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THE MONETARY SYSTEM

.

15 September 1959

COL, REID: General Mundy, General Houseman: The subject
of our lecture today is "The Monetary System."

Long before now all of us in this auditorium have realized that
our present economic world could not exist without money, Like me,
many of you are probably frequently confused over our changing price
levels and the purchasing power of the dollar. As our children would
say: "What's with this root of all evil?"

Our speaker itoday has long had ;. reputation for pioneering in the
field of analysis and writing on money and monetary problems, He has
ploughed new furrows, sought radical solutions, and at times has been
quite critical of monetary authorities and our orthodox monetary theories,
We can be assured this morning of learning what our monetary probiems
are and a possible prophecy on the future of the monetary world,

In addition to his work in the field of theory, our speaker is an
entrepreneur, He iz one of the pioneers in this area in the use of
Zoysia grass, For those of you who have a little bit of trouble with
crabgrass, where you don't have shady spots in your yard you might
look into this area,

This is Dr, Means! third lecture here at the Industrial College.

Dr. Means, it's a pleasure to present you to the class of 1960,




DR. MEANS: It's a great pleasure to be back here again, I
enjoyed myseif vei-y much when I was here before, 1 was very much
struck with the quality of the questions thatﬁisked me, and I look
forward to the question period with great pleasure,

I understand that yesterday you considered the free market system=-~
the supply and demand for commeodities and the making of specific prices,
Today our concern is with the operation of the economy as a whole and
the way our money system serves to make it operate and to influence
the level of prices and the level of productive activity,

Let's start by discussing what we mean by money., There are
many definitions of money, none of themn wholly satisfactory, For pres-
ent purposes it will be sufficient to say that money is whatever is custom-
arily used as a means of payment in economic transactions, In a poker
game you use poker chips, For that purpose the chips are the money
of the game. In Germany, after the war, packages- of cigarettes were
often used as a means of payment, passing from hand to hand and in
successive exchanges, To this extent, cigarettes were a part of the
money supply,

Many commodities have been used for money-~ sea shells in the
form of wampum by the American Indians, bundles of tobacco by the
early settiers, gold and silver, both in solid form and in minted coins,
For any society you look at a large number of transactions and if you
find a single commodity entering into most transactions, and this commod-

say
ity is used successively, passing from hand to hand, you can ¥&# that




the society uses this commodity as money and has a money economy,
On the other hand, if each transaction is separate--butter for eggs,
bacon for potatoes, five chickens for a pig--you may say that the society
doesn't use money; it has a barter economy.

The important distinction here ig that in a barter economy the
person receiving a commodity in an exchange usually expects to use it
himself., In a money economy, the persoﬁ receiving the commodity
used as money does not usually expect to spend it, He expects to swap
it for something else. He is able t{o do so because this commodity is
customarily accepted in exchange for other things, That was the case
of the carton of cigarettes in Germany. The receiver would not swap
something for the carton of cigarettes because he wanted to smoke the
cigarettes, but, rather, because he knew he could swap the carton for
something else.

For centuries the commodities most commonly used as money
were the metals, particularly copper, silver, and gold. At first these
were used simply as bars of metal that passed from hand to hand, with
their value determined by weight and fineness, Then they were minted
into coins and could pass from hand to hand without being weighed each
time, since the coins were initially of standard weight and fineness.

Later the metals were often placed in a safe warehouse, and
warehouse receipts served as money. The siiver certificate in your
pocket is such a warehouse receipt, And so were the gold certificates

that used to be in circulation, Credit instruments, such as bank notes
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and other bank credit,have also come to be used as money,

In this country, of course, we operate as a money economy,
and our money consists of dollars, You can have money in your pocket,
coins and bills of various dollar denominations, or you can have dollars
in your checking account, The first of these we call currency; the
second, demand deposits. Most of our economic transactions take the
form of dollars and cents, given in exchange for something, You swap
your time and effort in the military forces for a salary of dellars, and
you and your wife swap these dollars for things you want in the markets,

You should notice that I have spoken of two kinds of money in our
economy-~currency and demand deposits, The first is clear and obviouge-~-
the coins and dollar bills, These pass from hand to hand in transaction
after transaction and are easily recognized as money,

Demand deposits are not so easily recognized as money, Some
people think of checks as money, but actually the check is simply a letter
to your bank saying, "Dear Bank, Please pay so many dollars to Mr, X
and charge it to my account." Your deposits at the bank are part of
your money, and your check 1s simply the way in which you transfer
that deposit to someone else. On Thursday I understand that Dr, Arlt
will be discussing how demand deposits are created, transferfed, and
destroyed in the operations of the banking system, It is enough now to
recognize that bank deposits, subject to check, are a part of the money
supply of this country.

You will notice that savings deposits in the bank are not included

4




as part of the money supply. The reason for this is simple. You do
not use the deposits in your savings account to buy things. If you want
to buy a TV get, you don't draw a check on your savings account and
give it to the seller, Rather, you draw out your savings in the form of
currency, or have the bank transfer them to your checking account and
then draw a check on that, Thus, the actual payment you make for the
TV get is either in currency or demand deposits,
Economists have recognized the similarity between demand depos-

its and savings deposits by calling the latter "'near money."

But savings
deposits are not customarily used as a means of payment, Ia.nd we do
not class them as money,
In this country our money consists currently of approximately
$28 billion of currency and $112 billion of demand deposits, or a total
of $140 billion, This, incidentally, is about one-third as large as the
national income per year, Thus we keep on hand, in the form of cash,
in our bank or in our pockets, roughly a third of the year's income,
What are the functions of money? Economists have distinguished
between three major functions, Mone;ir is a unit of account; money is
a medium of exchange; and money is a store of value,
1 don't need to tell you how we all keep our accounts in dollars,
A company will not only keep its accounts in terms of dollars which come
in and dollars that go out, but it will also value its assets and figure

its profits in terms of dollars. And, of course, the budget of the Armed

Forces is expressed in dollars. It is possible to imagine a barter




economy in which no money is used, but it is difficult to imagine an
efficient accouﬁting system for such an economy, Thus, money makes
poseible efficient account systems.,

The use of money as a medium of exchange is also cbvious. It
is part of our definition of money., What is not quite so obvious is the
great advantage of having a medium of exchange, In a barter economy,
if a farmer has eggs and wants a pair of shoes, he must either find
someone who wants to swap shoes for eggs, or else he must swap his
eggs for something else which he finally swaps for shoes, Where there
is the generally accepted medium of exchange, money, he can swap
the eggs for money and be sure that whoever has shoes for sale will
accept the money in exchange, As a result, a money economy can be
very much more efficient than a barter economy. In fact, it is difficult
to conceive of an economy as complex as ours without the use of money,

The third role of money is that of a store of value., There are
many forms in which you can store value, When you have saved, you
can put your savings in a savings bank; you can buy Government bonds;
you can buy other securities; you can buy diamonds; you can buy all
sorts of salable things. All of these assets would constitute stores of
value, You have savings tied up in them and, any time you want to use
these savings, you can exchange them for money and spend the money.'

Money itself is also a store of value, Some people think of money
as a store of value only when a miser hoards it or when someone holds

more money than the minimum necessary for current needs, There is
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a great deal of literature on hoarding versus having money that I won't
go into, but this distinction I am disregarding here., I am saying that
actually money acts as a store of value, no matter how short a time it
is held, If a soldier gets his pay and within half an hour loses it all

in a crap game, it acted as a store of value for him until he had to hand
it over., When you get money as income, it acts as a store of value

for you until you have decided how to spend or invest it. Money has the
great advantage that it allows you to receive income and postpone your
decision as to how to use it; and, until you do use ii, it acts as a store
of value for you, This is a very fundamental characteristic of money
which has not received as much attention in economic writings in recent
years as I believe it deserves,

Also, money as a store of value has this great advantage: If you
want to spend it, you can do so easily, as I don't need to tell you,
Economists speak of some assets as being more liquid than others,
Thus, a house is a very illiquid store of value, both because it wiil
take time to find a buyer and because, if you try to sell it in a hurry,
you will usually get less for it, A marketable Government bond is
more liquid, because you can find a buyer quickly and can get the
current market price with little delay. Most liquid of all is money,
because it is the medium of exchange and can be swapped for other
things without delay, It is because of this high degree of liquidity
that money is so useful as a store of value.

Why does money have value at all? When I looked in my pocket
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the other day, I found a number of copper and silver coins which were
much more valuable as money than as the metals out of which they were
made, I also found some dollar bills, green pieces of paper, which
were worth a great deal more as money than as paper, And I knew

that the money in my checking account at the bank was simply a book=-
keeping entry,

How does it come about that these various forms of money are
worth so much? The most important angwer to thiq question is circular,
Because people. believe that if they take money now they can spend it
later, they are willing to take it now. Our everyday experience says

money will be valuable tomorrow, and so we are willing to receive it

. today, Nothing succeeds like success, It is theoretically possible that,

once money is in circulation, all other reasons for its having value might
be removed and its value would remain, simply because the society
needed a medium of exchange and the money already in circulation
served this purpose,

In practice, we help to insure that money is acceptable by a num-
ber of devices. In this country the dollar is made legal tender, That
is, if you incur a debt or a legal obligation to pay money, you can meet
this legal obligation by offering dollars in the form of silver certificates
or Federal Regerve notes, and more recently other forms of money.
Dollars are accepted by the Government in the payment of taxes, By
law we require certain gold backing behind our bank notes, and in back

of our banking system. In such ways we increase the likelihood that
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money will be generally accepted as a means of payment, But the basic
reason that money continues to have value is that people expect it to
continue to have value, Ag long as this condition exists, money can func-
tion effectiveiy as a medium of exchange and a store of value,

This brings us to the more immediate problem of what determines
the actual value of money at any particular time, which is saying really,
What determines the price levely. Here I must talk first about the
supplyc}:\nd the demand for money.

Yesterday when you discussed the supply and: ¢emand for partic-
ular commodities, you were concerned with the amounts of a commodity
offered for sale and the amounts of that commodity demanded by buyers,
In dealing with money, we could have a similar meaning for supply and
demand; but in practice economists refer to the demand and supply of
money in a different sense, The supply of money is used to mean the
total amount of money in the hands of the public--that's the $i40 billion
that I mentioned a minute ago--and the demand for money is the amount
of money the public wants to hold, This distinction is of vital impor-
tance.for the rest of this discussion, and therefore I am going to repeat
it, The supply of money is the total amount outstahding, not the amonnt
offered in exchange for things., The demand for money is the amount of
money people wish to hold, to have in their bank accounts, and to have
currentily in their pockets,

Tomorrow you will hear about the actual operation of the banking

system and how, in the process of providing credit, the banking system



adds to or contracts the money supply. For present purposes we can
take the money supply as given, and also we can take it that the money
supply can be changed as a result of banking operations and that the
total supply can be approximately determined by central banking policy,
that is, the policy of the Federal Regerve System,

The demand for money is a more complex matter, By the demand
for money we don't mean the demand for credit., When a man goes to
the bank to borrow, he is of course aiming to add to his money holdings
as an initial step, and we are very apt to say that he wants money,
But usually he is borrowing to spend, not to hold, Thus, the demand
for credit is only temporarily a demand for money. It is, rather, a
demand for the things that the money is going to be spent for. The demand
for money is the demand to hold money as a store of value, To avoid
confusion, some economists speak of the demand for cash balances or
the demand for money balances, instead of simply the demand for money.
Most of the time here I will speak simply of the demand for money,

To some extent the holding of money is a necessity. When you
get your pay, you have to hold moneyu::;ltﬁ you can spend or invest it,
This is true of every individual and business that receives money, But
the amount of money an individual will choose to hold will depend on a
variety of circumstances--how rich he is, how liquid he wishes to be,
what pa:yments he receives, and so on. Likewise, for business the aver-
age amount of money a business chooses to have on hand will depend on
more than necessity, Also, individuals and enterprises are constantly
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shifting the amounts they choose to hold., As a result, the total demand
for money as a store of value can be expected to fluctuate from week to
week and month to month,

Economistis recognize three fundamental factors which affect the
demand for money-~-the level of prices, the level of real incomes, and
the level of interest rates,

The first of these, the level of prices, is clear, The reason
people want to hold money as a store of value is because of what it can
ultimately buy. If prices are 10 percent higher, it will take 10 percent
more dollars to buy a given physical quantity of goods, As a result,
the higher the level of prices, the greater the amount of money people
will choose to hold, Whether the demand for money would increase just
in proportion to the increase in prices need not concern us, Incidentally,
those who hold the quantity theory of money assume that there is a posi-
tive, one-to-one relation. 1 don't think that is generally accepted
today. Only a very crude form of the quantity theory is held,

The demand for money would also vary with the level of real in-
comes, Jf prices remained: constant and incomes increased, we would
expect that the community would choose to hold larger money balances.,
This is simply another way of saying, the richer you are, the more
money you are likely to have in your checking account,

Finally, the short-term interest rates are likely to affect the

amount of money the community chooses to hold, A rich man or a big

corporation is likely to let his bank balances accumulate when short-
11
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term interest rates are low, say, 1l or 2 percent, but will keep money
holdings to a minimum when 5 or 6 percent can be'obtained in the short-
term money market, They'll simply put their extra money to work.

If the interest rate is too low, it is just not worth the extra cost and

the attention involved in putting the money to work, As a result, a

fall in interest rates will increase the demand for money balances. A
rise in short-term interest rates will reduce it,

These three changes-~an increase in prices, an increase in real
incomes, and a fall in short-term interest rates-~will each increase
the demand for money., Their opposites will reduce the demand for
money, These three factors are basic to an understanding of inflation
and depression,

In addition, we must recognize that other things can also affect
the demand for money. A fear of war and of higher prices may reduce
the demand for money as people seek to shift their assets from mEmyx money
into hoarded commodities, Or a fear of depression may increase the
demand for money as people postpone purchases until they can be more
sure of what is going to happen,

Thus we must expect variations in the demand for money, not
only from the basic factors of prices, incomes, and interest rates,
but also from the more volatile shifts in popular expectations,

This brings us to the crucial question of the relation between the

supply of money and the demand for money. As I have indicated, the
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supply of money is in large measure determined by Government, primar-
ily through central banking policy. Also whatever the supply of money
at any given time, someone must be in posstssion of each unit, And
since it is easy to spend or invest money, no one individual or business
is likely for long to hold more money than it wishes to at the current
level of prices, incomes, and interest rates, Therefore, with a given
supply of money, the demand must adjust to that supply. If the supply
is initially in excess of demand at one level of prices, incomes, and
interest rates, one or a combination of these will change until the demand
has so increased that it is just equal to the supply., If the demand is
initially in excess of the supply, changes will occur until demand is
increased to the point that it is just equal to the supply. In the absence
of price control, the economy will adjust so as to keep the demand for
money just equal to the supply.

Let us see how this works in practice. During World War II
this country financed part of the war by more than doubling the money
supply, and kept prices from going up through price control, There
is much evidence to show that at the end of the war, even though interest
rates were very low and real incomes were high, the people of this coun-
try held more money than they wished to hold at the current level of
incomes and prices., The supply of money was greater than the demand.
As soon as price controls were released, we had the situation in which
100 much money was chasing too few goods, The effort of individuals

and enterprises to spend their extra money pushed prices up, until,
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at the end of two years, they had risen more than 50 percent, The
increase in the money supply worked itself out in higher prices.

Also, this inflation came to an end in 1948, when prices had
risen so much that the demand for money was just equal to the supply.

In the Korean War the inflation was a little different, At the out-
break of war, inflation started with no change in the money supply,
but with a reduction in the demand for money as people sought to shift
a part of their money holdings into those commodities that had been
scarce in the Second World War, This initial rise of prices was then
extended by a more-than-normal increase in the money supply.

In these two cases we have examples of the traditional type of
inflation in which people find themselves with more money than they
want to hold at the current prices and so push up prices in an effort
to spend it. In each case the supply of money was in excess of the
demand,

The reverse situation arises in a depression, A depression occurs
when the demand for money is greater than the supply, when people want
to hold larger money balances than the total money supply outstanding,
Thus, supposing that we start with full employment and for some reason
the community wants to increase itg money holdings. People will be trying
to spend or invest less than their current income, This will be reflected
in a fall 1n the demand for goods, We will have too little money chasing

too many goods,
The older economists used to think of all prices as being very
14




flexible, If that were the case, then a demand for money greater than
the supply would simply result in a fall in prices, The effort to build up
money balances would mean a reduced demand for goods, and the reduced
demand for goods would bring prices down, The lower level of prices
would mean an increase in the real value of money, an increase in what
a dollar could buy., Since each dollar would buy more, the community's
desire to hold dollars would shrink, Presumably the fall in prices would
stop when the community's demand for money was no longer in excess

of the money supply. Thus, with flexible prices, the effect of too small
a money supply would be just the opposite of too large a money supply.
Indeed, the old economists used to think of the price level as moving up
or down to the exient necessary to keep the demand for money just equal
to the supply.

In actual fact, however, the bulk of prices are not flexible, I under-
stand that yesterday lyou discussed the supply and demand for goods and
considered the subject of inflexible administered prices, Actually the
great bulk of prices are administered and change infrequently, When
I speak of an administered price, I speak of a price which is set and
kept constant for a period of time, unlike those of cotton and wheat, which
move up and down flexibly, When you go to a restaurant, you buy things
at an administered price, When you go to a bookstore, you buy things
at an administered price., In fact, you may find that a lot of the items

are the same day after day, They are administered and their prices

are inflexible,
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The great bulk of manufactured goods in this country today are
sold at administered prices. These administered prices are insensitive
to supply and demand conditions, While they may be sensitive to large
changes in cost and demand, they are not sensitive to small changes
in either, Particularly, they are not sensitive to zmadbxnbongms downward
changes in demand, For example, once the steel companies have set
their separate prices, a fall in the orders for steel will result in a cut
in steel production, but not usually a cut in steel prices, We have recent-
ly seen the steel industry operating at 50 percent of capacitly without
a general price cut, This was 1958, last summer, a year ago this time,
Plenty of other industries show the same kind of insensitivity to a fall
in demand,

I can't go into the reasons for this inflexibility here, but I do want
to say two things about it, First, it is a kind of price behavior which lies
quite outside the theoretical analysis of the older economists; that is,
the economic writings before, say, 1935. The older economists recog-
nized that prices were not perfectly flexible, but they treated this inflex-
ibility as a form of friction which they could disregard,

Second, I am not criticizing administered prices., They seem to
me inherent in modern mass production, They make for more efficient
operation, but they do create a problem which the older economists
never faced,

ILet us see what would happen if all prices were inflexible and the

demand for money exceeded the supply. The first effect on the demand
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for goods would be the same as when prices were flexible, As in that

case, the desired increase in money balances would mean a fall in the

demand for goods; but the effect of the fall in demand for goods would

be different., Instead of a fall in prices, the fall in the demand for

goods would mean a fall in sales, a fall in orders to manufacturers,

a fall in production, a fall in employment, a fall in incomes, and a fur-
-=a true depression,

ther fall in demand/ In other words, the fall in the demand for goods

would produce a downward spiral of business activity and employment,

How far down would such a downward spiral go? At first such a
recession might easily create a fear of further reces;sion and so further
increase people's desire to hang on to their money balances. PRut then,
as incomes continued to shrink, people would want to hold progressively
less money, They would be progressgively less rich., For this reason,
we could expect a recession to come to an end when incomes had so
dropped that the community's desire to hold money balances was just
satisfied by the existing supply of money. The shrinkage in incomes
would bring the demand for money down to the supply. Thus, with prices
inflexible, monetary balance would be reached by a lower level of incomes
instead of a lower level of prices,

Also, the lower level of incomes and employment--that is, a busi-
ness depresgion--would continue until either the money supply was in-
creased or the demand for money declined further, Thus, if all prices
were inflexible, changes in the relation between the demand for money
and the supply would work themselves out through changes in the level
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of business activity and employment rather than through changes in
the price level,

Cf course, in our actual economy some prices, like cotton, wheat,
and scrap iron, are highly flexible; while others, like steel, aluminum,
and nickel, are highly inflexible; and still others fall between these two
extremes. As a result, a depression is likely to involve a combination
of reduced prices and reduced production-~prices going down more
where they are more flexible and production going down more where
prices are less flexible, So in real life the balance between the demand
and the supply of money is brought about partly by changes in price and
partly by changes in production and employment,

The depression we experienced lagt year seems to me to be a
clear example of this behavior, In 1957 a tight money policy was pur=
sued by the banking system=~-you will undoubtedly hear about it on Thurs-
day--and the normal growth in the money supply was prevented and some
contraction was brought about, Yet the normal growth in the demand
for money continued, As a result, the demand for money at full employ-
ment would have exceeded the supply. Only a reduction of production,
employment, and incomes kept the demand for money in line with the
shrinking supply.

Also, the economic recovery involved a correction of the defic-
iency in the money supply. The total money supply was increased by

over $10 billion, or roughly 8 percent, in little over a year, That, 1
think, was fundamental to our rapid recovery.
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We can generalize this relationship by saying that the relation
between fhe supply and demand for money determines both the price
level and the level of production and employment, If you start with
full employment and a stable price level; a decline in the supply of
money relative to the demand will lead to a depression and lower flex-
ible prices, An increase in the money supply relative to demand will
lead to economic recovery and a rise in flexible prices until full employ-
ment is reached; then it will lead to general price inflation,

Now, here I want to introduce a warning, I have given you a
simplified statement of the relation between the supply and the demand
for money and its effect on prices and production, In practice the rela-
tion between money, prices, and production is much more complex; but
the outline I have given you provides the basic relation,

Perhaps I can make what I have in mind more clear by discussing
the trajectory of an artillery shell, You can analyze the shell's trajec-
tory by simply taking account of the shell's weight, its initial momentum,
its initial direction, and gravity. I will call this the simple trajectory,
But any good artilleryman knows that there are a whole lot of other
things that you have to take intc account--the resistance of the air, the
wind direction and velocity, the spin of the shell, and so forth, These
all influence the trajectory and have to be taken into account in any
specific firing, But the simple trajectory still remains the center of
your analysis.

In the same way, what I have outlined ag the basic relation
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between money, prices, and production should be treated as the simple
trajectory, while we realize that in practice there are other modifying
factors,

Here I want to indicate two other approaches to the analysis of
the relation between money, prices, and production. Older economists,
such as Irving Fisher, used to focus the analysis on what is known as
the equation of exchange, In its simplest form, this equation relates
four factors: the money supply; the velocity of money, i,e., the aver-
age number of times a dollar changes hands; the level of prices as
measured by an index of prices; and the physical volume of trade as
measured by an index of production, (There are various other possible
ways to measure it,) These four items are related in the simple form
of an equation in which the money supply times its velocity is equal
to the price times the volume of trade?lSome of you will remember
the equation of exchange as symbolized in the formula MV3PT, This
formula used to be extensively used, but more recently it has been
recognized that if all four items in the formula could be measured sepa-
rately, the formula would only represent a truism--two plus two equals
four--a matter of definition-- and also the velocify, one of the factors
in these four, cannot be measured in our society independently. It can
only be determined by dividing the dollar value of transactions by the
money supply, or some similar procedure, Therefore the equation
of ekchange is really nothing more than a definition of velocity, It is
difficult to see that it has any significance for understanding the monéy
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system., In fact, its use may be more confusing than clarifying,
because it seems to give the concept of velocity an independent status,

I mention it here only because the equation of exchange is so widely used
in the older textbooks and in some of the textbooks that have not yet
caught up to the current thinking,

A more constructive approach is taken by those who analyze
the problem, not in terms of the supply and demand for money, but in
terms of the total supply and demand for goods and the variations in
the demand and supply of different categories of goods, such as durable
and non-durable goods, consumption and investment goods, and the
relation between savings and investment.BI;t examination will usually
show that this type of analysis is oonsistent with the simpler analysis
I have given, o%i?lat it exaggerates some particular aspect of the econ-
omic process out of all due proportion, and may even leave the role of
money out of account altogether,

Now let me take up one of the factors which has great current
significance and is not covered in the simple analysis., If the analysis
I have given were the whole story, we could never have an inflation and
a depression at the same time, If the demand for money is greater
than the supply, both prices and production will be falling as people try
to build up their money holdings, If the demand for money ig less than
the supply, prices and prodwtion will be rising, This simple analysis
doesn't allow for a rise in prices when people are reducing their spend-
ing; and yet in late 1957 and early 1958 this is exactly what happened,
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We had both inflation and depression.

How can this happen? We have seen that administered prices
are not sensitive to change’s in demand and supply conditions. For the
same reason that they are insensitive, they can also be changed when
there is no change in demand or supply conditions. This also applies
to wage rates, which are a form of administered prices. It is possible
for labor unions to push up wage rates faster than productivity and thus
push up business costs and prices, It is possible for business to push
up prices more than costs and so justify the cost-of-living increase in
wage rates, Both have been happening over the last two years, As a
result, we have been having a rise in prices which has nothing to do
with the money balance at all,

This inflation does not come from an excess in the demand for
goods. It does not come from too large a money supply. Rather, it
comes from the fact that business and labor have sufficient leeway in
the setting of prices and wages to inch them up even though there is no
excess in the demand for goods., We can call this kind of inflation admin=-
istrative inflation, In contrast to the traditional monetary inflation,
this kind of inflation can occur even in a moderate depression,

I might say that the analysis that I am making here is exactly
the analysis which I presented last spring to the Kefauver Committee
investigating the inflexibility of administered prices.

So far we have considered the relation of money to inflation and
depression, Now I want to discuss the problem of monetary policy.
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I think you will all agree that depression and inflaﬁon are both
bad, The Employment Act of 1946 most explicitly makes high employ-
ment a goal of national policy., Also, it is generally agreed that price
stability is an implicit goal of policy under the act. Thus we have a
national goal of maintaining full employment at a stable price level,

a goal of avoiding both depression and inflation,

How far can we go toward achieving this goal through controlling
the money supply? Fii'st, let us leave administrative inflation to one
side and also leav;a international relations to one side and consider only
monetary inflation arising from too much demand for goods, and depres-
sion arising from too little demand for goods, Then the theoretical
problem would be quite simple: Maintain a money supply just equal
to the demané for money at full employment and the initial level of prices,
If the level of prices was beginning to rise, this would signal too much
money, and the money supply should be reduced, If excestive unem-
ployment began to develop, expand the money supply. In theory we
might expect to keep the level of prices fairly stable and maintain unem=
ployment fairly close to some chosen minimum goal.

But in practice the prevention of depression or monetary inflation
would not be quite so easy. It is hard to determine the demand for
money balances, There are:' cumulative forces in our economy which
make an initial shiit in the demand for money continue for a period of
time once it is started, Some shifts in the demand for money are tem-

porary and reverse themselves, as when business shifts from money
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into inventory and back, as they did in building up steel inventories
this last spring, and as they are now depleting their inventories and
building their money holdings, Also, it is not easy to alter the money
supply by planned amounts, You can approximate, but you can't do it
with precision.

I can't here go into the complexities of this problem of adjusting
the money supply to the demand for money at full employment. No doubt
you will hear more about it on Thursday, I do, however, want to dis-
cuss one of these complexities.

The very process of changing the money supply can alter the
demand for money. There are various ways in which the money supply
can be increased, The banking system can make loans to enterprises
or to individuals., It can buy secutities from the public and it can loan
to the Government to finance Government expenditures, If the banking

to spend,
system loans to business or to the consumers{ then the demand for
goods goes up along with the profit of increasing the money supply.
If the banking system increases the money supply by buying securities
in the public market, then there is no immediate increase in the demand
for goods, but there is an increase in the money supply. Both of those
have their repercussions, but one influences the demand for money

more than the other. The second one,
rfsraxymacgescndisny, that is, buying securities in the open market,

tends: to bring down interest rates and therefore increases the desire
to hold money balances, So in some degree it offsets itself,
Each of these different ways has a different effect on the demand
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for money, both through the effect on interest rates and through the
other repercussions of the borrow&';ng and spending process. Almost
any increase in the money supply in a stable society is likely to increase
the demand for money in some degree, It is theoretically possible that
some methods of increasing the money supply would increase the demand
for money in exactly the same degree, and so have no net effect on the
demand for goods, though there would always be some other methods
which would expand the demand for goods. Thus, even if our only prob-
lem were monetary inflation and depression, monetary policy would

not be simple, However, I believe that if our economy were independent
of other countries and there were no problenlx of administrative inflation,
it would not be too difficult to prevent serious inflation or serious depres~
sions through monetary action,

Not only do we want to have full employment and a stable price
level, but we also want to maintain a balance in the payments between
this and other countries. Here we come back to gold, As I said earlier,
we use gold behind our money system to give a greater feeling of con~
fidence in our dollar, But gold is also used to adjust payments between
different countries when they are not balanced by some other means.
Thus gold can be thought of as a sort of international money, And if
our payments due to other countries exceed those due to us, the differ-
ence is likely to be met in gold. This has been happening during the
last two years, We have paid out over $2 1/2 billion of gold in that
time, or more than 10 percaent of our gold supply,
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Some people find this loss of gold alarming; and, of course, it
could not go on year after year., But we still have more than half the
world's monetary gold. In my opinion the reductions in our gold hold-
ings are more a reflection of an improvement in monetary conditions
in other countties--an end that we have been seeking, As a country's
monetary condition improves, it naturally wants to build up its gold
reserves; and this must come largely from our high reserves, Thus
the reduction in our gold reserves is a part of the postwar readjustment
and reflects improvement. Certainly we would be causing trouble for
other countries if we were rapidly building up our gold reserves by
drawing gold away from other countries, This probiem of gold and the
adjustment of international payments provides one of the major complex-
ities in maintaining full employment and price atability through monetary
policy. ;

) The other major complexity arises from administrative inflation,
Can monetary measures prevent administrative inflation? As I have
suggested, a limitation on the supply of money may be abie to prevent
administrative inflation, but only at a cost of excessive unemployment.,
If we consider only monetary measures, It looks as though we would
have to choose between a stable price level, with excessive unemploy-
ment, or full employment and a gradually rising price level, In crude
terms, this choice could be stated as one between perhaps a $25 billion
a year loss in national production and a 2 or 3 percent a year rise

in price level. If we take no action except monetary, this may well be

26

e e e —. AT e



the essential choice,

However, there are certain other ways to limit administrative
inflation, Very little study has been given to this problem, Senator
Kefauver!¢ committee has recognized the problem and has been conduct-
ing hearings on administered prices., The Joint Economic Committee
of the two Houses has been studying the problem, but it may take sever-
al years to find a satisfactory solution,

One of the problems is to get a clearer picture of administrative
inflation. To what extent does this type of inflation arise from the area
of discretion which enterprises have in the setting of prices? To what
extent does it come from the area of discretion which labor u::;ions have
in the drive for higher wages? In studies I have made of steel price
increases since 1953, the mai.n drive for higher prices seems to have
come from the business side--business seeking to expand its profit
margins--and only to a secondary degree from labor. But both business
and labor must share the responsibility for administrative inflation
and recognize that it presents a problem with which both must be
concerned,

I am quite sure that if we spent a million dollars a year for three
or four years in seeking the solution to this problem, we could find one
which would allow us to have the extra $25 billion of year of national
income without inflation and without price and wage control. That would
seem to me a preity profitable investment, As things are now, the
Federal Reserve System is struggling with this problem, and much of
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the controversy over Federal Reserve policy revolves around different
views as to the sources of inflation. You will probably hear more
about this problem on Thursday.

In closing, I want to repeat the major points of my lecture, Money
can be defined as whatever is customarily used in a community as one
side of most exchanges--in our country the dollar, The three major
functions of money are to act as a unit of account, to act as a medium
of exchange, and to act as a liquid store of value, The value of money
arises essentially from people's expectation that others will accept
money in exchange for the things they want; and we sirengthen this expec=-
tation by making it legal tender, giving it gold backing, and by other
devices, The crucial role of money in our economy is to be seen in
the way in which the adjustment between the demand for money as a
store of value and the supply of money operate to alter the level of
production, employment, and prices. An effective monetary policy
could maintain reasonably full employment and a reasonably stable
price level if it were not for the problems of international adjustment
and of adminisirative inflation, These make stability more difficult,
but can, I believe, be solved. In any case, our economic system is
built on the basis of money; and monetary policy is at the heart of the
problem of full employment and price stability,

Thank you,

COL, REID: Dr, Means is ready for your questions,

QUESTION: How do you propose to spend this million dollars
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a year to achieve this goal that you mentioned in the last part of your
lecture?

D“R. MEANS: That's a very interesting question, I haven't
spelled out the program, but I would be delighted to provide a synopsis
of the recess study,

Certainly one of the first things to do would be to study the record
of the Kefauver Committee. A mass of new data has come out there
about mg' I would call in leaders in business to explaindmt just
how they do arrive at their prices; not questioning their integrity or
their lack of responsibility, but just saying: ''Our economists of twenty
and thirty years ago clearly didn't understand how prices were made,
Will you please explain just how you do reach your prices?" I would
go on from there, |

QUESTION: Dr. Means, we've been reading quite a bit in the
newspapers recently about the refusal of Congress to grant the Treasury
Depariment the authority to raise the interest rate on long-term Govern-
ment securities, In your opinion what effect will this have on the
economy, the dollar, and on me?

DE. MEANS: I think it will have relatively little effect in the
first year or so. I suspect that if interest rates stay high, Congress
will vote the necessary power, Butl don't think it is at all important
for the immediate future,

QUESTION: In the latter part of your speech, sir, you mentioned
the administrative inflation as being one of our big unsolved problems,
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If I understood correctly, you spoke of it as the biggest problem of
industry and labor., 1s it not true that deficit spending on the part of
the Federal Government is also an important contributory factor to
increasing inflation?

DR. MEANS: .I would be inclined to say No. I know thatI am
taking issue with a great many people in saying that, The effect of deficit
spending is to increase demand, and since we haven't even got full em-
ployment now--  €l.iminate the effect of the steel strike from the employ-
ment figures and we would probably still have 3 million or more unem-
ployed; and I don't regard us as having full employment until we get down
close to 2 million unemployed, So that at the present time, in the last
year, we have not had enough demand to fully employ our resources,
That being the case, the extra demand which has been created by the
deficit doesn't seem to me to have contributed to the inflation,

If I were to make a complete analysis of inflation, I would say it
was primarily arising from two sources, that is, the inflation over the
last two years or three years--from two sources: Cne is the adminis-
trative inflation, the pushing up of wage rates and prices ahead of what
would be economically justified. And, second, there are certain cate-
gories of price which hadn't fully completed their postwar inflation,
Rents were held way down during the war and for a long period after,
and it may be that rents today have only caught up to the general inflation,
So we have really been having little pieces of the postwar inflation in
the last two or three years,

Those are the two primary sources, There are a number of
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prices that have not caught up; and the administrative inflation, I can
see no evidence of a demand inflation,

QUESTION: Dr, Means, you spoke of the supply of money.
This is a relatively easier problem than that of demand, Suppose that in
the event of an attack on this country our economy was seriously dam-
agedxechets aged and banks were knocked out, Would you care to
comment how you would go about getting the money problem under con-
trol and resupply money to the country?

DR. MEANS; The first thing is tl.lat you would have to say to
yourself gggtk ;ve can't operate.. on the basis of bank deposits as a form
of money. {I'm assuming ey are out, most of them, The banking system
as such is out. Therefore you are going to have to work on the basis
of the currency that is already in circulation, plus what you add,

I think your first thought would be, Is the total currency supply
sufficient to deal with the transactions, the desire of people to hold
money, and the doing of business that will occur with cities X, ¥, Z
knocked out? You've got to make an appraisal of what amount of money
is necessa.r)'r for the volume of business,

Then I would think you would just begin issuing Government
receipts, This is what is known as printing press money., But in these
circumstances there are two things: One, you can control the supply
of it; and the supply is more important than whether it's printed or a
piece of metal. Second, you would probably be able to use warehouse
receipts on wheat or cotton or something of that sort, if you needed
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to have something to make the money function,

But I think that simply issuing Government paper, in limited
amounts, would be the thing, Just as when you go into a newly conquered
country, if you have destroyed the money supply of that country, you've
got to supply some substitute, and thait's why we have these occupation
currencies,

QRUESTION: Dr, Means, you say that steel companies increase
their prices at a greater rate than the labor unions force them to increase
their prices., In other words, their prices run faster than labor, In
the Kefauver investigation I recall that a number of the steel company
presidents said that their entire investment in the last ten years had
decreased, Now, how can the steel companies pay the stockholders
a return on their investment and provide the expansion which our economy
needs if they don't raise the prices for steel?

DR. MEANS; It's a very real questioﬁ whether the assets of
the steel corporations have declined, That's a long question, I'n writ-
ing a book at the present time on the steel indus';ry as the picture was
developed in the Kefauver hearing,

My conclusion is that even if you give the steel companies the best
of the argument, you will find that their depreciation charges have been
very nearly sufficient to take care of the loss in value coming from using
up their steel plants; and that probably a quarter of the increase in the
steel prices since 1953 could be attributed to wegednoraamsmsx the neces=-
sity of r@ising prices because of wage increaseg, and that the rest of
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the wage increases have been taken care of by increased productivity,
and that most of the remainder could be attributed to the widening
profit margin,

Just to emphasize the probability that this is true, I would go

record
back, if I had the lsocks before me, and quote to you the decision of
the U. S, Steel Corporation to expand its profit margins, It's quite
evident that they were trying to catch up to the high rates of profit in
a number of other industries,

Whether that is justified or not is another question, I'm not sure
whether it is justified in the sense of the long-run economic development
of the country, What I am clear on is that the increase is. not to a
major extent attributable to labor,

QUESTION: Dr. Means, you spoke of adjusting the supply of money
to the demand for money in order to stabilize the economy, It would
seem that the reaction time to this control would be rather an index
of the instability of our economy. Therefore my question is, Generally
how closely does the economic reaction follow to the introduction of the
monetary control?

DR, MEANS: It depends very much on the method and the frame=-
work within which it is carried out, I think that under some circum-
stances it can be very quick. In other circumstances it can be long-
delayed,

4—— For instance, if the Fed announces that it is expanding the
money for this and this reason, you could have a very quick effect,
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Go back to the beginning of the big depression in 1929 and the sudden
collapse of the stock market, The effect of that was to send a shock
through the whole community., Businessmen here, there, and elsewhere
said, ""What's going to happen next?" I was running a small business
then, and I had very large inventor::.es, and I gaid, "What's going to
happen as the result of this stock market crash? Well, I don't know,
Since I don't know what's going to happenj I'm gﬁing to play things safe,"

I began converting my inventbr’y into cas.h. As orders came in, |
I filled them, but I didn't reorder raw materials to go in at the begin:im-:'i:xg
of this production process, 5o that my inventory gradually converted
itself into money in the bank, My demand for money went up, or,
saying it the other way, my demand for goods went down. If you think
of that happening all over the country, you had pressure for a ':iepression.

Now, if the Fed at that time had been able~-the laws wouldn't
have allowed it, but if they had been able~-~-to go into the open market
and create 5 billion or 10 billion of extra money, the stabilizing effect
of that would have been very great, When the depression was brought
to a stop, you will find that it was brought about by, I think it was, a
3 billion dollar Federal Reserve creation of additional reserves in the
banking system by open market operations, The Heidation of the bank-~
ing system was brought to a stop ].i.ke’that {snapping fingers) by open
market operations, The same thing would happen to your economy,

It would happen very suddenly,
On the other hand, there are ways, which I won*t go into now,
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by which you could affact the money supply that could take three or four
months or six months, There are ways in which the very process of
increasing the money supply would itself increase the demand for money.

For instance, if the Fed said, "We're , going to increase the money
supply" and the New York Federal Réserve Bank officials, or the bank-
ing community in New York and Chicago, said: "This is inflationary"
and the great bulk of business people thought the bankers were right
and the Federal Regerve was wrong, then the very process of creating
additional money would make people run away from money; and it would
stimulate the demand even more, Ii's a very complex thing, as you
will learn on Thursday.,

QUESTION: The international price of gold, I believe, ig $35
an ounce 3m by international agreement, What would happen to our econ-
omy if the Russians staried flooding the market with gold at a lesser
price?

bR. MEANS: That's a very interesting question, I haven't thought
at ali about it, I think I won't give a snap answer,

The Federal Reserve Board in this country certainly has the power
to absorb that and neutralize it so far as this countiry is concerned.
Most of the other central banks in the more important countries have
powers that would help to neutralize that, I suspect that the central
banking systems of the different countries are so well organized and
would operate in connection with the World Monetary Fund to prevent a

serious adverse reaction, just as they now would act io prevent serious

35



repercussions irom a big bonanza discovery of gold in some new country
that would flood the market with additional gold,
problem
It would present a very real xpmkiam, and I couldn't say just now
how they ought to handle it, But I suspect they have the power to
handle it, The steel industry does not have the power to deal with a
flooding of steel if the Russians were to ship steel around the world,

QUESTION: Dr, Means, we have read and heard of two schools
of thought concerning the desirability of liquidating the national debt,
One school says it's urgent that we liquidate it because of the high inter-
est payments we make every year on it, The other one points out that
there is a certain distinct advantage that we get in keeping this debt
in that the interest payments provide a source of income for an important
segment of our economy. Would you give us your views and the reasons
therefor?

DR'. MEANS: I wouldn't agree with either of those schools of
thought, I would repudiate the first like that (snapping fingers), And
on the second I would say that the reason I think the national debt is a
good thing is the same reason that Alexander Hamilton gave when this
country was first being organized, He urged that the newly organized
Federal Government take over the war debt of all the different States
that arose out of the Revolutionary War,

One of the major reasons he gave was that the national debt,
which the community believed was going to be paid, would provide a

liquid store of value for the business community. If you had exira money,
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growing out of your business that you didn't need these six months
but would need next six months, you could put it in Government bonds
and earn something on it. It would allow you to accumulate capital
and all sorts of services that a big Govern ment debt performs.

I used to be with the Comn;ittee for Economic Development, At
the first meeting at which the committee discussed this terrific Federal
debt which existed in this country at the close of the war, all sorts of
remarks were being made about how terrible it was, what a burden it
was, how we must reduce it. AndIin my innocence piped up and said:
"I think this big debt is a good thing. It's going to make it very much
easier for us to maintain full employment after the war, It's going to
make it very much easier to adopt a constructive monetary policy,
because it give:;:;: mass of Government securities ixtoxwhich the bank-
ing system can monetize when there is need for it and can demonetize
when there isn't need for #& extra money."

In other words, there are a number of reasons why a big Govern-
ment debt is a good thing. Cf course it's a bad thing in some ways,

The interest payments are huge and require taxes to be collected,

If one were to trace back who has an equity in those bonds, whom they
really belong to tracing way back, through the banl.{s, through insurance
companies, and so forth, I think you would find th;tI} a fairly large pro-
portion of the interest payments, you as an individual are paying taxes
and you as an individual are getting interest and the two cancel off
except for the cost of making the transfer. So that perhaps a third or
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a quarter of the total national debt--paying interest on it is taking money
from one group of people and paying it out to another group.

Now, too much of that is a bad thing; and whether we actually have
too much of that I don't know, I don't get very much excited about it.

Increases in the public debt, that is, running a deficit, contribute
to recovery if you have a depression and contribute to inflation if you
don't have a depression, Reducing the public debt is a depressing factor,
It can damp aaxixfiabimmx a monetary inflation and it can create a
recession,

So that the particular situation is what counts, There are situations
where some retirement of the debt would be constructive. There are
others where an increase in the debt would be constructive, But I don't
regard the debt as such as being that kind of a factor, I think its manage-
ment is a very important factor, along with the management of our
budget and the management of our monetary system., Those three act
as a unit in affecting both the price level and the level of activity,

COL, REID: Dr, Means, on behalf of the faculty and the student
body, we certainly want to thank you for coming in from Vienna this
morning through all that traffic and giving us a very fine talk on the
monetary system.
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