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THE MONETARY AND BANKING SYSTEMS 

15 Sep tember  1960 

COL. COLMER: A d m i r a l  P a t r i c k ,  Gen t l emen:  T h e r e  a re  m a n y  

i m p o r t a n t  a spec t s  of the b r o a d  f ie ld  of e c o n o m i c s ;  and, a long with such  

sub jec t s  as  the f ree  m a r k e t i n g  s y s t e m ,  wages ,  and the l ike ,  i t  i s  only  

n a t u r a l  tha t  we inc lude  the v i t a l  sub jec t  of the l e c t u r e  th is  m o r n i n g - - " T h e  

M o n e t a r y  and Banking S y s t e m s . "  

These  th ings  r e a l l y  a f fec t  a l l  of us .  We a l l  u n d e r s t a n d  money .  

Money and banks  a r e  to our  economic  life what the  ne rvous  s y s t e m  is  to 
g r a v e l  c r u n c h e r s ,  

human  l i fe .  Many of you, l ike m y s e l f ,  a r e /vQry  f a m i l i a r  with the p r i n c i p l e  

of two up and one back;  but how m a n y  of us u n d e r s t a n d  how you can put one 

up and p o s s i b l y  get  s ix  b a c k ?  

Our  l e c t u r e r  th is  morn ing ,  Dr .  

to expla in ,  among  o the r  th ings ,  

the m o n e y  supply  m a n y  t i m e s .  

C a r l  Ar l t ,  i s  e m i n e n t l y  qua l i f ied  

how the i n c r e a s e  of bank r e s e r v e s  can  expand 

He has  had a long c a r e e r  as  a t e ach ing  

e c o n o m i s t ,  and is  at  p r e s e n t  a m e m b e r  of the F e d e r a l  R e s e r v e  Board .  

His ab i l i t y  to c o m m u n i c a t e  complex  p r o b l e m s  to o t h e r s  in an u n d e r s t a n d -  

able  m a n n e r  has  c o m p e l l e d  the Col lege  to r e c a l l  h im to th i s  p l a t f o r m  for  

a t h i r d  t ime .  

Dr .  Ar l t ,  we lcome  back,  and i t  g ives  me  g r e a t  p l e a s u r e  to i n t roduce  

you to th is  y e a r ' s  c l a s s .  

DR. ARLT: A d m i r a l  P a t r i c k ,  M e m b e r s  of the Staff, Fe l low Students 

of m o n e y  and banking:  I t ' s  a p l e a s u r e  to be he re ,  a l though as I look at 



h 

t h i s  l e c t e r n ,  I ' m  r e m i n d e d  of some  t r a u m a t i c  e x p e r i e n c e s  I 've  had before  

wi th  i t .  I e lbowed down at  one point,  and a l l  of a sudden the th ing dropped  

down or  i t  r i s e s  up.  But I u n d e r s t a n d  tha t  i t  has  an add i t iona l  f u n c t i o n - -  

tha t  i f  I speak  m o r e  than  f o r t y - f i v e  m i n u t e s ,  i t  c o m e s  up and c l ips  me  in 

the chin .  

As Colonel  C o l m e r  po in ted  out, m o n e y  is  i m p o r t a n t .  You a r e  a l l  

f a m i l i a r  wi th  i t .  Most  of us th ink that ,  while i t ' s  not the m o s t  i m p o r t a n t  

th ing  in l i fe ,  i t ' s  way ahead  of the th ing  in  s econd  p lace .  

I r e a l i z e  tha t  I have to c o v e r  a v a s t  sub jec t ,  
a p p r o x i m a t e l y  

o r d i n a r i l y  spendAone s e m e s t e r  on, 

m i n u t e s .  I was  told  tha t  the bank, 

a sub j ec t  which  I would 

and I have to c r a m  it  in in f o r t y - f i v e  

when t h e y  h e a r d  about  the  p r o g r a m ,  

sa id :  " A r l t ,  you 'd  b e t t e r  work  fas t ,  p a r t i c u l a r l y  b e c a u s e  up to now your  

SO 
work  has  been  ha l f  f a s t . "  You get  those  th ings  e a r l y  in the m o r n i n g I  l ike 

th i s  aud ience  v e r y  much .  

Well ,  now, in o r d e r  to p rov ide  a p r o p e r  p e r s p e c t i v e  for  a r e v i e w  

of the A m e r i c a n  m o n e t a r y  s y s t e m  and i ts  r e l a t i o n s h i p  to the c o m m e r c i a l  

banking  s y s t e m ,  I th ink  i t ' s  a p p r o p r i a t e  to s e t  fo r th  a few g e n e r a l i z a t i o n s  

o r  o b s e r v a t i o n s .  In o the r  words ,  I want  to s e t  the s t age .  I t ' l l  take me  a 

whi le  to get  into t h i s  what  I ' m  supposed  to s p e a k  about,  but we 've  got to 

s e t  the  s t age  and get  s o m e  of the concep t s  in mind .  Some of them you 've  
to 

a l r e a d y  been exposedAin your  r e a d i n g .  I j u s t  want  to ac t  as  a r e f r e s h e r  

he re  for  you on tha t  s c o r e .  

F i r s t  of a l l ,  o b s e r v a t i o n  No. 1 would be tha t  when I s p e a k  of the m o n e y  

supply ,  I am r e f e r r i n g  to the to t a l  vo lume  of coin and c u r r e n c y ,  f i r s t - -  
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about  28 b i l l ions  of d o l l a r s - - a n d  then the m u c h  l a r g e r  vo lume  of demand  

depos i t s  sub jec t  to c h e c k - - a b o u t  112 b i l l ions  of d o l l a r s .  Or  a t o t a l  of about  

140 b i l l ions  of do l l a r s ,  if  we want to make  a l i gh tn ing - l i ke  c a l c u l a t i o n  and 

add those  two th ings  t o g e t h e r - - 2 8  and 112. 

Now, obviously ,  the v e r y  l a rge  p r o p o r t i o n  of demand  depos i t s ,  of 

112 b i l l ion ,  r e f l e c t s  the i m p o r t a n c e  of the c o m m e r c i a l  banking s y s t e m  in  

our  m o n e y  supply .  This  we wi l l  keep  in mind .  

Now, observation No. 2: Actua l ly  as  e c o n o m i s t s  we a r e  a l l  i n t e r -  

e s t ed  in the t o t a l  flow of spending  in the economy.  It is  the flow of spend-  

ing aga in s t  goods and s e r v i c e s  tha t  d e t e r m i n e s  the g e n e r a l  l eve l  of economic  

ac t i v i t y  and your  p r i c e s .  So when I t a lk  about  the to t a l  flow of spending,  

or  the to ta l  flow of paymen t s .  I don ' t  want  to get  tha t  confused  with the 

m o n e y  supply  or  the s tocks  of money .  The to t a l  flow of spending  is  s o m e -  

thing m o r e  than the m o n e y  supply .  It is  r e a l l y  the m o n e y  supply  t i m e s  a 

c e r t a i n  r a t e  of t u r n o v e r  of tha t  m o n e y  supply  to bui ld  up the to t a l  flow of 

spending .  

In o the r  words ,  140 b i l l ions  of d o l l a r s  may ,  in a g iven p e r i o d  of t ime ,  

th rough  a g iven y e a r  to build~a p to t a l  flow r o l l  over ,  be spent ,  r e - s p e n t ,  

of spending  which wil l  be a v e r y  def in i te  mu l t i p l e  of that  I40 b i l l i ons  of 
r e f e r r e d  t o  

d o l l a r s .  In the n e w s p a p e r s  you h e a r  of this  t u r n o v e r  of m o n e y  as the 

v e l o c i t y  of c i r c u l a t i o n .  And, jus t  to give you an i l l u s t r a t i o n ,  i t  would be 

p o s s i b l e  for  me to take a do l l a r  b i l l  he re ,  one s ing le  do l l a r  b i l l ,  and buy 

some  s e r v i c e  f r o m  you, one of you; and then you could take the s a m e  do l l a r  

and go r i g h t  on t h rough  the r o o m  buying s e r v i c e s ,  books,  o r  wha t eve r  you 
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migh t  have in mind;  so that  tha t  one do l l a r ,  if  spen t  f r equen t ly  and r a p i d l y  
up 

in a given pe r iod  of t ime ,  can build4a to ta l  flow of p a y m e n t s  which wil l  

be m a y b e  20, 30, o r  140 t i m e s  the ac tua l  do l la r  bi l l .  So it i s  m o n e y  and 

i ts  ve loc i ty  which is r e s p o n s i b l e  for  the to t a l  flow of spending in your  

e c onomy. 

I might refer, to bring you up to date on some current events--I 

think you are probably aware of this--that during 1959, when we were con- 

cerned about inflationary pressures, and when we talked about the great 

flow of spending that was pressing against certain goods and services and 

tending to push prices up--in that period, when spending was increasing 

rapidly, actually the money supply increased hardly at all. Over the year 

1959 the money supply probably increased not much more than--I tb/nk the 

amount was--one billion dollars--maybe about 138 to 139 billions of dollars. 

Though the money supply was not increasing for all practical purposes, 

what was increasing was the willingness of people to part with liquid[ ~ balan- 

ices once they had acquired them, and spend them rapidly. They didn't 

sit on them. They didn't hoard them. 

That reminds me. I remember one time during the gold embargo, 

the period of the thirties, some lady brought in about fifty dollars in gold. 

It was against the law to have gold in your possession. The bank teller 

said: "Why, Mandy, you've been hoarding." She said: "No, sir, boss. 

I got this taking in washing." 

Well, now, observation No. 3 that I'd like to refer you to is that the 

flow of payments, of spending, and its role in economic activity, can best 
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be v i s u a l i z e d  by p i c t u r i n g  the economic  s y s t e m  as  a s o r t  of whee l  of spend-  

ing f lows and output f lows.  And tha t  whee l  i s  b e s t  d e s c r i b e d  in  th i s  l i t t l e  

bookle t ,  which  I hope you have in your  hand.  If you wi l l  check  page 2 of 

t h i s  booklet ,  tha t  whee l  of spend ing  i s  p o r t r a y e d  in tha t  lower  c h a r t .  And 

ac tua l ly ,  for  a l l  p r a c t i c a l  p u r p o s e s ,  the  e c o n o m y  is  one in which you have 

people  who have r e c e i v e d  m o n e y -  -we fll t ake  the c o n s u m e r  c l a s s - - h a v e  

r e c e i v e d  m o n e y  as  i ncome  in t h e i r  v a r i e d  c a p a c i t i e s - - a s  l a b o r e r s ,  as  owne r s  

of land,  or  as  o w n e r s  of c a p i t a l - - t h e y  have r e c e i v e d  i ncome  f r o m  p r o d u c e r s .  

They  t u rn  a round  and spend  i t  on goods and s e r v i c e s  tha t  have been  p roduced  

by what we ca l l  over  h e r e  the b u s i n e s s  and a g r i c u l t u r a l  s e c t o r  of the economy .  

And then  the b u s i n e s s  and a g r i c u l t u r a l  s e c t o r  of the  e c o n o m y  in t u rn  m o v e s  

a long  and spends  the m o n e y  to ge t  m o r e  labor ,  m o r e  s e r v i c e s  and land 

and cap i t a l .  And so the p r o c e s s  goes  on of a flow of e x p e n d i t u r e s  for  goods 

and s e r v i c e s .  

Now, th i s  is  a r e l a t i v e l y  s i m p l e  p i c t u r e  of f lows of e x p e n d i t u r e s  and 

m o n e y  a g a i n s t  goods and s e r v i c e s .  I th ink  one th ing you want  to see  out of 

th i s  s i m p l e  p i c t u r e - - i t f s  a good way to i l l u s t r a t e  in  a s e n s e  the p r o b l e m  

of i n f l a t i o n - - I  th ink  we could see  tha t  i f  the flow of e x p e n d i t u r e s - - m o n e y  

p a y m e n t s - - i n c r e a s e d  m o r e  r a p i d l y  than the output of goods and s e r v i c e s - -  

for  i n s t a n c e ,  if  tha t  spend ing  s t r e a m ,  in r e d  t h e r e ,  the  flow of spending ,  

widened  and got m u c h  l a r g e r ,  but the output of goods and s e r v i c e s  didnWt 

get  m u c h  l a r g e r ,  then  what  happens  to p r i c e s ?  G e n e r a l l y  the p r i c e s  would 

tend to shoot  up e 

To give you a s i m p l e  m a t h e m a t i c a l  i l l u s t r a t i o n - - a n d  I donlt  g ive you 
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a s i m p l e  one because  I th ink  you c a n ' t  take  a c o m p l i c a t e d  o n e - - I  can ' t  

exp la in  a c o m p l i c a t e d  m a t h e m a t i c a l  o n e - - b u t  suppos ing  we had a t o t a l  flow 

of spending of $10, 000, moving  a g a i n s t  I, 000 uni t s  of output.  W'e could then  
be 

s a y  tha t  the ave r age  p r i c e  of the output wouldA$10 pe r  uni t .  But suppos ing  

you b r o a d e n e d  that  s t r e a m  of spending  and made  i t  $20, 000, with the s ame  

1, 000 uni t s  of goods and s e r v i c e s ,  then the a v e r a g e  p r i c e ,  d ividing the 

t o t a l  vo lume of m o n e y  p a y m e n t s  by the output, would tend to r i s e .  
w o r r i e d  

~ #~n i n f l a t i o n a r y  s i tua t ion ,  the one which we were/~about in 1959, 

for  i n s t ance ,  is  one in which  the to t a l  flow of spending  i s  bulging.  I t ' s  

ge t t ing  b r o a d e r ,  get t ing l a r g e r .  The $10, 000 is b e c o m i n g  10 b i l l ions  of 

d o l l a r s  and going up h ighe r  and h igher ,  with the output of goods and s e r -  

v i ce s  not  i n c r e a s i n g  as  r ap id ly ,  and with people  w o r r i e d  fo r  f ea r  tha t  the 

output can ' t  i n c r e a s e  much  m o r e ,  be ing  held  down by maybe  the p h y s i c a l  

l im i t s  of the capac i t y  of v a r i o u s  i n d u s t r i e s ,  f a c t o r i e s ,  and so on. So 

tha t  we see that  the r e l a t i o n s h i p  of spending  to output is  a v e r y  c r u c i a l  

r e l a t i o n s h i p .  It can cause  t roub le  if  the spending  r i s e s  r ap id ly .  

It can  a l so  cause  t roub le  i f  the spending  tends  to drop  down. You 

can  see  tha t  i f  the output  of goods and s e r v i c e s  should  r e m a i n  c o n s t a n t - -  

jus t  to t ake  a hypo the t i ca l  i l l u s t r a t i o n - - a n d  the ~pending tends  to d r o p ,  

if  the spending  for  t he se  goods and s e r v i c e s  should  tend  to drop,  then  

you see  some  k i c k - b a c k s ,  maybe  s o m e  r e d u c t i o n  in p r i c e s ,  some  c o n t r a c -  

t ion in e m p l o y m e n t ,  and then  u l t i m a t e l y  a c o n t r a c t i o n  in output.  

Th is  is the p r o b l e m  tha t  some  people  a r e  sugges t ing  tha t  we face 

now. The spend ing  m a y  not  be too s t rong ,  and we m a y  be facing a dec l ine  
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in  ac t iv i ty .  I am not  going to c a l l  th i s  a r e c e s s i o n .  Why s t i ck  m y  neck  

out?  C e r t a i n l y  i t ' s  not  the  s i zz l i ng  boom tha t  we p r e d i c t e d  in J a n u a r y .  

It looks m o r e  l ike s o r t  of a pooped p la t eau  or  some th ing  l ike that .  But 

c e r t a i n l y  the ac t i v i t y  is  not s t rong ,  and the spending  is not growing the 

way we would l ike i t .  

Now, l e t ' s  cont inue to look, however ,  at  th i s  cha r t .  I t ' s  c o m p l i c a t e d  

at  bes t ,  but i t  should,  to be r e a l i s t i c ,  be even  m o r e  compl i ca t ed ,  because  

i t ' s  o v e r s i m p l i f i e d .  In tha t  c h a r t  on page 2 I have m e r e l y  sugges t ed  tha t  

people  a r e  spending  m o n e y  on goods and s e r v i c e s ;  i n d u s t r y  t akes  the m o n e y  

and t u rn s  a round  and spends  a l l  of it; and then  a l l  the people  who r e c e i v e  

i n c o m e  tu rn  a round  and spend a l l  of i t  for  c o n s u m e r ,  goods.  But t h a t ' s  

f a r  too s imp l i f i ed .  

The c o m p l e x i t i e s ,  o r  the i m p o r t a n t  dec i s i ons  tha t  m a y  make  th is  

l e s s  s imp l i f i ed ,  a r e  then  i n t roduced  he r e  begini~ing on page 3, and then  

swinging on to pages  4 and 5. What I ' m  r e f e r r i n g  to t h e r e  is  tha t  when 

people  r e c e i v e  t h e i r  m o n e y  as  income ,  i n s t ead  of tu rn ing  a round  and spend-  

ing it  a l l  on c o n s u m e r  goods and push ing  the m o n e y  t h rough  the i ncome  

s t r e a m ,  they  engage in the phenomenon  of s av ings .  They  a r e  r e f r a i n i n g  

f rom consumpt ion .  

Now, as of the t i m e  tha t  the sav ings  phenomenon  t akes  p lace ,  s av ings  

cons t i tu te  a d r a inage  f rom the spending  s t r e a m .  Don ' t  get me wrong.  

E v e r y  t ime  I s a y  th is  s o m e b o d y  says  I ' m  t r y i n g  to u n d e r m i n e  the C h r i s t m a s  

Club and the t h r i f t  o r g a n i z a t i o n s .  But l e t ' s  face  i t .  In t e r m s  of the econ-  

omic  fac t s ,  the phenomenon  of sav ing  is  an act  of not spending,  i n i t i a l l y .  
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I'm not talking about what happens to the savings. In other words, it 

drifts right out of the income stream temporarily. 

Then, of course, we have all been forced to realize that there is 

another factor which leads to some drainage out of our spendable funds, 

name ly ,  t axes .  

So we have two i m p o r t a n t  out le t s  o r  p ipes  runn ing  out of th is  f i r s t  

s i m p l i f i e d  p i c tu r e  of s p e n d i n g - - s a v i n g s  and t axes .  These  a r e  the  d r a i n a g e s .  

But then we have,  however ,  on the o the r  s ide  of the  fence,  two supp le -  

men t s  to th is  spending s t r e a m .  And you wi l l  no t ice ,  for  i n s t ance ,  on page 4 

a l i t t l e  r e d  supp l emen t  " i n v e s t m e n t  e x p e n d i t u r e s . "  

Now, when I t a lk  about i n v e s t m e n t  expend i tu r e s ,  I r e f e r  to the na t iona l  

income~ t e r m i n o l o g y ,  name ly ,  the ac tua l  expend i t u r e s  by b u s i n e s s m e n  

on p lan t  and equ ipment .  I am not t a lk ing  about  the p u r c h a s e  of a s e c u r i t y - -  

buying A. T. & T. That  is  not an i n v e s t m e n t  in the economic  s e n s e .  T h a t ' s  

m e r e l y  the p u r c h a s e  of a s e c u r i t y  and you 've  moving  your  m o n e y  a long.  

I n v e s t m e n t  in th is  s e n s e  that  I am ta lk ing  about is  the expend i tu re  by bus i -  

ne s s  on plant  and equ ipment .  And th i s  cons t i t u t e s  a net  addi t ion  to wha t eve r  

c o n s u m e r  expend i t u r e s  m a y  be be ing  made  for  goods and s e r v i c e s .  This  

is  an i m p o r t a n t  supp lemen t .  

And then we a l so  have ano the r  s u p p l e m e n t  to our  spending  s t r e a m - -  

~ o v e r n m e n t  expend i tu re s ,  at  a l l  l eve l s .  We a r e  p a r t i c u l a r l y  c o n c e r n e d  

with the  F e d e r a l  G o v e r n m e n t  e x p e n d i t u r e s .  

Now, what I ' m  get t ing a t  he re ,  then, is  tha t  th i s  whee l  of spending  

flow, tha t  was f i r s t  p r e s e n t e d  in i t s  s i m p l i f i e d  f o r m  on page 2, can become  
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m o r e  compl i ca t ed ,  b e c a u s e  t h e r e  a r e  i n t roduced  v e r y  i m p o r t a n t  dec i s ions  

made  by h o l d e r s  of m o n e y  :: b a l a n c e s  and those  who s eek  m o n e y  b a l a n c e s .  

These  dec i s i ons  to save ,  t he se  dec i s i ons  to i nves t  in  p lant  and equ ipment .  

And then,  looking at  the g o v e r n m e n t ,  the t axes  drawn out of th is  s y s t e m ,  

and then  the m o n e y  put back  in by g o v e r n m e n t  e x p e n d i t u r e s .  
up to then  

It should  be, I th ink,  f a i r l y  c l e a r  that/~the to ta l  l eve l  of spending  tha t  

goes  a round  the  e c o n o m y  is  u l t i m a t e l y  dependent  upon th is  r e l a t i o n s h i p  

be tween  the amount  d r a i n e d  out by sav ings  and t axes  on the one hand, and 

the amoun t  put back  into the spending  s t r e a m  by i n v e s t m e n t  expend i t u r e s  

and g o v e r n m e n t  expend i t u r e s  on the o the r .  

And in p e r i o d s  of boom, 

spending  is  i n c r e a s i n g  r ap id ly ,  

where  the e c o n o m y  is  expanding and to t a l  

m o r e  than  l ike ly  the s t o r y  l ies  in the fact  

that  the amount,  that  b u s i n e s s  i s  spending  on i n v e s t m e n t s  exceeds  the amoun t  

d r a ined  out by sav ings ;  and the amount  tha t  g o v e r n m e n t  is  spending  is  p r o b -  

ab ly  g r e a t e r  than  the amoun t  tha t  i t  is  pu l l ing  out of the  s y s t e m  by taxa t ion .  

Thus the sum to ta l  of g o v e r n m e n t  expend i t u r e s  and b u s i n e s s  i n v e s t -  

m e n t  expend i tu r e s ,  i f  i t  exceeds  the t o t a l  of d r a i n a g e s  out of the spending  

s t r e a m  in the f o r m  of t axes  and sav ings ,  then  you have the t~v~lency for  

the spending  flow to i n c r e a s e .  This  is  an i m p o r t a n t  r e l a t i o n s h i p .  

F o r  i n s t ance ,  l e t ' s  go back  to the t h i r t i e s .  One of the p r o b l e m s  

of the t h i r t i e s ,  and one of the p r o b l e m s  of dec l in ing  ac t iv i ty  in the t h i r t i e s ,  

was the fac t  tha t  t h e r e  was no b u s i n e s s  i n v e s t m e n t  expend i tu re  to t a lk  

about .  B u s i n e s s m e n  d idn ' t  have any b r igh t  out look.  They  r e f u s e d  t o  put  

m o n e y  into p lant  and equ ipmen t .  
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I r e m e m b e r  c l a s s e s  in ph i losophy  were  d i s c u s s i n g  the v e r y  a b s t r a c t  

quest ion:  If t he r e  i s  no Hell,  where  is  our  b u s i n e s s  gone t o ? "  This  

was the fee l ing  tha t  the b u s i n e s s m e n  had, and they  were  not mak ing  these  

i n v e s t m e n t  e x p e n d i t u r e s ; a n d  as  a r e s u l t ,  s av ings  exceeded  i nves tmen t ,  and 

the spending  flow dropped.  

Now, one of the th ings  tha t  he lped b o l s t e r  the e c o n o m y  at  tha t  t ime  

was the def ic i t  spending  by the F e d e r a l  G o v e r n m e n t  dur ing  the t h i r t i e s .  

Th is  added to the spending  s t r e a m .  But m a n y  e c o n o m i s t s  f ee l  tha t  i t  d idn ' t  

add enough, because  S ta t e  and loca l  g o v e r n m e n t  expend i t u r e s  were  fa l l ing  

s h a r p l y  at  the s a m e  t ime .  

Well,  now, we have some  of the i m p o r t a n t  f a c t o r s  tha t  a f fec t  the 

spending  s t r e a m .  And r e m e m b e r ,  the spending  s t r e a m  is  a funct ion  of 

the  m o n e y  supply,  and the w i l l i ngnes s  to t u rn  i t  ove r  and spend  i t .  And 

the  w i l l i ngness  to t u rn  i t  over  and spend  i t  m a k e s  i t  a l so  a funct ion of the 

i n v e s t m e n t  spending dec i s ions ,  g o v e r n m e n t  spending  dec i s ions ,  and your  

sav ings  d e c i s i o n s .  All  t hese  a f fec t  the t u r n - o v e r  of money .  

Well ,  now, we have an i m p o r t a n t  m i s s i n g  l ink.  

ing l ink is  what  I ca l l  the m o n e y  m a r k e t  m e c h a n i s m .  

m e c h a n i s m  migh t  be p i c t u r e d  in the v e r y  s i m p l i f i e d  f o r m  on page 5, in  

tha t  c a t e g o r y  a t  the top of the top c i r c l e ,  and a l so  the lower  one, name ly ,  

' b a n k s . "  We a r e  us ing  " b a n k s "  in a v e r y  b r o a d  s e n s e  t h e r e .  

What I am ge t t ing  at  i s  that  we have a ne twork  of f i nanc i a l  i n s t i t u -  

t ions .  They  m a y  be c o m m e r c i a l  banks ,  s av ings  banks ,  sav ings  and loan 

a s s o c i a t i o n s ,  c r e d i t  unions ,  f inance  c o m p a n i e s ,  the o rgan i zed  exchanges .  
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All  t h e s e  a r e  f i n a n c i a l  i n s t i t u t i o n s  t h a t  have  s o m e t h i n g  to do w i th  m o v i n g  

m o n e y  f r o m  peop le  who ho ld  i t  to peop le  who a r e  s e e k i n g  the  funds  fo r  

i n v e s t m e n t  e x p e n d i t u r e s ,  fo r  g o v e r n m e n t  e x p e n d i t u r e s ,  and  so  on, o r  fo r  

a d d i t i o n a l  c o n s u m e r  e x p e n d i t u r e s .  

T h e s e  a r e  the  c o n n e c t i n g  l i n k s ,  b e c a u s e  we have  to a n s w e r  the q u e s -  

t ion :  You s a y  s a v i n g s  a r e  a d r a i n a g e .  Wel l ,  w h a t  h a p p e n s  to the  s a v i n g s ?  

Wel l ,  of c o u r s e ,  m a n y  of ou r  s a v i n g s  a r e  put  in  t h e s e  i n s t i t u t i o n s - - t h e  

c o m m e r c i a l  b a n k s  and  so  on. And t h e n  t h e s e  i n s t i t u t i o n s  p u s h  i t  a l o n g  and  

m a k e  c o n n e c t i o n  w i th  t h o s e  b o r r o r w e r ~ ,  c o r p o r a t e ,  c o n s u m e r ,  g o v e r n m e n t  

b o r r o w e r s ,  and  p u s h  t h o s e  funds  t h r o u g h ;  and  thus  connec t ,  b r i n g  a l l  t h e s e  

p i p e s  t o g e t h e r  and  t hus  a l l o w  the s p e n d i n g  s t r e a m  to c o n t i n u e .  

A good p o r t i o n  of the  m o n e y  t h a t  i s  p u s h e d  t h r o u g h  i s  p u s h e d  t h r o u g h  

on a c r e d i t  b a s i s .  We have  t h i s  p a t t e r n  w h e r e  you  have  l e n d e r s  and  b o r r o w -  

e r s .  In the  y e a r  1959, fo r  i n s t a n c e ,  we had  a t o t a l  c r e d i t  v o l u m e  of abou t  

60 b i l l i o n s  of d o l l a r s  f l owing  t h r o u g h  t h i s  m o n e y  m a r k e t .  And the  r e a s o n  

the  i n t e r e s t  r a t e  r o s e  in  ' 5 9 - - t h e  i n t e r e s t  r a t e  i s  the  p r i c e  p a i d  fo r  t h e s e  

l o a n a b l e  f u n d s - - w a s  the f ac t  t ha t  the  G o v e r n m e n t  w a s  b o r r o w i n g  so  t e r r i f -  

i c a l l y ,  p a r t i c u l a r l y  in  e a r l y  '59,  t r y i n g  to f i n a n c e  a 15 b i l l i o n  d o l l a r  d e f i c i t .  

And, by  the  s a m e  token ,  the  r e a s o n  the  i n t e r e s t  r a t e  had  f a l l e n  in  

1960, fo r  the  m o s t  p a r t ,  i s  b e c a u s e  the  G o v e r n m e n t  i s  no t  a s  i m p o r t a n t  

a b o r r o w e r  in  1960 a s  i t  w a s  in  1959, a n d  b u s i n e s s  d e m a n d s  fo r  f u n d s - -  

p r i v a t e  c o r p o r a t i o n s ,  s t e e l  c o r p o r a t i o n s ,  and  so  o n - - h a v e  not  b e e n  a s  s t r o n g .  

But  the  m a i n  th ing  to  r e a l i z e  i s  t ha t  you have  t h e s e  f i n a n c i a l  i n s t i t u -  

t i o n s ,  m a k i n g  id le  b a l a n c e s  m o r e  a c t i v e .  I s a v e .  I put  i t  in  a b a n k  and  
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fo rge t  about  i t .  (I 'd jus t  l ike to think of s i t t ing  back and doing that.) But, 

anyway,  somebody  e l se ,  then,  m a k e s  the dec i s ion  to bo r row,  and these  

f i nanc i a l  i n s t i t u t i ons  lend i t  out.  They  a r e  mak ing  m o n e y  ac t ive .  

Now, a l l  these  f i nanc i a l  i n s t i t u t ions ,  with the excep t ion  of the com-  

m e r c i a l  banks ,  do not change the m o n e y  supply  when they  pick up the sav ings  

and lend i t  out. Al l  they  a r e  doing is mak ing  the m o n e y  supply  move  a long 

and become  ac t ive  and spen t  in o the r  a r e a s .  The i n s u r a n c e  company  

takes  your  m o n e y  and lends  i t  out on m o r t g a g e s .  The sav ings  and loan 

company  takes  your  money  and lend,  i t  out.  Now, he re  we get  to what  I 

was supposed  to speak  a b o u t - - c o m m e r c i a l  banks .  

The c o m m e r c i a l  banking s y s t e m  has  a unique ab i l i ty .  The c o m m e r -  

c i a l  banking s y s t e m  can take your  funds and, with i ts  ab i l i t y  to extend c r ed i t ,  
because  

i t  can add to the m o n e y  supply~ A~ the c o m m e r c i a l  banking s y s t e m  can ~ 

c r e a t e  demand  depos i t s ,  which become  a p a r t  of the m o n e y  supply .  

The s ign i f i cance ,  then,  of the c o m m e r c i a l  banking s y s t e m ,  among  

o the r  r e a s o n s ,  l i e s  in the fac t  ~ tha t  as  you look at  th is  c i r c u l a r  flow of 

money ,  and look at  the s t r e a m  of m o n e y  going into th is  big th ing known as  

b a n k s - - w e ' l l  j us t  confine i t  to the c o m m e r c i a l  b a n k s - - w e  could  v i s u a l i z e  

a s i t ua t i on  in which the s t r e a m  of m o n e y  going into the banks  m a y  be m u c h  

l e s s  than  the s t r e a m  of m o n e y  coming  out of the banks  in the f o r m  of in-  

c r e a s e d  demand  depos i t s .  In o the r  words ,  the c o m m e r c i a l  banking  s y s t e m  

can swe l l  the m o n e y  supply  at tha t  point  and thus add m o r e  to this  spending  

s t r e a m .  

I t ' s  because  the c o m m e r c i a l  banks  can do th i s ,  and if  w e ' r e  w o r r i e d  
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about  inf la t ion ,  and because  we know tha t  we don ' t  have the laws on the 

s ta tu te  books to r e g u l a t e  the v e l o c i t y  of the t u r n - o v e r  of money ,  the peo-  

p l e ' s  w i l l i ngness  to pa r t  with ba l ance~-we  c a n ' t  c o n t r o l  t h a t - - b u t  what can 

be d o n e - - a n d  th is  is  in a s e n s e  the core  of the F e d e r a l  R e s e r v e  c o n t r o l - -  

what can be done is to focus  a t t en t ion  on the lending ab i l i t y  of c o m m e r c i a l  

banks ,  i n a s m u c h  as the c o m m e r c i a l  bank i s  the only  i n s t i t u t i on  that  can 

add to th is  vo lume  of demand  depos i t s ;  and hoping by c o n t r o l l i n g  the lending 

ab i l i t y  of c o m m e r c i a l  banks ,  then you con t ro l ,  a t  l e a s t  in p a r t - - n o t  in 

to ta l  but in p a r t - - t h e  change in the flow of m o n e y  payment$~ which depends  

on the vo lume  of m o n e y  and v e l o c i t y  of c i r c u l a t i o n .  And i t ' s  the vo lume  

tha t  we t r y  to focus a t t en t ion  on, because  t h a t ' s  the only  thing we r e a l l y  

can focus a t t en t ion  on. 

So we then r a i s e  the ques t ion  about the c o m m e r c i a l  banking s t r u c t u r e  

and i t s  lending ab i l i ty .  

As I u n d e r s t a n d  it, the r e a d i n g  you have done has  g iven you a g e n e r a l  

backg round  on the c h a r a c t e r i s t i c s  of the lending ab i l i t y  of c o m m e r c i a l  

banks .  I need  not  go into a l l  the de t a i l s .  I th ink  you know rough ly  that  

one of  the c h a r a c t e r i s t i c s  of the c o m m e r c i a l  banking s y s t e m - w e  have 

about  14, 000 c o m m e r c i a l  banks  in our  e conomic  s y s t e m - - i s  that  people 

p r e f e r  to dea l  with demand  depos i t s  sub jec t  to check  r a t h e r  than  coin and 

c u r r e n c y .  Gene ra l l y ,  people  a r e  put t ing wha teve r  co in  and c u r r e n c y  

they  have into the banks  . Or  if  they  r e c e i v e  a check  f r o m  somebody ,  they  

depos i t  i t  in t h e i r  bank and a r e  p e r f e c t l y  wi l l ing to accep t  in  exchange  a 

d e m a n d  depos i t  made  by tha t  bank.  So the  people  p r e f e r  to dea l  with demand  
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d e p o s i t s  . The  c h e c k i n g  b u s i n e s s ,  a f t e r  a l l ,  a s  you  know,  does  a l m o s t  

90 p e r c e n t  of a l l  the  f i n a n c i a l  t r a n s a c t i o n s  t o d a y .  We dont t  wan t  to be b o t h e r e d  

w i th  co in  and  c u r r e n c y .  At  l e a s t ,  thatVs what  i t  s a y s  in  the  books .  But,  

s e r i o u s l y ,  i t  i s  t r u e  t h a t  we p r e f e r  to d e a l  w i th  d e m a n d  d e p o s i t s .  

Now, a n o t h e r  c h a r a c t e r i s t i c  t h a t  y o u  have  n o t e d  i s  thatw~ithaLl the  

funds  f lowing  in to  b a n k s ,  w h e t h e r  i t  be coin ,  c u r r e n c y ,  and  so  on, and  

t hus  l e a d i n g  to t h e s e  d e m a n d  d e p o s i t s  t h a t  the  b a n k s  owe to t h e i r  c u s t o m e r s ,  

the  b a n k s  dont t  have  to have  d o l l a r  fo r  d o l l a r  b a c k i n g  to m e e t  the  p o s s i b l e  

d r a i n a g e s  on t h o s e  d e m a n d  d e p o s i t s .  The  b a n k s  have  l e a r n e d  by  e x p e r -  

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

of d e p o s i t  l i a b i l i t y .  T h e y  know t h a t  not  a l l  t h e i r  d e p o s i t o r s  a r e  go ing  to 

c o m e  in on the  s a m e  d a y  and  a s k  f o r  co in  and  c u r r e n c y .  T h e y  know t h a t  

on ly  a f r a c t i o n  of t h e m  wi l l  c o m e  in  of t h o s e  who have  put  m o n e y  in to  the  

b a n k s .  And a s  long  a s  the  b a n k  c a n  m e e t  the  f r a c t i o n a l  d e m a n d  for  co in  

and  c u r r e n c y ,  v e r y  few peop l e  a r e  go ing  to c o m e  in .  Of  c o u r s e ,  i f  we s u s -  

p e c t e d  t h a t  the  b a n k s  cou ldn t t  m e e t  the  f r a c t i o n a l  d e m a n d s ,  t h e n  we would  

h i t  t h e m  wi th  bo th  b a r r e l s  and  t r y  and  m a k e  t h e m  m e e t  a l l  of the  d e m a n d s ,  

and you would have runs on banks. 

I think most of you realize now that the danger of a run is rather 

small, in view of the protections which depositors have, namely, up to 

$I0, 000 in a deposit account. Originally it was $5, 000, but then it became 

$i0, 000, the guarantee of bank deposits. What a sigh of relief I evinced 

when it went from five to ten! I think my sarcasm is apparent. But, 

actually, about 96 percent of our deposit holders are therefore protected 
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by deposit insurance. So you don't have to worry about getting dollar for 

dollar for your checking account. 

Well, now, to go on with our commercial banking system: The banks 

don't have to, therefore, have to have 100 percent cash. That means, 

then, that when they do get cash, when an individual bank gets cash--we'll 

say, suppose it gets a million dollars from various people in the community-- 

it only has to have a fraction. And through the years we have developed 

certain laws and policies,which means, then, that the banks hold a certain 

reserve, which is just a fraction of the total volume of deposit liability. 

And we'll assume for all practical purposes that the reserve is, oh, about 

20 percent. 

Now, we have found out, I think, in our reading that the basis of the 

banks' lending program, then, is, namely, playing around with those res- 

erves which are in excess of those that are actually required. People 

deposit a million dollars. If you had a million dollars in cash and you only 

need maybe $200p 000 of it as a reserve ~;po~itionp the other $800, 000 you 

have as what we call excess reserves. And that's what the banks can 

lend out. 

We find that it is this, then, this lending on the basis of some extra 

reserves, that constitutes the ability of the commercial banking structure 

to build up our deposit credit. This bank lends out $800, 000, we'll say, 

on the basis of excess ~'eserves. Sure, the people who borrow the money 

write checks and pull the $800, 000 right out of that bank. But then those 

checks are maybe deposited in other banks; and the $800, 000 of reserves 
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a r e  moved  f r o m  th i s  bank to s t i l l  ano the r  bank.  Th i s  p a r t i c u l a r  p r o c e s s  

is  d e s c r i b e d  in  th i s  b o o k l e t  and t h e r e f o r e  I w o n ' ~ o  into i t  in de ta i l ,  

b e c a u s e  I have to run  a long.  I t ' s  d e s c r i b e d  beg inn ing  on page 7 and moving  

t h r o u g h  page 10. ~ 

Oh, while  I am on th i s  page  7, I look at  page 6 and I m e r e l y  want  

to c a l l  your  a t t en t ion  to the  fac t  tha t  th i s  book in  in  the p r o c e s s  of r e v i s -  
and 

ion; and those  f i g u r e s  tha t  you see  for  casb~ bank depos i t s  :on page 6 a r e  

not  c u r r e n t  f i g u r e s .  I gave you the c u r r e n t  f i g u r e s  of 28 and 112. The 

r e a s o n  the 192 looks so l a rge  to you t h e r e  i s  tha t  then,  when the book was 

wr i t t en ,  some  people  u sed  to c o n s i d e r  the m o n e y  supp ly  as  not  on ly  demand  

depos i t s ,  but a l so  t ime  d e p o s i t s .  

n o w .  

We a r e  m e r e l y  ca l l i ng  i t  demand  depos i t s  

Now, I th ink  I ' m  going to r e l y  on your  u n d e r s t a n d i n g  of the a b i l i t y  

of the commercial banks to extend this credit, and the Understanding of 

the fact that it is the system of banks together by moving these reserves 

around and lending on the basis of newly acquired excess reserves, it is 

possible that this first ~ ~ ~800, 000 in excess reserves may lead to new 

deposit liability of four or five times the size of the excess reserves. 

You have a multiple extension of credit. 

Now, if you want to raise questions about later, all right; but I want 

you to b e a r  with me  for  the t ime  being and then  r a i s e  th i s  point :  I t ' s  

a p p a r e n t  that  the lending  ab i l i t y  of the c o m m e r c i a l  banks ,  t h e r e f o r e ,  wi l l  

depend on t h e i r  r e s e r v e  pos i t ion .  T h e y  have to have r e s e r v e s ,  and r e s e r v e s  

o v e r  and above t h e i r  r e q u i r e m e n t s  in  o r d e r  to lend.  Q u e s t i o n ,  then:  
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How is  i t  tha t  the banks  have been  able  to expand t he i r  demand  depos i t  

l i a b i l i t i e s  so t r e m e n d o u s l y ,  w e ' l l  say,  s ince  1929 up to the p r e s e n t  t i m e ?  

Or,  in o the r  words ,  how have we had such  a g r e a t  i n c r e a s e  in our  m o n e y  

supp ly?  The a n s w e r  m u s t  be, the banks  a c q u i r e d  new r e s e r v e s  and 

t h e r e f o r e  a c q u i r e d  new lending ab i l i ty .  

But how did they  a c q u i r e  the new r e s e r v e s  ? The banking s y s t e m  

didn ' t  a cqu i r e  v e r y  much  by having  the public  a l l  go en m a s s e  to the banks  

and depos i t  what r e m a i n i n g  coin and c u r r e n c y  they  had.  The public  r i gh t  

now only has  28 b i l l ions  of d o l l a r s  in co in  and c u r r e n c y  in i ts  hands .  

What I 'm  d r iv ing  at  he re ,  then, is  tha t  the banking  sys tem,  in o r d e r  to 

m e e t  the growing c r e d i t  demands  of the e c o n o m y  th rough  the y e a r s  has had 

to a c q u i r e  i t s  r e s e r v e s  e l s e w h e r e ,  and that  e l s e w h e r e  e s s e n t i a l l y  is  the 

m o n e y - c r e a t i n g  s y s t e m  and the m e c h a n i s m  involved  in the F e d e r a l  R e s e r v e  

Sys tem.  We wil l  a l so  t h row in the T r e a s u r y .  T h e r e  a re  r e a l l y  two m a j o r  

s o u r c e s  of r e s e r v e s  for  the c o m m e r c i a l  banking  s y s t e m - - t h a t  which the 

F e d e r a l  R e s e r v e  Sys tem puts in, and that  which the T r e a s u r y  put3in e s s e n -  

t i a l ly  th rough  i t s  gold=buying p r o g r a m .  

Now, l e t ' s  look at  the F e d e r a l  R e s e r v e  Sys tem and the T r e a s u r y .  

You know tha t  the m e m b e r  banks  of the F e d e r a l  R e s e r v e  Sys tem 

have about  85 p e r c e n t  of the banking  b u s i n e s s  of the Uni ted Sta tes .  They  

hold  t h e i r  r e s e r v e  pos i t ions  in the F e d e r a l  R e s e r v e  banks  for  a l l  p r a c t i c a l  

p u r p o s e s .  They  have to hold a l l  t h e i r  l ega l l y  r e q u i r e d  r e s e r v e s ,  and they  

u s u a l l y  hold wha t eve r  e x c e s s  r e s e r v e s  they  have,  in the F e d e r a l  R~eserve 

Sys t em.  This  r e s e r v e  of the m e m b e r  bank, which  is  an a s s e t  for  the 
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m e m b e r  bank ,  b e c o m e s  s o r t  of a d e p o s i t  l i a b i l i t y  fo r  t h e  F e d e r a l  R e s e r v e  

S y s t e m  in  the F e d e r a l  R e s e r v e  b a n k s .  And  t h e r e  a r e  12 F e d e r a l  R e s e r v e  

b a n k s .  You have  l e a r n e d  t h i s  in  y o u r  r e a d i n g .  

Now, a s s u m i n g  tha t  the  b a n k s  a r e  l o a n e d  up to the  h i l t ,  t ha t  t h e y  

h a v e  j u s t  enough  r e s e r v e s  on hand  to  s u b s c r i b e  to  the  l e g a l  r e q u i r e m e n t s  

of t h e i r  t o t a l  v o l u m e  of d e p o s i t  l i a b i l i t i e s ,  and  a s s u m e  t h a t  t h e y  had  t h a t  

in  '29,  t h e n  how did t h e y  ge t  so  m u c h  m o r e  up t h r o u g h  1950 ? The  a n s w e r  

was  t h a t  t h r o u g h  t h o s e  y e a r s  the  F e d e r a l  R e s e r v e  S y s t e m ,  wh ich  has  the  

p o w e r  to  c r e a t e  c r e d i t ,  b u i l t  up the  r e s e r v e s  of the  m e m b e r  b a n k s .  

One  of t he  m a j o r  d e v i c e s  h a s  b e e n  open  m a r k e t  o p e r a t i o n s ,  n a m e l y ,  

in  t h i s  c a s e  the  p u r c h a s e  of G o v e r n m e n t  s e c u r i t i e s  b y  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  have  b e e n  a u t h o r i z e d  b y  C o n g r e s s  to  

buy  in  the  open  m a r k e t ,  o r  s e l l  in  the  open  m a r k e t .  And when  t h e y  buy,  

j u s t  t h i n k  wha t  t h i s  does .  

The  F e d e r a l  R e s e r v e  b a n k  b u y s  G o v e r n m e n t  s e c u r i t i e s  in  the  open  

m a r k e t .  The  F e d e r a l  R e s e r v e  b a n k  w r i t e s  a c h e c k  on i t s e l f ,  g i v e s  the  

c h e c k  to the  s e l l e r  of the  b o n d s .  The  s e l l e r  of the  bonds  d e p o s i t s  the  c h e c k  

in  h i s  bank .  The  bank  t u r n s  the  c h e c k  o v e r  to  t he  F e d e r a l  R e s e r v e .  And 

wha t  does  the  F e d e r a l  R e s e r v e  do w i th  i t  t h e n ?  In e f f e c t  i t  p a y s  for  the  

bonds  by  g i v i n g  the  c o m m e r c i a l  b a n k s  a l a r g e r  r e s e r v e  a c c o u n t  a t  the  

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

a s  a grpup~ 
If  the  F e d e r a l  R e s e r v e  b a n k ~  we wi l l  s a y ,  buy  one b i l l i o n  d o l l a r s  

of s e c u r i t i e s  in  the  open  m a r k e t ,  t h a t  w i l l  l e a d  to new r e s e r v e s  for  the  

c o m m e r c i a l  b a n k s  of one b i l l i o n  of d o l l a r s .  And the  F e d e r a l  R e s e r v e  in  
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e f f e c t  ha s  p a i d  fo r  t h e m - - t h e y  go out  in  the  open m a r k e t  and  buy  s e c u r i t i e s  

a n d  w r i t e  a c h e c k ,  a n d  when  the  c h e c k  i s  c l e a r e d ,  t h e y  p a y  fo r  i t  in  e f f e c t  

b y  g i v i n g  the  m e m b e r  b a n k s  new b a n k  a c c o u n t s  in  the  F e d e r a l  R e s e r v e  

s y s t e m .  And t h e n  the  m e m b e r  b a n k s  c a n  u s e  t h o s e  n e w l y  a c q u i r e d  b a n k  

a c c o u n t s  a s  the  b a s i s  fo r  new l e n d i n g .  

You wi l l  o b s e r v e  the  s t a t i s t i c s  of the  F e d e r a l  R e s e r v e  S y s t e m .  T h e y  

h a v e  i n c r e a s e d  t h e i r  h o l d i n g s  of s e c u r i t i e s  f r o m ,  we l l ,  1 b i l l i o n  9 in  1933 - -  

t h i s  i s  not  in  the  book le t ,  u n f o r t u n a t e l y - - 1  b i l l i o n  9 in  1933, and  t h e y  now 

hold  26 b i l l i o n  o r  t h e r e a b o u t s .  And i f  you  w i l l  r e c a l l ,  the  p r o c e s s  w h e r e b y  

t h i s  b u y i n g  of s e c u r i t i e s  in  the  open  m a r k e t  w i l l  t h u s  g ive  new r e s e r v e s  to  

the  c o m m e r c i a l  b a n k i n g  s y s t e m ,  and  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  

l end  on the b a s i s  of the  new r e s e r v e s .  P r a c t i c a l l y  a l l  of the  new r e s e r v e s  

t h e y  have  a c q u i r e d  t h e y  c a n  l end  on. T h e y  k e e p  a f r a c t i o n  to m e e t  the  

l a r g e r  d e m a n d  d e p o s i t  l i a b i l i t i e s .  

Now, you  m a y  r a i s e  the  q u e s t i o n :  Wel l ,  now, s u p p o s e  the  m e m b e r  

b a n k  w a n t s  c a s h ?  T h i s  i s  a n  i m p o r t a n t  po in t .  A r o u n d  C h r i s t m a s  and  

E a s t e r  the  b a n k s  a r e  a l w a y s  c r y i n g  fo r  m o r e  c u r r e n c y .  You wan t  m o r e  

c u r r e n c y  a r o u n d  C h r i s t m a s  t i m e  to do y o u r  C h r i s t m a s  s h o p p i n g .  Wel l ,  

i s  
the  F e d e r a l  R e s e r v e  S y s t e m ^  a u t h o r i z e d  by  C o n g r e s s  to i s s u e  F e d e r a l  

R e s e r v e  n o t e s ,  When a m e m b e r  bank  t h a t  h a s  a d e p o s i t  a c c o u n t  in  the 

F e d e r a l  R e s e r v e  bank  w a n t s  m o r e  co in  and  c u r r e n c y ,  t h e y  m e r e l y  c a l l  up 

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

h o l d s  in  the  F e d e r a l  R e s e r v e  bank,  and  s a y :  " I  wan t  $57, 000 in  F e d e r a l  

R e s e r v e  n o t e s .  " And the  F e d e r a l  R e s e r v e  bank  g i v e s  t h e m  $57, 000 in 
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F e d e r a l  R e s e r v e  n o t e s  and  k n o c k s  down the  a c c o u n t  of the  bank  by  the  

c o r r e s p o n d i n g  a m o u n t .  J u s t  the  s a m e  as  when  you  go to  y o u r  own bank  

and  you  wan t  c a s h ,  y m ,  pu l l  i t  out,  a n d  the  b a n k  accoun t ,  u n f o r t u n a t e l y ,  

g o e s  down by  the  s a m e  a m o u n t .  

In s h o r t ,  t hen ,  the  F e d e r a l  R e s e r v e  S y s t e m  h a s  a n o t e - i s s u i n g  p o w e r ;  

and  i t  h a s  t h i s  p o w e r  r e a l l y  to buy  G o v e r n m e n t  b o n d s  b y  p a y i n g  fo r  t h e m  

by  i n c r e a s i n g  the  r e s e r v e s  of the  m e m b e r  b a n k s .  

T h e n  you  m a y  r a i s e  the  q u e s t i o n :  I s  t h e r e  no l i m i t  to  t h i s  ? Wel l ,  

t hen ,  I t r y  to w h e e l  in  h e r e  the  T r e a s u r y ' s  g o l d - b u y i n g  p r o g r a m  and  a n o -  

t h e r  s t a t u t e  on the  law books ,  n a m e l y ,  t h a t  the  F e d e r a l  R e s e r v e  S y s t e m ,  

by  c r e a t i n g  m o r e  of i t s  own c r e d i t ,  e x t e n d i n g  F e d e r a l  R e s e r v e  c r e d i t ,  

t h r o u g h  the  P u r c h a a e o f  s e c u r i t i e s ,  and  t h r o u g h  the  i s s u a n c e  of F e d e r a l  

R e s e r v e  n o t e s ,  g i v i n g  the  b a n k s  m o r e  r e s e r v e s  a n d  g i v i n g  t h e m  m o r e  c a s h  

i f  t h e y  n e e d  m o r e  c a s h , - - t h e r e  i s  a l i m i t  to wha t  the  F e d e r a l  R e s e r v e  

b a n k s  m a y  do. 

The  F e d e r a l  R e s e r v e  b a n k s  have  a l e g a l  r e s e r v e  r e q u i r e m e n t  j u s t  a s  

the  c o m m e r c i a l  b a n k s  have .  

a s s e t  s i d e  go ld  c e r t i f i c a t e s ,  

The  F e d e r a l  R e s e r v e  b a n k s  m u s t  have  on the  

wh ich  in  t h e i r  r e l a t i o n s h i p  to the  l i a b i l i t i e s  

of the  F e d e r a l  R e s e r v e  bank  m u s t  be  fo r  e v e r y  one h u n d r e d  d o l l a r s  of 

l i a b i l i t i e s  of t he  F e d e r a l  R e s e r v e  bank  in  no t e s  and  d e p o s i t s ,  the  F e d e r a l  

R e s e r v e  b a n k s  m u s t  have  t w e n t y - f i v e  d o l l a r s  in  go ld  c e r t i f i c a t e s .  

In s h o r t ,  t h e r e  i s  a 25 p e r c e n t  l e g a l  r e s e r v e  r e q u i r e m e n t  on F e d e r a l  

R e s e r v e  o b l i g a t i o n s - - a  go ld  c e r t i f i c a t e  r e q u i r e m e n t .  And i f  f o r  a n y  r e a s o n  

the  v o l u m e  of l i a b i l i t y  would  e v e r  a p p r o a c h  t h a t  r a t i o  of fou r  to one  fo r  the  
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F e d e r a l  R e s e r v e  bank,  the F e d e r a l  R e s e r v e  bank could  no longer  expand 

c r e d i t  to the c o m m e r c i a l  banks ,  un l e s s  m o r e  gold  were  bought  by the 

T r e a s u r y .  

Now, how do the gold c e r t i f i c a t e s  get into the F e d e r a l  R e s e r v e  

bank,  because  you n e v e r  see  gold c e r t i f i c a t e s ?  Since 1933 no one has  

seen  gold c e r t i f i c a t e s .  Well, you wi l l  r e c a l l  tha t  the T r e a s u r y  buys,  

s t ands  r e a d y  to buy, gold at  $35 an ounce.  

How does th is  p r o c e s s  work  out? 

gold or  gold brought  in at $35 an ounce.  

The T r e a s u r y  buys newly  mined  

It wr i t e s  a check  on i t s  depos i t  

account  in the F e d e r a l  R e s e r v e  bank.  That  check f a l l s - - s u p p o s i n g  ;you 

d i s c o v e r  gold unde r  th i s  bui ld ing and you so ld  i t  to the  T r e a s u r y - - y o u  

get  the  G o v e r n m e n t  check .  You depos i t  i t  in your  bank.  Your bank t h e r e -  

fore ,  g ives  you a l a r g e r  depos i t  account .  Your bank t akes  tha t  check  to 

the F e d e r a l  R e s e r v e  bank and gets  a l a r g e r  r e s e r v e  account  in the F e d e r a l  

R e s e r v e  bank.  And then  the F e d e r a l  R e s e r v e  bank looks at  th i s  check  

and says :  " T h a t ' s  d rawn on the T r e a s u r y  D e p a r t m e n t .  We ' l l  knock down 

the T r e a s u r y  D e p a r t m e n t  by the c o r r e s p o n d i n g  amount ,  a f t e r  having i n c r e a s e d  

the m e m b e r  bank ' s  depos i t  accoun t  by the c o r r e s p o n d i n g  a m o u n t . "  

The T r e a s u r y ,  t h e r e f o r e ,  has  i n i t i a l l y  bought  the gold by deple t ing  

i ts  b a l a n c e s  at the F e d e r a l  R e s e r v e  bank.  But then h e r e ' s  s o m e t h i n g  the 

T r e a s u r y  can do that  you and I c a n ' t  d o  When we buy commodi¢~es.. On 

the ba s i s  of the gold which the T r e a s u r y  has bought,  the T r e a s u r y  m a y  

i s sue  gold c e r t i f i c a t e s .  And th is  is  what i t  does .  The T r e a s u r y  i s s u e s  

gold  c e r t i f i c a t e s  at  the r a t e  of $35 for  e v e r y  ounce of gold, and depos i t s  
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t hose  gold c e r t i f i c a t e s  in the F e d e r a l  R e s e r v e  bank.  They  become  an 

a s s e t  of the F e d e r a l  R e s e r v e  bank, and i t  bu i lds  up the depos i t  c l a i m s  of 

the T r e a s u r y  in the  F e d e r a l  R e s e r v e  bank.  

I t ' s  a r e m a r k a b l e  device  tha t  the T r e a s u r y  has h e r e .  The gold doesn ' t  

cos t  t h e m  anyth ing .  They  wr i t e  checks  on t h e i r  bank account ,  t hey  deplete  

t h e i r  bank account ,  and they  r e p l e n i s h  t h e i r  bank account  ~y i s su ing  a pape r  

c u r r e n c y  on the b a s i s  of the c o m m o d i t y  which they  have bough t - -go ld .  

Now, thus i t ' s  the acqu i s i t i on  of gold c e r t i f i c a t e s  t h r o u g h  the Treas~r .y  

go ld-buy ing  p r o g r a m  tha t  has  bui l t  up the gold c e r t i f i c a t e  r e s e r v e  of the 

F e d e r a l  R e s e r v e  banks ,  has  bui l t  up t h e i r  lending power  to the c o m m e r c i a l  

banks ,  which then  in t u rn  bui lds  up the c o m m e r c i a l  banl~s, i lending power  

to the public  and the m o n e y  supply.  

Gold s tocks ,  for  in s t ance ,  in  the United Sta tes  i n c r e a s e d  f r o m  about 

4 b i l l ion  in 1933 to 22 b i l l ion  in 1941. And the s ign i f i can t  p a r t  of that  is  

that ,  r e m e m b e r  tha t  for  e v e r y  do l l a r  of gold bought  by the T r e a s u r y ,  and 

e v e r y  gold c e r t i f i c a t e  put in the  F e d e r a l  R e s e r v e ,  the F e d e r a l  R e s e r v e  

can ex tend  four  d o l l a r s  of c r e d i t  t h rough  the p u r c h a s i n g  of s e c u r i t i e s ,  

the i s s u a n c e  of F e d e r a l  R e s e r v e  notes ,  and so on. And tha t  four  d o l l a r s  

of c red i t ,  when it  b e c o m e s  a new r e s e r v e  for  the c o m m e r c i a l  banks ,  then  

can be blown up by the s y s t e m  to maybe  four  o r  f ive t i m e s  the amount .  

So tha t  we have a p y r a m i d  of m o n e y  supply  and c r e d i t  c e n t e r e d  on th is  

gold s tock .  

Now, l e s t  some  of you have been  w o r r i e d  by the r e c e n t  gold outf lows,  

I m i g h t  point  out tha t  the F e d e r a l  R e s e r v e  Sys tem is  not l i m i t e d  in i t s  ab i l i t y  
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to ex tend  c r ed i t .  The F e d e r a l  R e s e r v e  S y s t e m  has  a gold c e r t i f i c a t e  

depos i t  r i g h t  now which  r e p r e s e n t s  s o m e t h i n g  l ike  40 p e r c e n t  of t h e i r  out-  

s t and ing  l i a b i l i t i e s - - 4 0  p e r c e n t .  They  need  only have  25 p e r c e n t .  So t ha t  

t h e r e  i s  an awful  amount  of elbow r o o m  for  the  F e d e r a l  R e s e r v e  Sys t em 

to ex tend  m o r e  c r e d i t .  

out~ 
Now, b r i e f l y - - a n d  I see  tha t  m y  t ime  i s  r unh ing~  i hope tha t  you wi l l  

f i r e  ques t i ons  at me  on th ings  tha t  I haven ' t  c o v e r e d - - b r i e f l y ,  then,  the 

F e d e r a l  R e s e r v e  Sys t em t h r o u g h  the y e a r s  has  expanded  the r e s e r v e s  of 

the c o m m e r c i a l  banks .  And i t s  ab i l i t y  to expand the r e s e r v e s  of the  com-  

m e r c i a l  b a n k s , b y  open m a r k e t  o p e r a t i o n s  e s s e h t i a t l ~ ,  ~ on a t e m p o r a r y  

b a s i s  too by lending  to m e m b e r  b a n k s - - a n d  we migh t  s a y  al;so t h e y  made  

the m e m b e r  banks '  r e s e r v e s  m o r e  e f fec t ive  at  t i m e s  by r e d u c i n g  l ega l  

r e s e r v e  r e q u i r e m e n t s ,  so the  m e m b e r  banks  don ' t  have  to have as  m u c h  

on hand, and they  can  blow up t h e i r  l endings  tha t  m u c h  m o r e - -  ~ l though  

we th ink  of the F e d e r a l  R e s e r v e  as  expanding  tha t  t h r o u g h  the y e a r s  and 

the  T r e a s u r y  he lp ing  with i t s  go ld -buy ing  p r o g r a m ,  the F e d e r a l  R e s e r v e  

on a s h o r t - r u n  b a s i s  m a y  be c o n c e r n e d  about  c u r t a i l i n g  or  s lowing  up the 

r a t e  of g rowth  of c o m m e r c i a l  b a n k s '  new r e s e r v e s .  And th i s  bookle~ would 

b r i n g  out the dev i ce s  by which the F e d e r a l  R e s e r v e  migh t  c u r t a i l  the g rowth  

of the  r e s e r v e s  o f  c o m m e r c i a l  banks  and t h e r e f o r e  the g rowth  of the  c o m -  

m e r c i a l  b a n k s '  lending.  

I n s t ead  of buying  G o v e r n m e n t  s e c u r i t i e s ,  you would not ice  tha t  the 

open m a r k e t  o p e r a t i o n s  would be o r i e n t e d  t o w a r d s  s a l e s .  The F e d e r a l  

R e s e r v e  Sys t em would t end  to s e l l  s e c u r i t i e s .  And when people  buy those  
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s e c u r i t i e s ,  t h e y  have to pay  for  them by wr i t i ng  checks  on t h e i r  account ,  

the checks  flow back  to the  F e d e r a l  R e s e r v e ,  and the F e d e r a l  R e s e r v e  

t h e r e f o r e  knocks  down the accoun t s  of the c o m m e r c i a l  banks ,  and r e d u c e s  

t h e i r  ab i l i t y  to ex tend  c r e d i t .  

Or  the c o m m e r c i a l  banks  m a y  find tha t  the  F e d e r a l  R e s e r v e  m a y  r a i s e  

the d i scount  r a t e  and make  i t  m o r e  expens ive  for  t h e m  to b o r r o w .  I t ' s  

conce ivab le  tha t  the F e d e r a l  R e s e r v e  could r a i s e  the l e g a l  r e s e r v e  r e - r a t i o  

up to maybe  20 or  22 p e r c e n t  and m a k e  i t  t oughe r  for  the m e m b e r  banks  

to lend.  

More  r e c e n t l y ,  in 1960, in the  beg inn ing  of the s econd  q u a r t e r ,  the 

F e d e r a l  R e s e r v e  Sys t em has  been  o r i e n t e d  t o w a r d  e a s e .  What has  tha t  

e a s e  m e a n t ?  It has  m e a n t  s i m p l y  th i s :  tha t  the F e d e r a l  R e s e r v e  Sys t e m  

i s  intereS~ad in  the fac t  tha t  the banks  ought to lend m o r e  in  o r d e r  to  g e n e r -  

ate  l a r g e r  spending ,  b e c a u s e  w e ' r e  c o n c e r n e d  about  the l eve l  of e conomic  

a c t i v i t y .  

C o n s i s t e n t  with tha t  p r o g r a m ,  the F e d e r a l  R e s e r v e  has  engaged  in  

m o r e  heavy  open m a r k e t  p u r c h a s e s  of s e c u r i t i e s .  

Also  c o n s i s t e n t  with tha t  p r o g r a m ,  the F e d e r a l  R e s e r v e  has  l o w e r e d  

the d i scount  r a t e  t w i c e - - i n  June and in A u g u s t - - b y  ha l f  a p e r c e n t a g e  

point  each  t i m e - - w i t h  the  idea  of ge t t ing  the m e m b e r  banks  o r i e n t e d  m a y b e  

to doing m o r e  b o r r o w i n g  f r o m  the F e d e r z l  R e s e r v e ;  thus  bui ld ing  up the 

r e s e r v e s  so they  could lend m o r e  e a s i l y  to the m e m b e r  banks .  

And then the F e d e r a l  R e s e r v e  has  i n t r o d u c e d  some  new w r i n k l e s  

in the count ing  of vau l t  cash ,  which  m a k e s  i t  e a s i e r  for  the m e m b e r  banks  
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to m e e t  t h e i r  r e s e r v e  r e q u i r e m e n t s .  

So, t hough  the  F e d e r a l  R e s e r v e  S y s t e m  is  o r i e n t e d  t o w a r d  e a s e ,  i t ' s  

no t  fo r  m e  to  s a y  tha t  t h e i r  p o l i c y  a t  the  p r e s e n t  m o m e n t  c an  be c o n s i d e r e d  

an u n q u a l i f i e d  s u c c e s s .  I m e a n ,  we have  the  e a s e .  The  s t a g e  is  s e t .  But 

i t  h a s  b e e n  s o m e w h a t  l ike  p u s h i n g  on a s t r i n g .  You can  s e t  the  s t a g e  fo r  

m o r e  bank  l end ing ,  but  t he  b u s i n e s s m e n  have  to  d e v e l o p  s o m e  e n t h u s i a s m  

for  th i s  b o r r o w i n g  b e f o r e  the  l e n d i n g  i n c r e a s e s .  So tha t  is  ou r  l i m i t a t i o n .  

I ' m  s o r r y  to  h a v e  gone  o v e r t i m e ,  but  I ' m  thank fu l  t h a t  t h i s  l e c t e r n  

T h e n  I ' l l  be ab le  to e n t e r t a i n  q u e s t i o n s  d i d n ' t  b o u n c e  up and  hi t  m e  on i t .  

l a t e r .  

COL.  C O L M E R :  Dr .  A r l t  i s  r e a d y  fo r  y o u r  q u e s t i o n s ,  g e n t l e m e n .  

QUESTION: Some  y e a r s  ago,  w h e n  m y  m o r t g a g e  was  up for  r e n e -  

go t i a t i on ,  the  bank  to ld  m e  tha t  b e c a u s e  of the  i n c r e a s e  in  the  r e d i s c o u n t  

r a t e ,  t h e y  w e r e  f o r c e d  to r a i s e  the  i n t e r e s t  r a t e  on m y  m o r t g a g e ;  but  tha t  

i f  the  r e d i s c o u n t  r a t e  w e r e  r e d u c e d  at  a l a t e r  da te ,  t h e y  would  e n t e r t a i n  

a r e d u c t i o n  in  m y  m o r t g a g e .  The  r e d i s c o u n t  r a t e  has  tw ice  b e e n  r e d u c e d ,  

but  I h a v e n ' t  h e a r d  a n y t h i n g  about  r e d u c i n g  m y  m o r t g a g e .  

DR. ARLT:  Ac tua l l y ,  t ha t  b a n k e r  a t t a c h e d  too m u c h  s i g n i f i c a n c e  

to  the  d i s c o u n t  r a t e  on the  up s i d e ,  

down s i d e .  We had, fo r  i n s t a n c e ,  

and  t h e n  c h o s e  to  f o r g e t  abou t  i t  on the  

a c o m m e r c i a l  b a n k e r  c o m p l a i n  about  

t he  p u b l i c i t y  w h i c h  was  g i v e n  to the r e d u c t i o n  of the  d i s c o u n t  r a t e  r e c e n t l y .  

He s a i d  : "I  d o n ' t  m i n d  y o u r  t a l k i n g  about  t he  r i s e  of the  d i s c o u n t  r a t e ,  

but  I w i s h  y o u ' d  k e e p  i t  q u i ~  b e c a u s e  m y  c u s t o m e r s  c o m e  in  and  a s k  m e  

why  m y  own r a t e s  h a v e n ' t  gone  down as  a r e s u l t . "  
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And ac tua l ly ,  the c o m m e r c i a l  banks '  lending r a t e  is  r a t h e r  a s t i cky  

r a t e ;  and i t  tends  to move up in the boom p e r i o d  when the c r e d i t  ,demands 

a r e  so s t r ong  that  the c o m m e r c i a l  banks  r e a l l y  have to f ight  off c r e d i t  

app l i can t s  with a b a s e b a l l  bat,  and they  can  pick and choose ,  and the r a t e s  

then tend  to r i s e .  

Now, however ,  in th is  down s ide ,  when the d i scount  r a t e  was lowered ,  

the d i scount  r a t e  was lowered  but tha t  d idn ' t  m e a n  tha t  the c o m m e r c i a l  

banks  were  in a p a r t i c u l a r l y  e a s i e r  s i tua t ion ,  because  they  were  s t i l l  in  

debt to the F e d e r a l  Reserve  Sys tem f r o m  the p rev ious  boom; and what  they  

did was m e r e l y  to cont inue to pay  back  t h e i r  loans  to the F e d e r a l  R e s e r v e  

bank, but not  do m u c h  m o r e  lending.  They d idn ' t  fee l  p a r t i c u l a r l y  easy ,  

and they  haven ' t  fe l t  p a r t i c u l a r l y  e a sy .  Many banks  fee l  tha t  the p r o p o r t i o n  
of depos i t  

of loans  to t h e i r  t o t a l  v o l u m e / l i a b i l i t y  is jus t  about  at  the m a x i m u m .  They 

t a l k  about  a l o a n - d e p o s i t  r a t i o  of 50 p e r c e n t  be ing  jus t  about as  f a r  as  

they  can go. 

Now, what can i n c r e a s e  t h e i r  depos i t s  ? Well,  the only  thing tha t  

can i n c r e a s e  t h e i r  depos i t s  would be i f  the  c o m m e r c i a l  banks  were  fed such  

a: l a r g e  amount  of e x t r a  r e s e r v e s  tha t  then  the c o m m e r c i a l  banks ,  with 

the e x t r a  r e s e r v e s ,  could go out in the  m a r k e t  and buy s e c u r i t i e s .  They  

would i n c r e a s e  t h e i r  t o t a l  vo lume  of depos i t  l i a b i l i t i e s .  And then  the loan 

vo lume  which they  then  have ou ts tand ing  would be a s m a l l e r  p r o p o r t i o n  of 

t h e i r  to ta l  vo lume  of depos i t s ,  and then they  would fee l  f r e e r  to make  

more loans. 

But they  haven ' t  r e a c h e d  the point  where  they  fee l  as though they  
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would have to lower  the i n t e r e s t  r a t e .  And I can  u n d e r s t a n d  your  ques t ion ,  

and the b a n k e r  c e r t a i n l y  was  speak ing  out of t u r n  when he sa id ,  ~'I wi l l  

c o n s i d e r  the p o s s i b i l i t y . "  

But the b r i e f  a n s w e r  to t h i s - - a n d  i f  I n e v e r  s e e m  to make  b r i e f  

a n s w e r s ,  i t ' s  m y  co l l ege  p r o f e s s o r  b a c k g r o u n d - - i s  tha t  the d i scoun t  r a t e  

on the down s ide  does  not a u t o m a t i c a l l y  b r i n g  down r a t e s .  If any th ing ,  

the d i scount  r a t e  fo l lows a l l  the  o the r  r a t e s ,  b e c a u s e ,  for  i n s t a n c e ,  a l l  

r a t e s  had gone downhi l l  in 1960. The d i scount  r a t e  s tood  a t  4 p e r c e n t  un t i l  

no tch  
June; then  i t  d ropped  a i:~ ~ to 3 1/2 p e r c e n t ,  d ropped  ano the r  notch,  to 

3 p e r c e n t  in August .  R a t h e r  than  c a u s i n g  any  change  in  the  i n t e r e s t  r a t e ,  
due to dec l ine  in demand  for  c r e d i t .  

i t  fo l lowed w h a t e v e r  change had o c c u r r e d  in the  i n t e r e s t  rateTA The ob jec t ive  

of ge t t ing  the d i scount  r a t e  down, however ,  is  to t r y  to m a k e  i t  e a s i e r  

for  c o m m e r c i a l  banks ,  if  t h e y  want  to bo r row,  to b o r r o w  f rom the F e d e r a l  

R e s e r v e  banks ,  and not h e s i t a t e  so long in  ge t t ing  the r e s e r v e s  and maybe  

not t r y  to s e l l  s e c u r i t i e s  in  the open m a r k e t ,  but  a c t u a l l y  go out and 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  banks .  When you lower  the  d i scoun t  r a t e ,  t h a t ' s  

supposed  to e n c o u r a g e  the m e m b e r  banks  to do so, to b o r r o w .  But i f  the 

b u s i n e s s  demand  i s n ' t  too s t rong ,  or  i f  the c o m m e r c i a l  banks  fee l  tha t  

t h e y  h a v e  made  a l l  the loans  tha t  t h e y ' r e  going to make  for  a whi le ,  then  

t h e y ' r e  not going to tend to go to the F e d e r a l  R e s e r v e  bank and b o r r o w  and 

thus  e a s e  the c r e d i t  s i t ua t ion .  

QUESTION: A cei~tain amount  of e x c e s s  r e s e r v e s  i n d i c a t e s  s t r e n g t h  
point  

in the bank ing  s y s t e m ,  but beyond a ce r t a in^ the  e x c e s s  r e s e r v e s  would 

i n d i c a t e  a w e a k n e s s  in the economy .  What do you th ink  tha t  point  m i g h t  be ? 
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DR.  A R L T :  Wel l ,  b r i e f l y ,  the  e x c e s s  r e s e r v e s  do not  c h a n g e  v e r y ,  

v e r y  m u c h .  E v e n  t h r o u g h  b o o m s  and  r e c e s s i o n s ,  b a n k s  t r y  to  k e e p  t h e i r  

r e s e r v e s  w o r k i n g .  E x c e s s  r e s e r v e s  a r e  i n a c t i v e  r e s e r v e s  a s  f a r  a s  the  

b a n k i n g  s y s t e m  i s  c o n c e r n e d .  The  b a n k i n g  s y s t e m  i s  a p r i v a t e  s y s t e m ,  

d e d i c a t e d  to  p r o f i t ;  and  t h e y  don ' t  l ike  to  have  e x c e s s  r e s e r v e s  in  a n y  l a r g e  

q u a n t i t y .  

Thus  the  e x c e s s  r e s e r v e s  w o n ' t  ge t  d r a s t i c a l l y  l a r g e  in  a r e c e s s i o n  

w h e n  the  loan  d e m a n d  f a l l s ,  b e c a u s e  wha t  the  c o m m e r c i a l  b a n k s  w i l l  do 

i s  to r e f l e c t ) w h e n  the  loan  d e m a n d s  have  d r o p p e d  to  no th ing~  the  c o m m e r c i a l  

b a n k s  w i l l  t u r n  a r o u n d  and  pu t  t h e i r  r e s e r v e s  in  G o v e r n m e n t  s e c u r i t i e s .  

T h e y  buy  G o v e r n m e n t  s e c u r i t i e s .  So on the  a s s e t  s i d e ,  the  c o m m e r c i a l  

b a n k s ,  i n s t e a d  of h a v i n g  p a p e r  r e p r e s e n t i n g  l o a n s  to  b u s i n e s s m e n ,  have  

G o v e r n m e n t  s e c u r i t i e s ;  a n d  t h e y  w i l l  be b u i l d i n g  u p  d e p o s i t  l i a b i l i t y  t ha t  

way .  And t h e r e f o r e  t h e i r  e x c e s s  r e s e r v e s  w o u l d n ' t  i n c r e a s e  r a p i d l y  in  a 

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

The  s m a l l e r  c o u n t r y  b a n k s  don ' t  m a k e  a s  a c t i v e  u s e  of r e s e r v e s  a s  

do the  l a r g e  c i ty ,  m o n e y  b a n k s .  And m o s t  of y o u r  e x c e s s  r e s e r v e s ,  a c t u a l l y ,  

a r e  p i l e d  in  the  r u r a l  a r e a s .  The  b ig  c i t y  b a n k s  r a r e l y  have  a n y  e x c e s s  

r e s e r v e s ,  e v e n  in  a r e c e s s i o n .  

QUESTION:  How s e r i o u s  i s  t h i s  p r o n l e m  of the  ou t f low of o u r  go ld  

to  s e t t l e  t r a d e  b a l a n c e s  ? And i f  i t  does  r e a c h  s e r i o u s  p r o p o r t i o n s ,  wha t  

c a n  the  F e d e r a l  R e s e r v e  do abou t  i t ?  
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DR. ARLT- Well ,  in the f i r s t  p l ace ,  how s e r i o u s ?  T h a t ' s  h a r d  

for  me  to define p r e c i s e l y  how s e r i o u s .  I th ink  tha t  the  p r o b l e m  has  been  

m a g n i f i e d  beyond i t s  l e g i t i m a t e  scope .  

I t  i s  ~r~e tha t  our ba l ance  of p a y m e n t s  def ic i t ,  which  has  b e c o m e  

s o m e w h a t  ch ron ic  in  the l a s t  ten ;years ,  and b e c a m e  m o r e  m a g n i f i e d  in 

the l a s t  two y e a r s ,  has  r a i s e d  the ques t ion  of what  we shou ld  do if the 

gold flows out of the coun t ry .  

The r e a s o n  the gold f lows out n o r m a l l y  i s  tha t  with th i s  def ic i t  in 

our  ba l ance  of p a y m e n t s ,  in a s e n s e  what has  happened  is  tha t  our  r e q u i r e -  

m e n t s  tha t  we pay to fo re ign  c o u n t r i e s  have exceeded  the r e q u i r e m e n t s  

tha t  f o r e ign  c o u n t r i e s  pay  to us .  Thus  we have paid  for  th i s  by  a l lowing  the 

f o r e i g n  c o u n t r i e s  to develop m u c h  l a r g e r  hold ings  of do l l a r  b a l a n c e s .  

The fo r e ign  c o u n t r i e s  have i n c r e a s e d  t h e i r  s h o r t - t e r m  hold ings  of 

do l l a r  b a l a n c e s  up to, oh, 19 to 20 b i l l i ons  of d o l l a r s .  When t h e y  a c qu i r e  

a s u f f i c i e n t l y  l a r g e  vo lume of do l l a r  b a l a n c e s ,  and if t hey  have po l i c i e s ,  

as  the c e n t r a l  banks  of Europe  have p o l i c i e s ,  with r e s p e c t  to holding a 

c e r t a i n  p r o p o r t i o n  in gold and a po r t i on  in d o l l a r s ,  t h e y  s t a r t  mov ing  s o m e  

of the gold out of the coun t ry .  

f r o m  about  22 b i l l ion  in la te  

los t  about  3 b i l l ion  plus in  gold.  

As I po in ted  out in m y  f o r m a l  p r e s e n t a t i o n  t h i s  m o r n i n g ,  we have,  

as  f a r  as  the  lending a b i l i t y  of the F e d e r a l  R e s e r v e  S y s t e m  is  c o n c e r n e d - -  

the F e d e r a l  R e s e r v e  has  a gold c e r t i f i c a t e  r e s e r v e  tha t  is  s t i l l  f a r  in e x c e s s  

of what  i t  n e e d s  to suppor t  the  g iven  m o n e y  supply .  We could lose  m o r e  

And as  a r e s u l t ,  our  gold s t o c k ,  has  dec l i ned  

'57 to now about  19 b i l l ion  today .  .:~Te have 
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gold  and s t i l l  s a t i s f y  the lending r e q u i r e m e n t s  of the F e d e r a l  R e s e r v e  

Sys tem.  

It could a l so  be t rue  tha t  if  we got down to the point  of the F e d e r a l  

R e s e r v e  not  having any  m o r e  than  jus t  25 p e r c e n t  in t h e i r  hold ings  of gold 

c e r t i f i c a t e s ,  t h e r e  i s  the p o s s i b i l i t y - - w e ' v e  done i t  b e f o r e - - o f  lower ing  the 

l ega l  r e s e r v e  r e q u i r e m e n t s  of the F e d e r a l  R e s e r v e  Sys tem f r o m ~  ~ to maybe  

10. R a r i s o n ,  of the M a n u f a c t u r e r s  T r u s t  Company  of New York,  has  sug-  

ge s t ed  that  maybe  we shou ldn ' t  have any gold c e r t i f i c a t e  r e q u i r e m e n t : ;  tha t  

we don ' t  need  i t .  The F e d e r a l  R e s e r v e  Sys tem doesn ' t  need  a g o v e r n o r  or  

a ce i l ing  on what they  can do, because  they  a r e  a n o n - p r o f i t  ins t i tu t ion ,  

ded ica ted  to the s t a b i l i t y  of the economy,  and they  t u rn  ove r  wha t eve r  e a r n -  

ings  they  make  in t h e i r  s e c u r i t i e s  t r a n s a c t i o n s  to the T r e a s u r y  anyway.  So 

t h e y ' r e  not going to exploi t  the fac t  tha t  t h e r e  is  no gold c e r t i f i c a t e  r e q u i r e -  

ment ,  if  a law were  p a s s e d  tha t  t he r e  would be none.  

So t h e r e  a r e  those  p o s s i b i l i t i e s ,  which give us some  f lex ib i l i ty .  At 

the s a m e  t ime  I g r an t  tha t  as  a l o n g - r u n  p r o b l e m  we p robab ly  have to face 

up to the idea  tha t  this  def ic i t  i s  some th ing  tha t  i s n ' t  m a n a g e a b l e  at the 

l eve l  of 3 or  4 b i l l i ons  of d o l l a r s .  It m a y  be m a n a g e a b l e  at  one b i l l ion ,  

but the ba lance  of paymen t s  def ic i t  is  net  m a n a g e a b l e  at  3 or  4, because  

they  a r e  a lways  w o r r i e d  about  the conf idence  of the f o r e i g n e r s  in our  
f a l l  

do l l a r .  Those  who s a y  th i s ,  t h o u g h - - t h a t  ff the i n t e r e s t  r a r e s T - a n d  they  

have fa l l en  in the Uni ted States  r e l a t i v e  to fo re ign  c o u n t r i e s - - p e o p l e  look 

a round  and say:  "My gosh,  I ' m  going to move  m y  do l l a r  ba lance  out of the 

Uni ted Sta tes  and c o n v e r t  i t  in to gold, and move  i t  ove r  to fo re ign  c o u n t r i e s ,  
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a n d  t h e n  i n v e s t  i t  in  t he  m o n e y  m a r k e t  of f o r e i g n  c o u n t r i e s . "  Some  of 

t h a t  h a s  t a k e n  p l a c e .  M a n y  peop le  s a y  t h a t  m o r e  of i t  i s  go ing  to t ake  

p l a c e .  

Now, the  s t a t i s t i c s  would  s e e m  to i n d i c a t e  t h a t  t h e r e  i s n ' t  go ing  to  

be a w h o l e s a l e  w i t h d r a w a l  of d o l l a r  b a l a n c e s  f r o m  the  U n i t e d  S t a t e s ,  b e c a u s e  

of the  f a c t  t h a t  i f  i n t e r n a t i o n a l  t r a d e  i s  go ing  to b e  a c o n t i n u i n g  p h e n o m e n o n ,  

the  f o r e i g n  c o u n t r i e s  m u s t  have  d o l l a r  b a l a n c e s  in  the  U n i t e d  S t a t e s  for  

w o r k i n g  p u r p o s e s .  

I m i g h t  a l s o  add  t h a t  i f  you a r e  t h i n k i n g  of s o m e  p a n i c k y  w i t h d r a w a l  

of go ld  f r o m  the  U n i t e d  S t a t e s  b y  i n d i v i d u a l s ,  t h a t  c a n ' t  be done .  The  

T r e a s u r y  does  not  s e l l  go ld  to  p r i v a t e  i n d i v i d u a l s .  The  T r e a s u r y  w i l l  

and  
on ly  s e l l  go ld  to  c e n t r a l  b a n k s  . o f f i c i a l  f o r e i g n  i n s t i t u t i o n s .  And i f  t h a t  

p r i v a t e  
] i n d i v i d u a l  w a n t s  to  ge t  out  a d o l l a r  b a l a n c e ,  he s e l l s  i t  to  h i s  own c e n t r a l  

bank ;  and  t h e n  i t ' s  up to  the  c e n t r a l  b a c k  to d e t e r m i n e  w h e t h e r  i t  w a n t s  to 

co r lve r t  d o l l a r  b a l a n c e s  in to  go ld  a n d  m o v e  i t  out .  And I would  s u b m i t  

t h a t  the  n e c e s s i t i e s  of i n t e r n a t i o n a l  t r a d e  a r e  s u c h  t h a t  we have  no w o r r y  

abou t  a n y  w h o l e s a l e  w i t h d r a w a l  of d o l l a r  b a l a n c e s .  

Now, w h e n  I s a y  we have  no w o r r y ,  t h a t  a s s u m e s  t h a t  a t  a l l  t i m e s  

we in  o u r  c u u n t r y  w i l l  g ive  the  a p p e a r a n c e  of wha t  we m i g h t  c a l l  m o n e t a r y  

s o u n d n e s s ,  a good,  s t r o n g  e c o n o m y ,  not  s u g g e s t  fo r  one m i n u t e  to the  

f o r e i g n  n a t i o n s  t h a t  w e ' r e  about  r e a d y  to  c o l l a p s e .  

And a l s o  I s u p p o s e  we m u s t  r e c o g n i z e  the  i m p o r t a n c e  of wha t  we c a l l  

f i s c a l  d i s c i p l i n e .  When we r u n  t e r r i f i c  d e f i c i t s  in  o u r  f i s c a l  p o l i c y ,  t h a t  

m a k e s  f o r e i g n e r s  a l i t t l e  b i t  u p s e t  a t  t i m e S .  I f  t h e y  ge t  too  m u c h  u p s e t ,  
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t h e y  m i g h t  pu l l  s o m e  m o n e y  out,  b e c a u s e  t h e y  m a y  th ink  tha t  w e ' r e  go ing  

to  have  an awfu l  i n f l a t i o n  h e r e  and  t h i n g s  a r e  j u s t  go ing  to  pot .  So we 

m u s t  have  f i s c a l  and  m o n e t a r y  d i s c i p l i n e  in  our  c o u n t r y .  

I a s s u m e  tha t  we s h a l l  have  t h o s e .  And wi th  tha t  I would  s a y  the  

p r o b l e m  has  b e e n  m a g n i f i e d  in  e x c e s s  of wha t  i t  s h o u l d  be .  But  I do not  

s a y  tha t  i t  i s n ' t  a p r o b l e m .  It  i s  a p r o b l e m  tha t  we can  w o r k  on.  And it  

r a i s e s  a lot  of  p o l i t i c a l  q u e s t i o n s .  Should  we c o n t i n u e  f o r e i g n  a id  and  

t h i n g s  l ike  tha t ,  w h i c h  r e p r e s e n t  p a r t  of the  b a l a n c e  of p a y m e n t s  de f i c i t .  

I t ' s  not  fo r  m e  as  an e c o n o m i s t  o r  an o f f i c i a l  of  t he  F e d e r a l  R e s e r v e  

S y s t e m  to  m a k e  any  e d i t o r i a l  c o m m e n t  on f o r e i g n  a id .  I t h ink  the  f o r e i g n  

a id  p r o g r a m  i s  s o m e t h i n g  tha t  coun t s  in t e r m s  of our  f o r e i g n  po l i cy ,  and  

m a y b e  we s h o u l d  be w i l l i n g  to  pay  the  p r i c e  for  i t .  I ' m  not  in  m y  own book  

w i l l i n g  to  say:  " L e t ' s  g ive  up f o r e i g n  a id  m e r e l y  to  e a s e  ou r  b a l a n c e  of 

p a y m e n t s ,  or  r a i s e  t a r i f f s  to  e a s e  ou r  b a l a n c e  of p a y m e n t s . "  T h e s e  t h i n g s  

I wou ld  s p u r n  i m m e d i a t e l y .  

QUESTION: What  a r e  the  t e r m s  of the  r e s e r v e  r e q u i r e m e n t s  fo r  

m e m b e r  b a n k s  ? Yoa m e n t i o n e d  40 p e r c e n t .  

DR. ARLT:  T h e r e  i s  an  a p p r o v e d  r a t i o .  

QUESTIONs The  o t h e r  t h ing  I w a n t e d  t o  a s k  was ,  How c l o s e  to 

t h e  l e g a l  r e s e r v e s  a c t u a l l y  do b a n k s  c o m e  ? In o t h e r  w o r d s ,  as  I u n d e r -  

s t a n d  it, s o m e  banks ,  we wi l l  s a y  tha t  t he  r e q u i r e m e n t  i s  15 p e r c e n t ,  

w i l l  k e e p  a c t u a l  r e s e r v e s  of, say ,  16 p e r c e n t  fo r  f e a r  t ha t  the  F e d e r a l  

R e s e r v e  wi l l  c h a n g e  the  r e q u i r e m e n t s ,  and  i f  t h e y  m o v e  up, t h e y  wou ld  

have  to  l i q u i d a t e  s o m e  of t h e i r  a s s e t s .  
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DR.  A R L T :  F i r s t  the  q u e s t i o n  abou t  the  r e s e r v e  r e q u i r e m e n t s .  

B a n k s  r i g h t  now a r e  c t~gS i f i ed  ! in  t h r e e  c a t e g o r i e s  by  the  F e d e r a l  R e s e r v e  

S y s t e m - - c e n t r a l  r e s e r v e  c i t y  b a n k s ,  w h i c h  a r e  the  m a n e y  m a r k e t  b a n k s  

of New Y o r k  and  C h i c a g o .  T h e n  you  have  the  r e s e r v e  c i t y  b a n k s  in  a l l  
;: o t h e r  

t heAmajo r  c i t i e s .  And t h e n  we have  the  s o - c a l l e d  c o u n t r y  b a n k s .  T h a t ' s  

an  u n f o r t u n a t e  t e r m - - " c o u n t r y  banks" .  It  h a s  a d i s t a s t e f u l  c o n n o t a t i o n .  

And " j e r k w a t e r "  d o e s n ' t  he lp  e i t h e r .  You have  t h o s e  t h r e e  c l a s s i f i c a t i o n s .  

Now, for  the  c e n t r a l  r e s e r v e  c i t y  ~anks ,  ."the New Y o r k  and  C h i c a g o  

b a n k s ,  j u s t  r e c e n t l y  t he  r e s e r v e  r e q u i r e m e n t s  w e r e  r e d u c e d  to  17 1/2 

p e r c e n t .  F o r  the  r e s e r v e  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  r a t i o  a g a i n s t  

d e m a n d  d e p o s i t s  i s  18 1/2 p e r c e n t .  F o r  t he  c o u n t r y  b a n k s  i t  i s  11 p e r c e n t .  

T h e s e  a r e  the  m i n i m u m  l e v e l s  a t  the  m o m e n t .  Y o u ' l l  n e e d  a f l o o r  

fo r  the  m a x i m u m  tha t  t h e y  cou ld  d rop .  The  m a x i m u m  t h a t  you  cou ld  r e d u c e  

the  r e s e r v e  r e q u i r e m e n t s  would  be now 10 p e r c e n t .  T h e y  c a n  go up a s  h i g h  

for  F e d e r a l  R e s e r v e  c i t y  b a n k s  and  R e s e r v e  c i t y  b a n k s  a s  22 p e r c e n t  of 

t h e i r  d e m a n d  d e p o s i t s ,  and  fo r  c o u n t r y  b a n k s  a s  h igh  a s  14 p e r c e n t .  T h o s e  

a r e  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 .  

In a n s w e r  to y o u r  q u e s t i o n  w h e t h e r  t h e y  k e e p  a lot  of r e s e r v e s  on 

hand  o v e r  and  above  t h e i r  l e g a l  r e q u i r e m e n t s ,  fo r  the  c e n t r a l  r e s e r v e  c i t y  

b a n k s ,  no.  V e r y  r a r e l y .  T h e y  j u s t  hew r i g h t  c l o s e  to  the  l i ne .  T h e y ' v e  

got  s h a r p  p e n c i l s  and  t h e y  don ' t  l ike  m o n e y  s i t t i n g  a r o u n d  do ing  no th ing .  

T h e y  want  to  l end  i t  out in  i n v e s t m e n t s .  

In a n s w e r  to the  g e n t l e m a n  on the  o t h e r  s i d e  of the  r o o m ,  the  e x c e s s  

r e s e r v e s  t h a t  we do have  a r e  c o n c e n t r a t e d  in  the  s o - c a l l e d  c o u n t r y  b a n k s .  
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Maybe  r i g h t  now t h e r e  a r e  about  400 m i l l i o n s  of d o l l a r s  in  e x c e s s  r e s e r v e s ,  

l a r g e l y  c o n c e n t r a t e d  in  the  c o u n t r y  b a n k s .  

Some  of t h e m  a r e  so  f a r  r e m o v e d  f r o m  t h e i r  F e d e r a l  R e s e r v e  bank  

tha t  t h e i r  c o n n e c t i o n s  a r e  r a t h e r  l o n g - d e l a y e d ,  and  t h e y  c a n ' t  ge t  c a s h  

w h e n  t h e y  want  i t .  So t h e y  m a y  d e c i d e  to ho ld  m o r e  r e s e r v e s  on hand .  

And s o m e  of t h e m  f e e l  as  t hough  t h e y  d o n ' t  want  to  do any  m o r e  l e n d i n g .  

But  g e n e r a l l y  t h e y  w o n ' t  ho ld  e x c e s s  r e s e r v e s  in  any  l a r g e  a m o u n t .  

COL.  COLMER:  Dr .  A r l t ,  y o u r  l e c t u r e  was  v e r y  f ine;  so good,  

in  fact ,  t ha t  I ' m  s u r e  you cou ld  k e e p  t h e m  a l l  awake  e v e n  a f t e r  lunch .  On 

b e h a l f  of the  C o m m a n d a n t ,  t he  facu l ty ,  and  the  s t u d e n t  body,  I want  to 

thank  you v e r y  m u c h .  
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