l u s t r a t e  m y  poin t  m o r e  e f f e c t i v e l y .  

T r y  to a n s w e r  th i s  q u e s t i o n :  Wha t  i s  b e h i n d  o u r  m o n e y ?  O u r  
m o n e y  c o n s i s t s  in  p a r t  of d e m a n d  d e p o s i t s  , d e p o s i t s  wi th  b a n k s ,  in 
p a r t  of c u r r e n c y  in c i r c u l a t i o n .  In a d d i t i o n  to o u r  d e m a n d - d e p o s i t  
s t r u c t u r e ,  we have  t i m e  d e p o s i t s  w h i c h ,  w h i l e  not  a l w a y s  though t  of 
as  a p a r t  of the m o n e y  supp ly ,  can ,  u n d e r  o u r  p r e s e n t  p r o c e s s e s ,  be 
q u i c k l y  c o n v e r t e d  in to  d e m a n d  d e p o s i t s  by s i m p l y  go ing  down to the  
bank  and c h a n g i n g  t h e m  f r o m  one a c c o u n t  to a n o t h e r .  L e t ' s  t h ink  
of t h e m  a l s o  as  p a r t  of o u r  m o n e y  supp ly .  

So, wha t  i s  b a c k  of i t ?  I m e n t i o n e d  the  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 .  A g a i n s t  t h e s e  d e m a n d  d e p o s i t s ,  c o m m e r c i a l  b a n k s  a r e  r e -  
q u i r e d  to k~ep  on d e p o s i t  wi th  the  c e n t r a l  bank  a f ixed  p e r c e n t a g e  of 
the  d e p o s i t s ,  d e p e n d i n g  on t h e i r  l o c a t i o n .  B a n k s  in the c e n t r a l  
R e s e r v e  c i t i e s  a r e  r e q u i r e d  to k e e p  c u r r e n t l y  20 p e r c e n t  of t h e i r  d e -  
m a n d  d e p o s i t s  in the f o r m  of d e p o s i t s  wi th  the  c e n t r a l  bank .  B a n k s  
in  R e s e r v e  c i t i e s ,  w h i c h  a r e  s o m e  5 0 - o d d  f i n a n c i a l  c e n t e r s  o u t s i d e  
of New Y o r k  and C h i c a g o ,  a r e  r e q u i r e d  to k e e p  c u r r e n t l y  18 p e r c e n t  
of t h e i r  t o t a l  d e m a n d  d e p o s i t s  on d e p o s i t  wi th  the c e n t r a l  bank .  Al l  
o t h e r  m e m b e r  banks  in the c o u n t r y  a r e  r e q u i r e d  to k e e p  c u r r e n t l y  
12 p e r c e n t  of t h e i r  d e m a n d  d e p o s i t s  in  the  f o r m  of d e p o s i t s  w i th  the 
c e n t r a l  bank .  Al l  of t h e m  m u s t  k e e p  5 p e r c e n t  of t h e i r  t i m e  d e p o s i t s  
on d e p o s i t  wi th  the c e n t r a l  bank .  So tha t ,  b a c k  and  b e h i n d  th i s  p a r t  
of o u r  m o n e y  supp ly  t h e r e  a r e  the d e p o s i t s  in  the c e n t r a l  bank .  

The  o t h e r  p a r t  of o u r  c i r c u l a t i n g  m e d i u m  c o n s i s t s  p r i n c i p a l l y  o f  
F e d e r a l  R e s e r v e  n o t e s .  J u s t  as  the c o m m e r c i a l  b a n k s  m u s t  k e e p  a 
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 a d e p o s i t  
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wi th  the c e n t r a l  bank ,  so the c e n t r a l  bank  m u s t  k e e p  a p e r c e n t a g e  
of i t s  l i a b i l i t i e s  in  gold.  Now, t h e r e  was  a t i m e  w h e n  th i s  was  
a c t u a l l y  kep t  in  the  f o r m  of gold b a r s ,  but  now tha t  i s  no l o n g e r  t r u e ,  
and  i t  i s  k e p t  in  the f o r m  of gold c e r t i f i c a t e s ,  w h i c h  r e p r e s e n t  o u r  
gold  s t o c k .  

We m u s t  ho ld  t h e s e  c e r t i f i c a t e s  w h i c h  r e p r e s e n t  the  gold ,  and the  
gold  in  t u r n ,  th i s  p a r t i c u l a r  gold,  i s  l a r g e l y  in y o u r  k e e p i n g  at  F o r t  
Knox .  We at  one t i m e  had  the gold ,  but  I u n d e r s t a n d  tha t  now i t  is  
s l e e p i n g  at  F o r t  Knox.  We ho ld  c e r t i f i c a t e s  a g a i n s t  i t ,  and  we m u s t  
k e e p  not  l e s s  than  25 p e r c e n t  in  gold a g a i n s t  the l i a b i l i t i e s  of the  
c e n t r a l  bank .  The r e m a i n i n g  a s s e t s  s u p p o r t i n g  the l i a b i l i t i e s  of the 
c e n t r a l  bank  m u s t  be in the f o r m  of e i t h e r  G o v e r n m e n t  s e c u r i t i e s  o r  
e l i g i b l e  p a p e r ,  d i s c o u n t e d  f o r  the m e m b e r  banks .  

O b v i o u s l y ,  the  k e y  to the e x p a n s i o n  o r  c o n t r a c t i o n  of the  m o n e y  
supp ly  l i e s  in the supp ly  of bank  r e s e r v e s .  O u r  m o n e t a r y  gold s t o c k  
is  b a s i c ,  but  h e r e  I have  r e f e r e n c e  to 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  banks  he ld  in  the f o r m  of b a l a n c e s  wi th  the  c e n t r a l  b a n k - -  
the F e d e r a l  R e s e r v e  S y s t e m .  

T h e s e  a r e  not  l i qu id i t y  r e s e r v e s .  The c e n t r a l  bank  p r o v i d e s  the  
n e c e s s a r y  l i q u i d i t y  t h r o u g h  wha t  we c a l l  a f l e x i b l e  c u r r e n c y ,  bu t  
t h e s e  r e s e r v e s  a r e  e s s e n t i a l l y  a c o n t r o l  m e c h a n i s m .  T h e y  r e p r e s e n t  
the  k e y  to the  e x p a n s i o n  of our  m o n e y  supp ly ,  and  i t  i s  in th i s  s e c t o r  
t ha t  y o u r  m o n e t a r y  a u t h o r i t i e s  o p e r a t e .  

L e t  us  s w i t c h  to a n o t h e r  d i a g r a m  i l l u s t r a t i n g  wha t  h a p p e n e d  in a 
r e c e n t  p e r i o d  of o u r  h i s t o r y  w h i c h  i s  f r e s h  in  ou r  m e m o r y .  We c a n  
t r a c e  h e r e  the n e c e s s i t y  f o r  c e n t r a l  bank  o p e r a t i o n  and the way  i t  
w o r k s .  Le t  us  look q u i c k l y  a t  o u r  m o n e y  supp ly  and s e e  wha t  i t  c o n -  
s i s t s  of. I t  c o n s i s t s  of c u r r e n c y  o u t s i d e  b a n k s  and  of d e p o s i t s  in  b a n k s .  

In  1939 o u r  m o n e y  supp ly  t o t a l l e d  63 b i l l i on  d o l l a r s ,  of w h i c h  
57 b i l l i o n  w a s  in  the f o r m  of bank  d e p o s i t s  and  6 b i l l i o n  in  the f o r m  of 
c u r r e n c y  in  c i r c u l a t i o n .  As we c a m e  to the end  of W o r l d  W a r  II in  
1945, o u r  m o n e y  supp ly  h a d  g r o w n  f r o m  63 b i l l i o n  to 151 b i l l i o n  do l -  
l a r s .  C u r r e n c y  in  c i r c u l a t i o n  had  g r o w n  f r o m  6 b i l l i o n  to 26 b i l l i o n ;  
and b a n k  d e p o s i t s  had  g r o w n  f r o m  57 b i l l i o n  to 124 b i l l i o n  d o l l a r s .  

In  the  i m m e d i a t e  p o s t w a r  y e a r s  we s a w  a v e r y  r a p i d  p r i c e  i n f l a -  
t ion  in  th i s  c o u n t r y  as  t h i s  p u r c h a s i n g  p o w e r ,  o r  m o n e y  supp ly ,  
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bu i l t  up as  a r e s u l t  of w a r  f i n a n c i n g ,  f o r c e d  i t s  way  out  in to  the  
m a r k e t  p l a c e  and  t r i e d  to buy  goods  tha t  w e r e  not  t hen  a v a i l a b l e .  Th i s  
t e r r i f i c  p r e s s u r e  w o r k e d  i t s e l f  out  in a v e r y  s h a r p  p r i c e  i n c r e a s e ,  
w h i c h  i s  the way  we s e e  i n f l a t i o n .  I n f l a t i on  i t s e l f  is  i m b a l a n c e  b e t w e e n  
the  supp ly  and the v e l o c i t y  of m o n e y  and the supp ly  of goods  and  s e r v -  
i c e s .  Tha t  i m b a l a n c e  had  b e e n  c r e a t e d  d u r i n g  W o r l d  W a r  II ,  bu t  the  
e f f e c t  of i t  had  b e e n  h e l d  u n d e r  r e s t r a i n t  b e c a u s e  a l a r g e  p a r t  of the  
w a r - c r e a t e d  p u r c h a s i n g  p o w e r  had  not  b e e n  spen t .  We u n d e r t o o k  to 
s p e n d  i t  in  the i m m e d i a t e  p o s t w a r  y e a r s  and  i t  w o r k e d  i t s e l f  out  in a 
p r i c e  i n f l a t i on .  

B a c k  to ou r  d i a g r a m - - a s  we m o v e  on to 1951, we had  r e l a t i v e l y  
m u c h  s l o w e r  g r o w t h  of ou r  m o n e y  supp ly ,  f r o m  151 b i l l i o n  to 172 
b i l l i o n  d o l l a r s ,  bu t  a g a i n  the g r o w t h  took the f o r m  of bank  d e p o s i t s .  
As of now o u r  m o n e y  s u p p l y  t o t a l s  213 b i l l i o n  d o l l a r s ,  of w h i c h  
28 b i l l i o n  i s  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  and 185 b i l l i o n  
r e p r e s e n t s  bank  d e p o s i t s .  

W h e r e  does  i t  c o m e  f r o m ?  I t  c o m e s  f r o m  l o a n s  and  i n v e s t m e n t s  
of a l l  b a n k s  in the p r o c e s s  w h i c h  I have  m e n t i o n e d  by  w h i c h  t h e y  
c r e a t e  th i s  m o n e y .  We wi l l  s e e  the i m p o r t a n c e  of i t  in  j u s t  a m o m e n t .  

In  1939 the l o a n s  and i n v e s t m e n t s  of a l l  b a n k s  t o t a l l e d  51 b i l l i o n  
d o l l a r s ;  22 b i l l i o n  in l o a n s ,  9 b i l l i o n  in  s e c u r i t i e s  o t h e r  t han  U. S. 
G o v e r n m e n t ,  and '19  b i l l i o n  in U. S. G o v e r n m e n t  s e c u r i t i e s .  As a 
p a r t  of the  f i n a n c i n g  of W o r l d  W a r  II ,  t o t a l  l oans  and  i n v e s t m e n t s  
g r e w ,  by 1945 to 140 b i l l i o n  d o l l a r s .  D e p o s i t s  g r e w  f r o m  57  b i l l i o n  
to 124 b i l l i o n  d o l l a r s .  The  g r o w t h  r e s u l t e d  l a r g e l y  f r o m  i n c r e a s e s  in  
pub l ic  deb t .  B a n k  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  f r o m  
19 b i l l i o n  to 101 b i l l i o n  d o l l a r s .  O t h e r  s e c u r i t i e s  r e m a i n e d  s t a t i c .  
L o a n s  wen t  up s l i g h t l y ,  f r o m  22 to 30 b i l l i o n  d o l l a r s .  

By  1951, the s t r u c t u r e  had  c h a n g e d .  The  h o l d i n g s  of G o v e r n m e n t  
s e c u r i t i e s  d r o p p e d  f r o m  101 b i l l i o n  to 69 b i l l i o n  d o l l a r s ,  o t h e r  s e c u r i -  
t i e s  e x p a n d e d  f r o m  9 b i l l i o n  to 15 b i l l i on  d o l l a r s ,  and loans  g r e w  f r o m  
20 b i l l i o n  to 63 b i l l i o n  d o l l a r s .  

Tha t  p r o c e s s  h a s  c o n t i n u e d  un t i l  c u r r e n t l y  (as  of J u n e ,  1956) 
l oans  s t a n d  a t  106 b i l l i o n  d o l l a r s ;  o t h e r  s e c u r i t i e s  a t  21 b i l l i o n  d o l l a r s ,  
and  the  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  a t  65 b i l l i o n  
d o l l a r s .  

I t  does  not  m a t t e r  w h e t h e r  t h e s e  debt  i n s t r u m e n t s  a r e  in the f o r m  
of p r i v a t e  debt  o r  pub l ic  debt ,  when  they a r e  t aken  in to  t h e  c o m m e r c i a l  
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b a n k s  they  add to the m o n e y  supp ly  of th is  c o u n t r y  in the  f o r m  of 
bank  d e p o s i t s .  

Thus  we see  the m e a n i n g  of the t e r m  I u s e d  e a r l i e r ,  tha t  b a n k s  
a r e  d e a l e r s  in  debt .  As t hey  e x c h a n g e  t h e i r  deb t  fo r  tha t  of o t h e r s ,  
t hey  c r e a t e  add i t i ons  to the m o n e y  supply .  

The p u r p o s e  of the c e n t r a l  Bank is  to e x e r t  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  
d o n e ?  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 ,  the  banks  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 ,  and  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 ,  on the supp ly ,  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 .  

Aga in  I wou ld  l ike  to go b a c k  to th i s  f l a n n e l  b o a r d .  If you  w i l l  
th ink  of th i s  b l o c k  as  r e p r e s e n t i n g  the a v a i l a b l e  r e s e r v e s  of the b a n k -  
ing  s y s t e m ,  if the c e n t r a l  bank, ,  the  m o n e t a r y  a u t h o r i t y ,  i s  to p e r -  
f o r m  i t s  f unc t i on ,  i t  m u s t  e x e r c i s e  an i n f l u e n c e  o v e r  the supp ly  and 
u s e  of t h e s e  r e s e r v e s .  What  we a c t u a l l y  a r e  t h ink ing  of, h o w e v e r ,  
i s  not  the t o t a l  r e s e r v e s  h e l d  bu t  the  f r e e  r e s e r v e s .  As we s a w  on the  
d i a g r a m  w h i c h  was  f i r s t  p l a c e d  on the b o a r d ,  b a n k s  a r e  r e q u i r e d  to 
k e e p  a 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  on d e p o s i t  wi th  the c e n t r a l  bank;  
tha t  i s  t h e i r  r e q u i r e d  r e s e r v e s .  T h o s e  r e s e r v e s  a r e  not  f r e e  r e -  
s e r v e s .  - - T h e y  c a n n o t  d r o p  b e l o w  the  r e q u i r e d  p e r c e n t a g e  w i thou t  
f a c i n g  a r a t h e r  s t i f f  p e n a l t y .  The  p o w e r  of the b a n k s  to expand  d e -  
p e n d s  upon  the r e s e r v e s  w h i c h  t hey  have  a v a i l a b l e  above  and  b e y o n d  
the r e q u i r e d  r e s e r v e s .  

The  i n f l u e n c e  of the m o n e t a r y  a u t h o r i t y  is  e x e r t e d  r i g h t  h e r e .  
I t  i s  e x e r t e d  in t h r e e  w a y s .  I s a i d  tha t  c u r r e n t l y  a l l  m e m b e r  b a n k s  
l o c a t e d  in  a c e n t r a l R e s e r v e  c i t y  have  to k e e p  20 p e r c e n t  of t h e i r  d e -  
m a n d  d e p o s i t s  a s  a r e s e r v e  wi th  the R e s e r v e  bank  of w h i c h  t hey  a r e  
a m e m b e r .  Tha t  p e r c e n t a g e  m a y  be c h a n g 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 .  I t  cou ld  be  i n c r e a s e d  to as  h igh  
as  26 p e r c e n t .  I t  cou ld  be  l o w e r e d  to as  low as  13 p e r c e n t .  

L e t  us  a s s u m e  tha t  t ha t  i n s t r u m e n t  i s  u s e d .  A c h a n g e  in the 
r e q u i r e d  r e s e r v e  p e r c e n t a g e  has  two e f f e c t s .  In the f i r s t  p l a c e ,  you  
have  b l o c k e d  out  a c e r t a i n  p a r t  of the r e s e r v e s  w h i c h  the b a n k i n g  
s y s t e m  h e l d .  B y  r a i s i n g  the  r e s e r v e  r e q u i r e m e n t ,  you  h a v e  c h a n g e d  
f r e e  r e s e r v e s  to r e q u i r e d  r e s e r v e s ,  and  in  a d d i t i o n  to tha t  you  h a v e  
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c h a n g e d  the  m u l t i p l i e r .  In ~ o t h e r  w o r d s ,  a 20 p e r c e n t  r e s e r v e  r e -  
q u i r e m e n t  m e a n s  that  fo r  20 cen t s  of r e s e r v e s  you can  s u p p o r t  a do l -  
l a r  of l i a b i l i t i e s .  So the m u l t i p l i e r  is  5 to 1. But  on a 25 p e r c e n t  
r e s e r v e  r e q u i r e m e n t  the m u l t i p l i e r  b e c o m e s  4 to 1. 

By l o w e r i n g  the  r e s e r v e  r e q u i r e m e n t s  you have  the  o p p o s i t e  
e f f ec t .  You f r e e  a c e r t a i n  a m o u n t  of r e s e r v e s  w h i c h  w e r e  f o r m e r l y  
b locked .  

B a n k s  o p e r a t e  fo r  p rof i t .  In  m y  book,  t h e r e  is  n o t h i n g  w r o n g  wi th  
o p e r a t i n g  fo r  p ro f i t .  ,The  p ro f i t  m o t i v e  i s  a s p u r  to ac t ion .  If t hey  
have  f r e e  r e s e r v e s  t hey  wil l  t r y  to put t h e m  to w o r k  and,  as t hey  put 
t h e m  to w o r k ,  t hey  m a k e  loans .  As they  s e e k  an o p p o r t u n i t y  to m a k e  
l oans ,  they  e n c o u r a g e  the use  of t h e s e  funds  by b u s i n e s s  and i n d i v i d u -  
a l s .  

By tha t  p r o c e s s ,  the l o w e r i n g  of r e s e r v e s ,  you t end  to stimulate 
the e x p a n s i o n  and the u se  of the  m o n e y  supply .  By i n c r e a s i n g  the  
r e s e r v e s  you t end  to s low d o w n - - n o t  c o n t r a c t ,  but  r e s t r i c t  the r a t e  
of g rowth  of the  m o n e y  supply .  So, by c h a n g e s  in  the  r e s e r v e  r e -  
q u i r e m e n t s ,  the  m o n e t a r y  a u t h o r i t i e s  e x e r t  i n f l u e n c e  on the  b a n k i n g  
system. 

Another thing that can be done is change the cost. The System 
has done that six times in the past eighteen months, changed the cost 
of obtaining additional reserves. There are two ways in which banks 
can obtain additional reserves from the central bank. What usually 
happens is, if reserve requirements are increased, or if the pressure 
as a result of a loan demand on the outside continually building the 
deposit structure of banks uses up the free reserves, from either of 
those two pressures the banks will usually turn first to obtain new 
reserves by borrowing from the central bank. They will send in their 
notes, debts secured by U. S. Government obligations or by what is 
known as eligible paper, or they may rediscount directly eligible paper 
and we will deposit to their credit the proceeds of that note, just as 
they deposit to your account the proceeds of a personal note which 
they have. 

The d i f f e r e n c e  i s ,  when  the c o m m e r c i a l  bank  d i s c o u n t s  y o u r  no te  
i t  adds  to t h e  m o n e y  supply ,  d o l l a r  f o r  d o l l a r .  When  we d i s c o u n t  the  
no te  of a m e m b e r  bank ,  we add to the  m o n e y  supp ly ,  d o l l a r  f o r  d o l l a r ,  
but  we add to the p o t e n t i a l  at  a r a t e  c u r r e n t l y  of 6 to i ;  fo r  wha t  we 
have  supp l i ed  a r e  r e s e r v e  d o l l a r s  on which  they  can  now bui ld  a d d i t i o n a l  
d e p o s i t  d o l l a r s .  
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We can  m a k e  tha t  s o u r c e  of r e s e r v e s  m o r e  c o s t l y ,  by c h a n g i n g  the 
r e d i s c o u n t  r a t e .  As the  c o s t  of b o r r o w i n g  m a k e s  it l e s s  p r o f i t a b l e ,  they  
t end  to pay back ,  o r  s e e k  to pay b a c k ,  and  in  s e e k i n g  to pay b a c k  they  
w i l l  t r y  to c o n v e r t  a s s e t s  in to  c a s h  o r  r e s e r v e s .  They  w i l l  m o v e  into  
the m a r k e t  and t r y  to s e l l  t h e i r  G o v e r n m e n t  s e c u r i t i e s  to ob ta in  the 
r e s e r v e s  w h i c h  w i l l  e n a b l e  t h e m  to pay  b a c k  the b o r r o w e d  m o n e y .  If 
any  m e m b e r  bank  in the S y s t e m  has  e x c e s s  r e s e r v e s  and  b u y s  t h e s e  
s e c u r i t i e s  f r o m  the bank  tha t  i s  s h o r t  on r e s e r v e s ,  then  the o w n e r -  
sh ip  of the r e s e r v e s  is  t r a n s f e r r e d  by the t r a n s f e r  of the s e c u r i t i e s ,  
and  the b o r r o w i n g  bank  can  u s e  t h e m  to r e p a y  the R e s e r v e  bank .  But  
if t h e r e  a r e  no f r e e  r e s e r v e s  in the b a n k i n g  s y s t e m ,  t h e n  the R e s e r v e  
S y s t e m  m a y  m o v e  into  the m a r k e t  in  wha t  i s  known  as  o p e n - m a r k e t  
o p e r a t i o n s  and buy  s e c u r i t i e s ,  p a y i n g  fo r  t h e m  With the c r e a t i o n  of a d d i -  
t i ona l  r e s e r v e s .  Or ,  c o n v e r s e l y ,  the  R e s e r v e  S y s t e m  m a y  m o v e  in to  
the open  m a r k e t  and  s e l l ,  t h e r e b y  m o p p i n g  up e x i s t i n g  r e s e r v e s .  

So, t h r o u g h  t h e s e  t h r e e  i n s t r u m e n t s  of m o n e t a r y  po l i cy ,  the in -  
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  upon  the r e s e r v e  s t r u c t u r e  of the  
c o m m e r c i a l  b a n k s ,  and t h r o u g h  that  i n f l u e n c e ,  on the e c o n o m y  of the 
c o u n t r y  a s  a who le .  

The F e d e r a l  R e s e r v e  S y s t e m  i s  not  t r y i n g  now o r  e v e r ,  to f o r c e  a 
c o n t r a c t i o n  in  the A m e r i c a n  e c o n o m y .  R a t h e r  the S y s t e m  t r i e s  to r e -  
s t r a i n  i m m o d e r a t e  g r o w t h  w h i c h  m a y  l e a d  to b o o m  o r  bus t  and,  c o n -  
v e r s e l y ,  a t t e m p t s  to s t i m u l a t e  a m o r e  r a p i d  r a t e  of g r o w t h  in  a p e r i o d  
of l e s s e n e d  e c o n o m i c  a c t i v i t y .  

E s s e n t i a l l y ,  h o w e v e r ,  the S y s t e m  is t r y i n g  to i n f l u e n c e  the d e c i s i o n s  
of peop le ;  f o r  t h e s e  p r e s s u r e s  upon  the a v a i l a b i l i t y  and the supp ly  and  the 
c o s t  of r e s e r v e s  i n f l u e n c e  the d e c i s i o n s  of the b a n k e r ,  and  t h e s e  d e c i s i o n s  
of the b a n k e r  to l end  o r  not  to l end  at  one  r a t e  o r  a n o t h e r  e x e r c i s e  an 
i n f l u e n c e  upon  the d e c i s i o n s  of b u s i n e s s m e n  and  i n d i v i d u a l s  a c r o s s  the 
c o u n t r y  to b o r r o w ,  to s p e n d  now,  o r  to d e f e r  u n t i l  t o m o r r o w .  So we a r e  
t r y i n g  to a f f e c t  the d e c i s i o n s  of peop le .  Tha t  i s  a v e r y  d e l i c a t e  t h ing  
to p lay  wi th;  f o r  c o n f i d e n c e  c a n  r a p i d l y  b e c o m e  o v e r c o n f i d e n c e ,  and  j u s t  
as  r a p i d l y  o v e r c o n f i d e n c e  c a n  c h a n g e  to f e a r  f o r  the f u t u r e .  

We have  l e a r n e d  tha t  m o n e y  w i l l  not  m a n a g e  i t s e l f .  If  le f t  a lone , ,  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  i s  a v a s t  d i f f e r e n c e  b e t w e e n  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 .  T h e r e  a r e  i n h i b i t i n g  f a c t o r s  in  the 
a c t i o n  of the m o n e t a r y  m a n a g 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 .  I 
w i l l  m e n t i o n  q u i c k l y  t h r e e .  F i r s t ,  the  s i z e  of the F e d e r a l  deb t  i t s e l f .  
Second  the fac t  tha t  though the e c o n o m y  as  a who le  m a y  be e n j o y i n g  
wha t  a p p e a r s  to be  a b o o m ,  ~here  w i l l  be  s e c t o r s  of the e c o n o m y  w h i c h  
a r e  not  e n j o y i n g  th i s  u p s u r g e  of e c o n o m i c  a c t i v i t y .  The  m o n e t a r y  
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m a n a g e r s  m u s t  r e c o g n i z e ,  and do, tha t  in  t h e i r  a t t e m p t  to r e s t r a i n  
the  boom in  c e r t a i n  s e c t o r s  of the  e c o n o m y  they  m a y  a d v e r s e l y  a f f ec t  
o t h e r  s e c t o r s  of the e c o n o m y .  The t h i r d  i n h i b i t i n g  f a c t o r  i s  the  
A m e r i c a n  ob j ec t i on  to r e s t r a i n t ,  wh ich  e x i s t s  a l l  a c r o s s  the  c o u n t r y  
in  the  m i n d s  and h e a r t s  of a l m o s t  a l l  of us .  

T h e s e  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  m u s t  give us  pause ,  f o r  no 
one knows  wha t  the  r e a c t i o n  of A m e r i c a n s  w i l l  be en m a s s e .  Whi l e  
A m e r i c a n s  a r e  e s s e n t i a l l y  i nd iv idua l i s t i c~  in  r e c e n t  d e c a d e s  t r e n d s  
t o w a r d  a m o r e  s o c i a l l y  i n t e g r a t e d  s o c i e t y  have  b e e n  a p p a r e n t .  Sudden 
c h a n g e s  in  the  t h i n k i n g  of peop le  s p r e a d  a c r o s s  the l and  v e r y  m u c h  
m o r e  r a p i d l y  than  in  o t h e r  d a y s .  B a c k  in  1951 we e x p e r i e n c e d  in  a 
p e r i o d  of 90 d a y s  a change  of r a t e  of s a v i n g s  in  the  c o u n t r y  f r o m  3 p e r -  
cen t  of p e r s o n a l  i n c o m e  a f t e r  t a x e s  to 9 p e r c e n t  of p e r s o n a l  i n c o m e  
a f t e r  t a x e s  on an  a v e r a g e  a c r o s s  the c o u n t r y .  We m a y  be a l l  i n d i v i d -  
u a l i s t i c ,  bu t  we d e c i d e d  to be a l l  i n d i v i d u a l i s t i c  in  the  s a m e  d i r e c t i o n  
a t  the s a m e  t i m e - - w i t h i n  90 d a y s .  Why,  nobody  knows .  We c a n  j u s t  
as  qu i ck ly  t u r n  the  o t h e r  way .  Why,  nobody  w i l l  know.  Bu t  t ha t  
change  in  the r a t e  of s a v i n g s ,  t o g e t h e r  wi th  c e r t a i n  m o n e t a r y  p o l i c i e s  
wh ich  took e f fec t  in  1951, l ed  us  in to  a p e r i o d  of p r i c e  s t a b i l i t y .  I t  i s  
the  l o n g e s t  we have  e v e r  known in ou r  h i s t o r y ;  s o m e t h i n g  l ike  5 y e a r s  
of a r e l a t i v e l y  s t a b l e  p r i c e  l e v e l  on the  a v e r a g e .  I t  h a s  begun  to m o v e  
up a l i t t l e  b i t  in  r e c e n t  m o n t h s .  W h e r e  we a r e  h e a d e d ,  I do not  know.  
Tha t  r e m a i n s  to be  s een .  

In  a t ex t  w h i c h  I s t ud i ed  a good m a n y  y e a r s  ago,  a t ex t  w h i c h  t oday  
i s  out  of da te ,  t h e r e  i s  one s e n t e n c e  wh ich  s t a y s  wi th  m e .  I quote :  
" 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  and s u r e  to 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 e  of i n d u s t r i a l  people  w h e r e  

t !  t h e r e  i s  m u t u a l  c o n f i d e n c e  a m o n g  m e n .  

Now, 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  
economy~ but  i t  can  e x i s t  on ly  w h e r e  t h e r e  i s  m u t u a l  c o n f i d e n c e  among 
m e n .  If  t h e s e  w a n t s  wh ich  b a n k s  supp ly  a r e  in  f ac t  s i m p l e ,  we shou ld  
be ab le  to r e d u c e  t h e m  to s i m p l e  t e r m s .  I th ink  we can.  The i ' e  a r e  
t h r e e .  

F i r s t ,  b a n k s  p r o v i d e  a m e c h a n i s m  and a m e a n s  by  wh ich  we t r a n s -  
f e r  v a l u e s  b e t w e e n  people ,  a m e c h a n i s m  by  wh ich  the va lue  of y o u r  
s e r v i c e  i s  t r a n s f e r r e d  t o  the  g r o c e r  to p r o v i d e  food, to the  m e r c h a n t  
to p rov ide  c lo th ing ,  to p r o v i d e  s h e l t e r - - a  t r a n s f e r  of v a l u e s  b e t w e e n  
people .  The b a n k i n g  m e c h a n i s m  and m o n e y  s a t i s f y  t h a t  wan t .  
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Second ,  b a n k s  p r o v i d e  a m e c h a n i s m  f o r  the  t r a n s f e r  of .values  
b e t w e e n  p l a c e s ,  a p r o c e s s  w h i c h  e n a b l e s  a d i s t r i b u t o r  in  B a l t i m o r e  
to ob ta in  f r o m  a m a n u f a c t u r e r  in  D e t r o i t  and s e l l  to a r e t a i l e r  in  
W a s h i n g t o n ,  who p l a c e s  in  the  h a n d s  of a c o n s u m e r  in  A r l i n g t o n  s o m e  
c o m m o d i t y .  T h e s e  fou r  s e p a r a t e d  p l a c e s  can  h a v e  the  v a l u e s  t r a n s -  
f e r r e d  b e t w e e n  t h e m  wi th  s u c h  e a s e  tha t  t hey  h a r d l y  r e a l i z e  the  
m e c h a n i s m  e x i s t s .  B a n k i n g  e n a b l e s  peop le  to t r a n s f e r  v a l u e s  b e t w e e n  
p e o p l e  and to t r a n s f e r  v a l u e s  b e t w e e n  p l a c e s .  

T h i r d ,  b a n k s  p r o v i d e  a m e c h a n i s m  fo r  the t r a n s f e r  of v a l u e s  in  
t i m e .  T h e r e  we  c o m e  to the  c r u x  of the r e s p o n s i b i l i t y  of the m o n e t a r y  
a u t h o r i t y .  Our  e c o n o m y  i s  bu i l t  upon  fa i th  in  the  f u t u r e .  If  we do 
not  b e l i e v e  tha t  o u r  m e d i u m  of e x c h a n g e  w i l l  p r e s e r v e  s o m e t h i n g  of 
t o d a y ' s  v a l u e  t o m o r r o w  and  n e x t  y e a r  and in  the  n e x t  g e n e r a t i o n ,  w e  
c a n n o t  b u i l d  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 ,  the  m o n e t a r y  a u t h o r i -  
t i e s  s t r i v e  f o r  a s t ab l e  d o l l a r ,  t hough  not  a s t a t i c  e c o n o m y .  

Thank  you.  

C O L O N E L  LACKAS:  Mr .  W a y n e  i s  now p r e p a r e d  to a n s w e r  y o u r  
q u e s t i o n s .  

MR. WAYNE:  T h a t ' s  a b r o a d  s t a t e m e n t .  

QUESTION:  I w o u l d  l ike  to know,  fo r  e x a m p l e ,  why  j u s t  r e c e n t l y  
you  c h a n g e d  the i n t e r e s t  r a t e  to d i s c o u r a g e  loans .  Wha t  c o n t r o l s  o r  
r e s t r a i n t s  do you  have  o v e r  m e m b e r  b a n k s  to k e e p  t h e m  out ,  to r e -  
s t r a i n  t h e m  f r o m  s e l l i n g  G o v e r n m e n t  s e c u r i t i e s  tha t  t hey  m i g h t  h a v e  
so  that  t hey  c a n  i n c r e a s e  t h e i r  r e s e r v e s ,  w h i c h  in  t u r n  wou ld  do the 
v e r y  s a m e  th ing  you  d idn ' t  w a n t  t h e m  to do by c h a n g i n g  the  i n t e r e s t  
r a t e  ? 

MR.  WAYNE:  The q u e s t i o n ,  as  I u n d e r s t a n d  it ,  i s :  What  r e s t r a i n t  
o r  r e s t r i c t i o n  e x i s t s  to p r e v e n t  m e m b e r  b a n k s ,  in a p e r i o d  w h e n  the 
m o n e t a r y  a u t h o r i t i e s  a r e  a t t e m p t i n g  to e x e r c i s e  an i n f l u e n c e  of r e -  
s t r a i n t ,  f r o m  m o v i n g  in to  the  m a r k e t  and  s e l l i n g  t h e i r  G o v e r n m e n t  
s e c u r i t i e s ,  t h e r e b y  o b t a i n i n g  the r e s e r v e s  w h i c h  wou ld  e n a b l e  t h e m  to 
go a h e a d  and  do wha t  we  h a d  u n d e r t a k e n  to r e s t r a i n  t h e m  f r o m  do ing  ? 

Wel l ,  t h e r e  a r e  two s i m p l e  a n s w e r s  to it;  o r  t h e r e  i s  one  v e r y  
s i m p l e  a n s w e r  t o  i t ,  and  t h e r e  i s  one  tha t  i s  a l i t t l e  bi t  m o r e  i nvo lved .  
Bo th  of t h e m  apply .  The  f i r s t ,  the  r a t h e r  s i m p l e  a n s w e r ,  i s  the 
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d e t e r r e n t  of the prof i t  mot ive .  In a pe r iod  of r e s t r a i n t ,  as  the p r i c e ,  
in  t e r m s  of i n t e r e s t ,  r i s e s ,  the p r i ce ,  in  t e r m s  of the m a r k e t  value 
of s e c u r i t i e s ,  fa l l s .  So that  a bank which m a y  hold a block of U. S. 
Governmen t  2 -1 /2  p e r c e n t s  of 1967-72 m a y  go into the m a r k e t  and s e l l  
those  s e c u r i t i e s  and t he r eby  obtain r e s e r v e s ,  p rov ided  the re  a r e  any 
r e s e r v e s  ava i l ab le  for  them to obtain; but to s e l l  t hem the bank Will 
have to take an 8-point  loss  on ~ne do l la r ,  because  the m a r k e t  pr ice°  
I think,  i s  down to a round  92, if  I r e m e m b e r  my  m a r k e t  quotat ion c o r -  
r e c t l y .  

But  the r e a l  r e s t r a i n t  i s  th i s :  If the bank goes into the m a r k e t  to 
s e l l  the s e c u r i t i e s ,  s eek ing  r e s e r v e s ,  i t  has  to get those  r e s e r v e s  
f r o m  someone  who has  r e s e r v e s .  If t he re  a r e  no f r e e  r e s e r v e s  ava i l -  
able in the banking  s y s t e m  as  a whole,  the only p lace  i t  can obtain 
the r e s e r v e s  i s  to s e l l  them to the Sys t em i t se l f ,  to the F e d e r a l  R e -  
s e r v e  S y s t e m  i t se l f .  If the F e d e r a l  R e s e r v e  S y s t e m  i s  no t .buying  
then the banke r  i s  in a d e s p e r a t e  s i tua t ion ,  and the only th ing he can  
do i s  s top lending,  or  r e s t r i c t  h is  lending.  

As a m a t t e r  of fact ,  as  of r igh t  now, the banking  s y s t e m  i s  in  
debt. As of today, the banking  s y s t e m  is  in  debt to the c e n t r a l  bank 
by a p p r o x i m a t e l y  400 mi l l i on  do l l a r s  m o r e  than the f r ee  r e s e r v e s  
held  by the banking s y s t e m .  Now, the s ame  banks  a re  not in  debt 
that  hold the f ree  r e s e r v e s ,  but the re  i s  a net  nega t ive  r e s e r v e  situ= 
a t ion in the banking  s y s t e m  as  a whole;  so  t h a t . t h e r e  a r e  few b u y e r s  
for  the s e c u r i t i e s ,  if a banke r  under took  to conver t  those ,  and t h e r e -  
fore  he would find it  ve ry  diff icul t  to obtain r e s e r v e s .  

We do not e x e r c i s e  any inf luence  d i r e c t l y  on the ind iv idua l  bank. 
We m e r e l y  inf luence  the total  ava i l ab i l i t y  and supply,  and the bank 
ope ra t e s  on a p r i ce  f ac to r  wi th in  the m a r k e t  which r i s e s  out of our  
act ion.  We do not r e s t r i c t  the ind iv idua l  banker .  He may ,  at  a p r i c e ,  
unde r t ake  to obtain r e s e r v e s ,  but that  p r i c e  tends  to r e s t r a i n  h i m .  

QUESTION: Mr.  Wayne,  would you d i s c u s s  the r e l a t i o n s h i p  o r  
i n t e r r e l a t i o n s h i p  among the va r ious  Gove rnmen t  agenc i e s  conce rned  
with the e c o n o m y - - t h e  F e d e r a l  R e s e r v e  Board ,  the T r e a s u r y  Depa r t -  
ment ,  the Counci l  of Economic  A d v i s e r s ,  and even the P r e s i d e n t ' s  
p e r s o n a l  economic  a d v i s e r ,  Dr. H a r v e y ?  How do a l l  those  people 
gea r  in t oge the r  ? 

MR. WAYNE: The re  i s  v e r y  c lose  r e l a t i o n s h i p  be tween 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  Sys t em and the S e c r e t a r y  of the 
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T r e a s u r y .  T h e r e  i s  an e x c h a n g e  da i ly  at the s taff  l e v e l  and  d i s c u s -  
s i o n s  b e t w e e n  the s e n i o r  s taff  peop le  of the B o a r d  of G o v e r n o r s  and 
the s e n i o r  s ta f f  peop le  of the T r e a s u r y .  T h e r e  a r e  m a n y  c o n t a c t s - -  
I would  not  say  d a i l y - - t h e r e  a r e  t i m e s  when  they  a r e  da i ly ,  but  con t ac t  
would  not  n e c e s s a r i l y  be da i ly  at a l l  t i m e s - - b e t w e e n  the C h a i r m a n  of 
the  B o a r d  at po l i cy  l e v e l  and the T r e a s u r y ,  e i t h e r  the U n d e r  S e c r e t a r y  
of the T r e a s u r y  o r  the S e c r e t a r y  of the T r e a s u r y ,  as the  c a s e  m a y  be.  
It so h a p p e n s  that  in  t h e , p r e s e n t  o r g a n i z a t i o n  of the T r e a s u r y  D e p a r t -  
m e n t  the  U n d e r  S e c r e t a r y  of the T r e a s u r y ,  Mr.  B u r g e s s ,  i s  s p e n d i n g  
f u l l  t i m e  on the deb t  m a n a g e m e n t  and the  f i s c a l  m a n a g e m e n t  p r o b l e m .  
So that  a g r e a t  dea l  of con tac t  b e t w e e n  the F e d e r a l  R e s e r v e  S y s t e m  and 
the T r e a s u r y  c e n t e r s  t h e r e  at the po l i cy  l e v e l  b e t w e e n  the C h a i r m a n  of 
the  B o a r d  and Dr.  B u r g e s s .  

The T r e a s u r y  a d v i s e s  the R e s e r v e  S y s t e m  wi th  r e s p e c t  to i t s  
a d v a n c e  n e e d s  and i n d i c a t e s  what  i t  c o n t e m p l a t e s  doing  in c o n n e c t i o n  
with debt  m a n a g e m e n t .  The F e d e r a l  R e s e r v e  S y s t e m  in  t u r n  k e e p s  
the  T r e a s u r y  D e p a r t m e n t  c o n s t a n t l y  a d v i s e d  of the S y s t e m ' s  c u r r e n t  
a p p r a i s a l  of the m o n e t a r y  and c r e d i t  s i t ua t i on  and the m o n e t a r y  s t e p s  
wh ich  s e e m  to be i n d i c a t e d  u n d e r  the c i r c u m s t a n c e s  as  the  S y s t e m  s e e s  
them.  The T r e a s u r y  does  not ,  and ha s  not  s i n c e  M a r c h  of 1951 u n d e r -  
t a k e n  to e x e r t  any d i r e c t  i n f l u e n c e  on the o p e r a t i o n s  of the R e s e r v e  
S y s t e m .  In tu rn ,  the R e s e r v e  S y s t e m  h a s  not u n d e r t a k e n  to e x e r c i s e  
any d i r e c t  i n f l u e n c e  upon the p r o b l e m s  of the  T r e a s u r y .  The two h a v e  
r e c o g n i z e d  t h e i r  i n d e p e n d e n t  a r e a s  of r e s p o n s i b i l i t y ,  and act  a c c o r d i n g l y .  
T h e y  a r e  k e p t  a d v i s e d  m u t u a l l y  as to what  is  b e i n g  done,  but  e a c h  p r o -  
c e e d s  on i t s  own r e s p o n s i b i l i t y .  

As b e t w e e n  the R e s e r v e  S y s t e m  and the Counc i l  of E c o n o m i c  
A d v i s e r s ,  m y  own p e r s o n a l  k n o w l e d g e  of that  r e l a t i o n s h i p  i s  m u c h  m o r e  
vague  than  wi th  r e s p e c t  to the r e l a t i o n s h i p  b e t w e e n  the  R e s e r v e  S y s t e m  
and the  T r e a s u r y .  Again ,  h o w e v e r ,  t hose  c o n t a c t s  a r e  m a i n t a i n e d ,  
l a r g e l y  t h r o u g h  the  C h a i r m a n  of the B o a r d  and  c e r t a i n  s e n i o r  s taf f  
m e m b e r s  of the  B o a r d  of G o v e r n o r s ,  who m a i n t a i n  a c l o s e  r e l a t i o n s h i p  
wi th  the s e n i o r  s ta f f  peop l e  on the Counc i l  of E c o n o m i c  A d v i s e r s ,  and  
then  b e t w e e n  the  m e m b e r s  of the Counc i l  and the m e m b e r s  of the B o a r d .  

The C h a i r m a n  of the  F e d e r a l  R e s e r v e  B o a r d  i s  the  r e p r e s e n t a t i v e  
of the  S y s t e m ,  fo r  i n s t a n c e ,  and s i t s  in  m e e t i n g s  of the  N a t i o n a l  
S e c u r i t y  Counc i l ,  and  r e p r e s e n t s  the  R e s e r v e  S y s t e m  in  the d i s c u s s i o n s  
at top g o v e r n m e n t a l  l e v e l  c o n c e r n i n g  our  i n t e r n a t i o n a l  r e l a t i o n s h i p s .  
It  i s  t h r o u g h  the C h a i r m a n  at the top po l icy  . level  tha t  t hose  c o n t a c t s  
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a r e  m a i n t a i n e d ,  and  i t  i s  t h r o u g h  the s e n i o r  s ta f f  peop le  o r  o t h e r  
m e m b e r s  of the  B o a r d  tha t  c o n t a c t s  a r e  m a i n t a i n e d  on the w o r k i n g  
l e v e l s  wi th  the  v a r i o u s  d e p a r t m e n t s .  

QUESTION: You s e e m  to be ,  sha l l  we say ,  s l i g h t l y  b i t t e r  about  
th i s  6 p e r c e n t  l ega l  l i m i t  on the p ro f i t s  of the F e d e r a l  R e s e r v e  bank.  
I w o n d e r  if you  would  give us a l i t t l e  c o m m e n t  on both  s i d e s  of  tha t ,  
bo th  as  to why o r  why not that  shou ld  be r a i s e d .  

MR. WAYNE:  I a m  not  b i t t e r  about it .  I m e r e l y  s a id  tha t  the  
c o m m e r c i . a l  banks ,  as they  look at the r a t h e r  l a r g e  e a r n i n g s  of the  
c e n t r a l  bank ,  f e e l  that  they  a r e  e n t i t l e d  to a l a r g e r  p e r c e n t a g e  of the  
e a r n i n g s  of tha t  s y s t e m .  

The a r g u m e n t s  on the s ide  of a l a r g e r  p a r t i c i p a t i o n  on the  p a r t  
of the c o m m e r c i a l  banks  in  the  e a r n i n g s  of the  c e n t r a l  bank  r e s t  p r i -  
m a r i l y  upon  the  c o n c e p t  of the R e s e r v e  b a n k s  as  p r i v a t e  c o r p o r a t i o n s ,  
and the c o m m e r c i a l  banks  as  the  s tock  o w n e r s  of tha t  c o r p o r a t i o n ;  
p lus  the  fac t  tha t  the c o m m e r c i a l  b a n k s  c a r r y  r e s e r v e  d e p o s i t s  wi th  
the c e n t r a l  bank,  and  m a n y  of t h e m  a r e  p e r s u a d e d  tha t  i t  i s  t h r o u g h  
the i n v e s t m e n t s  of t h e s e  d e p o s i t s  that  the e a r n i n g s  of the r e s e r v e  
banks  a r e  ob ta ined .  

In a m e a s u r e  tha t  i s  t r u e ,  but  only  to a d e g r e e ;  fo r  the c e n t r a l  
bank a c t u a l l y  c r e a t e s  t hose  d e p o s i t s  t h r o u g h  the p r o c e s s  that  we h a v e  
d i s c u s s e d  h e r e ;  e i t h e r  by the m a k i n g  of l oans  o r  by the  p u r c h a s i n g  of 
s e c u r i t i e s  i t  c r e a t e s  the r e s e r v e s ,  wh ich  a r e  t hen  the p r o p e r t y  of the 
c o m m e r c i a l  banks .  

Th is  l e a d s  us in  p a r t  a r o u n d  to the o t h e r  s ide  of the  a r g u m e n t ,  
a g a i n s t  an e n l a r g e d  p a r t i c i p a t i o n  of the c o m m e r c i a l  b a n k s ,  an a r g u -  
m e n t  wh ich  has  b e e n  u s e d ,  and n o  doubt w i l l  be  u s e d  again ,  to s u p p o r t  
e l i m i n a t i n g  a l l  p a r t i c i p a t i o n  of the c o m m e r c i a l  banks .  E s s e n t i a l l y  
t h e  e a r n i n g s  of the c e n t r a l  bank  s t e m  f r o m  i t s  power ,  i t s  a u t h o r i z a -  
t ion  as  a bank  of i s s u e ,  to i s s u e  m o n e y ,  p l u s  the r e q u i r e m e n t  in  the  
law fo r  the  m a i n t e n a n c e  of r e s e r v e s  in  the f o r m  of l i a b i l i t i e s  of the  
c e n t r a l  bank.  That  p o w e r  to i s s u e  m o n e y  i s  e s s e n t i a l l y  the  r i g h t  of 
the s o v e r e i g n ,  the  r i g h t  of the G o v e r n m e n t ,  w h a t e v e r  the g o v e r n m e n t  
m a y  be.  If we w e r e  not  a bank  of i s s u e ,  if we did  not  ho ld  the  r e -  
q u i r e d  r e s e r v e s  of the m e m b e r  banks ,  and if  i t  w e r e  not  a g a i n s t  
F e d e r a l  law, F e d e r a l  s t a tu t e ,  to d e m a n d  that  we c o n v e r t  ou r  l i a b i l i -  
t i e s  in to  the u l t i m a t e  r e s e r v e ,  wh ich  i s  gold,  then  the p ro f i t s  of the 
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R e s e r v e  S y s t e m  would  be s e v e r e l y  r e s t r i c t e d .  So that ,  s i n c e  t h o s e  
e a r n i n g s  r e s u l t  f r o m  the  p e r f o r m a n c e  of a func t ion  wh ich  i s  e s s e n -  
t i a l ly  in  the  i n t e r e s t  of s o c i e t y  t h r o u g h  G o v e r n m e n t ,  the  e a r n i n g s  
shou ld  p r o p e r l y  go to G o v e r n m e n t  as  r e p r e s e n t a t i v e  of s o c i e t y .  

An a r g u m e n t  at a s o m e w h a t  d i f f e r e n t  l e v e l ,  but  of c o n s i d e r a b l e  
s i g n i f i c a n c e  to the e f f ec t ive  o p e r a t i o n  of the c e n t r a l  bank i s  t h i s :  If 
the  c e n t r a l  bank  w e r e  f a c e d  wi th  the spu r  of m a k i n g  e a r n i n g s ,  the  
p ro f i t  spu r ,  i f  i t  w e r e  o p e r a t e d  fo r  p r i v a t e  a d v a n t a g e ,  wh ich  i t  i s  not ,  
t hen  i t  w o u l d  be u n d e r  p r e s s u r e  at t i m e s  to take  ac t i ons  to p r o t e c t  
i t s  pro f i t  e a r n i n g  capac i ty ,  w h e r e a s  i t  p e r h a p s  shou ld  be  t ak ing  
a c t i o n s  in  w h i c h  i t  would  d e l i b e r a t e l y  l o s e  m o n e y ,  in  o r d e r  to s t i m u -  
l a te  e c o n o m i c  ac t i v i t y  on the o t h e r  s ide .  But ,  if the  c e n t r a l  bank  w e r e  
u n d e r  the  p ro f i t  s p u r  and the  n e c e s s i t y  of m a k i n g  e a r n i n g s  to pay out  
t hose  e a r n i n g s  in  the f o r m  of e i t h e r  d i v i d e n d s  to the s t o c k h o l d e r s  o r  
i n t e r e s t  on the  d e p o s i t s  h e l d  by the c o m m e r c i a l  banks ,  then  the c e n -  
t r a l  bank  would  f ind i t s e l f  i n e v i t a b l y  c o m p e t i n g  wi th  the c o m m e r c i a l  
b a n k s  and the  p r i v a t e  s ide  of our  s t r u c t u r e  a f t e r  t hose  p ro f i t s .  If I 
m a y  u s e  a s l i gh t  s l a n g  t e r m - - t h e y  a i n ' t  s e e n  no c o m p e t i t i o n  ye t  un t i l  
t hey  t r y  to c o m p e t e  wi th  a bank of i s s u e .  

They.  r e a l l y  don ' t  want  i t ,  but  they  th ink  they  do. 

QUESTION: Mr.  Wayne,  wha t  f u n d a m e n t a l  d i f f e r e n c e  e x i s t s  wi th -  
in  the R e s e r v e  S y s t e m  now as  o p p o s e d  to what  e x i s t e d  in  the t h i r t i e s  
d u r i n g  a l l  the bank  c r a s h e s  ? Is  the s a f e g u a r d  now s t r i c t l y  that  of i n -  
s u r a n c e  o r  is  t h e r e  s o m e  o t h e r  f u n d a m e n t a l  c h a n g e  ? What  p r o t e c t i o n  
do the  Sta te  b a n k s  have  a g a i n s t  c r a s h e s ,  and so f o r t h ?  

MR. WAYNE:  Two q u e s t i o n s - - t h e  f i r s t  q u e s t i o n - - h a v e  t h e r e  
b e e n  any f u n d a m e n t a l  c h a n g e s  in  the S y s t e m  s i n c e  the e a r l y  t h i r t i e s  ? 
The  a n s w e r  is  y e s .  T h e r e  was  a f u n d a m e n t a l  change  in  the  b a s i c  law 
u n d e r  ~vhich the F e d e r a l  R e s e r v e  S y s t e m  o p e r a t e s ,  b r o u g h t  about  by  
the B a n k i n g  Act  of 1935. P r i o r  to the B a n k i n g  Act  of 1935, w e  cou ld  
only  p l e d g e - - t h e  R e s e r v e  S y s t e m  cou ld  only  p l e d g e - - a g a i n s t  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  R e s e r v e  S y s t e m ,  gold and  e l i g i b l e  p a p e r ,  
and the a u t h o r i t y  to p l edge  G o v e r n m e n t  s e c u r i t i e s  back  of i t  was  
s e v e r e l y  r e s t r i c t e d ,  a l m o s t  n o n e x i s t e n t .  In  add i t ion ,  the R e s e r v e  
S y s t e m  cou ld  m a k e  a d v a n c e s  to m e m b e r  banks  only  a g a i n s t  s o - c a l l e d  
e l i g i b l e  p a p e r .  

You wi l l  r e c a l l  that  when  the  S y s t e m  was  e s t a b l i s h e d  in  1913 i t  
r e s t e d  v e r y  l a r g e l y  upon  the then  c u r r e n t  Rea l  B i l l s  D o c t r i n e ,  w h i c h  
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h e l d  that  as  b u s i n e s s  e x p a n d e d  b u s i n e s s  p a p e r  would  expand ,  and,  
i f  you could  p r o v i d e  fo r  the  m o n e t i z a t i o n  of tha t  b u s i n e s s  p a p e r  
t h r o u g h  the c e n t r a l  bank and that  b u s i n e s s  p a p e r  o n l y - - t h a t  i s ,  p a p e r  
wh ich  f i n a n c e d  a s t e p  in  the p r o c e s s  of p r o d u c t i o n  and was  pa id  fo r  
w h e n  the goods  o r  s e r v i c e s  r e a c h e d  the point  of c o n s u m p t i o n - - t h e n ,  
as  b u s i n e s s  e x p a n d e d  and b u s i n e s s  p a p e r  e x p a n d e d ,  the m o n e y  supp ly  
would  expand  a c c o r d i n g l y  and, as  the p r o c e s s  was  c o m p l e t e d  and the  
b u s i n e s s  p a p e r  was  then  r e t i r e d ,  i t  would  be r e t i r e d  by a r e t i r e m e n t  
of the  m o n e y  supply  which  had  b e e n  i s s u e d  at  the  t i m e  of the  m o n e -  
t i z ing .  You had  a m e c h a n i c a l  p r o c e s s  which  wou ld  expand  as  b u s i n e s s  
e x p a n d e d  and would  c o n t r a c t  as  b u s i n e s s  c o n t r a c t e d .  I t ' s  a beau t i fu l  
t h e o r y .  It  j u s t  d o e s n ' t  work .  But  the a u t h o r i t y  of the  R e s e r v e  S y s t e m  
to m a k e  a d v a n c e s  was  l i m i t e d  to that  k ind  of p a p e r  un t i l  the  1930 's .  

S ince  the 1930 's  the R e s e r v e  S y s t e m  has  the  a u t h o r i t y  to e x t e n d  
to m e m b e r  banks  c r e d i t  a g a i n s t  any a c c e p t a b l e  a s s e t  w h i c h  the  bank  
has .  So t h e r e  has  b e e n  that  b a s i c  change .  

A s e c o n d  b a s i c  change  ha s  c o m e  about ,  in  tha t  we l ike  to th ink  of 
the R e s e r v e  S y s t e m  as d y n a m i c  and not  s t a t i c ,  and  as  g r o w i n g  a n d n o t  
s t a y i n g  f ixed;  and the u n d e r s t a n d i n g s  and e x p e r i e n c e s  of the  R e s e r v e  
S y s t e m  i t s e l f  have  g r o w n  as  a r e s u l t  of the  e x p e r i e n c e s  in  the t h i r t i e s .  
By e x p e r i e n c e ,  the  t e c h n i q u e s  have  b e e n  r e f i n e d .  By e x p e r i e n c e ,  the  
u n d e r s t a n d i n g  has  b e e n  e n l a r g e d ,  so that  the m o n e t a r y  a u t h o r i t y ,  the  
R e s e r v e  S y s t e m ,  u n d e r s t a n d s  i t s e l f  and i t s  l i m i t a t i o n s  b e t t e r  than  i t  
d id  in  the 1930 's .  That  i s  a s e c o n d  f u n d a m e n t a l  change .  

Then ,  t h i rd ,  p r i o r  to the b a n k i n g  ac t  of the  e a r l y  t h i r t i e s ,  the  
R e s e r v e  S y s t e m  had  a lways  to s t and  r e a d y  to m e e t  d e m a n d  fo r  i t s  
u l t i m a t e  r e s e r v e ,  w h i c h  was  gold.  It no l o n g e r  ha s  to p r o t e c t  i t s e l f  
a g a i n s t  that  d e m a n d  fo r  i t s  u l t i m a t e  r e s e r v e ,  so tha t  i t  can  expand  
wi th  g r e a t e r  f r e e d o m .  It m a y  be  that  we have  p e r m i t t e d  i t  to expand  
wi th  too g r e a t  f r e e d o m .  

On the s e c o n d  q u e s t i o n ,  as  to the  p r o t e c t i o n  of the s t a t e  b a n k s ,  
t h e r e  is  no d i f f e r e n c e  in  the s o r t  of c h a r t e r  a f f ec t ing  the s t r e n g t h  of 
a bank.  A s t a t e  bank  can  be ju s t  as s t r o n g  as  a n a t i o n a l  bank,  and a 
n a t i o n a l  bank can  be ju s t  as  s t r o n g  as  a s t a t e  bank.  C o n v e r s e l y ,  one 
c a n  be  j u s t  as weak  as  the o t h e r .  T h e r e  i s  no v i r t u e  in  the  c h a r t e r  
w h i c h  the bank  has .  

The m e m b e r  b a n k s  have  a c c e s s  to the  d i s c o u n t  f a c i l i t i e s  of the  
c e n t r a l  bank.  N o n m e m b e r  banks  do not  have  d i r e c t  a c c e s s  to t h e m ,  
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bu t  the n o n m e m b e r  b a n k s  have  e f f ec t i ve  a c c e s s  to t h e m  t h r o u g h  
m a i n t a i n i n g  c o r r e s p o n d e n c e  r e l a t i o n s h i p s  wi th : the  m e m b e r  b a n k s .  So 
tha t ,  wh i l e  the c e n t r a l  bank  does  not  m a k e ,  o r d i n a r i l y ,  l o a n s  to non -  
m e m b e r  b a n k s ,  t hey  do ob ta in  t h e i r  n e e d e d  c r e d i t  t h r o u g h  the m e m b e r  
c o r r e s p o n d i n g  bank  w h i c h  in  t u r n  m a y  ob ta in  it: d i r e c t l y  f r o m  the  R e -  
s e r v e  bank.  

H o w e v e r ,  in  our  o p e n - m a r k e t  o p e r a t i o n s ,  w h e r e  we buy  and s e l l  
G o v e r n m e n t  s e c u r i t i e s ,  and w h e r e ,  w i th in  the l a s t  week ,  we h a v e  t a k e n  
wha t  m a y  a p p e a r  to be c o n t r a r y  ac t i on ,  by  i n c r e a s i n g  the d i s c o u n t  r a t e  
f r o m  2 - 3 / 4  p e r c e n t  to 3 p e r c e n t ,  w h i c h  i n c r e a s e s  the  c o s t  of r e s e r v e s ,  

w e  s u p p l i e d  about  80 m i l l i o n  d o l l a r s  i n  new r e s e r v e s  in  the  open  ma~ 'ket  
by  go ing  in  and  b u y i n g  s e c u r i t i e s .  W h a t  we did w a s  i n c r e a s e  the  cos t  
and  i n c r e a s e  the a v a i l a b i l i t y ,  w h i c h  a p p e a r s  to be  w o r k i n g  a t  c o n t r a r y  
p u r p o s e s ,  though tha t  i s  not  t r ue .  We see  ahead  in  the  m o n t h s  the  n e e d  
fo r  r e s e r v e s  b e c a u s e  of the  n o r m a l  f a l l  e x p a n s i o n  of c r e d i t  to f i n a n c e  
the  m o v e m e n t  of c r o p s .  We have  to have  a d d i t i o n a l  r e s e r v e s  in  the  
m o n t h s  ahead .  We know f r o m  p a s t  e x p e r i e n c e  tha t ,  b e g i n n i n g  w i t h  the  
f i r s t  week  in  O c t o b e r ,  and r u n n i n g  t h r o u g h  the 23d day  of D e c e m b e r ,  
m o n e y  in  c i r c u l a t i o n ,  c u r r e n c y  ou t s i de  the b a n k i n g  s y s t e m ,  wi l l  r i s e  
one b i l l i o n  d o l l a r s .  I t  a l w a y s  does .  We have  to buy  San ta  C l a u s  w i th  
s o m e t h i n g .  C u r r e n c y  in  c i r c u l a t i o n  ou t s ide  the b a n k s  w i l l  r i s e  a 
b i l l i o n  d o l l a r s .  We w i l l  have  to p r o v i d e  r e s e r v e s  to the b a n k i n g  s y s -  
t e m  to m e e t  tha t  r i s e  i n  c u r r e n c y  o r  e l s e  you  w i l l  have  a s h a r p  c o n -  
t r a c t i o n  in  the  l e n d i n g  power  of b a n k s  at  the Very  t i m e  when ,  a l m o s t  
r e g a r d l e s s  of cos t ,  the m o v e m e n t s  of c r o p s  m u s t  be  f i nanced .  We 
r a i s e d  the c o s t  of i t  to s u g g e s t  tha t  c e r t a i n  c a p i t a l  ' p r o j e c t s  be  d e f e r r e d .  
T h a t  h a s  h a p p e n e d .  We a l s o  i n c r e a s e  the a v a i l a b i l i t y  to f a c i l i t a t e  the  
m o v e m e n t  of c r o p s  and  to m e e t  the  e x p a n s i o n  i n  the  c u r r e n c y  d e m a n d .  

Now, s t a t e  b a n k s ,  m e m b e r  o r  n o n m e m b e r ,  have  j u s t  a s  m u c h  
a c c e s s  to the  m a r k e t  as  any  o t h e r ,  so  they  ob ta in  t h e i r  r e s e r v e s ,  
l a r g e l y ,  tha t  way.  

QUESTION:  Mr .  W a y n e ,  would  you  d i s c u s s  the e f f e c t i v e n e s s  of 
t h e s e  t h r e e  c o n t r o l s  u n d e r  c o n d i t i o n s  of s t r o n g  in f l a t i on ,  and  t h e n  
u n d e r  cond i t i ons  of s t r o n g  d e f l a t i o n ?  

MR. WAYNE:  In  a p e r i o d  of p o w e r f u l  i n f l a t i o n a r y  f a c t o r s ,  and  
the R e s e r v e  S y s t e m  b e l i e v e s  t ha t  we a r e  c u r r e n t l y  f a c i n g  s o m e  s t r o n g  
i n f l a t i o n a r y  f a c t o r s ,  one e f f ec t  i s  tha t  none of t h e m ,  o r  a l l  t h r e e  to-  
g e t h e r ,  w i l l  not  n e c e s s a r i l y  p r e v e n t  an  i n f l a t i o n a r y  m o v e m e n t .  T h e y  
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m a y  e x e r c i s e  a r e s t r a i n t  on it.  In a r i s e  of the d i s c o u n t  r a t e ,  the 
r e s u l t  has  b e e n  to r a i s e  the p r i m e  r a t e - - t h a t  is  the  r a t e  wh ich  b o r -  
r o w e r s  have  to pay to c o m m e r c i a l  banks  to ob ta in  funds .  I t s  e f f ec t  
c a r r i e s  t h r o u g h  in to  the l o n g t e r m  m a r k e t ,  so  that  the r a t e  w h i c h  a c o r p o -  
r a t i o n  would  have  to pay fo r  ob ta in ing  the m o n e y  to f loa t  a 2 0 - y e a r  bond 
would  b e c o m e  g r e a t e r .  

As  one r e s u l t ,  a c o r p o r a t i o n  wh ich  m i g h t  be s e e k i n g  100 m i l l i o n  
d o l l a r s  in  c ap i t a l  o r  in  l o n g - t e r m  f u n d s  in  the cap i t a l  m a r k e t ,  and,  
l e t  us  say ,  had  in  m i n d  f l oa t i ng  a 100 m i l l i o n  d o l l a r  bond i s s u e  r u n n i n g  
o v e r  a p e r i o d  of 30 y e a r s ,  in o r d e r  to f loa t  that  i s s u e  now would  h a v e  
to c o m m i t  i t s e l f  fo r  30 y e a r s  to pay annua l ly  4 - 1 / 2  to 4 - 3 / 4  o r  e v e n  
5 p e r c e n t  b e c a u s e  of the c u r r e n t  t igh t  m o n e y  s i tua t ion .  I t  i s  one th ing  
to c o m m i t  y o u r s e l f  to pay 4, 4 - 1 / 2 ,  4 - 3 / 4 ,  o r  5 p e r c e n t  fo r  30 y e a r s  
and it  i s  a n o t h e r  th ing  to c o m m i t  y o u r s e l f  to pay i t  fo r  90 days .  The 
c o r p o r a t i o n  s e e k i n g  to m a k e  that  e x p a n s i o n  m i g h t  d e c i d e  tha t  i t  wou ld  be  
b e t t e r  to d e f e r  i t  un t i l  nex t  y e a r .  If s e v e r a l  c o r p o r a t i o n s  at the m a r g i n  
m a d e  that  d e c i s i o n ,  the  c u r r e n t  p r e s s u r e  fo r  c ap i t a l  funds  would  be 
l e s s e n e d .  

On the o t h e r  s ide ,  in  a down m o v e m e n t  in  the e c o n o m y ,  if i t  i s  a 
gen t l e  m o v e m e n t ,  and if  you a r e  s m a r t  enough  to s ee  i t  at  i t s  e a r l y  
s t a g e s ,  you can  b e g i n  to m o v e  qu ick ly  in  the oppos i t e  d i r e c t i o n ;  so tha t  
the d e c i s i o n s  wh ich  w e r e  m a d e  at the m a r g i n  to d e f e r  wi l l  now aga in  be  
m a d e  at  the m a r g i n  to c o m e  in  and sus t a in .  So you tend  to l e v e l  the d e -  
m a n d  out. 

On the o t h e r  hand,  if  the down m o v e m e n t  ge t s  s h a r p l y  u n d e r  way,  
m o n e t a r y  ac t i on  has  b e e n  s p o k e n  of as  l e a n i n g  a g a i n s t  a s t r i ng .  You 
s o r t  of push  a g a i n s t  the s t r i n g ,  and you know what  e f fec t  tha t  has .  If 
i t  i s  taut ,  t h e n  s o m e  e f fec t  i s  fe l t ,  but  the m i n u t e  the s t r i n g  i s  a l l o w e d  
to s l a c k e n ,  t h e r e  has  to be an awful  lot  of push  b e f o r e  i t  i s  fe l t .  

T h e r e  i s  s o m e  f e e l i n g  that  the m o n e t a r y  a u t h o r i t y  i s  m o r e  e f f e c t i v e  
on the r e s t r a i n i n g  s ide  than  i t  i s  on the  s u s t a i n i n g  s ide .  

COLONEL LACKAS: I s ee  ou r  t i m e  has  e l a p s e d .  Mr.  Wayne ,  on 
b e h a l f  of the  C o l l e g e ,  I would  l ike  to e x p r e s s  our  a p p r e c i a t i o n  fo r  a m o s t  
i n t e r e s t i n g  and s t i m u l a t i n g  d i s c u s s i o n .  Thank you. 
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