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THE MONETARY SYSTEM 

15 S e p t e m b e r  1959 

COL.  REID: G e n e r a l  Mundy, G e n e r a l  Houseman:  The sub j ec t  

of our  l e c t u r e  today  is  "The  M o n e t a r y  S y s t e m . "  

Long be fore  now a l l  of us  in  th i s  a u d i t o r i u m  have r e a l i z e d  tha t  

our  p r e s e n t  e c o n o m i c  wor ld  could  not  ex i s t  wi thout  m o n e y .  Like me~ 

many  of you a r e  p r o b a b l y  f r e q u e n t l y  confused  ove r  our  changing  p r i c e  

l eve l s  and the p u r c h a s i n g  power  of the d o l l a r .  As our  c h i l d r e n  would 

say:  " W h a t ' s  with th i s  r o o t  of a l l  e v i l ? "  

Our s p e a k e r  today has  long had a r e p u t a t i o n  for  p i o n e e r i n g  in  the 

f i e ld  of a n a l y s i s  and wr i t i ng  on m o n e y  and m o n e t a r y  p r o b l e m s .  He has  

p loughed  new f u r r o w s ,  sought  r a d i c a l  so lu t ions ,  and a t  t i m e s  has been  

quite c r i t i c a l  of m o n e t a r y  a u t h o r i t i e s  and our  o r thodox  m o n e t a r y  t h e o r i e s .  

We can  be a s s u r e d  th i s  m o r n i n g  of l e a r n i n g  what  our  m o n e t a r y  p r o b l e m s  

a r e  and a pos s ib l e  p r o p h e c y  on the fu ture  of the m o n e t a r y  wor ld .  

In add i t ion  to h is  work  in the f i e ld  of t h e o r y ,  our  s p e a k e r  i s  an 

e n t r e p r e n e u r .  He i s  one of the p i o n e e r s  in  t h i s  a r e a  in the use  of 

Z o y s i a  g r a s s .  F o r  those  of you who have a l i t t l e  b i t  of t r oub le  wi th  

c r a b g r a s s j  where  you don ' t  have shady  spo t s  in your  y a r d  you m i g h t  

look into th i s  a r e a .  

This  i s  D r .  M e a n s '  t h i r d  l e c t u r e  h e r e  a t  the I n d u s t r i a l  Co l l ege .  

D r .  Means ,  i t t s  a p l e a s u r e  to p r e s e n t  you to the c l a s s  of 1960. 



DR. MEANS: I t ' s  a g r e a t  p l e a s u r e  to be back  h e r e  aga in .  I 

en joyed  m y s e l f  v e r y  much  when I was h e r e  b e f o r e .  I was v e r y  m u c h  

w e r e  
s t r u c k  wi th  the qua l i ty  of the ques t ions  tha t  ~ e  a s k e d  me ,  and I look 

f o r w a r d  to the ques t ion  p e r i o d  wi th  g r e a t  p l e a s u r e .  

I u n d e r s t a n d  tha t  y e s t e r d a y  you c o n s i d e r e d  the f r e e  m a r k e t  s y s t e m - -  

the supply  and demand  for  c o m m o d i t i e s  and the m a k i n g  of spec i f i c  p r i c e s .  

Today our  c o n c e r n  i s  with the o p e r a t i o n  of the economy as  a whole and  

the way our  m o n e y  s y s t e m  s e r v e s  to m a k e  i t  o p e r a t e  and to Inf luence  

the l eve l  of p r i c e s  and the l eve l  of p roduc t ive  a c t i v i t y .  

L e t ' s  s t a r t  by d i s c u s s i n g  what  we m e a n  by m o n e y .  T h e r e  a r e  

m a n y  d e l e t i o n s  of money ,  none of t hem wholly s a t i s f a c t o r y .  F o r  p r e s -  

ent  p u r p o s e s  i t  wi l l  be su f f i c i en t  to say  tha t  m o n e y  i s  wha t eve r  i s  c u s t o m -  

a r i l y  u sed  as  a m e a n s  of p a y m e n t  in  e c o n o m i c  t r a n s a c t i o n s .  In a poke r  

game you use  poker  ch ips .  F o r  tha t  pu rpose  the ch ips  a r e  the m o n e y  

of the game .  In Germany ,  a f t e r  the war ,  packages  of c i g a r e t t e s  were  

of ten  used  as  a m e a n s  of paymen t ,  p a s s i n g  f r o m  hand to hand and in  

s u c c e s s i v e  exchanges .  To th i s  extent ,  c i g a r e t t e s  were  a p a r t  of the 

m o n e y  supply .  

Many c o m m o d i t i e s  have been  u s e d  for  m o n e y - -  s e a  s h e l l s  in  the 

f o r m  of wampum by the A m e r i c a n  Ind ians ,  bundles  of tobacco  by the 

e a r l y  s e t t l e r s ,  gold and s i l v e r ,  both  in so l id  f o r m  and in m i n t e d  co ins .  

F o r  any s o c i e t y  you look a t  a l a rge  n u m b e r  of t r a n s a c t i o n s  and if  you 

f ind a s ing le  c o m m o d i t y  e n t e r i n g  in to  m o s t  t r a n s a c t i o n s ,  and th is  c o m m o d -  
s ay  

i ty  i s  u sed  s u c c e s s i v e l y ,  p a s s i n g  f r o m  hand to hand, you can  ~ tha t  
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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 

doesnlt use money; it has a barter economy. 

The important distinction here is that in a barter economy the 

person receiving a commodity in an exchange usually expects to use it 

himself, In a money economy, the person receiving the commodity 

used as money does not usually expect to spend it. He expects to swap 

it for something else. He is able to 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, ratherp 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 meta,t 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 inltiaL1y of standard weight and fineness. 

Later the metals were often placed in a safe warehouse, and 

warehouse receipts served as money, The silver 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. 

second, demand deposits. 

The f i r s t  of t h e s e  we ca l l  c u r r e n c y ;  the 

Mos t  of our  e c o n o m i c  t r a n s a c t i o n s  take  the 

f o r m  of d o l l a r s  and cen t s ,  g iven  in  exchange  for  s o m e t h i n g .  You swap 

your  t i m e  and e f fo r t  in  the m i l i t a r y  f o r c e s  for  a s a l a r y  of d o l l a r s ,  and 

you and your  wife swap t he se  d o l l a r s  fo r  t h ings  you want  in  the m a r k e t s .  

You should  no t ice  tha t  I have spoken  of two k inds  of m o n e y  in our  

e c o n o m y - - c u r r e n c y  and demand  d e p o s i t s .  The f i r s t  i s  c l e a r  and o b v i o u s - -  

the co ins  and do l l a r  b i l l s .  T h e s e  p a s s  f r o m  hand to hand in  t r a n s a c t i o n  

a f t e r  t r a n s a c t i o n  and a r e  e a s i l y  r e c o g n i z e d  as  m o n e y .  

D e m a n d  depos i t s  a r e  not  so e a s i l y  r e c o g n i z e d  a s  m o n e y .  Some 

people  th ink  of checks  a s  money ,  but a c tua l l y  the check  i s  s i m p l y  a l e t t e r  

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 is simply the way in which you transfer 

that deposit to someone else. On Thursday I understand that Dr. ArR 

will be discussing how demand deposits are created, transferred, 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 
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a s  p a r t  of the  m o n e y  supp ly .  The r e a s o n  for  th i s  i s  s i m p l e .  You do 

not  u se  the depos i t s  in  you r  s a v i n g s  account  to buy t h i n g s .  If you want  

to buy a TV se t ,  you dontt  d raw a check  on you r  s a v i n g s  accoun t  and 

give i t  to the s e l l e r .  Ra the r ,  you d raw out your  s a v i n g s  in  the  f o r m  of 

c u r r e n c y ,  o r  have the bank  t r a n s f e r  t h e m  to you r  check ing  accoun t  and 

then  d raw a check  on tha t .  Thus ,  the  a c tua l  p a y m e n t  you m a k e  for  the 

TV se t  i s  e i t h e r  in  c u r r e n c y  or  demand  d e p o s i t s .  

E c o n o m i s t s  have r e c o g n i z e d  the s i m i l a r i t y  be tween  demand  depos-  

i t s  and s a v i n g s  depos i t s  by  c a l l i n g  the l a t t e r  " n e a r  m o n e y . "  But s a v i n g s  

depos i t s  a r e  not  c u s t o m a r i l y  u s e d  as  a m e a n s  of paymen t ,  and we do 

not c l a s s  t h e m  as  m o n e y ,  

In th i s  c o u n t r y  our  m o n e y  c o n s i s t s  c u r r e n t l y  of a p p r o x i m a t e l y  

$28 b i l l i on  of c u r r e n c y  and $112 b i l l i on  of demand  depos i t s ,  or  a t o t a l  

of $149 b i l l ion .  Th is ,  i n c i d e n t a l l y ,  i s  about  o n e - t h i r d  a s  l a r g e  as  the  

na t i ona l  i ncome  p e r  y e a r .  Thus we keep on hand, in  the f o r m  of cash ,  

in  our  bank or  in  our  pocke t s ,  r o u g h l y  a t h i r d  of the y e a r t s  i n c o m e .  

What  a r e  the func t ions  of m o n e y ?  E c o n o m i s t s  have d i s t i n g u i s h e d  

be tween  t h r e e  m a j o r  func t ions .  Money  i s  a un i t  of account ;  m o n e y  i s  

a m e d i u m  of exchange ;  and m o n e y  i s  a s t o r e  of va lue .  

I donl t  need  to t e l l  you how we a l l  keep  our  a ccoun t s  in  d o l l a r s .  

A c o m p a n y  wi l l  not on ly  keep  i t s  a ccoun t s  in t e r m s  of d o l l a r s  which  come 

in and d o l l a r s  tha t  go out, but i t  w i l l  a l so  va lue  i t s  a s s e t s  and f igu re  

i t s  p r o f i t s  in  t e r m s  of d o l l a r s .  

F o r c e s  i s  e x p r e s s e d  in d o l l a r s .  

And, of c o u r s e ,  the budget  of the A r m e d  

It i s  p o s s i b l e  to i m a g i n e  a b a r t e r  
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e c o n o m y  in  w h i c h  no m o n e y  i s  u s e d ,  bu t  i t  i s  d i f f i c u l t  to irn_ ag ine  an  

e f f i c i e n t  a c c o u n t i n g  s y s t e m  f o r  s u c h  an  e c o n o m y .  T h u s ,  m o n e y  m a k e s  

p o s s i b l e  e f f i c i e n t  a c c o u n t  s y s t e m s .  

The  u s e  of m o n e y  a s  a m e d i u m  of e x c h a n g e  i s  a l s o  o b v i o u s .  I t  

i s  p a r t  of  ou r  d e f i n i t i o n  of m o n e y .  W h a t  i s  not  qu i te  so  obv ious  i s  the  

g r e a t  a d v a n t a g e  of h a v i n g  a m e d i u m  of e x c h a n g e .  In  a b a r t e r  e c o n o m y ,  

i f  a f a r m e r  h a s  e g g s  a n d  w a n t s  a p a i r  of  s h o e s ,  he m u s t  e i t h e r  f ind  

s o m e o n e  who w a n t s  to  s w a p  s h o e s  f o r  e g g s ,  o r  e l s e  he m u s t  s w a p  h i s  

e g g s  fo r  s o m e t h i n g  e l s e  w h i c h  he f i n a l l y  s w a p s  fo r  s h o e s .  W h e r e  t h e r e  

i s  the  g e n e r a l l y  a c c e p t e d  m e d i u m  of e x c h a n g e ,  m o n e y ,  he can  s w a p  

the  e g g s  fo r  m o n e y  and  be s u r e  t ha t  w h o e v e r  h a s  s h o e s  f o r  s a l e  w i l l  

a c c e p t  the  m o n e y  in  e x c h a n g e .  A s  a r e s u l t ,  a m o n e y  e c o n o m y  c a n  be  

v e r y  m u c h  m o r e  e f f i c i e n t  %h~n a b a r t e r  e c o n o m y .  In f ac t ,  i t  i s  d i f f i c u l t  

to c o n c e i v e  of an  e c o n o m y  a s  c o m p l e x  a s  o u r s  w i t h o u t  the  u s e  of m o n e y .  

The  t h i r d  r o l e  of m o n e y  i s  t_h~t of a s t o r e  of v a l u e .  T h e r e  a r e  

m a n y  f o r m s  in  w h i c h  you  c a n  s t o r e  v a l u e .  When  you  have  s a v e d ,  you  

c a n  pu t  y o u r  s a v i n g s  in  a s a v i n g s  bank ;  you c a n  b u y  G o v e r n m e n t  bon d s ;  

you c a n  b u y  o t h e r  s e c u r i t i e s ;  you  can  b u y  d i a m o n d s ;  you  c a n  b u y  a l l  

s o r t s  of s a l a b l e  t h i n g s .  A l l  of t h e s e  a s s e t s  would  c o n s t i t u t e  s t o r e s  of 

v a l u e .  You have  s a v i n g s  t i e d  up in  t h e m  and,  a n y  t i m e  you w a n t  to u s e  

t h e s e  s a v i n g s ,  you  c a n  e x c h a n g e  t h e m  fo r  m o n e y  a n d  s p e n d  the  m o n e y .  

M o n e y  i t s e l f  i s  a l s o  a s t o r e  of v a l u e .  S o m e  peop l e  th ink  of mone)~ 

a s  a s t o r e  of v a l u e  o n l y  w h e n  a m i s e r  h o a r d s  i t  o r  when  s o m e o n e  h o l d s  

m o r e  m o n e y  than  the  m i n i m u m  n e c e s s a r y  f o r  c u r r e n t  n e e d s .  T h e r e  i s  
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a g r e a t  d e a l  of  l i t e r a t u r e  on b o a r d i n g  v e r s u s  h a v i n g  m o n e y  tha t  I w o n ' t  

go into~ but  t h i s  d i s t i n c t i o n  I a m  d i s r e g a r d i n g  h e r e .  I a m  s a y i n g  tha t  

a c t u a l l y  m o n e y  a c t s  a s  a s t o r e  of  va lue ,  no m a t t e r  how s h o r t  a t i m e  i t  

i s  h e l d .  If  a s o l d i e r  g e t s  h i s  p a y  and  wi th in  ha l f  an  h o u r  l o s e s  i t  a l l  

in  a c r a p  g a m e ,  i t  a c t e d  as  a s t o r e  of v a l u e  fo r  h i m  u n t i l  he had  to  h a n d  

i t  o v e r .  When  you ge t  m o n e y  as  i n c o m e ,  i t  a c t s  a s  a s t o r e  of  v a l u e  

fo r  you u n t i l  you  have  d e c i d e d  how to  s p e n d  o r  i n v e s t  i t .  M o n e y  ha s  the  

g r e a t  a d v a n t a g e  tha t  i t  a l l o w s  you to r e c e i v e  i n c o m e  and  p o s t p o n e  y o u r  

d e c i s i o n  as  to how to u s e  i t ;  and,  u n t i l  you  do u s e  it ,  i t  a c t s  a s  a s t o r e  

of v a l u e  fo r  you .  T h i s  i s  a v e r y  f u n d a m e n t a l  c h a r a c t e r i s t i c  of  m o n e y  

w h i c h  has  not  r e c e i v e d  a s  m u c h  a t t e n t i o n  in  e c o n o m i c  w r i t i n g s  in  r e c e n t  

y e a r s  as  I b e l i e v e  i t  d e s e r v e s .  

A l so ,  m o n e y  as  a s t o r e  of v a l u e  ha s  t h i s  g r e a t  a d v a n t a g e :  If  you  

wan t  to s p e n d  it ,  you can  do so  e a s i l y ,  as  I d o n ' t  n e e d  to t e l l  you .  

E c o n o m i s t s  s p e a k  of s o m e  a s s e t s  a s  b e i n g  m o r e  l i q u i d  t h a n  o t h e r s .  

Thus ,  a h o u s e  i s  a v e r y  i l l i q u i d  s t o r e  of value~ bo th  b e c a u s e  i t  w i l l  

t a k e  t i m e  to f ind  a b u y e r  and  b e c a u s e ,  i f  you t r y  to  s e l l  i t  i n  a h u r r y ,  

you w i l l  u s u a l l y  ge t  l e s s  f o r  i t .  A m a r k e t a b l e  G o v e r n m e n t  bond  i s  

m o r e  l iqu id j  b e c a u s e  you can  f ind  a b u y e r  q u i c k l y  and  can  ge t  the  

c u r r e n t  m a r k e t  p r i c e  w i t h  l i t t l e  d e l a y .  M o s t  l i q u i d  of a l l  i s  m o n e y ,  

b e c a u s e  i t  i s  t he  m e d i u m  of e x c h a n g e  and  can  be  s w a p p e d  fo r  o t h e r  

t h i n g s  w i thou t  d e l a y .  I t  i s  b e c a u s e  of t h i s  h i g h  d e g r e e  of l i q u i d i t y  

t ha t  m o n e y  i s  so  u s e f u l  a s  a s t o r e  of  v a l u e .  

Why d o e s  m o n e y  have  v a l u e  a t  a l l ?  W h e n  I l o o k e d  in  m y  p o c k e t  
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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 answer to this question is circular. 

Because people believe that if they take money now they can spend it 

laterj 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 Reserve 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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m o n e y  wi l l  be g e n e r a l l y  a ccep t ed  as  a m e a n s  of paymen t .  But the b a s i c  

r e a s o n  tha t  m o n e y  con t inues  to have value  is  tha t  people  expec t  i t  to 

cont inue  to have va lue .  As long as  th i s  condi t ion  existsw m o n e y  can func-  

t ion  e f f ec t i ve ly  as  a med ium of exchange  and a s t o r e  of va lue .  

This  b r i n g s  us to the m o r e  i m m e d i a t e  p r o b l e m  of what  d e t e r m i n e s  

the ac tua l  va lue  of m o n e y  at any  p a r t i c u l a r  t imep which  is  s ay ing  real ly~ 

What d e t e r ~ i n e s  the p r i c e  l eve l~ .  Here  I m u s t  t a lk  f i r s t  about  the 
of 

supply /and  the demand  for  m o n e y .  

Y e s t e r d a y  when you d i s c u s s e d  the supp ly  and; ~emand  fo r  p a r t i c -  

u l a r  c o m m o d i t i e s ,  you were  c o n c e r n e d  with the amoun t s  of a c o m m o d i t y  

o f f e red  fo r  sa le  and the amoun t s  of tha t  c o m m o d i t y  demanded  by  b u y e r s .  

In dea l ing  with money ,  we could have a s i m i l a r  m e a n i n g  for  supply  and 

demand;  but in p r a c t i c e  e c o n o m i s t s  r e f e r  to the demand  and supply  of 

m o n e y  in a d i f f e ren t  s e n s e .  The supp ly  of m o n e y  i s  used  to m e a n  the 

to t a l  amount  of m o n e y  in  the hands  of the p u b l i c - - t h a t t s  the $140 b i l l i on  

tha t  I m e n t i o n e d  a minu te  a g o - - a n d  the demand  fo r  m o n e y  i s  the amoun t  

of m o n e y  the publ ic  wants  to hold.  This  d i s t i nc t ion  is  of v i t a l  i m p o r -  

t ance  fo r  the r e s t  of th i s  d i s cus s ion ,  and t h e r e f o r e  I am  going to r e p e a t  

i t .  The supply  of m o n e y  is  the to t a l  amoun t  outs tandingj  not  the amonn t  

o f f e r ed  in exchange  fo r  t h ings .  The demand  fo r  m o n e y  is  the amoun t  of 

m o n e y  people  wish  to hold~ to have in t h e i r  bank accounts~ and to have 

c u r r e n t l y  in t h e i r  p o c k e t s .  

T o m o r r o w  you wi l l  h e a r  about  the ac tua l  o p e r a t i o n  of the banking  

s y s t e m  and how, in the p r o c e s s  of p rov id ing  c red i t ,  the bank ing  s y s t e m  
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a d d s  to o r  c o n t r a c t s  the  m o n e y  s u p p l y .  F o r  p r e s e n t  p u r p o s e s  we c a n  

t ake  the  m o n e y  s u p p l y  a s  g iven ,  a n d  a l s o  we c a n  t a k e  i t  t h a t  the  m o n e y  

s u p p l y  c a n  be c h a n g e d  a s  a r e s u l t  of b a n k i n g  o p e r a t i o n s  and  t h a t  the  

t o t a l  s u p p l y  c a n  be  a p p r o x i m a t e l y  d e t e r m i n e d  b y  c e n t r a l  b a n k i n g  p o l i c y ,  

t h a t  i s ,  the  p o l i c y  of the  F e d e r a l  R e s e r v e  S y s t e m .  

The  d e m a n d  f o r  m o n e y  i s  a m o r e  c o m p l e x  m a t t e r .  B y  the  d e m a n d  

fo r  m o n e y  we d o n ' t  m e a n  the  d e m a n d  fo r  c r e d i t .  When  a m a n  g o e s  to  

the  bank  to  b o r r o w ,  he i s  of c o u r s e  a i m i n g  to  a d d  to h i s  m o n e y  h o l d i n g s  

a s  an  i n i t i a l  s t ep ,  and  we a r e  v e r y  ap t  to s a y  t h a t  he w a n t s  m o n e y .  

But  u s u a l l y  he i s  bor |~owing  to spend ,  not  to ho ld .  T h u s ,  the  d e m a n d  

f o r  c r e d i t  i s  o n l y  t e m p o r a r i l y  a d e m a n d  f o r  m o n e y .  I t  i s ,  r a t h e r ,  a 

d e m a n d  fo r  the  t h i n g s  t h a t  the  m o n e y  i s  g o i n g  to  be s p e n t  f o r .  The  d e m a n d  

fo r  m o n e y  i s  the  d e m a n d  to ho ld  m o n e y  a s  a s t o r e  of v a l u e .  To a v o i d  

con fus ion ,  s o m e  e c o n o m i s t s  s p e a k  of the  d e m a n d  fo r  c a s h  b a l a n c e s  o r  

the  d e m a n d  fo r  m o n e y  b a l a n c e s ,  i n s t e a d  of s i m p l y  the  d e m a n d  fo r  m o n e y .  

M o s t  of  the  t i m e  h e r e  I w i l l  s p e a k  s i m p l y  of the  d e m a n d  fo r  m o n e y .  

To s o m e  e x t e n t  the  h o l d i n g  of m o n e y  i s  a n e c e s s i t y .  When  you  
u n t i l  

ge t  y o u r  pay ,  you  have  to ho ld  m o n e y m n ~ R  you  c a n  s p e n d  o r  i n v e s t  i t .  

T h i s  i s  t r u e  of e v e r y  i n d i v i d u a l  a n d  b u s i n e s s  t h a t  r e c e i v e s  m o n e y .  But  

the  a m o u n t  of m o n e y  a n  i n d i v i d u a l  w i l l  c h o o s e  to ho ld  w i l l  depend  on a 

v a r i e t y  of c i r c u m s t a n c e s - - h o w  r i c h  he i s ,  how l i q u i d  he w i s h e s  to be ,  

w h a t  p a y m e n t s  he  r e c e i v e s ,  and  so  on.  l - i ~ e w i s e ,  f o r  b u s i n e s s  the  a v e r -  

age  a m o u n t  of m o n e y  a b u s i n e s s  c h o o s e s  to have  on h a n d  w i l l  d e p e n d  on 

m o r e  t h a n  n e c e s s i t y .  A l so ,  i n d i v i d u a l s  a n d  e n t e r p r i s e s  a r e  c o n s t a n t l y  
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sh i f t ing  the amoun t s  they  choose  to hold.  As a r e s u l t ,  the t o t a l  demand  

for  m o n e y  as  a s t o r e  of va lue  can be expec ted  to f luc tua te  f r om week to 

week and m o n t h  to mon th .  

E c o n o m i s t s  r e c o g n i z e  t h r e e  fundamen ta l  f a c t o r s  which  a f fec t  the 

demand  fo r  m o n e y - - t h e  l eve l  of p r i c e s ,  the l eve l  of r e a l  i n c o m e s ,  and 

the l eve l  of i n t e r e s t  r a t e s .  

The f i r s t  of these ,  the l eve l  of p r i c e s ,  i s  c l e a r .  The r e a s o n  

people  want  to hold  m o n e y  as  a s t o r e  of va lue  is  because  of what  i t  can 

u l t i m a t e l y  buy.  If p r i c e s  a r e  I0 p e r c e n t  h ighe r ,  i t  wi l l  take  I0 p e r c e n t  

m o r e  d o l l a r s  to buy  a g iven p h y s i c a l  quan t i ty  of goods.  As a r e s u l t ,  

the h i g h e r  the l eve l  of p r i c e s ,  the g r e a t e r  the amoun t  of m o n e y  people  

wiU choose  to hold.  Whe the r  the demand  fo r  m o n e y  would i n c r e a s e  jus t  

in  p r o p o r t i o n  to the i n c r e a s e  in p r i c e s  need  not  c o n c e r n  us .  Inc iden ta l ly ,  

t hose  who hold  the quan t i ty  t h e o r y  of m o n e y  a s s u m e  tha t  t h e r e  i s  a p o s i -  

t ive ,  o n e - t o - o n e  r e l a t i o n .  I dontt  th ink tha t  i s  g e n e r a l l y  a ccep t ed  

today .  Only a v e r y  c rude  f o r m  of the quan t i ty  t h e o r y  i s  he ld .  

The demand  fo r  m o n e y  would a l so  v a r y  with the l eve l  of r e a l  i n -  

c o m e s .  ~ f  p r i c e s  remained~ cons t an t  and i n c o m e s  i n c r e a s e d ,  we would 

expec t  tha t  the c o m m u n i t y  would choose  to hold h~rger  m o n e y  b a l a n c e s .  

This  i s  size.ply a n o t h e r  way of say ing ,  the r i c h e r  you a re ,  the m o r e  

m o n e y  you a r e  l i ke ly  to have in your  check ing  account .  

l~nallym the s h o r t - t e r m  i n t e r e s t  r a t e s  a r e  l i k e l y  to af fec t  the 

amoun t  of m o n e y  the c o m m u n i t y  choose s  to hold.  A r i c h  m a n  or  a b ig  

c o r p o r a t i o n  i s  l i ke ly  to le t  h is  bank b a l a n c e s  a c c u m u l a t e  when s h o r t -  
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t e r m  i n t e r e s t  r a t e s  a r e  low, say ,  1 or  2 p e r c e n t ,  but wi l l  keep m o n e y  

hold ings  to a m i n i m u m  when 5 o r  8 p e r c e n t  can  be ob ta ined  in the s h o r t -  

t e r m  m o n e y  m a r k e t .  T h e y ' l l  s i m p l y  put t h e i r  e x t r a  m o n e y  to work .  

If the i n t e r e s t  r a t e  i s  too low, i t  i s  j u s t  not  w o r t h  the e x t r a  cos t  and 

the a t t en t ion  invo lved  in  put t ing  the m o n e y  to w o r k .  As  a r e s u l t ,  a 

f a l l  in  i n t e r e s t  r a t e s  wi l l  i n c r e a s e  the demand  for  m o n e y  b a l a n c e s .  A 

r i s e  in  s h o r t - t e r m  i n t e r e s t  r a t e s  wi l l  r e d u c e  i t .  

These  t h r e e  c h a n g e s - - a n  i n c r e a s e  in  p r i c e s ,  an i n c r e a s e  in  r e a l  

i n c o m e s ,  and a f a l l  in  s h o r t - t e r m  i n t e r e s t  r a t e s - - w i l l  e a c h  i n c r e a s e  

the demand  for  m o n e y .  T h e i r  oppos i t e s  wi l l  r e d u c e  the demand  for  

m o n e y .  These  t h r e e  f a c t o r s  a r e  b a s i c  to an u n d e r s t a n d i n g  of in f l a t ion  

and d e p r e s s i o n .  

In addi t ion,  we m u s t  r e c o g n i z e  tha t  o the r  th ings  can  a l so  a f fec t  

the  demand  for  m o n e y .  A f e a r  of wa r  and of h i g h e r  p r i c e s  m a y  r e d u c e  

the demand  for  m o n e y  as  people  s e e k  to sh i f t  t h e i r  a s s e t s  f r o m  ~ m o n e y  

into  h o a r d e d  c o m m o d i t i e s .  Or  a f e a r  of d e p r e s s i o n  m a y  i n c r e a s e  the 

d e m a n d  for  m o n e y  a s  people  pos tpone  p u r c h a s e s  un t i l  t hey  can be m o r e  

s u r e  of what  i s  going to happen.  

Thus  we m u s t  expec t  v a r i a t i o n s  in the demand  for  money ,  not  

on ly  f r o m  the b a s i c  f a c t o r s  of p r i c e s ,  i n c o m e s ,  and i n t e r e s t  r a t e s ,  

but  a l so  f r o m  the m o r e  vo la t i l e  sh i f t s  in  popu la r  e x p e c t a t i o n s .  

Th i s  b r i n g s  us to the  c r u c i a l  ques t ion  of the r e l a t i o n  be tween  the  

supp ly  of m o n e y  and the d e m a n d  for  m o n e y .  As  I have ind ica ted ,  the  
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supply  of money  i s  in  l a r g e  m e a s u r e  d e t e r m i n e d  by Gove rnmen t ,  p r i m a r -  

i l y  t h r o u g h  c e n t r a l  bank ing  po l i cy .  Also  w h a t e v e r  the supply  of m o n e y  

at  any  g iven t ime ,  s o m e o n e  m u s t  be in p o s s e s s i o n  of e a c h  uni t .  And 

s ince  i t  i s  e a s y  to spend  o r  i n v e s t  money ,  no one ind iv idua l  o r  b u s i n e s s  

i s  l i ke ly  for  long to hold m o r e  m o n e y  than  i t  w i she s  to a t  the c u r r e n t  

l eve l  of p r i c e s ,  i n c o m e s ,  and i n t e r e s t  r a t e s .  T h e r e f o r e ,  wi th  a g iven  

supply  of money ,  the demand  m u s t  ad jus t  to tha t  supply .  If the supply  

is  i n i t i a l l y  in  e x c e s s  of demand  at  one l eve l  of p r i c e s ,  i n c o m e s ,  and 

i n t e r e s t  r a t e s ,  one or  a comb ina t i on  of t he se  wi l l  change un t i l  the demand  

has  so  i n c r e a s e d  tha t  i t  i s  jus t  equa l  to the supply .  If  the demand  i s  

i n i t i a l l y  in e x c e s s  of the supply,  changes  wi l l  occu r  un t i l  demand  i s  

i n c r e a s e d  to the point  tha t  i t  i s  jus t  equal  to the supply .  In the absence  

of p r i c e  con t ro l ,  the e c o n o m y  wi l l  ad jus t  so as  to keep  the demand  fo r  

m o n e y  jus t  equa l  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 

too 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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a t  the  end  of two y e a r s ,  t h e y  had  r i s e n  m o r e  t h a n  50 p e r c e n t .  The  

i n c r e a s e  in  the  m o n e y  s u p p l y  w o r k e d  i t s e l f  out  in  h i g h e r  p r i c e s .  

A l so ,  t h i s  i n f l a t i o n  c a m e  to a n  end  in  1948, w h e n  p r i c e s  had  

r i s e n  so  m u c h  t h a t  the  d e m a n d  fo r  m o n e y  w a s  j u s t  e q u a l  to the  s u p p l y .  

In  the  K o r e a n  W a r  the  i n f l a t i o n  w a s  a l i t t l e  d i f f e r e n t .  At  the  ou t -  

b r e a k  of w a r ,  i n f l a t i o n  s t a r t e d  w i t h  no  c h a n g e  in  the  m o n e y  supp ly ,  

bu t  w i t h  a r e d u c t i o n  in  the  d e m a n d  fo r  m o n e y  a s  p e o p l e  s o u g h t  to s h i f t  

a p a r t  of t h e i r  m o n e y  h o l d i n g s  in to  t h o s e  c o m m o d i t i e s  t h a t  had  b e e n  

s c a r c e  in  the  Second  W o r l d  W a r .  T h i s  i n i t i a l  r i s e  of p r i c e s  w a s  t h e n  

e x t e n d e d  b y  a m o r e - t h a n - n o r m a l  i n c r e a s e  in  the  m o n e y  s u p p l y .  

In  t h e s e  t w o  c a s e s  we have  e x a m p l e s  of the  t r a d i t i o n a l  t y p e  of 

i n f l a t i o n  in  w h i c h  peop l e  f ind  t h e m s e l v e s  w i t h  m o r e  m o n e y  t h a n  t h e y  

w a n t  to ho ld  a t  the  c u r r e n t  p r i c e s  and  so  p u s h  up p r i c e s  i n  an  e f f o r t  

to s p e n d  i t .  In  e a c h  c a s e  the s u p p l y  of m o n e y  w a s  in  e x c e s s  of the  

d e m a n d .  

The  r e v e r s e  s i t u a t i o n  a r i s e s  in  a d e p r e s s i o n .  A d e p r e s s i o n  o c c u r s  

w h e n  the  d e m a n d  fo r  m o n e y  i s  g r e a t e r  t h a n  the  s u p p l y ,  w h e n  p e o p l e  w a n t  

to  ho ld  l a r g e r  m o n e y  b a l a n c e s  t h a n  the  t o t a l  m o n e y  s u p p l y  o u t s t a n d i n g .  

Thus ,  s u p p o s i n g  t h a t  we s t a r t  w i t h  fu l l  e m p l o y m e n t  a n d  fo r  s o m e  r e a s o n  

the  c o m m u n i t y  w a n t s  to i n c r e a s e  i t ~  m o n e y  h o l d i n g s .  P e o p l e  w i l l  be  t r y i n g  ~ 

to  s p e n d  o r  i n v e s t  l e s s  t h a n  t h e i r  c u r r e n t  i n c o m e .  T h i s  w i l l  be  r e f l e c t e d  

in  a f a l l  in  the  d e m a n d  fo r  g o o d s .  We w i l l  h a v e  too l i t t l e  m o n e y  c h a s i n g  

too many goods, 

The o l d e r  e c o n o m i s t s  u s e d  to t h ink  of a l l  p r i c e s  a s  b e i n g  v e r y  
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f l ex ib le .  If  tha t  were  the case ,  then a demand  for  m o n e y  g r e a t e r  than 

the supply  would s i m p l y  r e s u l t  in  a f a l l  in  p r i c e s .  The e f fo r t  to bui ld  up 

m o n e y  b a l a n c e s  would m e a n  a r e d u c e d  demand  for  goods,  and the r e d u c e d  

demand  for  goods would b r i n g  p r i c e s  down. The lower  l eve l  of p r i c e s  

would m e a n  an i n c r e a s e  in the r e a l  value  of money ,  an i n c r e a s e  in  what  

a do l l a r  could  buy.  Since each  do l l a r  would buy m o r e ,  the c o m m u n i t y l 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 extent necessary to keep the demand for money just equal 

to the supply. 

In ac tua l  fact ,  

s t and  tha t  y e s t e r d a y  you d i s c u s s e d  the supp ly  and demand  for  goods and 

c o n s i d e r e d  the sub jec t  of in f l ex ib le  a d m i n i s t e r e d  p r i c e s .  Ac tua l l y  the 

g r e a t  bulk  of p r i c e s  a r e  a d m i n i s t e r e d  and change i n f r e q u e n t l y .  When 

I speak  of an a d m i n i s t e r e d  p r i c e ,  I speak  of a p r i c e  which  is  s e t  and 

kept  cons t an t  for  a p e r i o d  of t ime ,  unl ike  t hose  of cot ton  and wheat ,  which  

move up and down flexibly. 

at an administered price. 

at an administered price. 

are the same day after day. 

a r e  i n f l ex ib l e .  

however, the bulk of prices are not f l ex ib le .  I under- 
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They are administered and their prices 



The g r e a t  bulk  of m a n u f a c t u r e d  goods in th is  coun t ry  today  a r e  

so ld  at  a d m i n i s t e r e d  p r i c e s .  These  a d m i n i s t e r e d  p r i c e s  a r e  i n s e n s i t i v e  

to supply  and demand  cond i t ions .  While they  m a y  be s e n s i t i v e  to l a rge  

changes  in cos t  and demand,  t hey  a r e  not s e n s i t i v e  to s m a l l  changes  

in e i t h e r .  P a r t i c u l a r l y ,  t hey  a r e  not  s e n s i t i v e  to ~ downward  

changes  in  demand .  F o r  example ,  once the s t e e l  c o m p a n i e s  have se t  

t h e i r  s e p a r a t e  p r i c e s ,  a f a l l  in  the o r d e r s  for  s t e e l  wi l l  r e s u l t  in a cut  

in s t e e l  p roduc t ion ,  but not  u s u a l l y  a cut in  s t e e l  p r i c e s .  We have r e c e n t -  

ly  s een  the s t e e l  i n d u s t r y  o p e r a t i n g  at  50 p e r c e n t  of c a p a c i t ~  without  

a g e n e r a l  p r i c e  cut .  This  was 1958, l a s t  s u m m e r ,  a y e a r  ago th i s  t i m e .  

P l e n t y  of o the r  i n d u s t r i e s  show the s a m e  kind of i n s e n s i t i v i t y  to a f a l l  

in demand .  

I c a n ' t  go in to  the r e a s o n s  for  th i s  i n f l ex ib i l i t y  he re ,  but  I do want  

to s a y  two th ings  about i t .  F i r s t ,  i t  i s  a k ind of p r i c e  b e h a v i o r  which  l i e s  

quite outs ide  the t h e o r e t i c a l  a n a l y s i s  of the o lde r  e c o n o m i s t s ;  tha t  i s ,  

the e c o n o m i c  wr i t i ngs  be fo re ,  say,  1935. The o lde r  e c o n o m i s t s  r e c o g -  

n ized  tha t  p r i c e s  were  not p e r f e c t l y  f lex ib le ,  but they  t r e a t e d  th i s  in f l ex -  

i b i l i t y  as  a f o r m  of f r i c t i o n  which  they  could  d i s r e g a r d .  

Second,  I am not  c r i t i c i z i n g  a d m i n i s t e r e d  p r i c e s .  They  s e e m  to 

me  i n h e r e n t  in  m o d e r n  m a s s  p roduc t ion .  They  make  fo r  m o r e  e f f i c i en t  

ope ra t ion ,  but t hey  do c r e a t e  a p r o b l e m  which  the o lde r  e c o n o m i s t s  

n e v e r  faced .  

Le t  us  s e e  what  would happen if  a l l  p r i c e s  were  in f l ex ib le  and the 

demand  for  m o n e y  exceeded  the supply .  The f i r s t  e f fec t  on the demand  
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for  goods would be the s a m e  as  when p r i c e s  w e r e  f l ex ib l e .  As  in  tha t  

ca se ,  the d e s i r e d  i n c r e a s e  in  m o n e y  b a l a n c e s  would m e a n  a fa l l  in  the  

demand  for  goods;  but  the e f fec t  of the fa l l  in demand  for  goods would 

be d i f f e r en t .  I n s t e a d  of a fa l l  in  p r i c e s ,  the f a l l  in  the demand  for  

goods would m e a n  a fa l l  in s a l e s ,  a f a l l  in o r d e r s  to m a n u f a c t u r e r s ,  

a f a l l  in  p roduc t ion j  a fa l l  in  e m p l o y m e n t ,  a f a l l  in  i n c o m e s ,  and a f u r -  
- - a  t r u e  d e p r e s s i o n .  

t h e r  fa l l  in  demand~ In o the r  words ,  the f a l l  in the demand  for  goods 

would p roduce  a downward  s p i r a l  of b u s i n e s s  a c t i v i t y  and e m p l o y m e n t .  

How f a r  down would such  a downward  s p i r a l  go ? At f i r s t  s u c h  a 

r e c e s s i o n  m i g h t  e a s i l y  c r e a t e  a f e a r  of f u r t h e r  r e c e s s i o n  and so f u r t h e r  

i n c r e a s e  p e o p l e ' s  d e s i r e  to hang on to t h e i r  m o n e y  b a l a n c e s .  But then,  

as  i n c o m e s  cont inued  to sh r i nk ,  people  would want  to hold p r o g r e s s i v e l y  

l e s s  m o n e y .  T h e y  would be p r o g r e s s i v e l y  l e s s  r i c h .  F o r  t h i s  r e a s o n ,  

we could expec t  a r e c e s s i o n  to come to an end when i n c o m e s  had so 

d ropped  tha t  the c o m m u n i t y ' s  d e s i r e  to hold m o n e y  b a l a n c e s  was  j u s t  

s a t i s f i e d  by the e x i s t i n g  supp ly  of m o n e y .  The s h r i n k a g e  in  i n c o m e s  

would b r i n g  the d e m a n d  for  m o n e y  down to the supp ly .  Thus ,  w i t h p r i c e s  

in f l ex ib le ,  m o n e t a r y  b a l a n c e  would be r e a c h e d  by  a l ower  l eve l  of i n c o m e s  

i n s t e a d  of a l ower  l eve l  of p r i c e s .  

Also,  the lower  l e v e l  of i n c o m e s  and e m p l o y m e n t - - t h a t  i s ,  a b u s i -  

n e s s  d e p r e s s i o n - - w o u l d  cont inue un t i l  e i t h e r  the  m o n e y  supp ly  was  in -  

c r e a s e d  or  the demand  for  m o n e y  dec l i ned  f u r t h e r .  Thus ,  i f  a l l  p r i c e s  

w e r e  in f l ex ib le ,  changes  in  the r e l a t i o n  be tween  the demand  for  m o n e y  

and the supp ly  would work  t h e m s e l v e s  out t h rough  changes  in  the  l eve l  
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of b u s i n e s s  a c t i v i t y  and e m p l o y m e n t  r a t h e r  than  t h r o u g h  changes  in 

the p r i c e  l eve l .  

Of c o u r s e ,  in  our  ac tua l  e c o n o m y  s o m e  p r i c e s ,  l ike cot ton,  wheat ,  

and s c r a p  i ron ,  a r e  h igh ly  f lex ib le ;  whi le  o t h e r s ,  l ike s t ee l ,  a luminum° 

and n icke l ,  a r e  h igh ly  in f lex ib le ;  and s t i l l  o t h e r s  fa l l  be tween  these  two 

e x t r e m e s .  As a r e s u l t ,  a d e p r e s s i o n  is  l i k e l y  to involve  a comb ina t i on  

of r e d u c e d  p r i c e s  and r e d u c e d  p r o d u c t i o n - - p r i c e s  going down m o r e  

where  t h e y  a r e  m o r e  f lex ib le  and p roduc t ion  going down m o r e  where  

p r i c e s  a r e  l e s s  f l ex ib le .  So in  r e a l  Life the ba l ance  be tween  the d e m a n d  

and the supply  of m o n e y  is  b rough t  about p a r t l y  by  changes  in p r i c e  and 

p a r t l y  by changes  in p roduc t ion  and e m p l o y m e n t .  

The d e p r e s s i o n  we e x p e r i e n c e d  l a s t  y e a r  s e e m s  to me  to be a 

c l e a r  example  of th i s  b e h a v i o r .  In 1957 a t ight  m o n e y  po l i cy  was  p u r -  

sued  by the banking  s y s t e m - - y o u  wi l l  undoubted ly  h e a r  about  i t  on T h u r s -  

d a y - - a n d  the n o r m a l  g rowth  in  the m o n e y  supp ly  was p r e v e n t e d  and some  

c o n t r a c t i o n  was b rough t  about .  Yet the n o r m a l  g rowth  in  the demand  

for  m o n e y  cont inued .  As a r e s u l t ,  the demand  fo r  m o n e y  at  fu l l  e m p l o y -  

m e n t  would have exceeded  the supply .  Only a r e d u c t i o n  of p roduc t ion ,  

e m p l o y m e n t ,  and i n c o m e s  kept  the demand  fo r  m o n e y  in  l ine  wi th  the 

s h r i n k i n g  supp ly .  

Also,  the e c o n o m i c  r e c o v e r y  invo lved  a c o r r e c t i o n  of the de f i c -  

i e n c y  in the m o n e y  supply .  The to t a l  m o n e y  supply  was  i n c r e a s e d  by  

ove r  $10 b i l i ion ,  o r  r o u g h l y  8 p e r c e n t ,  in  l i t t l e  ove r  a y e a r .  That ,  I 

th ink,  was  fundamen ta l  to our  r a p i d  r e c o v e r y .  
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We can  g e n e r a l i z e  th i s  r e l a t i o n s h i p  by s a y i n g  tha t  the r e l a t i o n  

be tween  the supp ly  and demand  fo r  m o n e y  d e t e r m i n e s  both  the p r i c e  

l eve l  and the l eve l  of p roduc t ion  and e m p l o y m e n t .  If you s t a r t  wi th  

fu l l  e m p l o y m e n t  and a s t ab le  p r i c e  l e v e l  a dec l ine  in the supply  of 

m o n e y  r e l a t i v e  to the demand  wi l l  lead  to a d e p r e s s i o n  and lower  f lex-  

ib le  p r i c e s .  An i n c r e a s e  in the m o n e y  supp ly  r e l a t i v e  to demand  wi l l  

lead  to e c o n o m i c  r e c o v e r y  and a r i s e  in  f lex ib le  p r i c e s  un t i l  ful l  e m p l o y -  

m e n t  i s  r e ached ;  then  i t  wi l l  l ead  to g e n e r a l  p r i c e  in f l a t ion .  

Now, h e r e  I want  to i n t roduce  a warn ing .  I have g iven  you a 

s i m p l i f i e d  s t a t e m e n t  of the r e l a t i o n  be tween  the supply  and the demand  

for  m o n e y  and i t s  e f fec t  on p r i c e s  and p roduc t ion .  In p r a c t i c e  the r e l a -  

t.ion be tween  money ,  p r i c e s ,  and p roduc t ion  i s  m u c h  m o r e  complex ;  but  

the out l ine  I have given you p r o v i d e s  the bas i c  r e l a t i o n .  

P e r h a p s  I can make  what  I have in  m i n d  m o r e  c l e a r  by d i s c u s s i n g  

the t r a j e c t o r y  of an a r t i l l e r y  she l l .  You can  ana lyze  the s h e l l ' s  t r a j e c -  

t o r y  by s i m p l y  t ak ing  accoun t  of the she11's weight ,  i t s  i n i t i a l  m o m e n t u m ,  

i t s  i n i t i a l  d i r e c t i o n ,  and g r a v i t y .  I wi l l  c a l l  th i s  the s imp le  t r a j e c t o r y .  

But any  good a r t i l l e r y m a n  knows tha t  t h e r e  a r e  a whole lot  of o the r  

th ings  tha t  you have to take  in to  a c c o u n t - - t h e  r e s i s t a n c e  of the a i r ,  the 

wind d i r e c t i o n  and ve loc i ty ,  the sp in  of the she l l ,  and so fo r th .  These  

sdl in f luence  the t r a j e c t o r y  and have to be t aken  into accoun t  in any 

spec i f i c  f i r i ng .  ]But the s i m p l e  t r a j e c t o r y  s t i l l  r e m a i n s  the c e n t e r  of 

your analysis. 

In the s a m e  way, what  I have ou t l ined  as  the bas i c  r e l a t i o n  
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be tween  money ,  p r i c e s ,  and p roduc t ion  should  be t r e a t e d  as the s i m p l e  

t r a j e c t o r y ,  whi le  we r e a l i z e  tha t  in  p r a c t i c e  t h e r e  a r e  o t h e r  mod i fy ing  

f a c t o r s .  

Here  I want  to ind ica te  two o the r  a p p r o a c h e s  to the a n a l y s i s  of 

the r e l a t i o n  be tween  money ,  p r i c e s ,  and p roduc t ion .  O lde r  e c o n o m i s t s ,  

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.~Some of you will remember 

the equation of exchange as symbolized in the formula MV~PT. 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 f o r m u l a  would only  r e p r e s e n t  a t r u i s m - - t w o  plus  two equa ls  

f o u r - - a  m a t t e r  of d e f i n i t i o n - -  and a l so  the ve loc i ty ,  one of the f a c t o r s  

in  t he se  four ,  cannot  be m e a s u r e d  in our  s o c i e t y  independen t ly .  It~ can 

only  be d e t e r m i n e d  by d iv id ing  the do l l a r  va lue  of t r a n s a c t i o n s  by the 

m o n e y  supply,  or  some  s i m i l a r  p r o c e d u r e .  T h e r e f o r e  the equa t ion  

of exchange  is  r e a l l y  noth ing m o r e  than  a def in i t ion  of v e l o c i t y .  I t  i s  

d i f f icul t  to see  tha t  i t  has  any s ign i f i cance  for  u n d e r s t a n d i n g  the m o n e y  
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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 problemj 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 
But 

r e l a t i o n  be tween sav ings  and i n v e s t m e n t ,  i t  e x a m i n a t i o n  wi l l  u s u a l l y  

show tha t  th i s  type of a n a l y s i s  i s  o o n s i s t e n t  wi th  the s i m p l e r  a n a l y s i s  
e l s e  

I h~ve given,  or~that i t  e x a g g e r a t e s  some  p a r t i c u l a r  a spec t  of the econ-  

omic  p r o c e s s  out of a l l  due p r o p o r t i o n ,  and m a y  even leave  the ro l e  of 

m o n e y  out of accoun t  a l t o g e t h e r .  

Now le t  me take  up one of the f a c t o r s  which  has  g r e a t  c u r r e n t  

s i gn i f i cance  and i s  not  c o v e r e d  in the s imp le  a n a l y s i s .  If the a n a l y s i s  

I have given were  the whole s t o ry ,  we could n e v e r  have an in f l a t ion  and 

a d e p r e s s i o n  at  the s a m e  t i m e .  If the demand  for  m o n e y  i s  g r e a t e r  

than  the supply,  both  p r i c e s  and p roduc t ion  wlU be faUing as  people  t r y  

to bui ld  up t h e i r  m o n e y  ho ld ings .  If the demand  fo r  m o n e y  is  l e s s  than  

the supply,  p r i c e s  and product ion wi l l  be r i s i n g .  Th i s  s i m p l e  a n a l y s i s  

d o e s n ' t  a l low for  a r i s e  in  p r i c e s  when people  a r e  r e d u c i n g  t h e i r  spend-  

ing; and ye t  in  la te  1957 and e a r l y  1958 th i s  i s  e x a c t l y  what  happened .  
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We had both in f l a t i on  and d e p r e s s i o n .  

How can t h i s  happen?  We have s e e n  tha t  a d m i n i s t e r e d  p r i c e s  

a r e  not  s e n s i t i v e  to changes  in  demand  and supp ly  cond i t ions .  F o r  the 

s a m e  r e a s o n  tha t  t h e y  a r e  i n s e n s i t i v e ,  t hey  can a l so  be changed  when 

t h e r e  i s  no change in  demand  or  supp ly  cond i t ions .  Th i s  a l so  app l i e s  

to wage r a t e s ,  which  a r e  a f o r m  of a d m i n i s t e r e d  p r i c e s .  I t  i s  p o s s i b l e  

for  l abo r  un ions  to push  up wage r a t e s  f a s t e r  t han  p r o d u c t i v i t y  and thus  

push  up b u s i n e s s  c o s t s  and p r i c e s .  It  i s  p o s s i b l e  for  b u s i n e s s  to push  

up p r i c e s  m o r e  than c o s t s  and so j u s t i f y  the  c o s t - o f - l i v i n g  i n c r e a s e  in  

wage r a t e s .  Both have been  happen ing  ove r  the l a s t  two y e a r s .  As  a 

r e s u l t ,  we have been  hav ing  a r i s e  in  p r i c e s  which  has  no th ing  to do 

wi th  the m o n e y  ba l ance  a t  a l l .  

Th i s  in f l a t ion  does  not  come f r o m  an e x c e s s  in  the demand  for  

goods .  It  does  not  come f rom too l a r g e  a m o n e y  supp ly .  R a t h e r ,  i t  

c o m e s  f r o m  the fac t  tha t  b u s i n e s s  and l abo r  have su f f i c i en t  l e e w a y  in  

the  s e t t i n g  of p r i c e s  and wages  to inch  t h e m  up even though t h e r e  i s  no 

e x c e s s  in  the demand  fo r  goods .  We can ca l l  t h i s  kind of i n f l a t i on  a d m i n -  

i s t r a t i v e  in f l a t ion .  In c o n t r a s t  to the  t r a d i t i o n a l  m o n e t a r y  inf la t ion ,  

th i s  k ind of in f l a t ion  can o c c u r  even  in a m o d e r a t e  d e p r e s s i o n .  

I m i g h t  s a y  tha t  the a n a l y s i s  tha t  I a m  m a k i n g  h e r e  i s  e x a c t l y  

the a n a l y s i s  which  I p r e s e n t e d  l a s t  s p r i n g  to the  Ke fauve r  C o m m i t t e e  

i n v e s t i g a t i n g  the i n f l e x i b i l i t y  of a d m i n i s t e r e d  p r i c e s .  

So fa r  we have c o n s i d e r e d  the r e l a t i o n  of m o n e y  to i n f l a t i on  and 

d e p r e s s i o n .  Now I want  to d i s c u s s  the p r o b l e m  of m o n e t a r y  po l i cy .  
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I th ink  you wi l l  a l l  a g r e e  tha t  d e p r e s s i o n  and in f l a t ion  a r e  both  

bad.  The E m p l o y m e n t  Act  of 1946 m o s t  e x p l i c i t l y  m a k e s  high e m p l o y -  

m e n t  a goal  of na t i ona l  po l icy .  Also,  i t  i s  g e n e r a l l y  a g r e e d  tha t  p r i c e  

s t a b i l i t y  i s  an i m p l i c i t  goa l  of po l i cy  under  the ac t .  Thus  we have a 

na t i ona l  goal  of m a i n t a i n i n g  ful l  e m p l o y m e n t  at  a s t ab le  p r i c e  l e v e l  

a goal  of avoid ing  both  d e p r e s s i o n  and  in f l a t i on .  

How fa r  can we go toward  ach i ev ing  th i s  goal  t h rough  c o n t r o l l i n g  

the m o n e y  s u p p l y ?  First~ le t  us leave a d m i n i s t r a t i v e  in f l a t i on  to one 

s ide  and a l so  l eave  i n t e r n a t i o n a l  r e l a t i o n s  to one s ide  and c o n s i d e r  only  

m o n e t a r y  in f l a t ion  a r i s i n g  f r o m  too m u c h  demand  for  goods,  and depres-~ 

s ion  a r i s i n g  f r o m  too l i t t l e  demand  for  goods .  Then the t h e o r e t i c a l  

p r o b l e m  would be quite s imp le :  I~iaintain a m o n e y  supp ly  jus t  equa l  

to the demand  for  m o n e y  at  ful l  e m p l o y m e n t  and the i n i t i a l  l eve l  of p r i c e s .  

I f  the l eve l  of p r i c e s  was beg inn ing  to r i s e ,  th is  would s igna l  too m u c h  

money ,  and the m o n e y  supply  should  be r e d u c e d .  If  e x c e s s i v e  u n e m -  

p l o y m e n t  began  to develop,  expand the m o n e y  supply .  In t h e o r y  we 

migh t  expec t  to keep the l eve l  of p r i c e s  f a i r l y  s t ab le  and m a i n t a i n  u n e m -  

p loymen t  f a i r l y  c lose  to some  chosen  m i n i m u m  goal .  

But in p r a c t i c e  the p r e v e n t i o n  of d e p r e s s i o n  or  m o n e t a r y  in f l a t ion  

would not  be quite so ea sy .  It  i s  ha rd  to d e t e r m i n e  the demand  for  

m o n e y  b a l a n c e s .  T h e r e  are~.; cumula t ive  f o r c e s  in our  e c o n o m y  which 

make  an i n i t i a l  sh i f t  in  the demand  for  m o n e y  cont inue for  a p e r i o d  of 

t ime  once i t  i s  s t a r t e d .  Some sh i f t s  in  the demand  fo r  m o n e y  a r e  t e m -  

p o r a r y  and r e v e r s e  t h e m s e l v e s ,  as  when b u s i n e s s  sh i f t s  f r o m  m o n e y  

23 



in to  i n v e n t o r y  and back,  as  t h e y  did in  bu i ld ing  up s t e e l  i n v e n t o r i e s  

t h i s  l a s t  s p r i n g ,  and as  t h e y  a r e  now dep le t ing  t h e i r  i n v e n t o r i e s  and 

bu i ld ing  t h e i r  m o n e y  ho ld ings .  Also ,  i t  i s  not  e a s y  to a l t e r  the m o n e y  

supp ly  by  p lanned  a m o u n t s .  You can a p p r o x i m a t e ,  but you c a n ' t  do i t  

wi th  p r e c i s i o n .  

I c a n ' t  he r e  go into the c o m p l e x i t i e s  of t h i s  p r o b l e m  of a d j u s t i n g  

the m o n e y  supp ly  to the demand  for  m o n e y  at  ful l  e m p l o y m e n t .  No doubt 

you wi l l  h e a r  m o r e  about  i t  on T h u r s d a y .  I do, however ,  want  to d i s -  

c u s s  one of t he se  c o m p l e x i t i e s .  

The v e r y  p r o c e s s  of changing  the m o n e y  supp ly  can a l t e r  the 

demand  for  m o n e y .  T h e r e  a r e  v a r i o u s  ways  in  which  the m o n e y  supp ly  

can be i n c r e a s e d .  The bank ing  s y s t e m  can  make  loans  to e n t e r p r i s e s  

or  to i n d i v i d u a l s .  It  can  buy secut ,  i t i e s  f r o m  the publ ic  and i t  can  loan 

to the G o v e r n m e n t  to f inance  G o v e r n m e n t  e x p e n d i t u r e s .  If the bank ing  
to spend,  

s y s t e m  loans  to b u s i n e s s  o r  to the consumers~  then the demand  for  

goods goes  up a long  wi th  the p ro f i t  of i n c r e a s i n g  the m o n e y  supp ly .  

If the bank ing  s y s t e m  i n c r e a s e s  the m o n e y  supp ly  by  buy ing  s e c u r i t i e s  

in  the publ ic  m a r k e t ,  then  t h e r e  i s  no i m m e d i a t e  i n c r e a s e  in  the  demand  

for  goods,  but t h e r e  i s  an i n c r e a s e  in  the m o n e y  supp ly .  Both of those  

have t h e i r  r e p e r c u s s i o n s ,  but one i n f l u e n c e s  the  demand  for  m o n e y  
m o r e  than  the o t h e r .  The s econd  one, 

r K ~ l r ~ x ~  ____e~____~y~___ __~__, tha t  i s ,  buy ing  s e c u r i t i e s  in  the open m a r k e t ,  

tends~ to b r i n g  down i n t e r e s t  r a t e s  and t h e r e f o r e  i n c r e a s e s  the d e s i r e  

to hold m n n e y  b a l a n c e s .  So in  s o m e  d e g r e e  i t  o f f se t s  i t s e l f .  

E a c h  of t h e s e  d i f f e r en t  ways  has  a d i f f e r en t  e f fec t  on the dem a nd  

24 



fo r  money ,  both t h rough  the e f fec t  on i n t e r e s t  r a t e s  and th rough  the 

o the r  r e p e r c u s s i o n s  of the  b o r r o w ~ n g  and spend ing  p r o c e s s .  A l m o s t  

any  i n c r e a s e  in  the m o n e y  supp ly  in  a s t ab le  s o c i e t y  i s  l i k e l y  to i n c r e a s e  

the demand  for  m o n e y  in  s o m e  d e g r e e .  I t  i s  t h e o r e t i c a l l y  p o s s i b l e  tha t  

s o m e  m e t h o d s  of i n c r e a s i n g  the  m o n e y  supp ly  would i n c r e a s e  the d e m a n d  

for  m o n e y  in  e x a c t l y  the s a m e  deg ree ,  and so have no ne t  e f fec t  on the 

demand  for  goods,  though t h e r e  would a l w a y s  be s o m e  o t h e r  m e t h o d s  

which  would expand the demand  for  goods .  Thus ,  even  i f  our  only  p r o b -  

l em w e r e  m o n e t a r y  in f l a t ion  and d e p r e s s i o n ,  m o n e t a r y  p o l i c y  would 

not be s i m p l e .  However ,  I be l i eve  tha t  i f  our  e c o n o m y  w e r e  independen t  

of o the r  c o u n t r i e s  and t h e r e  w e r e  no p r o b l e m  of a d m i n i s t r a t i v e  in f la t ion ,  

i t  would not  be too d i f f icu l t  to p r e v e n t  s e r i o u s  in f l a t ion  o r  s e r i o u s  d e p r e s -  

s ions  t h r o u g h  m o n e t a r y  ac t ion .  

Not on ly  do we want  to have ful l  e m p l o y m e n t  and a s t ab l e  p r i c e  

l eve l ,  but we a l so  want  to m a i n t a i n  a ba l ance  in  the p a y m e n t s  be tween  

th i s  and o the r  c o u n t r i e s .  Here  we c~me back  to gold .  As  I s a i d  e a r l i e r ,  

we u s e  gold beh ind  our  m o n e y  s y s t e m  to give a g r e a t e r  f ee l ing  of con-  

f idence  in  our  d o l l a r .  But gold i s  a l so  u s e d  to ad jus t  p a y m e n t s  be tween  

d i f f e r en t  c o u n t r i e s  when t h e y  a r e  not b a l a n c e d  by some  o the r  m e a n s .  

Thus  gold can be thought  of a s  a s o r t  of i n t e r n a t i o n a l  m o n e y .  And i f  

our  p a y m e n t s  due to o the r  c o u n t r i e s  e x c e e d  those  due to us ,  the d i f f e r -  

ence  i s  l i k e l y  to be m e t  in  gold.  Th i s  has  been  happen ing  d u r i n g  the 

l a s t  two y e a r s .  We have pa id  out ove r  $2 1~2 b i l l i on  of gold in  tha t  

t ime ,  or  m o r e  than  10 percRnt  of our  gold supp ly .  
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Some people  f ind th i s  loss  of gold a l a r m i n g ;  and, of c o u r s e ,  i t  

could  not  go on y e a r  a f t e r  y e a r .  But we s t i l l  have m o r e  than  hal f  the 

w o r l d ' s  m o n e t a r y  gold.  In m y  opinion the r e d u c t i o n s  in our  gold hold-  

ings  a r e  m o r e  a r e f l e c t i o n  of an i m p r o v e m e n t  in m o n e t a r y  cond i t ions  

in  o the r  c o u n t r i e s - - a n  end tha t  we have been  seek ing .  As a c o u n t r y ' s  

m o n e t a r y  condi t ion  i m p r o v e s ,  i t  n a t u r a l l y  wants  to bui ld  up i t s  gold 

r e s e r v e s ;  and th i s  m u s t  come l a r g e l y  f r o m  our  h igh r e s e r v e s .  Thus  

the r e d u c t i o n  in  our  gold r e s e r v e s  i s  a p a r t  of the pos twa r  r e a d j u s t m e n t  

and r e f l e c t s  i m p r o v e m e n t .  C e r t a i n l y  we would be caus ing  t roub le  fo r  

o the r  c o u n t r i e s  if  we were  r a p i d l y  bui ld ing  up our  gold r e s e r v e s  by 

d rawing  gold away f r o m  o the r  c o u n t r i e s .  This  p r o b l e m  of gold and the 

a d j u s t m e n t  of i n t e r n a t i o n a l  p a y m e n t s  p r o v i d e s  one of the m a j o r  c o m p l e x -  

i t i e s  in  m a i n t a i n i n g  ful l  e m p l o y m e n t  and p r i c e  a t a b i l i t y  t h rough  m o n e t a r y  

pol icy ."  

The o the r  m a j o r  c o m p l e x i t y  a r i s e s  f r o m  a d m i n i s t r a t i v e  in f l a t ion .  

Can m o n e t a r y  m e a s u r e s  p r e v e n t  a d m i n i s t r a t i v e  i n f l a t i o n ?  As I have 

sugges ted ,  a l i m i t a t i o n  on the supply  of m o n e y  m a y  be able  to p r e v e n t  

a d m i n i s t r a t i v e  in f la t ion ,  but  on ly  at  a cos t  of e x c e s s i v e  u n e m p l o y m e n t .  

If we c o n s i d e r  only  m o n e t a r y  m e a s u r e s ,  It looks  as  though we would 

have to choose  be tween  a s t ab le  p r i c e  level ,  wi th  e x c e s s i v e  u n e m p l o y -  

men t ,  o r  ful l  e m p l o y m e n t  and a g r a d u a l l y  r i s i n g  p r i c e  l eve l .  In c rude  

t e r m s ,  th i s  cho ice  could  be s t a t ed  as  one be tween  p e r h a p s  a $25 b i l l i on  

a y e a r  l o s s  in na t i ona l  p roduc t i on  and a 2 o r  3 p e r c e n t  a y e a r  r i s e  ~ 

in p r i c e  l eve l .  If we take no ac t ion  excep t  m o n e t a r y ,  th is  m a y  wel l  be 

26 



the  e s s e n t i a l  cho ice .  

However ,  t h e r e  a r e  c e r t a i n  o the r  ways  to l i m i t  a d m i n i s t r a t i v e  

in f l a t ion .  V e r y  l i t t l e  s tudy  has  been  g iven to t h i s  p r o b l e m .  Sena to r  

K e f a u v e r ~  c o m m i t t e e  has  r e c o g n i z e d  the p r o b l e m  and has  been  conduc t -  

ing  h e a r i n g s  on a d m i n i s t e r e d  p r i c e s .  The Jo in t  E c o n o m i c  C o m m i t t e e  

of the two Houses  has  been  s tudy ing  the probleme but i t  m a y  take  s e v e r -  

a l  y e a r s  to f ind a s a t i s f a c t o r y  so lu t ion .  

One of the p r o b l e m s  i s  to ge t  a c l e a r e r  p i c t u r e  of a d m i n i s t r a t i v e  

in f l a t ion .  To what  ex t en t  does  t h i s  type of in f l a t ion  a r i s e  f r o m  the a r e a  

of d i s c r e t i o n  which  e n t e r p r i s e s  have in  the s e t t i n g  of p r i c e s ?  To what  

ex ten t  does i t  come f r o m  the a r e a  of d i s c r e t i o n  which  l abor  un ions  have 

in  the d r ive  for  h i g h e r  wages  ? In s t ud i e s  I have made  of s t e e l  p r i c e  

i n c r e a s e s  s i n c e  1953~ the m a i n  d r ive  for  h ighe r  p r i c e s  s e e m s  to have 

come f r o m  the b u s i n e s s  s i d e - - b u s i n e s s  s e e k i n g  to expand  i t s  p ro f i t  

m a r g i n s - - a n d  on ly  to a s e c o n d a r y  deg ree  f r o m  l a b o r .  But both  b u s i n e s s  

and l abo r  m u s t  s h a r e  the r e s p o n s i b i l i t y  for  a d m i n i s t r a t i v e  in f l a t ion  

and r e c o g n i z e  tha t  i t  p r e s e n t s  a p r o b l e m  wi th  which  both m u s t  be 

c o n c e r n e d .  

I a m  quite  s u r e  tha t  i f  we spen t  a m i l l i o n  d o l l a r s  a y e a r  for  t h r e e  

o r  four  y e a r s  in  s e e k i n g  the so lu t ion  to th i s  p r o b l e m ,  we could f ind one 

which  would a l low us to have the e x t r a  $25 b i l l ion  of y e a r  of na t i ona l  

i ncome  without  in f l a t ion  and wi thout  p r i c e  and wage c o n t r o l .  Tha t  would 

s e e m  to me  a p r e t t y  p ro f i t ab l e  i n v e s t m e n t .  As th ings  a r e  now~ the 

F e d e r a l  R e s e r v e  S y s t e m  i s  s t r u g g l i n g  wi th  t h i s  p r o b l e m ,  and m u c h  of 
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the c o n t r o v e r s y  ove r  F e d e r a l  R e s e r v e  po l i cy  r e v o l v e s  a round  d i f f e ren t  

v iews  as  to the s o u r c e s  of in f l a t ion .  You wi l l  p r o b a b l y  h e a r  m o r e  

about  th i s  p r o b l e m  on T h u r s d a y .  

In c los ing ,  I want  to r e p e a t  the m a j o r  po in ts  of m y  l e c t u r e .  Money  

can  be def ined  as  w h a t e v e r  i s  c u s t o m a r i l y  used  in a c o m m u n i t y  as  one 

s ide of m o s t  e x c h a n g e s - - i n  our  c o u n t r y  the d o l l a r .  The t h r e e  m a j o r  

func t ions  of m o n e y  a r e  to ac t  as a uni t  of account ,  to ac t  as  a m e d i u m  

of exchange ,  and to ac t  as  a l iqu id  s t o r e  of va lue .  The va lue  of m o n e y  

a r i s e s  e s s e n t i a l l y  f r o m  p e o p l e ' s  expec t a t i on  tha t  o t h e r s  wi l l  accep t  

m o n e y  in  exchange  fo r  the th ings  they  want; and we s t r e n g t h e n  th is  expec -  

t a t ion  by  m a k i n g  i t  l ega l  t ende r ,  g iv ing i t  gold backing ,  and by o the r  

dev i ce s .  The c r u c i a l  r o l e  of m o n e y  in our  e c o n o m y  i s  to  be seen  in 

the way in which  the a d j u s t m e n t  be tween  the demand  fo r  m o n e y  as  a 

s t o r e  of va lue  and the supp ly  of m o n e y  o p e r a t e  to a l t e r  the l eve l  of 

p roduc t ion ,  e m p l o y m e n t ,  and p r i c e s .  An e f fec t ive  m o n e t a r y  po l i cy  

could  m a i n t a i n  r e a s o n a b l y  ful l  e m p l o y m e n t  and a r e a s o n a b l y  s t ab le  

p r i c e  l eve l  i f  i t  were  not  fo r  the p r o b l e m s  of i n t e r n a t i o n a l  a d j u s t m e n t  

and of a d m i n i s t r a t i v e  in f l a t ion .  

but  can,  I be l i eve ,  be so lved .  

These  make  s t a b i l i t y  m o r e  diff icul t ,  

In any  case ,  our  e c o n o m i c  s y s t e m  is  

bui l t  on the b a s i s  of money ;  and m o n e t a r y  po l i cy  i s  at  the h e a r t  of the 

p r o b l e m  of fu l l  e m p l o y m e n t  and p r i c e  s t ab i l i t y .  

Thank you. 

COL. REID: 

QUESTION: 

Dr.  Means  i s  r e a d y  for  your  ques t i ons .  

How do you p ropose  to spend th i s  m i l l i o n  d o l l a r s  
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a y e a r  to ach ieve  th i s  goal  tha t  you m e n t i o n e d  in  the l a s t  p a r t  of your  

l e c t u r e  ? 

DR.  MEANS: T h a t ' s  a v e r y  i n t e r e s t i n g  ques t ion .  I h a v e n ' t  

s p e l l e d  out the p r o g r a m ,  but I would be de l igh ted  to p rov ide  a s y n o p s i s  

of the r e c e s s  s tudy .  

C e r t a i n l y  one of the  f i r s t  t h ings  to do would be to s tudy  the r e c o r d  

of the Kefauve r  C o m m i t t e e .  A m a s s  of new d~ta has  come out t h e r e  

about I would call in leaders in business to explain ~mmt 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 didnlt 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, welve been reading quite a bit in the 

newspapers recently about the refusal of Congress to grant the Treasury 

Department 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 ? 

DR. MEANS: I think it will have relatively little effec~ in the 

first year or so. I suspect that if interest rates stay high, Congress 

will vote the necessary power. But I dontt 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 u n d e r s t o o d  c o r r e c t l y ,  you spoke of i t  as  the b i g g e s t  p r o b l e m  of 

i n d u s t r y  and l a b o r .  Is  i t  not t r ue  that  de f ic i t  spend ing  on the p a r t  of 

the F e d e r a l  G o v e r n m e n t  i s  a l so  an i m p o r t a n t  c o n t r i b u t o r y  f a c t o r  to 

i n c r e a s i n g  i n f l a t i o n ?  

DR. MEANS: I would be i n c l i n e d  to s a y  No. I know tha t  I am 

t ak ing  i s s u e  wi th  a g r e a t  m a n y  people  in s a y i n g  tha t .  The e f fec t  of def ic i t  

spend ing  i s  to i n c r e a s e  demand,  and s ince  we h a v e n ' t  even  got ful l  e m -  

p l o y m e n t  n o w - -  ~ i m i n a t e  the e f fec t  of the s t e e l  s t r i k e  f r o m  the e m p l o y -  

m e n t  f i g u r e s  and we would p r o b a b l y  s t i l l  have 3 m i l l i o n  or  m o r e  u n e m -  

ployed;  and I don ' t  r e g a r d  us as  hav ing  ful l  e m p l o y m e n t  un t i l  we get  down 

c lose  to 2 m i l l i o n  u n e m p l o y e d .  So tha t  a t  the p r e s e n t  t ime ,  in  the l a s t  

y e a r ,  we have not  had enough demand  to fu l ly  e m p l o y  our  r e s o u r c e s .  

Tha t  be ing  the c a s e ,  the e x t r a  demand  which  has  been  c r e a t e d  by the 

def ic i t  d o e s n ' t  s e e m  to me  to have c o n t r i b u t e d  to the in f l a t ion .  

If  I we re  to m a k e  a comple t e  a n a l y s i s  of in f la t ion ,  I would s a y  i t  

was  p r i m a r i l y  a r i s i n g  f r o m  two s o u r c e s ,  tha t  i s ,  the i n f l a t i on  ove r  the 

l a s t  two y e a r s  or  t h r e e  y e a r s - - f r o m  two s o u r c e s :  One i s  the a d m i n i s -  

t r a t i v e  in f la t ion ,  the push ing  up of wage r a t e s  and p r i c e s  ahead  of what  

would be e c o n o m i c a l l y  j u s t i f i e d .  And, second ,  t h e r e  a r e  c e r t a i n  ca t e -  

g o r i e s  of p r i c e  which  hadn ' t  fu l ly  c o m p l e t e d  t h e i r  p o s t w a r  i n f l a t i on .  

Ren t s  we re  he ld  way  down dur ing  the war  and for  a long p e r i o d  a f t e r ,  

and i t  m a y  be tha t  r e n t s  today  have on ly  caught  up to the g e n e r a l  in f l a t ion .  

So we have r e a l l y  been  having  l i t t l e  p i e c e s  of the  p o s t w a r  i n f l a t i on  in  

the l a s t  two or  t h r e e  y e a r s .  

Those  a r e  the two p r i m a r y  s o u r c e s .  
3O 

T h e r e  a r e  a n u m b e r  of 



p r i c e s  t h a t  have  no t  c a u g h t  up; a n d  the  a d m i n i s t r a t i v e  i n f l a t i o n .  I c a n  

s e e  no e v i d e n c e  of a d e m a n d  i n f l a t i o n .  

QUESTION:  D r .  M e a n s ,  you  spoke  of the  s u p p l y  of m o n e y .  

T h i s  i s  a r e l a t i v e l y  e a s i e r  p r o b l e m  t h a n  t h a t  of d e m a n d .  Suppose  t h a t  in  

the  e v e n t  of an  a t t a c k  on t h i s  c o u n t r y  ou r  e c o n o m y  w a s  s e r i o u s l y  d a m -  

~ s ~ , x : s ~ t z  a g e d  and  b a n k s  w e r e  k n o c k e d  out .  Wou ld  you c a r e  to 

c o m m e n t  how you  wou ld  go abou t  g e t t i n g  the  m o n e y  p r o b l e m  u n d e r  con -  

t r o l  and  r e s u p p l y  m o n e y  to the  c o u n t r y ?  

DR.  MEANS:  The  f i r s t  t h ing  i s  t h a t  you  wou ld  have  to  s a y  to 

y o u r s e l f  t h a t  we c a n ' t  o p e r a t e  / o n  the  b a s i s  of b a n k  d e p o s i t s  a s  a f o r m  
Banks 

of money./I'm assuming'b~ 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, Y, Z 

knocked out? You've got to make an appraisal of what amount of money 

is necessary 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 

31 



to  have s o m e t h i n g  to m a k e  the m o n e y  func t ion .  

But I th ink tha t  s i m p l y  i s su ing  G o v e r n m e n t  pape r ,  in  l i m i t e d  

amount s ,  would be the th ing .  Jus t  as  when you go in to  a newly  conque red  

coun t ry ,  i f  you have d e s t r o y e d  the m o n e y  supp ly  of tha t  coun t ry ,  you 've  

got to supply  s o m e  subs t i tu te ,  and t h a t ' s  why we have these  occupa t ion  

c u r r e n c i e s .  

QUESTION: Dr.  Means ,  you s ay  tha t  s t e e l  c o m p a n i e s  i n c r e a s e  

t h e i r  p r i c e s  at  a g r e a t e r  r a t e  than the l abo r  unions  fo r ce  t hem to i n c r e a s e  

t h e i r  p r i c e s .  In o the r  words ,  t h e i r  p r i c e s  run  f a s t e r  than  l a b o r .  In 

the Kefauver  i n v e s t i g a t i o n  I r e c a l l  tha t  a n u m b e r  of the s t e e l  c o m p a n y  

p r e s i d e n t s  s a id  tha t  t h e i r  e n t i r e  i n v e s t m e n t  in the l a s t  t en  y e a r s  had 

d e c r e a s e d .  Now, how can the s t e e l  c o m p a n i e s  pay  the s t o c k h o l d e r s  

a r e t u r n  on t h e i r  i n v e s t m e n t  and p rov ide  the expans ion  which  our  e c o n o m y  

needs  i f  they  don ' t  r a i s e  the p r i c e s  for  s t e e l ?  

DR. MEANS: I t ' s  a v e r y  r e a l  ques t ion  whe the r  the a s s e t s  of 

the s t e e l  c o r p o r a t i o n s  have dec l ined .  T h a t ' s  a long ques t ion .  I ' m  w r i t -  

ing a book at  the p r e s e n t  t ime  on the  s t e e l  i n d u s t r y  as  the p i c t u r e  was 

deve loped  in  the Kefauve r  h e a r i n g .  

My conc lus ion  is  tha t  even  if  you give the s t e e l  c o m p a n i e s  the be s t  

of the a r g u m e n t ,  you wi l l  f ind tha t  t h e i r  d e p r e c i a t i o n  c h a r g e s  have been  

v e r y  n e a r l y  su f f i c i en t  to take  c a r e  of the  lo s s  in va lue  coming  f r o m  us ing  

up t h e i r  s t e e l  p lan t s ;  and that  p r o b a b l y  a q u a r t e r  of the i n c r e a s e  in the 

s t e e l  p r i c e s  s ince  1953 could  be a t t r i b u t e d  to ~ the n e c e s -  

s i t y  of r ~ s i n g  p r i c e s  b e c a u s e  of wage i n c r e a s e ~ ,  and tha t  the r e s t  of 

32 



the wage i n c r e a s e s  have been  t aken  c a r e  of by i n c r e a s e d  p roduc t iv i t y .  

and tha t  m o s t  of the r e m a i n d e r  could be a t t r i b u t e d  to the widening  

p ro f i t  m a r g i n .  

Jus t  to e m p h a s i z e  the p r o b a b i l i t y  tha t  th is  i s  t rue ,  I would go 
record 

back, if I had the ~ before me, and quote to you the decision of 

the Uo 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. 

~-~ For instance, if the Fed announces that it is expanaing the 

money for this and this reason, you could have a very quick effect. 
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Go back  to the beg inn ing  of the big d e p r e s s i o n  in  1929 and the sudden 

co l l apse  of the s tock  m a r k e t .  

t h rough  the whole c o m m u n i t y .  

s a i d ,  " W h a t ' s  going to happen n e x t ? "  

then,  and I had v e r y  l a rge  i n v e n t o r i e s ,  and I sa id ,  

happen as  the r e s u l t  of th i s  s tock  m a r k e t  c r a s h ?  

The e f fec t  of tha t  was to send  a shock  

B u s i n e s s m e n  h e r e ,  t h e r e ,  and e l s e w h e r e  

I was running a small business 

" W h a t ' s  going to 

Well, I don't know. 

Since I don ' t  know wha t ' s  going to happen,  I ' m  going to p l ay  th ings  s a f e . "  

I began c o n v e r t i n g  m y  i n v e n t o r y  in to  ca sh .  As o r d e r s  came  in, 

I f i l l ed  them,  but I d idn ' t  r e o r d e r  r aw  m a t e r i a l s  to  go in at the beginn{~ 

of th i s  p roduc t ion  p r o c e s s .  So that  m y  i n v e n t o r y  g r a d u a l l y  c o n v e r t e d  

i t s e l f  in to  m o n e y  in the bank .  My demand  fo r  m o n e y  went up, or ,  

s ay ing  i t  the o the r  way, m y  demand  fo r  goods went  down. If you th ink  
) 

of tha t  happening  a l l  over  the count ry ,  you had p r e s s u r e  fo r  a d e p r e s s i o n .  

Now, if  the Fed  a t  tha t  t ime  had been  a b l e - - t h e  laws wouldn ' t  

have a l lowed it ,  but i f  they  had been  a b l e - - t o  go in to  the open m a r k e t  

and c r e a t e  5 b i l l i on  or  10 b i l l i on  of e x t r a  money ,  the s t ab i l i z i ng  e f fec t  

of tha t  would have been  v e r y  g r e a t .  When the d e p r e s s i o n  was b rough t  

to a stop,  you wi l l  f /nd that  i t  was b rough t  about  b~ I th ink  i t  was ,  a 

3 b i l l i on  do l l a r  F e d e r a l  R e s e r v e  c r e a t i o n  of add i t i ona l  r e s e r v e s  in  the 

bank ing  s y s t e m  by open m a r k e t  o p e r a t i o n s .  The l tcluidation of the bank -  

ing s y s t e m  was b rough t  to a s top l ik~tha t  ( snapping  f i nge r s )  by open 

m a r k e t  o p e r a t i o n s .  The s a m e  th ing  would happen  to your  e c o n o m y .  
j 

It  would happen v e r y  sudden ly .  

On the o the r  hand, t h e r e  a r e  ways ,  which  I won ' t  go in to  now, 
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by  which  you could a f fec t  the m o n e y  supp ly  tha t  could take  t h r e e  or  four  

mon ths  o r  s i x  m o n t h s .  T h e r e  a r e  w a y s  in  which  the v e r y  p r o c e s s  of 

i n c r e a s i n g  the m o n e y  supp ly  would i t s e l f  i n c r e a s e  the demand  for  m o n e y .  

F o r  i n s t a n c e ,  i f  the  Fed  sa id ,  " W e t r e  ~going to i n c r e a s e  the m o n e y  

supp ly"  and the New York  F e d e r a l  R e s e r v e  Bank o f f i c i a l s ,  or  the bank-  

ing  c o m m u n i t y  in  New York  and Chicago,  sa id :  " T h i s  i s  i n f l a t i o n a r y "  

and the g r e a t  bulk  of b u s i n e s s  people  thought  the b a n k e r s  w e r e  r i g h t  

and the F e d e r a l  R e s e r v e  was  wrong,  then  the v e r y  p r o c e s s  of c r e a t i n g  

add i t iona l  m o n e y  would make  people  run  away  f r o m  money ;  and i t  would 

s t i m u l a t e  the demand  even m o r e .  I t ' s  a v e r y  complex  th ing,  as  you 

wi l l  l e a r n  on T h u r s d a y .  

QUESTION: The i n t e r n a t i o n a l  p r i c e  of gold, I be l i eve ,  i s  $35 

an ounce ~i~ by  i n t e r n a t i o n a l  a g r e e m e n t .  What  would happen to our  econ-  

o m y  i f  the  R u s s i a n s  s t a r t e d  f looding the m a r k e t  wi th  gold at  a l e s s e r  

p r i c e  ? 

DR.  MEANS: T h a t ' s  a v e r y  i n t e r e s t i n g  ques t ion .  I h a v e n ' t  thought  

at  a l l  about  i t .  I th ink  I won ' t  give a snap  a n s w e r .  

The F e d e r a l  R e s e r v e  B o a r d  in  t h i s  c o u n t r y  c e r t a i n l y  has  the power  

to a b s o r b  tha t  and n e u t r a l i z e  i t  so f a r  as  t h i s  c o u n t r y  i s  c o n c e r n e d .  

Mos t  of the o the r  c e n t r a l  banks  in  the m o r e  i m p o r t a n t  c o u n t r i e s  have 

p o w e r s  tha t  would help to n e u t r a l i z e  tha t .  I s u s p e c t  tha t  the c e n t r a l  

bank ing  s y s t e m s  of the d i f f e r en t  c o u n t r i e s  a r e  so we l t  o r g a n i z e d  and 

would ope ra t e  in connec t ion  wi th  the Wor ld  M o n e t a r y  Fund to p r e v e n t  a 

s e r i o u s  a d v e r s e  r e a c t i o n ,  j u s t  as  t h e y  now would ac t  to p r e v e n t  s e r i o u s  
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r e p e r c u s s i o n s  f r o m  a b ig  bonanza  d i s c o v e r y  of gold in  s o m e  new c o u n t r y  

tha t  would f lood the m a r k e t  wi th  add i t i ona l  gold .  
p r o b l e m  

It would p r e s e n t  a v e r y  r e a l  x ~ ,  and I cou ldn ' t  s a y  jus t  now 

how they  ought to handle  i t .  But I s u s p e c t  t hey  have the power  to 

handle  i t .  The s t e e l  i n d u s t r y  does  not have the power  to dea l  wi th  a 

f looding of s t e e l  i f  the R u s s i a n s  we re  to sh ip  s t e e l  a round  the wor ld .  

QUESTION: D r .  Means ,  we have r e a d  and h e a r d  of two s choo l s  

of thought  c o n c e r n i n g  the d e s i r a b i l i t y  of l i qu ida t ing  the na t i ona l  debt .  

One schoo l  s a y s  i t ' s  u r g e n t  tha t  we l iqu ida te  i t  b e c a u s e  of the h igh  i n t e r -  

e s t  p a y m e n t s  we make  e v e r y  y e a r  on i t .  The o the r  one poin ts  out tha t  

t h e r e  i s  a c e r t a i n  d i s t i n c t  advan tage  tha t  we get  in keep ing  th i s  debt 

in  tha t  the i n t e r e s t  p a y m e n t s  p rov ide  a s o u r c e  of i n c o m e  fo r  an  i m p o r t a n t  

s e g m e n t  of our  e conomy .  Would you give us  your  v i ews  and the r e a s o n s  

t h e r e  for  ? 

DR.  MEANS: I wouldn ' t  a g r e e  wi th  e i t h e r  of those  s choo l s  of 

thought .  I would r e p u d i a t e  the f i r s t  l ike  tha t  ( snapp ing  f i n g e r s ) .  And 

on the s econd  I would s a y  tha t  the r e a s o n  I th ink  the na t i ona l  debt  i s  a 

good th ing  i s  the s a m e  r e a s o n  tha t  A l e x a n d e r  Hami l ton  gave  when th i s  

c o u n t r y  was  f i r s t  be ing  o r g a n i z e d .  He u r g e d  tha t  the newly  o r g a n i z e d  

F e d e r a l  G o v e r n m e n t  take  ove r  the war  debt of a l l  the d i f f e r en t  S ta t e s  

tha t  a r o s e  out of the R e v o l u t i o n a r y  W a r .  

One of the m a j o r  r e a s o n s  he gave was  tha t  the na t i ona l  debt,  

which  the c o m m u n i t y  b e l i e v e d  was  going to be paid,  would p rov ide  a 

l iquid  s t o r e  of va lue  for  the b u s i n e s s  c o m m u n i t y .  If you had e x t r a  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 Committee 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. And I in my innocence piped up and said: 

'tI 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, 
you a 

because it gives ~ mass of Government securities ~s~zwhich 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 wordsj there are a number of reasons why a big Govern- 

ment debt is a good thing. Of 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 banks, through insurance 
in 

companies, and so forth, I think you would find that/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 q u a r t e r  of the  t o t a l  n a t i o n a l  d e b t - - p a y i n g  i n t e r e s t  on i t  i s  t a k i n g  m o n e y  

f r o m  one g r o u p  of peop l e  and  p a y i n g  i t  out  to a n o t h e r  g r o u p .  

Now, too  m u c h  of t h a t  i s  a b a d  th ing ;  and  w h e t h e r  we a c t u a l l y  have  

too m u c h  of t ha t  I don ' t  know.  I don ' t  ge t  v e r y  m u c h  e x c i t e d  abou t  i t .  

I n c r e a s e s  i n  the  pub l i c  debt ,  t h a t  i s ,  r u n n i n g  a defici t~ c o n t r i b u t e  

to  r e c o v e r y  i f  you have  a d e p r e s s i o n  a n d  c o n t r i b u t e  to  i n f l a t i o n  i f  you  

d o n ' t  have  a d e p r e s s i o n .  

I t  c a n  d a m p  m L x h ~ m ~ x  

recession. 

So t h a t  the  p a r t i c u l a r  s i t u a t i o n  i s  wha t  c o u n t s .  

R e d u c i n g  the  pub l i c  deb t  i s  a d e p r e s s i n g  f a c t o r .  

a m o n e t a r y  i n f l a t i o n  a n d  i t  c a n  c r e a t e  a 

T h e r e  a r e  s i t u a t i o n s  

w h e r e  s o m e  r e t i r e m e n t  of the  debt  would  be c o n s t r u c t i v e .  T h e r e  a r e  

o t h e r s  w h e r e  an  i n c r e a s e  in  the  deb t  would  be c o n s t r u c t i v e .  But  I d o n ' t  

r e g a r d  the  debt  a s  s u c h  a s  b e i n g  t h a t  k i n d  of a f a c t o r .  I t h i n k  i t s  m a n a g e -  

m e n t  i s  a v e r y  h n p o r t a n t  factor~ a l o n g  w i t h  the  m a n a g e m e n t  of ou r  

b u d g e t  and  the  m a n a g e m e n t  of ou r  m o n e t a r y  s y s t e m .  T h o s e  t h r e e  a c t  

a s  a un i t  in  a f f e c t i n g  bo th  the p r i c e  l e v e l  and  the  l e v e l  of a c t i v i t y .  

C O L .  REID:  D r .  M e a n s ,  on b e h a l f  of the  f a c u l t y  and  the  s t u d e n t  

bodyj  we c e r t a i n l y  wan t  to t h a n k  you  f o r  c o m i n g  in  f r o m  V i e n n a  t h i s  

m o r n i n g  t h r o u g h  a l l  t h a t  t r a f f i c  and  g i v i n g  us  a v e r y  f ine  t a l k  on the  

m o n e t a r y  s y s t e m .  
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