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T H E  BANKING S Y S T E M  

17 S e p t e m b e r  1959 

C O L O N E L  B U C K N E R :  G e n e r a l  Mundy ,  G e n t l e m e n :  A l o n g  w i t h  

o u r  d i s c u s s i o n s  of o u r  m a r k e t  s y s t e m ,  the  m o n e t a r y  s y s t e m ,  and  

e c o n o m i c s  in g e n e r a l ,  i t  i s  on ly  l o g i c a l  t ha t  we  h a v e  a l e c t u r e  on The  

B a n k i n g  S y s t e m  in the  Uni ted  S t a t e s .  Tha t  i s  the  s u b j e c t  of the  l e c t u r e  

t h i s  m o r n i n g .  

But  I would  l ike  to  sound  a no te  of w a r n i n g .  It is  a c o m p l e x  s u b j e c t  

and  has  m a n y  v a r i a b l e s  and few c o n s t a n t s .  So f a r ,  h o w e v e r ,  D r .  K r e s s  

h a s  a l w a y s  b e e n  ab le  to  f ind s o m e o n e  to c o v e r  the  w h o l e  s u b j e c t  of the  

b a n k i n g  s y s t e m  in a 4 5 - m i n u t e  p e r i o d ,  and t h i s  y e a r  we  h a v e  a r e p e a t e r .  

The  r e a s o n  i s ,  he  did s o  w e l l  l a s t  y e a r .  He e v e n  m a d e  m e  u n d e r s t a n d ,  

at  [ e a s t  f o r  a l i t t l e  w h i l e ,  how i n c r e a s i n g  b a n k  r e s e r v e s  by a c e r t a i n  

a m o u n t  o p e r a t e s  to i n c r e a s e  the  t o t a l  m o n e y  s u p p l y  by f ive  t i m e s  tha t  

a m o u n t ,  and  I a s s u r e  you,  g e n t l e m e n ,  he  had  to  be  good to  do t h i s .  

D r .  C a r l  A r l t  h a s  t a u g h t  in  v a r i o u s  c o l l e g e s ,  and he  is  c u r r e n t l y  

on l e a v e  f r o m  O b e r l i n .  Unt i l  abou t  t e n  d a y s  a g o  he  h e l d  a p o s i t i o n  as  

an  e c o n o m i s t  w i th  t he  B a n k i n g  S e c t i o n  of t he  F e d e r a l  R e s e r v e  B o a r d  

h e r e  in W a s h i n g t o n ,  and he  is  now A s s i s t a n t  V ice  P r e s i d e n t  of the  

F e d e r a l  R e s e r v e  B a n k  in St.  L o u i s .  

His  e x p e r i e n c e  as  an  e d u c a t o r  and an  e c o n o m i s t  and w i th  t he  F e d e r a l  

R e s e r v e  B o a r d  q u a l i f i e s  h i m  e m i n e n t l y  to s p e a k  w i th  a u t h o r i t y  on the  



Banking System. 

Dr. Arlt, welcome back. I say sincerely that I wish you success 

with this year's class. Dr. Arlt. 

DR. ARLT: General Mundy, Members of the Staff, and Fellow 

Students of Money and Banking: I have to get out my ammunition. I 

have two fears when I come here. The first one is that Dr. Gardner 

Means develops a stockpile of questions which he suggests that I will 

answer, and the other one is this podium with all its buttons. I have 

sometimes gone up and sometimes gone down as I lean on the wrong 

buttons here. 

My allotment time is 45 minutes. It is my understanding that very 

few banking problems are either explained or solved in a span beyond 

45 minutes. It protects you from sordid stories, bad puns, and every- 

thing else. 

I think what I have to do is get down to the business of the day, 

namely, The Banking System and your money supply. As I said last 

year--and I think the emphasis ha~not changed--we don't assume that 

money is everything, but we certainly think it is away ahead of the thing 

in the second place. 

We have some important generalizations that we would Like to hang 

our hats on, and then move into the mechanism of the money supply. 

The first generalization is one which I think you were introduced to 

with the lecture of Dr. Means, namely, that the leve~ of economic 
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buying labor, land, and capital. That money goes to inqome recipients. 

The income recipients--or here we talk about the consumers--then may 

spend their money. You see the flow of spending for goods and services. 

But notice some of these other arrows. You will notice a little red 

arrow pointed to savings. In short, in this process part of the spending 

flow may be diminished by savings initially. Part of the spending flow 

may also be diminished by the money which is funneled into the Govern- 

ment in the form of taxes. So that we represent taxes and savings in a 

sense as a drain from this general income flow. 

Now, if we stopped right there, we would then have to say that taxes 

and savings are deflationary in their impact~ they tend to block the flow 

of money payments through the economy. But we see these offsets, 

because, as we see in the savings arrow, they may go to savings insti- 

tutions but then the savings may be funneled to investment in plant and 

equipment, and the investment may be an offset for the savings. And, 

as we know only too well, the taxes that may flow to the Government 

sometimes are more than offset by the government expenditures. 

So that the money payments do continue to flow through the system 

to business, agriculture, and all the others via the channels of taxes, 

offset by government expenditures, via the channel of savings, offset 

by investment expenditures; and in general, as long as these pipelines 

keep running you can see how the system can continue in a relatively 
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a c t i v i t y  d e p e n d s  on the  f low of m o n e y  e x p e n d i t u r e s  a g a i n s t  goods  and 

s e r v i c e s .  In s h o r t ,  we  have  to  r e c o g n i z e  the  c r u c i a l  i m p o r t a n c e  of 

the  s p e n d i n g  by c o n s u m e r s ,  by b u s i n e s s ,  and by g o v e r n m e n t  r e l a t i v e  

to  the  output  of goods  and s e r v i c e s ,  and it  is  h e r e  tha t  we ge t  t he  nub 

of the  p r o b l e m  of i n f l a t i on .  In s h o r t ,  w h e n  you have  a f low of m o n e y  

e x p e n d i t u r e s  wh ich  t e n d s  to e x c e e d  o r  r u n  f a s t e r  t h a n  the  supp ly  of goods  

and s e r v i c e s ,  t h e n  you t end  to  s e e  d o l l a r s  c o m p e t i n g  wi th  e a c h  o t h e r  

fo r  l i m i t e d  goods  and the  g e n e r a l  p r i c e  l e v e l  r i s i n g .  

By the  s a m e  token ,  if the  f low of m o n e y  e x p e n d i t u r e s  t e n d s  to  

d i m i n i s h  r e l a t i v e  to  the  output  of goods  and s e r v i c e s ,  you have  a p r o b l e m  

of d e c l i n i n g  p r i c e s  and a d i m i n u t i o n  in  the  g e n e r a l  e n t h u s i a s m  fo r  p r o -  

d u c t i on  and g r a d u a l  u n e m p l o y m e n t ,  and so  on.  

So, what  we h a v e  a s  a p o l i c y  p r o b l e m  is  to t r y  to  r e g u l a t e  ou r  m o n e y  

f lows ,  ou r  m o n e y  p a y m e n t s ,  in  s u c h  a way tha t  t he  m o n e y  p a y m e n t s  w i l l  

be  s o m e w h a t  a d j u s t e d  to the  f lows  of goods  and s e r v i c e s  in  y o u r  e c o n o m y .  

I s u g g e s t  tha t  you t u r n  to  page  5 in the  b o o k l e t  and you s e e  what  m a y  

a p p e a r  to be an a w e - i n s p i r i n g  d i a g r a m ,  but ~ the  l o w e r  d i a g r a m  on page  

5 I t h ink  you ge t  a p i c t u r e  in a s e n s e  of the  t o t a l i t y  of t he  p r o c e s s  i n v o l v e d .  

We l i k e n  the  f low of m o n e y  e x p e n d i t u r e s  aga£nst  goods  and s e r v i c e s  to  

a w h e e l .  S o m e  e c o n o m i s t s  r e f e r  to i t  as  the  w h e e l  of w e a l t h .  You n o t i c e  

tha t  the  f low of s p e n d i n g  and the  r e d  a r r o w s  m o v e  a g a i n s t  goods  and 

s e r v i c e s .  We can  s t a r t  wi th  b u s i n e s s  and a g r i c u l t u r e  s p e n d i n g  m o n e y  
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stable fashion. But you can also see that this whole spending flow 

may tend to expand if, for instance, the amount of investment expendi- 

tures exceeds the savings that have been drained out of the economy, or 

the amount of government expenditures exceeds the taxes--in other words, 

if the Government engages in deficit financing. 

You may then raise the question: How can you do that? How can 

you have investment expenditures exceed savings ? How can you have 

the Government spend more than it receives ? Notice that there is a 

little institution that we have up on the top of that diagram, namely, 

the banks. It is in this part where we in a sense get the picture of the 

banks in the whole system, in the role of banks. Some of the savings 

may roll into banks, and the banks can push the savings along into the 

economic structure and thus continue the flow. But the banks can do 

more than push savings through the economic system. They can take 

a certain quantity of money and, through the operation of the system, 

b low it up to  a m u l t i p l e  of t he  a c t u a l  a m o u n t  of c a s h  t ha t  t he  b a n k i n g  

s y s t e m  o p e r a t e s  wi th .  

In s h o r t ,  t hen ,  t he  b a n k  c a n  c r e a t e  a s u p p l y  of m o n e y  w h i c h  d i d n ' t  

e x i s t  b e f o r e ,  and it  i s  the  b a n k i n g  s y s t e m  w h i c h  m a y  p e r m i t  a f low of 

e x p e n d i t u r e  p a y m e n t s ,  i n v e s t m e n t  e x p e n d i t u r e s ,  to  e x c e e d  s a v i n g s ,  and 

i t  m a y  p e r m i t  the  G o v e r n m e n t  to s p e n d  m o r e  t h a n  it  r e c e i v e s  in the  f o r m  

of t a x e s .  Thus ,  in o r d e r  to ge t  the  r e a l  n a t u r e  of t h e  m o n e y  s y s t e m ,  we  

h a v e  to put  the  s p o t l i g h t  on b a n k s ,  to f ind  out  how b a n k s  c a n  a l t e r  t he  

5 



s u p p l y  of m o n e y .  

Now, a w a r n i n g  h e r e - - a n d  t h i s  I a m  s u r e  w a s  b r o u g h t  out  to  you  

b e f o r e .  I a m  t a l k i n g  abou t  a f low of m o n e y  p a y m e n t s  h e r e .  The  f low 

of m o n e y  p a y m e n t s  i s  d e p e n d e n t  upon  not  on ly  the  q u a n t i t y  of m o n e y  

but  a l s o  i t s  r a t e  of t u r n o v e r - - h o w  m a n y  t i m e s  it r o l l s  o v e r  in the  e c o n -  

o m y .  In o t h e r  w o r d s ,  I cou ld  t a k e  a d o l l a r  h e r e ,  and we  c o u l d  s t a r t  

w i th  one  d o l l a r  and h a v e  it  j u s t  c i r c u l a t e  a r o u n d  t h i s  r o o m  in p a y m e n t  

of  goods  and  s e r v i c e s - - c i g a r e t t e s ,  b o o k s ,  and so  o n - - a n d  tha t  one d o l l a r  

cou ld  do the  w o r k  of $150 w i th  $150 m e r e l y  j u s t  c h a n g i n g  h a n d s  o n c e .  

The  one d o l l a r ,  the  r a t e  of t u r n o v e r ,  the  v e l o c i t y  of c i r c u l a t i o n .  T h a t  

v e l o c i t y  of c i r c u l a t i o n ,  t h e n ,  i s  v e r y  v e r y  i m p o r t a n t  and,  r e l a t e d  to  

the  q u a n t i t y  of m o n e y ,  d e t e r m i n e s  the  t o t a l  f low of m o n e y  e x p e n d i t u r e s .  

You w i l l  n o t i c e  t ha t  we  a r e  m o r e  a n x i o u s  to  t u r n  m o n e y  o v e r  r a p i d l y  

in  p e r i o d s  of r i s i n g  p r i c e s ,  o r  in  an  i n f l a t i o n .  You r e c e i v e  m o n e y  and 

you  s t a r t  c a l c u l a t i n g  t he  p o s s i b i l i t y  of  p r i c e  i n c r e a s e s ,  and  you  s a y ,  

"Wel l ,  I 'd  b e t t e r  s p e n d  m y  m o n e y  now b e f o r e  the  p r i c e s  r i s e  s t i l l  m o r e .  

T h e  v e r y  a n t i c i p a t i o n  of a p r i c e  r i s e  w i l l  t e n d  to  bu i ld  up th i s  r a t e  of 

t u r n o v e r  and  thus  t e n d  to s w e l l  the  f low of m o n e y  p a y m e n t s ,  e v e n  t hough  

the  m o n e y  s u p p l y  h a s  not  i n c r e a s e d .  

I r e m e m b e r  an A u s t r i a n  p r o f e s s o r  of m i n e  w a s  t e l l i n g  m e  tha t  he 
of 

t a u g h t  c l a s s e s  in  A u s t r i a  in  the  p e r i o d / h y p e r i n f l a t i o n ,  in 1922 and 1923. 

And he  s a id  i t  m a d e  a d i f f e r e n c e  a s  to  w h e t h e r  you  w e r e  t e a c h i n g  an 

e i g h t  o ' c l o c k  c l a s s  o r  a n ine  o ' c l o c k  c l a s s .  If you  t a u g h t  a n ine  o ' c l o c k  
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c l a s s  you r e c e i v e d  a s l i g h t l y  l o w e r  s a l a r y  t h a n  if  you  t augh t  an e igh t  

o ' c l o c k  c l a s s ,  on the  a s s u m p t i o n  that ,  i f  you t augh t  a n i n e  o ' c l o c k  c l a s s  

at  l e a s t  you  could  do y o u r  s h o p p i n g  at  e igh t  o ' c l o c k  and get  in to  the  

m a r k e t  b e f o r e  the  p r i c e s  s t a r t e d  to  b o u n c e  upward ,  w h e r e a s ,  if  you 

t augh t  an e igh t  o ' c l o c k  c l a s s ,  you  m i g h t  h a v e  had the  p r i c e s  go up 10 

o r  15 p e r c e n t  wh i l e  you w e r e  t e a c h i n g ,  and you n e e d e d  a h i g h e r  s a l a r y  

in o r d e r  to  m e e t  t h i s  h i g h e r  c o s t  of l i v ing .  

Now, tha t  was  a h y p e r i n f l a t i o n .  We have  n o t h i n g  l ike  tha t  in ou r  

c o u n t r y  t oday .  Rea l l y ,  we h a v e  n e v e r  had  it.  But  t h e r e  is  a l w a y s  

the  l u r k i n g  f e a r  tha t  if  you have  an i n d i s c r i m i n a t e  i n c r e a s e  in the  quan -  

t i t y  of  m o n e y  and t h e n  you have  th i s  h i g h e r  r a t e  of t u r n o v e r  of m o n e y ,  

why,  you can  c r e a t e  p r o b l e m s  of e x t r a o r d i n a r i l y  h igh  p r i c e s .  

E n o u g h  of tha t  p o i n t - - I  m e r e l y  w i s h  to e m p h a s i z e ,  then ,  tha t  one 

of m y  g e n e r a l i z a t i o n s  would  be tha t  the  f low of m o n e y  p a y m e n t s ,  w h i c h  

i s  so  i m p o r t a n t ,  d e p e n d s  on the  quan t i ty  of m o n e y  and i t s  r a t e  of t u r n -  

o v e r .  The  foca l  poin t  of m y  d i s c u s s i o n  t h i s  m o r n i n g  wi l l  be  on the  quan -  

t i t y  of m o n e y  and the  m e c h a n i s m  by w h i c h  it e x p a n d s  and c o n t r a c t s .  

S t i l l  a n o t h e r  i m p o r t a n t  g e n e r a l i z a t i o n  tha t  I t h i n k  ought  to  be s t r e s s e d  

i s  tha t ,  w h e n  we t a lk  about  the  quan t i t y  of m o n e y ,  we a r e  t a l k i n g  g e n e r a l l y  

of the  quan t i t y  of c u r r e n c y  un i t s ,  t ha t  g r e e n  f o l d i n g  s tuf f  and the  co in s ,  

p l u s - - a n d  t h i s  is  an i m p o r t a n t  p l u s - - t h e  v o l u m e  of d e m a n d  d e p o s i t s  

s u b j e c t  to check ;  b e c a u s e  t h e s e  d e m a n d  d e p o s i t s ,  ~.~ri~4~-today, I th ink ,  

a m o u n t  to a p p r o x i m a t e l y  $114 b i l l i o n - - y o u r  c h e c k i n g  a c c o u n t s ,  w h e n  
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y o u  add t h e m  a l l  up, a m o u n t  to abou t  $114 b i l l i o n ,  w h e r e a s  t he  co in  

and  the  c u r r e n c y  w h i c h  we h a v e  a m o u n t s  to no m o r e  t h a n  $28 b i l l i o n .  

So  we o p e r a t e  e s s e n t i a l l y  wi th  a m o n e y  s y s t e m  b a s e d  on c o m m e r c i a l  

bank  c h e c k s ,  w h i c h  a r e  o r d e r s  on d e m a n d  d e p o s i t s ,  o r d e r i n g  a c o m -  

m e r c i a l  b a n k  to pay  to the  p e r s o n  in w h o s e  n a m e  the  c h e c k  h a s  b e e n  

w r i t t e n .  So we d e a l  wi th  t h i s  c o m m e r c i a l  bank  c u r r e n c y  m o r e  t h a n  we 

do wi th  c o i n  and the  p a p e r  m o n e y .  

Now, i t  is  i n t e r e s t i n g  to  no te  then ,  to  m a k e  a n o t h e r  g e n e r a l / z a t i o n ,  

t ha t  the  i m p o r t a n c e  of the  bank  c h e c k ,  o r  t he  b a n k  d e p o s i t  s u b j e c t  to  

c h e c k ,  i s  b a s e d  on the  f ac t  t ha t  p e o p l e  p r e f e r  to h a n d l e  m o s t  of t h e i r  

b u s i n e s s  t r a n s a c t i o n s  by c h e c k .  I t  i s  a c o n v e n i e n t  a c c o u n t i n g  d e v i c e  

f o r  y o u r s e l f ,  if  you  want  a r e c o r d  of w h a t  you  h a v e  p a i d .  It i s  g e n e r a l l y  

a c c e p t a b l e ,  and p e o p l e  g e n e r a l l y  d o n ' t  c a r e  to h a v e  m u c h  of a r o l l  of 

a c t u a l  c u r r e n c y  in t h e i r  p o c k e t s  at  any  g i v e n  t i m e .  Is it R o b e r t  T a y l o r  

who  s a y s ,  " I  n e v e r  c a r r y  m o r e  t h a n  $50 in c u r r e n c y  at  a n y  one t i m e .  " 

The  i m p o r t a n t  po in t  h e r e  i s ,  you  m a y  r a i s e  the  q u e s t i o n :  Why is  it  

t ha t  p e o p l e  a r e  w i l l i n g  to d e a l  w i th  t h e s e  c h e c k s  and j u s t  h a v e  b a n k  

d e p o s i t s  s u b j e c t  to  c h e c k ?  Wel l ,  t h e y  h a v e  f a i t h  in the  b a n k i n g  s y s t e m  

tha t  at  any  t i m e  t h e y  do w a n t  c u r r e n c y  t h e y  c a n  ge t  i t  out .  So tha t  in 

m a n y  r e s p e c t s  o u r  b a n k i n g  s y s t e m  is  one  b a s e d  on fa i th ,  b a s e d  on the  

c o n f i d e n c e  tha t  you  and I have  in t he  b a n k  w i th  w h i c h  we d e a l .  

You a l l  know tha t  no b a n k  c a r r i e s  c u r r e n c y  and c o i n  to  m e e t  a l l  t he  

d e m a n d s  of i t s  d e p o s i t o r s  at  one  t i m e .  What  you  have  i s  a b a n k i n g  s y s t e m  
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with  a s m a l l  a m o u n t  of co in  and c u r r e n c y  and a l a r g e  a m o u n t  of  d e p o s i t  

l i a b i l i t y  s u b j e c t  to  c h e c k .  It w o r k s  on the  a s s u m p t i o n  tha t  a l l  of you 

tha t  have  d e p o s i t  a c c o u n t s  in banks  wi l l  c o m e  in, not  a l l  at  once ,  but  

a few at  a t i m e  to a s k  fo r  a l i t t l e  fo ld ing  m o n e y  to f i n a n c e  s o m e  s h o p p i n g  

tha t  you m a y  want  to  do in  town.  

Then,  to s w e e t e n  up t h i s  point ,  t he  b a n k s  a s s u r e  u s - - m o s t  banks  

in  the  Un i t ed  S t a t e s - - t h a t  of c o u r s e  t h e y  a r e  g u a r a n t e e i n g  y o u r  b a n k  

d e p o s i t s ,  s u b j e c t  to  c h e c k ,  up to  $1(~ 0 00. The  F e d e r a l  D e p o s i t  I n s u r -  

a n c e  C o r p o r a t i o n  t e n d s  to  r e i n f o r c e  y o u r  s e n s e  of s e c u r i t y ,  in  the  s e n s e  

tha t  you a r e  not go ing  to r u s h  to  the  b a n k  and c h a l l e n g e  the  bank .  The  

on ly  t i m e  we did tha t  was  in 1931, 1932, and 1933, w h e n  we w e r e  w o r r i e d  

abou t  the  b a n k i n g  s t r u c t u r e ,  w h e n  t h e r e w a s  a r u n  on the  bank .  But o r d i -  

n a r i l y  the  b a n k i n g  s y s t e m  can  count  on the  fac t  tha t  you and I a r e  qu i t e  

happy  j u s t  d e a l i n g  in c h e c k s .  

A n o t h e r  p r o b l e m  o r  poin t  tha t  I t h i n k  t e n d s  to  r e i n f o r c e  the  i m p o r -  

t a n c e  of t he  b a n k i n g  s y s t e m  is  the  c h a n g e  in  the  v o l u m e  of d e m a n d  

d e p o s i t s .  This  is  w h e r e  we s e e  the  g r e a t  c h a n g e s  in m o n e y  supply,  and 

it is  the  l e n d i n g  done  by c o m m e r c i a l  banks  w h i c h  wi l l  a l t e r  t he  v o l u m e  

of d e m a n d  d e p o s i t s .  So that ,  to  s e e k  fo r  an  e x p l a n a t i o n  of why our  m o n e y  

s u p p l y  c h a n g e s ,  why, fo r  i n s t a n c e ,  we had s u c h  a t e r r i f i c  i n c r e a s e  in 

the  m o n e y  supp ly  d u r i n g  Wor ld  War  II, w h e r e  the  m o n e y  s u p p l y  a l m o s t  

t r i p l e d ,  o r  to s e e k  fo r  an e x p l a n a t i o n  fo r  the  r e l a t i v e l y  s m a l l  i n c r e a s e  

in  the  m o n e y  supp ly  s i n c e  1955, we h a v e  to put t he  s p o t l i g h t  on the  
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c o m m e r c i a l  bank .  

Now we t u r n  to  the  b a n k i n g  s y s t e m .  We have  about  14, 000 c o m -  

m e r c i a l  b a n k s .  A c o m m e r c i a l  bank,  r e m e m b e r - - a l t h o u g h  s o m e t i m e s  

you don ' t  r e c o g n i z e  it by l ook ing  at  the  b u i l d i n g  o r  the  n a m e - - h a s  the  

f u n c t i o n  of bank ing ,  t he  un ique  func t ion ,  w h e r e  you a c c e p t  d e m a n d  d e p o s -  

i t s ,  w h e n  peop le  put m o n e y  in to  the  bank,  and a l s o  c r e a t e  d e m a n d  

d e p o s i t s ,  s u b j e c t  to  c h e c k ,  w h e n  you e n g a g e  in  l oans ,  w h e n  the  b a n k e r  

e n g a g e s  in l e n d i n g .  

T h e r e  a r e  m a n y  o t h e r  f i n a n c i a l  i n s t i t u t i o n s  tha t  w i l l  a c c e p t  y o u r  

d e p o s i t s  and then  l end  t h e m  o u t - - y o u r  s a v i n g s  and Ioan a s s o c i a t i o n s ,  

y o u r  c r e d i t  un ions ,  y o u r  s a v i n g s  banks ,  and so  o n - - b u t  no one  of t h o s e  

i n s t i t u t i o n s  can  c r e a t e  a d d i t i o n a l  d e p o s i t s .  We m i g h t  s a y  the  s y s t e m  

c a n ' t  expand  the  v o l u m e  of d e m a n d  d e p o s i t s  s u b j e c t  to c h e c k  the  way 

the  c o m m e r c i a l  b a n k i n g  s y s t e m  can  do i t .  T h a t ' s  why we put t he  s p o t -  

l igh t  on the  c o m m e r c i a l  b a n k i n g  s y s t e m .  

T a k i n g  a look at t h i s  c o m m e r c i a l  b a n k i n g  s y s t e m ,  we m i g h t  t u r n  

to  page  8 in  the  book le t ,  and s t a r t  wi th  a l o c a l  bank .  Of c o u r s e  we 

could  go b a c k  in the  book le t ,  but  I am a s s u m i n g  tha t  you c a n  do tha t  

l a t e r .  What  I am g e t t i n g  at is  tha t  h e r e  we h a v e  a l o c a l  bank  tha t  m a y  

h a v e  go t t en  i t s  s t a r t - - s o m e  peop l e  i n v e s t e d  in it; t h e y  have  a c a p i t a l  

a c c o u n t  of m a y b e  $50, 000 o r  $100, 0 0 0 - - a n d  it  puts  out a b r i e f  s a y i n g ,  

" T h i s  is  y o u r  f r i e n d l y  bank.  We e n c o u r a g e  you to  p a r t i c i p a t e  in  t h i s  

bank .  " So m a n y  of the  c i t i z e n s  of the  c o m m u n i t y  c o m e  in.  Maybe  t h e y  

10 



d e p o s i t  $100, 000, $200, 000, o r  $300, 000 in  c a s h  in the  bank,  and so  

the  bank  is  r e a d y  to do b u s i n e s s .  When the  p e o p l e  d e p o s i t  t he  c a s h  in 

the  bank  the  peop le  a c q u i r e  d e m a n d  d e p o s i t s  s u b j e c t  to c h e c k .  The  

bank  has  an a s s e t ,  c a s h .  The  bank,  h o w e v e r ,  r e a l i z e s  tha t ,  fo r  t h e s e  

p e o p l e  who h a v e  put t h e i r  m o n e y  in to  the  bank,  t he  bank  d o e s  not  n e e d  

to  hold  a l l  the  c a s h  tha t  i t  has  r e c e i v e d .  It knows  tha t  not  a l l  t h e s e  

p e o p l e  a r e  go ing  to c o m e  in  and d e m a n d  co in  and c u r r e n c y .  So the  bank  

m a y  o p e r a t e  on the  a s s u m p t i o n  tha t  it n e e d s  on ly  a f r a c t i o n  of wha t  p e o p l e  

h a v e  put in,  to  c o n d u c t  day  to  day  b u s i n e s s .  The  r e s t  of t he  a s s e t s  tha t  

i t  has  a c q u i r e d  it  m a y  lend out .  

B e c a u s e  of the  g e n e r a l  b a n k i n g  p r a c t i c e  tha t  has  d e v e l o p e d  t h r o u g h  

the  y e a r s ,  t he  r e a l i z a t i o n  of the  b a n k e r  tha t  he  d o e s n ' t  n e e d  the  fu l l  

a m o u n t  of what  p e o p l e  h a v e  put in to  t he  bank~ and b e c a u s e  the  b a n k e r s  

had  s t a r t e d  to  o p e r a t e  on j u s t  k e e p i n g  a c e r t a i n  a m o u n t  on hand,  we have  

d e v e l o p e d  p r i n c i p l e s  of law, and we h a v e  a F e d e r a l  R e s e r v e  S y s t e m  tha t  

r e q u i r e s  of i t s  m e m b e r s  c e r t a i n  t h i n g s .  Th i s  i l l u s t r a t i o n  h e r e  on page  8 

i s  of a bank  which,  as  a m e m b e r  of  t he  F e d e r a l  R e s e r v e  S y s t e m ,  is  

r e q u i r e d  to k e e p  in the  F e d e r a l  R e s e r v e  Bank  a c e r t a i n  p e r c e n t a g e  of 

i t s  d e m a n d - d e p o s i t  l i a b i l i t y .  S o m e  p e o p l e  c a l l  t h i s  a l e g a l  r e s e r v e ,  

o t h e r  p e o p l e  c a l l  it  a r e q u i r e d  r e s e r v e .  G e n e r a l l y ,  t he  poin t  we want  

to m a k e  is  tha t  by law a l l  banks  of the  F e d e r a l  R e s e r v e  S y s t e m - - a n d  

a p p r o x i m a t e l y  50 p e r c e n t  of a l l  o u r  c o m m e r c i a l  banks  b e l o n g  to the  
and 

F e d e r a l  R e s e r v e  S y s t e m / ,  do about  85 p e r c e n t  of the  b a n k i n g  b u s i n e s s  
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i n  t h e  U n i t e d  S t a t e s - - h a v e  t o  k e e p  r e q u i r e d  r e s e r v e s  i n  t h e  F e d e r a l  

R e s e r v e  B a n k .  A b a n k  d o e s  m o r e  t h a n  t h a t .  I t  u s u a l l y  k e e p s  a d d i t i o n a l  

r e s e r v e s  i n  t h e  F e d e r a l  R e s e r v e  B a n k .  So  t h a t  t h e  t o t a l  r e s e r v e  p o s i t i o n  

I w i l l  r e f e r  t o  in  t h i s  b o o k l e t  in  t h e  F e d e r a l  R e s e r v e  B a n k  i s  c l a s s i f i e d  

a s  a l e g a l  r e s e r v e .  I f  y o u  t u r n  t o  p a g e  7 a n d  l o o k  a t  t h e  b a l a n c e  s h e e t  

t h e r e  y o u  w i l l  s e e  i t  h a s  s o m e  c a s h  i n  t h e  t i l l ,  i t  h a s  s o m e  c l a i m s  o n  

o t h e r  b a n k s - - t h a t  D F B  m e a n s  d u e  f r o m  b a n k s - - a n d  t h e n  t h i s  l e g a l  r e s e r v e  

w e ' l l  s a y  of  $ 1 1 0  m i l l i o n ,  o r  $ 1 1 0  t h o u s a n d ,  o r  w h a t e v e r  f i g u r e  y o u  w a n t  

t o  u s e ,  i s  t h e  t o t a l  r e s e r v e  p o s i t i o n  i n  t h e  F e d e r a l  R e s e r v e  B a n k .  It  

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

N o w  l e t ' s  p u t  t h e  l i g h t  o n  t h a t  l e g a l  r e s e r v e ,  t h e  t o t a l  r e s e r v e  p o s i t i o n  

i n  t h e  F e d e r a l  R e s e r v e  B a n k .  T h e  l a w  s a y s ,  i f  w e  a r e  g o i n g  to  a s s u m e  

a 20 p e r c e n t  r e q u i r e d  r e s e r v e  r a t i o - - t h a t ' s  e x p l a i n e d  d o w n  u n d e r  t h e  

p a r a g r a p h  o n  r e s e r v e s ,  t h e r e - - w e  h a v e  t o  h a v e  i n  t h e  F e d e r a l  R e s e r v e  

B a n k  a t  l e a s t  $100 ,  000 t o  b a c k  u p  o u r  $ 5 0 0 ,  000 i n  d e m a n d - d e p o s i t  l i a b i l -  

i t i e s .  N o t i c e  t h a t  b a n k  h a s  d e p o s i t s  o f  $ 5 0 0 ,  000  o n  t h e  l i a b i l i t y  s i d e .  T h e  

l a w  s a y s  t h i s  b a n k  h a s  t o  h a v e  $ 1 0 0 ,  000 b a c k i n g  i t  u p .  B u t  t h e  b a n k  h o l d s  

i n  t h e  F e d e r a l  R e s e r v e  $ 1 1 0 ,  000 .  So  w e  s a y  of  t h e  t o t a l  r e s e r v e  p o s i t i o n  

o f  t h a t b a n k  $10 ,  000  o f  t h a t  $ 1 1 0 ,  000 i s  a n  e x c e s s  r e s e r v e ,  a r e s e r v e  

o v e r  a n d  a b o v e  t h e  r e q u i r e d  r e s e r v e .  T h i s  i s  t h e  p o i n t  w e  u n d e r l i n e ,  

t h a t  i t  i s  t h e  e x c e s s  r e s e r v e  w h i c h  c o n s t i t u t e s  t h e  b a s i s  f o r  l e n d i n g .  

T h e  b a n k  h a s  m o r e  t h a n  i t  n e e d s  t o  m e e t  i t s  l e g a l l y  r e q u i r e d  r e s e r v e s ,  

a n d  t h e  r e a s o n  i t  h a s  m o r e  t h a n  i t  n e e d s ,  u s u a l l y ,  i s  b e c a u s e  i t  i s  
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o p e r a t i n g  the  type  of s y s t e m  w h e r e  p e o p l e  a r e n ' t  a l l  r u s h i n g  in  

d e m a n d i n g  e v e r y t h i n g  in co in  and c u r r e n c y .  T h e r e  i s  a lot  tha t  t he  

bank  has  tha t  i t  d o e s n ' t  n e e d  f o r  i t s  day  to day  t r a n s a c t i o n s .  Then ,  

w i th in  the  f r a m e w o r k  of the  law, t h i s  bank  f inds  tha t  i t  has  $10, 000 

e x t r a  tha t  i t  d o e s n ' t  n e e d  to s u p p o r t  i t s  c u r r e n t  o b l i g a t i o n s .  

Le t  us s u p p o s e  it wan t s  to  lend .  It wan t s  to m a k e  s o m e  m o n e y .  

T u r n  to  page  8 aga in .  No t i ce  i t  l e n d s  $10, 000 to a b u s i n e s s  m a n .  The  

a s s e t s  of t he  l oca l  bank  i n c r e a s e  in  the  loans  and d i s c o u n t s  c a t e g o r y  by 

$10, 000. T h e y  a c q u i r e  a p r o m i s s o r y  no te  f r o m  the  b u s i n e s s  m a n .  

No t i ce  how the  bank  u s u a l l y  pays  i t .  It w i l l  pay  the  b u s i n e s s  m a n  $10, 000 

in  the  f o r m  of a c h e c k i n g  a c c o u n t  and i n c r e a s e  d e m a n d  d e p o s i t s  up 

$10, 000. You s e e  tha t  on the  l i a b i l i t y  s i d e .  

We h a v e  to w o r k  on th i s  a s s u m p t i o n ,  h o w e v e r .  Tha t  b u s i n e s s  m a n  

h a s n ' t  b o r r o w e d  ju s t  to  k e e p  tha t  m o n e y  in the  bank .  He ha s  b o r r o w e d  

to  pay  th i s ,  that ,  and the  o t h e r  t h i n g - - m e r c h a n t s  o r  p e o p l e  out of town.  

So, w h e n  the  b u s i n e s s  m a n  s t a r t s  to w r i t e  c h e c k s  on h i s  n e w l y  a c q u i r e d  

d e p o s i t  a c c o u n t - - - w e ' l l  s a y  of $10, 0 0 0 - - t h o s e  c h e c k s  t end  to f low out in to  

the  s y s t e m  and t h e y  b e c o m e  c l a i m s  on t h i s  f i r s t  bank  a g a i n s t  w h i c h  the  

c h e c k s  a r e  w r i t t e n .  

If you want  the  d e t a i l s  of the  p r o c e s s - - s u p p o s i n g  I h a v e  go t t en  a 

n e w  bank  a c c o u n t  and I w r i t e  a c h e c k  to buy s o m e  W o r l d  S e r i e s  t i c k e t s  

in C h i c a g o - - I  hope  I 'm  not  h u r t i n g  anybody .  The  Ch icago  b a s e b a l l  m a n -  

a g e m e n t  t h e n  d e p o s i t s  the  c h e c k  in  i t s  bank .  T h e n  i t s  bank  has  a c l a i m  

13 



on m y  bank,  the  bank  a g a i n s t  w h i c h  I h a v e  w r i t t e n  t he  c h e c k .  Of c o u r s e  

t h i s  is  a l i t t l e  i r r e g u l a r .  I s a id  t h i s  was  a b u s i n e s s  loan,  and I b o r r o w e d  

$10, 000. I d i d n ' t  t e l l  h im  I was  b o r r o w i n g  j u s t  to  go to  the  W o r l d  S e r i e s .  

The  m a i n  poin t  I want  to m a k e  i s  tha t  t he  c h e c k s  go out to a n o t h e r  b a n k  

and b e c a u s e  t h e y  go out to  a n o t h e r  bank  and a r e  d e p o s i t e d  in  a n o t h e r  

bank,  t h i s  f i r s t  bank  l o s e s  t he  $10, 000 e x c e s s  r e s e r v e s  tha t  i t  had 

o r i g i n a l l y  to  u se  as  a b a s i s  fo r  l end ing ,  b e c a u s e  in  the  p r o c e s s  of c l e a r -  

i ng  the  bank  in  Ch icago ,  t h r o u g h  the  m e c h a n i s m  of c l e a r i n g ,  p r e s e n t s  

t h e  c l a i m  on m y  bank  h e r e  in WashLhgton.  My bank  h e r e  in  W a s h i n g t o n  

then ,  as  it ge t s  the  c h e c k ,  k n o c k s  down m y  accoun t  by $10, 000, and 

t h r o u g h  the  p r o c e s s  of c l e a r i n g  th i s  bank  h e r e  in W a s h i n g t o n  l o s e s  a 

c o r r e s p o n d i n g  a m o u n t  of i t s  r e s e r v e  in  the  F e d e r a l  R e s e r v e  Bank ,  

t he  F e d e r a l  R e s e r v e  Bank  of R i c h m o n d .  It d r o p s  down f r o m  $110, 000 

to  $100, 000. 

But the  bank  in C h i c a g o  g e t s  an added  r e s e r v e .  It m o v e s  up $10, 000 

b e c a u s e  of t he  c h e c k  tha t  was  d e p o s i t e d  in i t .  Then  i t  p r e s e n t s  i t  to  i t s  

own F e d e r a l  R e s e r v e  B a n k  w h e r e  it  h o l d s  a r e s e r v e  a c c o u n t .  

So the  ne t  e f f ec t  of t he  loan  has  b e e n  to i n i t i a l l y  c r e a t e  an e x t r a  

$10, 000 in t h i s  town,  but  i t  i s  spen t ,  and we can  a s s u m e  i t  m a y  go 

to  Chicago ,  and it t h e r e f o r e  bu i ld s  up the  r e s e r v e  of t he  C h i c a g o  bank ,  and 

puts  t h i s  bank  in W a s h i n g t o n  down to  a po in t  w h e r e  i t  c an  no l o n g e r  

lend ,  and has  jus t  the  $100, 000 s u p p o r t i n g  i t s  $500, 000 in d e p o s i t  

l i a b i l i t i e s .  But the  bank  in  C h i c a g o  now has  an e x t r a  $10, 000. Now, 
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how m u c h  of the  $10, 000 m u s t  i t  k e e p  in a r e q u i r e d  r e s e r v e  p o s i t i o n ?  

Wel l ,  m a y b e  only  15 o r  20 p e r c e n t ,  you s e e ,  by the  law.  So, of the  

$10, 000 tha t  tha t  C h i c a g o  b a n k  has  r e c e i v e d ,  w e ' l l  s a y  $8, 000 m a y b e  

i s  c o n s i d e r e d  e x c e s s ,  new e x c e s s  r e s e r v e s  tha t  m a y  be  u s e d  as a b a s i s  

f o r  l e n d i n g .  

Now, the  Ch icago  b a n k  l ends ,  then ,  $8, 000, and g i v e s  s o m e b o d y  

a n e w  d e p o s i t  a c c o u n t .  And tha t  s o m e b o d y  s p e n d s  i t .  Maybe  he  puts  

i t  in a n o t h e r  bank,  and a n o t h e r  b a n k  t h e n  r e c e i v e s  an  e x t r a  r e s e r v e  in 

a F e d e r a l  R e s e r v e  Bank .  

In e f fec t ,  what  we a r e  s e e i n g  is  t h i s  e x t r a  r e s e r v e  w h i c h  f i r s t  

r e s i d e d  in Wash ing ton ,  t h i s  e x t r a  r e s e r v e  of $10, 000, m o v e d  u l t i m a t e l y  

to  Chicago ,  and t h e n  m a y b e  a p o r t i o n  of it, $8, 000 m o v e d  to  St.  L o u i s .  

T h e n  we cou ld  c a r r y  it  on. The  St.  L o u i s  b a n k  m a y  l end  $6400, on the  

b a s i s  of i t s  n e w l y  a c q u i r e d  e x c e s s  r e s e r v e ,  and tha t  m a y  m o v e ,  w e ' l l  

say ,  to  San F r a n c i s c o .  

My poin t  then,  is  tha t  g r a d u a l l y ,  th rough  t h i s  m e c h a n i s m  of l end ing ,  

wha t  a r e  we do ing  to  the  t o t a l  m o n e y  s u p p l y ?  We a r e  i n c r e a s i n g  th i s  

m o n e y  supp ly .  We a r e  b u i l d i n g  it up. We can  f o l l o w  t h r o u g h  h e r e ,  on 

page  9. The  i l l u s t r a t i o n  on page  9 is  s o m e w h a t  c o m p a r a b l e  to the  i l l u s -  

t r a t i o n  I j u s t  gave  you.  We m o v e  f r o m  the  l oca l  bank  to  the  c i ty  bank,  

t he  c i ty  bank  w h i c h  had no e x c e s s  r e s e r v e  to  b e g i n  wi th .  No t i ce  the  

l i t t l e  y e l l o w  r e c t a n g l e  in the  m i d d l e  of t he  p a g e .  It had r e q u i r e d  r e s e r v e s  
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of $20 million supporting its deposits of $i00 million. It had no excess 

so it couldn't do any lending. But once that local bank started to lend 

the $10, 000, the $10, 000 moved into the city bank. The city bank 

acquired an additional deposit of $10, 000. 

Then you move to page 10 and you find that this whole process of 

s h i f t i n g  r e s e r v e s  a r o u n d  t h r o u g h  the  b a n k i n g  s y s t e m  t e n d s  to g r a d u a l l y  

bu i ld  up tha t  t o t a l  m o n e y  s u p p l y .  If you  fo l low it  r i g h t  t h r o u g h  you  s e e  

t ha t  you  have  $10, 000, t h e n  $8, 000, t h e n  $6400, and so  on, and the  

a m o u n t s  t ha t  would  be m o v e d  a r o u n d  would  g r a d u a l l y  ge t  s m a l l e r ,  b e c a u s e  

e v e r y  t i m e  you  m o v e  m o n e y  f r o m  one bank  to  a n o t h e r  a l i t t l e  c h u n k  of 

t he  r e s e r v e  would  h a v e  to  be r e t a i n e d  to  c o n s t i t u t e  the  r e q u i r e d  r e s e r v e  

r e s p o n s i b i l i t i e s  of tha t  bank .  A l i t t l e  b i t  l e s s  t h e n  wou ld  be a v a i l a b l e  

f o r  l e n d i n g .  

But  if you  fo l low tha t  d i a g r a m  t h r o u g h  h e r e ,  you  s e e  t h e r e  would  

be  a l l  of t h e s e  c h u n k s  g e t t i n g  s m a l l e r  and s m a l l e r ,  bu t  t h e y  a r e  a l l  a d d i -  

t i o n s  to the  t o t a l  m o n e y  s u p p l y  up to, w e ' l l  s a y ,  $50, 000. B a s e d  on w h a t ?  

B a s e d  on t h i s  o r i g i n a l  e x c e s s  r e s e r v e  in W a s h i n g t o n  of $10, 000 w h i c h  t h i s  

b a n k  had .  But  how did we bu i ld  up t h i s  m o n e y  s u p p l y ?  Only b e c a u s e  b a n k s  

w e r e  w i l l i n g  to l end .  

Now l e t ' s  j u s t  t a k e  t h i s  as  a c a s e  in  po in t .  S u p p o s i n g  w h e n  I had  

s p e n t  m y  $10, 000 h e r e  in W a s h i n g t o ~ b y  s e n d i n g  a c h e c k  to  C h i c a g o  

and  C h i c a g o  got t h i s  e x t r a  r e s e r v e  of $10, 000, bu t  t he  C h i c a g o  bank  

d i d n ' t  c h o o s e  to  lend  on the  b a s i s  of i t s  n e w l y  a c q u i r e d  e x t r a  r e s e r v e .  
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The  w h o l e  c r e d i t  p r o c e s s  would  s top at  t ha t  po in t  on the  b a s i s  of t h i s  

n e w  $10, 000. The  w h o l e  c r e d i t  p r o c e s s  wou ld  s top ,  b e c a u s e  a l l  t ha t  

wou ld  h a v e  b e e n  c r e a t e d  would  h a v e  b e e n  the  $10, 000 d e p o s i t  a c c o u n t  

b a s e d  on the  $10, 000 in  e x c e s s  r e s e r v e .  The  W a s h i n g t o n  b a n k  would  

not  h a v e  he ld  i t .  No. I s p e n t  i t  and it w e n t  to C h i c a g o ,  and  the  C h i c a g o  

b a n k  would  have  a c q u i r e d  $10, 000 n e w  r e s e r v e s .  T h e n  if it  s a t  on t h e m  

and d i d n ' t  do a n y t h i n g  abou t  t h e m  t h e r e  w o u l d n ' t  be  any  $50, 000 i n c r e a s e .  

So an i m p o r t a n t  a s s l~mpt ion  of t h i s  d e p o s i t  c r e a t i o n  p r o c e s s  is  t ha t  

b a n k s ,  w h e n  t h e y  do a c q u i r e  r e s e r v e s  w h i c h  a r e  o v e r  and a b o v e  the  

a m o u n t  w h i c h  t h e y  h a v e  to  k e e p  in the  F e d e r a l  R e s e r v e  Bank ,  t h e y  a r e  

w i l l i n g  to l end  on the  b a s i s  of t h o s e  r e s e r v e s .  Tha t  is  an i m p o r t a n t  

po in t  t ha t  we have  to m a k e  h e r e .  T h e y  a r e  w i l l i n g  to l e n d .  At the  s a m e  

t i m e  t h e r e  is  an i m p o r t a n t  w a r n i n g  you  h a v e  to  k e e p  in m i n d .  H e r e  

I a m  s u g g e s t i n g  tha t  the  b a n k i n g  s y s t e m  c a n  m u l t i p l y  c r e d i t  to  a m u l t i p l e  

of i t s  o r i g i n a l  e x c e s s  r e s e r v e s .  The  $10, 000 e x c e s s  r e s e r v e s  in the  

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

to $50, 000. 

Tha t  d o e s  not  m e a n  tha t  an i n d i v i d u a l  b a n k  t ha t  ha s  $10, 000 c a n  

a u t o m a t i c a l l y  s t a r t  f i g u r i n g  tha t  t h i s  i s  an  e a s y  m o n e y - m a k i n g  p r o p o -  

s i t ion ;  t ha t  it  r e c e i v e s  $10, 000 t ha t  i t  d o e s n ' t  n e e d  and c a n  i m m e d i a t e l y  

l end  $50, 000. It d o e s n ' t  m e a n  tha t  an  i n d i v i d u a l  b a n k  c a n  lend  to a 

m u l t i p l e  of i t s  g i v e n  e x c e s s  r e s e r v e s .  N o t i c e  wha t  h a p p e n s  if  an  i n d i v i d -  

u a l  b a n k  d o e s  tha t .  S u p p o s i n g  I have  $10, 000 e x t r a  w h i c h  I d o n ' t  n e e d  
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and I create loans of $50, 000. Then supposing all the people come in 

and write checks on their newly acquired accounts of $50, 000 and those 

checks fall in outlying districts in other cities. How will this bank with 

only $10,000 extra meet the claims of $50, 000 that could flow against it? 

It just couldn't do it. 

And if I multiply the figures--if a bank decided that every time it 

received extra money it could lend 5 or 6 times the amount, pretty 

soon it would lose its marble pillars and its teller windows, too; every- 

thing would disappear. So that one important warning is that the banking 

business is not one in which an individual banker can multiply the money 

supply. It is a business in which the banking system, as the reserve 

move around the banking system, can increase the total money supply. 

That is the important thing that you have to keep in mind. Now~ 

I realize I may be going too fast, 

we've got to move on. We'll say, 

but  I ' v e  got  to  s top  v e r y  s h o r t l y ,  so  

if the  l e n d i n g  of t h e  b a n k i n g  s y s t e m  is  

b a s e d  on the  e x c e s s  r e s e r v e s ,  t hen ,  o b v i o u s l y ,  the  l e n d i n g  p o w e r  of the  

b a n k i n g  s y s t e m  c a n  be c h a n g e d  if  you  c a n  s o m e h o w  c h a n g e  the  v o l u m e  

of  e x c e s s  r e s e r v e s  a v a i l a b l e  to the  b a n k i n g  s y s t e m .  

H e r e ' s  w h e r e  the  F e d e r a l  R e s e r v e  S y s t e m  c a n  o p e r a t e .  So we s t a r t  

w i th  t he  f u n d a m e n t a l  a s s u m p t i o n  tha t  if the  b a n k s  h a v e  e x c e s s  r e s e r v e s  

t h e y  c a n  lend;  if  t h e y  d o n ' t  h a v e  e x c e s s  r e s e r v e s  t h e y  c a n ' t  l e n d .  So 

the  F e d e r a l  R e s e r v e  S y s t e m  c a n  look  o v e r  t h i s  b a n k i n g  s y s t e m ,  and,  if 

the  F e d e r a l  R e s e r v e  B o a r d  d e c i d e s  tha t  the  b a n k i n g  s y s t e m  m a y  be 
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l ending  too much,  m a y  be c a r r y i n g  wi thin  it  a po ten t i a l  fo r  inf la t ion ,  

then  the F e d e r a l  R e s e r v e  Sys tem wil l  f igure  out ways of r e d u c i n g  the 

basis for that lending, namely, these excess reserves. 

What are the tools that the Federal Reserve System may use ? 

Well, generally they are three in number. First, we can talk about 

the actual legally required reserve ratio. In the booklet we assume 

that the required reserve ratio is 20 percent. We just assume that for 

the sake of an illustration. Actually, as you know, the required ratios 

vary for banks of different sizes. For the biggest banks it is about 

and 
18 percent; for the middle-size banks it is 16-1/2 percent; /for what 

we call country banks--that's an unfortunate word; a lot of bankers don't 

like to be referred to as country bankers--sometimes my tongue slips 

and I refer to them as jerkwater banks, but that's also wrong--these 

smallest banks are required to maintain a required reserve ratio of 

11 percent. 

Now, here's the total reserve in the Federal Reserve Bank. The 

Federal Reserve Bank says, "We notice that, when the reserve ratio, 

we'll say, is 15 percent, the banking system has X number of dollars 

of excess reserves. We can wipe out some of these excess reserves 

by just arbitrarily raising the legally required reserve ratio, we'll 

say, from 15 to 20 percent. We can increase the excess reserves by 

reducing the reserve rate. " 

I think in the illustration here we talked about reducing the reserve 
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ratio from 20 percent to 19 percent, and that automatically increased 

the excess reserves for the banking system. Well, now, if the Federal 

Reserve is concerned about Kuflation, it can raise the legal reserve 

requirements. That automatically wipes out excess reserves which 

the bankers had in the iFederal Reserve Banks, lodged in the 12 Federal 

Reserve Banks. The Federal Reserve System can do that. 

You will notice that the Federal Reserve System hasn't done it 

very often. If you'll look at the history of the Federal Reserve System, 

the Federal Reserve Banks have changed in an upward direction very 

infrequently, but in a downward direction the Federal Reserve System 

has changed. In fact in the recession of 1958 the Federal Reserve did 

reduce reserve requirements. That didn't increase at all the total reserves 

which the member banks had in the Federal Reserve System. It merely 

increased that portion of the total reserves which could be regarded as 

excess, when they reduced the lega~ reserve requ~ements. Then, on 

the basis of the excess reserves, the banks could lend some more. 

But in this inflationary period the Federal Reserve could raise the 

legal reserve requirements. 

Then, another ~nportant device, one of the most important, is the 

open market operation of the Federal Reserve. You will find the open 

market operation explained on page 16. We don't have time to read 

it over now. I merely want to talk to the point that the open market 

operation, simply defined, is an operation by the Federal Reserve Banks, 
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d i r e c t e d  by the  F e d e r a l  R e s e r v e  B o a r d ,  to buy o r  s e l l  s e c u r i t i e s  in 

t h e  G o v e r n m e n t  bond m a r k e t s .  Now, if  we a r e  w o r r i e d  about  in f l a t ion ,  

and the  F e d e r a l  R e s e r v e  wan t s  to  ea t  up the  e x c e s s  r e s e r v e s  of t he  

m e m b e r  banks ,  t h e n  the  F e d e r a l  R e s e r v e  wi l l  a u t h o r i z e  t h r o u g h  i ts  

Open  M a r k e t  C o m m i t t e e  a s a l e  of G o v e r n m e n t  b o n d s .  B r i e f l y ,  you c a n  

s e e  what  h a p p e n s  w h e n  it s e l l s  G o v e r n m e n t  bonds  in the  open  m a r k e t .  

P e o p l e  buy t h e m ,  and w h e n  the  p e o p l e  buy t h e m ,  t h e s e  bonds  so ld  by 

t h e  F e d e r a l  R e s e r v e  Banks ,  t h e y  w r i t e  c h e c k s  on t h e i r  a c c o u n t s ,  and 

t h o s e  c h e c k s  s t r e a m  to the  F e d e r a l  R e s e r v e  B a n k s .  The  F e d e r a l  

R e s e r v e  B a n k s  look t h e m  o v e r  and say ,  " T h e s e  a r e  c h e c k s  d r a w n  on 

v a r i o u s  banks  in ou r  d i s t r i c t s ,  so  a l l  we have  to  do t h r o u g h  the  p r o c e s s  

of  c l e a r i n g  is  to knock  down the  a c c o u n t s  of the  v a r i o u s  banks  in  ou r  

d i s t r i c t s  by  the  a m o u n t s  of t h e s e  c h e c k s  w h i c h  we h a v e  r e c e i v e d .  " 

Thus ,  you and I, who h a v e  bought  the  s e c u r i t i e s ,  have  the  s e c u r i t i e s .  

We have  l e s s  m o n e y  in  our  p o s s e s s i o n  b e c a u s e  we w r o t e  c h e c k s  on ou r  

a c c o u n t s  and our  d e m a n d  d e p o s i t s  h a v e  gone  down.  T h e  banks  in  w h i c h  

we he ld  ou r  d e m a n d  d e p o s i t  a c c o u n t s  have  s m a l l e r  r e s e r v e s  in the  

F e d e r a l  R e s e r v e  Banks ,  b e c a u s e  the  c h e c k s ,  t h r o u g h  t he  p r o c e s s  of 

c l e a r i n g ,  w e r e  c l e a r e d  by  k n o c k i n g  down t h e i r  a c c o u n t s .  

What  d o e s  the  F e d e r a l  R e s e r v e  Bank  have  ? What  c h a n g e s  have  

happened to  the  F e d e r a l  R e s e r v e  B a n k ?  The  F e d e r a l  R e s e r v e  B a n k  

got  r i d  of s o m e  s e c u r i t i e s ;  i t  r e d u c e d  i t s  a s s e t s ;  but  it a l s o  r e d u c e d  

i t s  l i a b i l i t i e s  to the  b a n k i n g  s y s t e m  by the  a m o u n t  of the  d e p o s i t  r e s e r v e s  
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. .  

i t  w a s  ab l e  to k n o c k  down.  And the  m e m b e r  b a n k s  h a v e  s m a l l e r  

r e s e r v e s ,  a s m a l l e r  r e s e r v e  p o s i t i o n ,  and tha t  e a t s  in to  t h e  e x c e s s  

r e s e r v e  p o s i t i o n  and the  l e n d i n g  a b i l i t y  of c o m m e r c i a l  b a n k s .  

S t i l l  a n o t h e r  d e v i c e  of the  F e d e r a l  R e s e r v e  a u t h o r i t i e s  to  c u r b  

t h i s  i n f l a t i o n a r y  p u s h  wou ld  be to  c h a r g e  h i g h e r  r a t e s  of i n t e r e s t  to 

m e m b e r  b a n k s  w h e n  m e m b e r  b a n k s  b o r r o w  f r o m  F e d e r a l  R e s e r v e  B a n k s .  

V e r y  r e c e n t l y ,  j u s t  about  f o u r  d a y s  ago,  o r  f i ve  d a y s  ago,  the  F e d e r a l  

R e s e r v e  B o a r d  a n n o u n c e d  t ha t  m e m b e r  b a n k s  now, w h e n  t h e y  b o r r o w  

f r o m  F e d e r a l  R e s e r v e  B a n k s ,  w i l l  have  to pay,  not  3 - 1 / 2  p e r c e n t  but  

4 p e r c e n t .  T h e y  w e r e  r e f e r r i n g  to  an  u p w a r d  m o v e m e n t  in  the  r e d i s c o u n t  

r a t e ,  the  r a t e  at  w h i c h  m e m b e r  b a n k s  b o r r o w  f r o m  the  F e d e r a l  R e s e r v e  

B a n k s .  Th i s  w a s  done  in p a r t  to  get  the  r a t e  w h i c h  b a n k s  pay  to  F e d e r a l  

R e s e r v e  B a n k s  m o r e  in  l ine  wi th  p r e v a i l i n g  i n t e r e s t  r a t e s ,  and it was  

a l s o  done  to d i s c o u r a g e  b o r r o w i n g  by m e m b e r  b a n k s  f r o m  the  F e d e r a l  

R e s e r v e  B a n k s .  One w a y  tha t  a m e m b e r  bank  cou ld  i n c r e a s e  i t s  e x c e s s  

r e s e r v e s  wou ld  be  to s a y :  " H e r e  we h a v e  a t o t a l  r e s e r v e  of $100, 000 

in  the  F e d e r a l  R e s e r v e  B a n k .  We h a v e  to  h a v e  tha t ;  it  i s  a l l  l e g a l l y  

r e q u i r e d .  How do we ge t  a n o t h e r  $10, 000 so  we  c a n  lend  m o n e y  to a 

b u s i n e s s  man;?  Go to  the  F e d e r a l  R e s e r v e  B a n k .  B o r r o w  on o u r  no te ,  

b o r r o w  on s o m e  g o v e r n m e n t  s e c u r i t i e s  w h i c h  we h a v e  as  c o l l a t e r a l  

and get  an e x t r a  $10, 000 f r o m  t h e  F e d e r a l  R e s e r v e  B a n k . "  But  the  

F e d e r a l  R e s e r v e  Bank  s a y s ,  "Now,  b u s t e r ,  you  a r e  go ing  to pay  a 

h i g h e r  r a t e .  " T h e n  I s i t  b a c k  and s a y ,  "Now,  w i l l  I b o r r o w  the  $10, 000 
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f r o m  the  F e d e r a l  R e s e r v e  Bank  to  lend  to a b u s i n e s s  m a n  if  t he  F e d e r a l  

R e s e r v e  Bank  s t a r t s  to t u r n  the  s c r e w  a Little b i t  and c h a r g e s  a h i g h e r  

r a t e  of i n t e r e s t ? "  This ,  then ,  is  d e s i g n e d  to c u r b  m y  l e n d i n g  to  the  

b u s i n e s s  m a n ,  f i t t i ng  in wi th  the  o b j e c t i v e  of the  F e d e r a l  R e s e r v e  

S y s t e m  to  c u r b  o v e r a l l  bank  l e n d i n g  to  b u s i n e s s  m e n  in  a p e r i o d  when  

we a r e  a l l  c o n c e r n e d  about  s o m e  i n f l a t i o n a r y  i n c r e a s e .  

I hope  you wi l l  d i r e c t  q u e s t i o n s  to  m e .  I s e e  by the  c l o c k  tha t  I 

have  to c o m e  to  a ha l t .  T h e n  I w i l l  d e v e l o p  the  r e s t  of the  po in t s  

t h r o u g h  q u e s t i o n s .  I want  to  c a l l  y o u r  a t t e n t i o n  to the  fac t  tha t  e x c e s s  

r e s e r v e s  of m e m b e r  banks  a r e  a f f e c t e d  not  on ly  by  c o n s c i o u s  F e d e r a l  

R e s e r v e  c o n t r o l  but  the  e x c e s s  r e s e r v e s ,  n a m e l y ,  t he  b a s i s  of l end ing ,  

can  be a f f e c t e d  by c e r t a i n  T r e a s u r y  a c t i o n s  of m o v i n g  a c c o u n t s  a ro und ,  

t ax ing ,  and a l s o  i s s u i n g  bonds ,  and by the  in f low and ou t f low of gold .  

You wi l l  n o t i c e  in t h i s  l i t t l e  b o o k l e t  on page  11 the  f a c t o r s  a f f e c t i n g  

m e m b e r  bank  r e s e r v e s .  We have  looked  at t he  F e d e r a l  R e s e r v e  f a c t o r s ,  

n a m e l y ,  r e s e r v e  r e q u i r e m e n t s ,  open  m a r k e t  o p e r a t i o n s ,  a n d m e m b e r  

b a n k  b o r r o w i n g  t h r o u g h  the  r e d i s c o u n t  r a t e .  Now I c a l l  y o u r  a t t e n t i o n  

to  the  gold  f lows  in and out of the  c o u n t r y ,  o v e r  whiph  the  F e d e r a l  R e s e r v e  

h a s  no c o n t r o l .  I c a l l  y o u r  a t t e n t i o n  to c h a n g e s  in  c a s h  in c i r c u l a t i o n .  

Y o u ' l l  f ind th i s  a r o u n d  C h r i s t m a s  and E a s t e r ,  

hands  of the  pub l ic .  Th i s  b o o k l e t  e x p l a i n s  it .  

cash moving out into the 

And finally there is the 

T r e a s u r y  o p e r a t i o n  of i t s  s a l e  of s e c u r i t i e s  and a l s o  the  t y p e s  of s e c u r i t i e s - -  
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debt management and Treasury operations of calling certain cash 

accounts which it may have in one of the comm ercial banks, moving 

them to the Federal Reserve Banks, and so on. 

I feel frustrated. I feel that I would have to run along for another 

two hours to really cover this thing. I hope in the questions that you 

bring out some of these points. I know that in a very fine institution 

such as this we are subject to certain disciplines and one of the disci- 

plines is that speakers have to quit pretty much on time. So I am just 

stopping for the time being, and I understand you'll have an opportunity 

for questions. 

QUESTION: Sir, how effective, in your opinion, have these 

measures been that you enumerated in controlling inflation--the reserves, 

the rediscount rate, and so forth? 

DR. ARLT: That's a good one because of this problem. You may 

think I am evading your question as to how effective they are. At least 

we can say this: In the period of 1955-57, the Federal Reserve structure 

was able to keep the money supply from increasing. Actually it increased 

only about i percent a year, and we think the normal growth in the money 

supply should be about 3 percent in order to keep up with the general 

growth in real output of goods and servi:ces through time. The Federal 

Reserve was successful in keeping the money supply down, at least in 

keeping it from growing. But, at the same time, and this you might say 

24 



i s  one  of t h e  w e a k e r  p o i n t s  of t he  F e d e r a l  R e s e r v e  c o n t r o l ,  t he  F e d e r a l  

R e s e r v e  cou ld  no t  c o n t r o l  the  r a t e  of t u r n o v e r  of m o n e y .  It m a y  be  ab le  

to  c o n t r o l  the  m o n e y  supp ly ,  but  if you  p e o p l e  ge t  a n x i o u s  and s t a r t  

s p e c u l a t i n g  and w a n t  to  u s e  y o u r  m o n e y  to  buy  goods  and n e v e r  h a v e  

m o n e y  in y o u r  h a n d s  m o r e  t h a n  a c o u p l e  s e c o n d s  but  a r e  a l w a y s  b u y i n g  

m o r e  goods ,  t ha t  s a m e  a m o u n t  of m o n e y  w h i c h  the  F e d e r a l  R e s e r v e  m a y  

h a v e  kep t  down to  m a y b e  on ly  a 1 p e r c e n t  g r o w t h  in a y e a r  c a n  g e n e r a t e  

a t e r r i f i c  v o l u m e  of e x p e n d i t u r e s .  We did no te  t ha t  in t h e  p e r i o d  of 

1955-57  the  v e l o c i t y  of t u r n o v e r  of t ha t  m o n e y  did i n c r e a s e ,  and tha t  

t e n d e d  to  s t i m u l a t e  the  b o o m  in 1955-57 .  

T h e r e  is  a n o t h e r  poin t ,  too .  We f e e l  t ha t  the  c o n t r o l s  w e r e  r e l a t i v e l y  

e f f e c t i v e  in  t h e  s e n s e  tha t  o u r  in f l a t ion ,  t h o u g h  we w e r e  w o r r i e d  abou t  it  

in  1955-57 ,  did not  m a t c h  the  i n f l a t i o n a r y  i n c r e a s e s  in p r i c e s  in  o t h e r  

c o u n t r i e s .  At  l e a s t  we  f e l t  we  w e r e  r e l a t i v e l y  s u c c e s s f u l .  But  p r i c e s  

did r i s e  in 1955-57 .  

The  b i g g e s t  l i m i t a t i o n  you  have  on F e d e r a l  R e s e r v e  c r e d i t  c o n t r o l  

in a b o o m  p e r i o d  is ,  as  you  know r i g h t  we l l ,  t ha t  you  c a n  nip a b o o m  

any  t i m e  you  wan t .  F e d e r a l  R e s e r v e  has  no w o r r y  abou t  t h a t .  It c a n  

t u r n  the  c l a m p s  down  and b r i n g  b u s i n e s s  to a s t a n d s t i l l .  T h a t ' s  one  

of t h e i r  f e a r s ,  tha t ,  if  t h e y  w o r k  t h e s e  i n f l a t i o n  c o n t r o l s  too  s e v e r e l y ,  

t h e y  c a n  a r r e s t  a b o o m - - n o t  on ly  a r r e s t  i t  but  p r o m o t e  a r e c e s s i o n .  

So, in  t h e i r  f e a r  of p r o m o t i n g  a r e c e s s i o n ,  t h e y  m a y  w o r k  m o r e  
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h e s i t a n t l y  in  c o n t r o l l i n g  o r  a r r e s t i n g  g r o w t h  tha t  m a y  have  b e e n  d e v e l -  

oping .  

Now, in  a l l  of t h i s  the  F e d e r a l  R e s e r v e  i s  not :  a c t u a l l y  c o n t r a c t i n g  

c r e d i t .  When  the  F e d e r a l  R e s e r v e  t a l k s  about  a t i gh t  m o n e y  po l icy ,  i t  

i s  m e r e l y  s a y i n g  t h i s :  The  huge  d e m a n d  fo r  c r e d i t  by b u s i n e s s ,  g o v e r n -  

m e n t ,  and c o n s u m e r s  w i l l  l ead  to an i n c r e a s e  in  the  s u p p l y  of c r e d i t .  

We g r a n t  tha t .  It has  got  to l ead  to  s o m e  i n c r e a s e .  We a r e  j u s t  go ing  

to m a k e  s u r e  tha t  the  i n c r e a s e  in  the  s u p p l y  of c r e d i t  w i l l  be c u r b e d  

s o m e w h a t  so  as  to s l o w  up t he  r a t e  of g r o w t h .  C h a i r m a n  M a r t i n  has  

u s e d  the  t e r m ,  " l e a n i n g  a g a i n s t  t he  w i n d . "  I b e l i e v e  tha t  has  b e e n  h i s  

t e r m i n o l o g y .  I t ' s  j u s t  t r y i n g  to  hold  the  t h ing  back ,  to k e e p  the  e n g i n e  

of i n f l a t i o n  f r o m  c a r e e n i n g  down the  h ighway .  That  in a s e n s e  i s  wha t  

t he  F e d e r a l  R e s e r v e  is  a t t e m p t i n g  to do.  

QUESTION:  Sir ,  I am  c o n c e r n e d  about  t h i s  50 p e r c e n t  of t he  b a n k s  

tha t  a r e  not m e m b e r s  of the  F e d e r a l  R e s e r v e  S y s t e m .  What  r e g u l a t o r y  

p r o v i s i o n s  a r e  t h e r e  to  r e q u i r e  t h e m  to  m a i n t a i n  an e f f e c t i v e  r e s e r v e  

so  tha t  t h e y  won ' t ,  f o r  i n s t a n c e ,  h a v e  a r u n  on the  b a n k  w h i c h  it  w i l l  

not  be  ab le  to  m e e t  ? 

DR. A R L T :  E v e r y  S ta te  ha s  s o m e  s o r t  of B a n k i n g  C o m m i s s i o n e r ,  

and t h e r e  is  the  w o r k  of S ta te  l aws  w h i c h  a r e  d i r e c t e d  t o w a r d  b a n k s .  

E v e r y  Sta te  has  in  it s o m e  l e g a l  r e s e r v e  r e q u i r e m e n t  f o r  i t s  S t a t e -  

c h a r t e r e d  b a n k s .  The  l e g a l  r e s e r v e  r e q u i r e m e n t s  v a r y ,  h o w e v e r ,  f r o m  
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State to State. We in the Federal Reserve System think that at times 

their requirements are far too lenient, but there are regulations. In 

other words, the essence of our monetary system is that there are 

always some regulations preventing indiscriminate expansion by banks. 

I meant to bring out to you that the Federal Reserve Banks, in their 

e x t e n s i o n  of c r e d i t  to the  m e m b e r  banks ,  in l e n d i n g  to o t h e r  banks ,  

buy ing  s e c u r i t i e s  in the  open  m a r k e t ,  and so  on, a r e  t h e m s e l v e s  l i m i t e d .  

You wi l l  n o t i c e  the  b o o k l e t  po in t s  out tha t  the  F e d e r a l  R e s e r v e  Bank  

i t s e l f  ha s  a l e g a l l y  r e q u i r e d  r a t i o  wh ich  i t  m u s t  h a v e  in  gold c e r t i f i c a t e s  

w h i c h  it  a c q u i r e s  f r o m  the  T r e a s u r y - - S 2 5  fo r  e v e r y  $ 1 0 0 - - o n  i t s  l i a b i l i t y  

s i d e .  So the  gold c e r t i f i c a t e  h o l d i n g s  of the  F e d e r a l  R e s e r v e  Banks  

r e p r e s e n t  a g o v e r n o r ,  o r  r e p r e s e n t  in a s e n s e  t he  c e i l i n g  beyond  w h i c h  

t h e  F e d e r a l  R e s e r v e  Banks  a r e  not  a l l o w e d  to p i e r c e  the  goa l .  

QUESTION: Doc to r ,  how of ten  and when,  fo r  a g iven  bank,  is  

t h i s  r e q u i r e d  r e s e r v e  p o s i t i o n  d e t e r m i n e d ?  

DR. A R L T :  F o r  the  b ig  c i t y  b a n k s  the  r e q u i r e d  r e s e r v e  p o s i t i o n  

i s  d e t e r m i n e d  e v e r y  w e e k .  In o t h e r  w o r d s ,  t h e y  ge t  t h e i r  a v e r a g e  

d e m a n d  d e p o s i t  l i a b i l i t i e s  and t h e y  r e p o r t  t h o s e  a v e r a g e  d e m a n d  d e p o s i t  

l i a b i l i t i e s  to t h e i r  F e d e r a l  R e s e r v e  B a n k s .  The  F e d e r a l  R e s e r v e  Banks  

wi th  a l i t t l e  w r i t i n g  down,  c a l c u l a t i n g  the  r e q u i r e d  r a t i o ,  w i l l  t h e n  be 

ab le  to  look at  t he  m e m b e r  b a n k s '  r e s e r v e  a c c o u n t s  and  s a y  how m u c h  

of the  m e m b e r  b a n k s '  r e s e r v e  a c c o u n t s  is  a r e q u i r e d  r e s e r v e  and how 

m u c h  m a y  be considerex~ e x c e s s .  F o r  the  s m a l l e r  b a n k s ,  s h a l l  I s a y  
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t he  c o u n t r y  banks ,?  the  r e q u i r e d  r e s e r v e  m a y  be  d e t e r m i n e d  e v e r y  

two w e e k s .  

QUESTIONS: R e c e n t l y  b u s i n e s s  e d i t o r i a l  w r i t e r s  on s e v e r a l  o c c a s i o n s  

h a v e  p o i n t e d  out t ha t  t he  p o l i c i e s  b e i n g  f o l l o w e d  by the  F e d e r a l  R e s e r v e  

S y s t e m  a r e  not  n e c e s s a r i l y  in  p h a s e  wi th  the  f i s c a l  p o l i c i e s  of the  

T r e a s u r y .  I would  l ike  y o u r  c o m m e n t  a s  to  w h e t h e r  o r  no t  t h i s  i s  a 

r e a l  p r o b l e m ,  and ,  if so ,  i f  t h e r e  a r e  a n y  p r o b a b l e  s o l u t i o n s .  

D R . . A R L T :  It is  a r e a l  p r o b l e m  in t h i s  s e n s e .  I c o u l d  h a v e  t a l k e d  

about ,  in  a n s w e r  to a n o t h e r  g e n t l e m a n ' s  q u e s t i o n ,  t he  e f f e c t i v e n e s s  of 

o u r  m o n e t a r y  p o l i c y .  You m a y  h a v e  r e a d  s t a t e m e n t s  f r o m  C h a i r m a n  

M a r t i n .  C h a i r m a n  M a r t i n  w i l l  s a y  t h i s :  " T o  be s u r e  w e  h a v e  t h i s  

a r r a y  of c o n t r o l s - - r e d i s c o u n t  r a t e  c h a n g e s ,  r e s e r v e  r e q u i r e m e n t  
if  

c h a n g e s ,  and open  m a r k e t  o p e r a t i o n s - - b u t / t h e  f i s c a l  p o l i c y  is  not  in  

p h a s e  o r  in  t une  wi th  t he  r e q u i r e m e n t s  of the  e c o n o m y  f o r  s t a b i l i t y  

o u r  p r o b l e m  on the  m o n e t a r y  p o l i c y  s i d e  is  m u c h  m o r e  d i f f i cu l t .  " 

Now, the  i l l u s t r a t i o n .  H e r e  we  w e r e  in the  e a r l y  p a r t  of 1959, 

t he  l a s t  ha l f  of t he  f i s c a l  y e a r  1958-59, w o r r i e d  abou t  i n f l a t i o n .  So 

t h e  F e d e r a l  R e s e r v e  a d o p t e d  a r e l a t i v e l y  t i gh t  m o n e y  p o l i c y ,  t r i e d  to  

ho ld  back ,  but  at  t h e  s a m e  t i m e ,  in the  e a r l y  p a r t  of 1959, we s a w  a 

f i s c a l  p o l i c y - - a t  l e a s t  s o m e  of us  t h o u g h t  we  s a w  i t - - a n d  f i s c a l  po l i cy ,  

you  know,  is  t ha t  p o l i c y  r e l a t i n g  to  t he  e x p e n d i t u r e s  m a d e  by  C o n g r e s s  

and the  r e v e n u e s  r e c e i v e d  in the  f o r m  of t a x a t i o n - - i n  w h i c h  t h e r e  w a s  a 

d a n g e r o u s  p o s s i b i l i t y  of wha t  we  c a l l  d e f i c i t  f i n a n c i n g .  Now, in  tha t  
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c a s e ,  if  t he  G o v e r n m e n t  s p e n d s  m o r e  t h a n  it  r e c e i v e s - - I  c a l l  y o u r  

a t t e n t i o n  to t ha t  c h a r t  on page  5 - - i f  t he  g o v e r n m e n t  a r r o w  of e x p e n d i -  

t u r e s  i s  f a t t e r  t h a n  wha t  i t  r e c e i v e s  in t a x e s ,  i t  i s  a d d i n g  to  the  t o t a l  

s p e n d i n g  s t r e a m .  I s n ' t  i t ?  And if  the  G o v e r n m e n t  o p e r a t e s  a d e f i c i t  

w h i c h  it  m u s t  f i n a n c e  by  the  i s s u a n c e  of s e c u r i t i e s ,  i f  i t  r u n s  on a 

d e f i c i t  b a s i s  at  the  s a m e  t i m e  tha t  the  F e d e r a l  R e s e r v e  t h i n k s  tha t  t he  

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

t h e n  it i s  v e r y  p o s s i b l e  t ha t  at  t i m e s  f i s c a l  p o l i c y - - t h e  r e l a t i o n s h i p  of 

r e v e n u e s  to e x p e n d i t u r e s - - c a n  be  u n f o r t u n a t e l y  p l a c e d  r e l a t i v e  to  wha t  

the  B o a r d  m a y  be  a t t e m p t i n g  to  do in m o n e t a r y  p o l i c y .  

Now, t h a t  i s  not  s u g g e s t i n g  t ha t  you c a n  j u s t  s n a p  y o u r  f i n g e r s  and 

c h a n g e  the  f i s c a l  p o l i c y  of t h e  G o v e r n m e n t ,  as  soon  as you  s a y ,  "We l l ,  

l e t ' s  j u s t  r e d u c e  e x p e n d i t u r e s .  " Wel l ,  I s h o u l d n ' t  t a l k  to p e o p l e  in  

t he  m i l i t a r y  on t h i s  s c o r e .  You a l l  h a v e  had  t r a u m a t i c  e x p e r i e n c e  w i th  

C o n g r e s s m e n  who h a v e  to ld  you  y o u ' v e  got to r e d u c e  e x p e n d i t u r e s ,  and 

you  h a v e  v a r i o u s  p o l i c y  m o v e m e n t s  t h r o w n  at you,  and you  a l l  f e e l  qu i t e  

s i n c e r e l y  t h a t  m a y b e  the  e x p e n d i t u r e s  s h o u l d n ' t  be  r e d u c e d  in  y o u r  baiLi-  

w i c k ,  but  m a y b e  we  ought  to  cu t  p u b l i c  h o u s i n g ,  o r  s o m e t h i n g  l ike  t h a t .  

I m e a n ,  e v e r y  g r o u p  h a s  a c e r t a i n  b a i l i w i c k  tha t  i t  m a y  be  i n t e r e s t e d  in,  

and it  i s  v e r y  d i f f i cu l t  to  r e d u c e  the  e x p e n d i t u r e s .  T h e n  if  s o m e  C o n g r e s s m a n  

c o m e s  out,  t r e m b l i n g ,  and s a y s ,  " M a y b e  we  ought  to  r a i s e  t a x e s  to  cu t  

out  the  de f i c i t ,  " t h e n  he  ge t s  b lown  out  of t he  r o o m .  

So we h a v e  p r o b l e m s  and we  a r e  h a v i n g  p r o b l e m s ,  a l t h o u g h  the  
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p i c t u r e  f o r  f i s c a l  1960 is  not  so  bad .  It looks  as  t h o u g h  we m a y  h a v e  

a b a l a n c e d  budge t ,  r o u g h l y  b a l a n c e d ,  if n o t h i n g  e l s e ;  a b a l a n c e d  b u d g e t  

in t he  s e n s e  tha t  o u r  r e v e n u e s  f r o m  t a x a t i o n  look  as  t h o u g h  t h e y  w i l l  

i n c r e a s e  qu i te  m a r k e d l y  in  f i s c a l  1960. 

But  I, of c o u r s e ,  h a v e  one  b ig  q u e s t i o n  m a r k :  What  h a p p e n s  in 

the  s t e e l  s t r i k e  ? The  s t e e l  s t r i k e  cou ld  be a d e p r e s s a n t  in  o u r  e c o n o m y  

and c h a n g e  a l l  o u r  c a l c u l a t i o n s .  It i s  in a s e n s e  c o m f o r t i n g  to h a v e  t h e s e  

t h i n g s  f o r  the  e c o n o m i s t  who is  a s k e d  t h e  q u e s t i o n :  What  i s  g o i n g  to 

h a p p e n  in the  f u t u r e  ? He c a n  s ay ,  "Oh, the  n a t i o n a l  p i c t u r e ?  T h e r e ' s  

t he  s t e e l  s t r i k e . "  So he  c a n  p r o t e c t  h i m s e l f .  

QUESTION:  Wi l l  you  c o m m e n t  on the  r a t e  of the  ou t f low of gold 

f r o m  th i s  c o u n t r y ?  Is i t  a s e r i o u s  p r o b l e m ,  wi th  the  r a t e  t ha t  we  h a v e  

had  in the  p a s t  f ew  y e a r s ,  b e c a u s e  of the  e x p e n d i t u r e s  o v e r s e a s  ? 

DR. A R L T :  I wou ld  s a y  tha t ,  if the  r a t e  of ou t f low of gold  c o n t i n u e d  

y e a r  a f t e r  y e a r  c o m p a r a b l e  to the  r a t e  t ha t  we had in 1958, s u r e l y  t h e r e  

wou ld  be a s e r i o u s  p r o b l e m ,  to  t he  e x t e n t  t ha t  we wou ld  h a v e  to look  at  

o u r  m o n e t a r y  s y s t e m .  I t h i n k  a l l  of you  know e n o u g h  abou t  m o n e y  and 

b a n k i n g  to  r e a l i z e  t ha t  h e r e  we  h a v e  t h i s  gold  s t o c k  of $19 b i l l i o n  o r  so,  

and against that gold stock the Treasury has issued gold certificates. 

You look at a Federal Reserve balance sheet and see that the Treasury 

has issued gold certificates to the Federal Reserve Banks for all the 

gold that they hold, and the Federal Reserve Banks, on the basis of 
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t h e s e  gold c e r t i f i c a t e s ,  c a n  e n g a g e  in  t h e i r  o p e r a t i o n s .  You d o n ' t  

s e e  the  gold c e r t i f i c a t e s ;  t h e s e  a r e  t he  r e s e r v e s .  

At the  p r e s e n t  t i m e  the  F e d e r a l  R e s e r v e  B a n k s  ho ld  r o u g h l y  

$8 o r  $9 b i l l i o n  of gold c e r t i f i c a t e s  m o r e  t h a n  t h e y  n e e d - - m a y b e  

$10 b i l l i o n  in gold c e r t i f i c a t e s  m o r e  t h a n  t h e y  n e e d .  But  it  i s  a l s o  

t r u e  tha t ,  if  we  c o n t i n u e  the  r a t e  of gold ou t f low,  as  gold f lows  out  of 

the  c o u n t r y ,  th i s  ha s  a c e r t a i n  c o n t r a c t i n g  i n f l u e n c e  on o u r  m o n e t a r y  

s u p p l y  e v e n t u a l l y .  As  gold  f l ows  out,  the  T r e a s u r y  is  s e l l i n g  gold ,  

and,  if  i t  s e l l s  gold ,  i t  ha s  to  r e t i r e  the  gold c e r t i f i c a t e s  w h i c h  it 

i s s u e d  a g a i n s t  t he  gold,  and if  i t  r e t i r e s  the  gold  c e r t i f i c a t e s  it  r e d u c e s  

t he  F e d e r a l  l ~ e s e r v e  a s s e t  a c c o u n t ,  and if  the  F e d e r a l  R e s e r v e  a s s e t  

a c c o u n t  i s  r e d u c e d  why  tha t  m a y  a c t  a s  a c o n t r a c t i n g  i n f l u e n c e .  

Now, I s a y  t h i s  w i l l  h a p p e n  if  we c o n t i n u e  t ha t  a t  t h e  s a m e  r a t e .  

But  I am not  s u r e  tha t  we would  e v e r  c o n t i n u e  t ha t  r a t e  of gold  ou t f low.  

I t h i n k  tha t  the  h e a v y  r a t e  of gold ou t f low in 1958 r e p r e s e n t s  r a t h e r  

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

M a n y  e c o n o m i s t s  a p p l a u d e d  th i s  in  the  s e n s e  t ha t  f o r  t he  f i r s t  t i m e  

s i n c e  t he  end  of W o r l d  W a r  II  s o m e  of  t h e s e  f o r e i g n  c o u n t r i e s  w e r e  

g e t t i n g  on t h e i r  f e e t  in  t e r m s  of t h e i r  h o l d i n g s  of r e s e r v e s  in d o l l a r  

b a l a n c e s .  

I know s o m e  of you  a r e  g o i n g  to r a i s e  the  q u e s t i o n :  

c o u n t r i e s  ho ld  t h e s e  d o l l a r  b a l a n c e s ,  m a y b e  $11 b i l l i o n  w o r t h ,  o r  c a n  

t h e y  c o n v e r t  t h o s e  d o l l a r  b a l a n c e s  in to  gold and t a k e  t he  gold out  of 
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the country ? My point in answer to that would be that, if international 

trade is to continue with the United States, the foreign nations have to 

maintain the dollar balances, because you don't conduct international 

trade without having some balances of the currency with which you are 

dealing. If you are going to be buying a lot of stuff from the United 

States you have to have dollar balances. If you are going to have dollar 

balances, you are not going to be taking them out of the country through 

the vehicle of gold outflow. 

I choose to be more optimistic than some in saying that, if we con- 

tinue international trade, the countries will continue to keep their dollar 

balances in the United States and that we will not have any undesirable 

or frightening outflow of gold. 

Again I say, of course, if the international scene becomes catas- 

trophic in nature and the bottom drops out, with the countries severing 

international relationships and so on, then there could be trouble if 

the countries could start withdrawing gold. But remember the Treasury 

has the power to cut it off just Like that. The Treasury has the power 

to license all exports of gold. It has the power to stop the export, to 

place an embargo on the export of gold if it wants. 

But the Treasury is smart. Certainly in all of this fear about gold 

outflows it never once said it was going to put any restriction. Once 

you say you are going to put restrictions on the outflow of gold you are 
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indicating to people that you are worried, and an indication of worry 

may suggest some unsoundness, and a suggestion of unsoundness may 

lead to a run on the United States. The Treasury is certainly not going 

to do that. 

QUESTION: Sir, this is somewhat complementary to the previous 

question. We know that the mining of new gold, the input of new gold, 

to the Treasury won't necessarily coincide with the desired monetary 

policy. Will you comment on how this is taken care of, what mechanism 

is used ? I am not sure this could happen in the present day and time, 

but, in the case of maybe more new gold being mined than we would like 

to have for expanding the money in this country, how is this taken care of? 

DR. ARLT: Well, maybe briefly we should explain the process. 

When gold is mined in the United States, the gold miner has to sell it 

to the Treasury. The gold miner gets $35 an ounce. The gold miner 

gets a check then from the Treasury paying him $35 an ounce for the 

gold, and the Treasury has written that check on an account which it 

holds with the Federal Reserve Bank. So the Federal Reserve Bank, 

when it gets this check through the process of clearance, will knock 

down the Treasury's account by $35 and increase the miner's account 

by $35 and the member bank which holds the account will have an 

increase of $35. 

Normally the Treasury will say, "Now, look. We have just paid 
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$35 fo r  t h i s  g o l d - - t h i s  is  the  b e a u t i f u l  t h i n g  you can  do wi th  the  T r e a s u r y - -  

l e t ' s  i s s u e  gold c e r t i f i c a t e s  on the  b a s i s  of t h i s  gold and r e p l e n i s h  ou r  

a c c o u n t  wi th  the  F e d e r a l  R e s e r v e  Bank .  " So the  T r e a s u r e r  can  i s s u e  

gold c e r t i f i c a t e s ,  p lunk  t h e m  in the  F e d e r a l  R e s e r v e  Bank,  and the  

F e d e r a l  R e s e r v e  Bank  a u t o m a t i c a l l y  g i v e s  a new  d e p o s i t  a c c o u n t  to  

the  T r e a s u r y  to  the  amoun t ,  in t h i s  c a s e ,  

T h e n  the  T r e a s u r y  can  s p e n d  m o n e y ,  

of $35. 

and as  it s p e n d s  m o n e y  it  

can  t h e r e f o r e  d e v e l o p  a r i s i n g  m o n e y  supp ly  fo r  the  pub l ic  and l a r g e r  

member bank reserves. 

One thing the Treasurer wouldn't have to do if he wanted to prevent 

the influx of gold from augmentLug the bank reserves and the money 

supply is, he wouldn't have to issue gold certificates. That's one thing. 

If he wanted to replenish his account instead of issuing gold certificates 

he might sell bonds to the public, pull money out of the hands of the 

public that way, or he might tax the public to get more funds for Treasury 

purposes. 

Another thing the Federal Reserve can do--and this is what has 

happened when we have had a huge influx of gold into the United States-- 

is, as our accounts of member bank reserves have increased the 

Federal Reserve has offset the gold inflow by the sale of~ecurities in 

the open market, which represents a deflationary move on the part of 

the Federal Reserve Bank. The Federal Reserve Bank therefore takes 
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a w a y  f r o m  the  m e m b e r  b a n k s  a t  the  s a m e  t i m e  tha t  the  m e m b e r  b a n k s  

h a v e  b e e n  g e t t i n g  i n c r e a s e s  t h r o u g h  the  gold  in f low.  So t h e r e  is  an  

o f f s e t t i ng ,  c o m p e n s a t i n g  a c t i o n  t h e r e .  

D o e s  tha t  a n s w e r  y o u r  q u e s t i o n ?  

S T U D E N T :  Y e s ,  s i r .  

DR.  A R L T :  I m i g h t  s a y  t h i s  in a d d i t i o n  abou t  the  gold  ou t f low.  

Whi le  i t  does  h a v e  a t e n d e n c y  to  c o n t r a c t  t h e  m o n e t a r y  s y s t e m ,  in  t h i s  

p a r t i c u l a r  c a s e  the  F e d e r a l  R e s e r v e  h a s ,  to  the  e x t e n t  it  was  c o n -  

c e r n e d  about  the  gold ou t f low c a u s i n g  too  m u c h  of a p i n c h  on the  m o n e t a r y  

s y s t e m ,  bough t  s e c u r i t i e s  in  the  open  m a r k e t  and has  t hus  bu i l t  up the  

r e s e r v e s  of the  b a n k s  at  a t i m e  w h e n  t h e y  w e r e  c o n c e r n e d  t ha t  t he  gold 

ou t f low would  cu t  down  the  r e s e r v e s  of  t he  b a n k s .  

C O L O N E L  B U C K N E R :  D r .  A r l t ,  o u r  t i m e  h a s  r u n  out .  T h e r e  a r e  

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

v i s i t  the  d i s c u s s i o n  g r o u p s  l a t e r  on t h i s  m o r n i n g .  But now I would  l ike  

to  t h a n k  you  f o r  a g a i n  l e a d i n g  us  t h r o u g h  a v e r y  d i f f i cu l t  s u b j e c t  and 

i n c r e a s i n g  o u r  u n d e r s t a n d i n g  of i t .  T h a n k  you  v e r y  m u c h .  

DR.  A R L T :  T h a n k  you .  
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