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MONEY: ITS USES AND ABUSES

On this anniversary occasion, the golden anniversary both of your

college and of the Federal Reserve System, it may be appropriate to talk of 

money and its uses and abuses. It is to the love of money that the Bible 

attributes the source of all evil. But the role of money, as distinct from 

the love of it, is not to be condemned; rather money is vital to a healthy 

society. It calls loudly to be understood and protected. Money is a pervasive 

and essential part of our economic life. As a means of payment, the dollar 

facilitates the making of transactions. As a store of value, it facilitates 

the process of saving. Consequently, a monetary unit of integrity is a prere

quisite to a sound economy, whereas the abuse of money by resort to the print

ing press or to the creation of excessive credit may lead to hyper inflation 

that is disastrous.

sovereigns have used or abused their currencies. Coin clipping was a favorite 

pastime of Nero and Trajan in Rome long ago, and Henry VIII, despite his 

inherited wealth, paid for his expensive junkets from one castle to another 

by debasing the coinage by three fourths of its face value. His successor, 

Edward VI, devalued the currency so often as to rob the people of half their 

holdings. And so, Henry VIII*s daughter Elizabeth inherited a monetary problem 

of serious proportions. I shall not elaborate on the cruelty of such inflations 

except to remark that people in Germany, Austria, Italy and France have vivid 

recollections of what we, in this country, have not experienced, except during 

the War between the States and during the Revolution. You will recall that the 

latter gave us the expression "not worth a Continental.11

An intriguing approach to history is to trace the manner in which

and describe how our nation tri&â money sound so that it may con-

But instead of an excur Jiistory, I shall stay in the present,

tribute to economic growth without / The Federal budget for fiscal
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1965 reflects a determination that the dollar shall not be endangered by uncurbed 

Federal spending. I shall begin by distinguishing between general flexible mone

tary policy as used in our own and other industrialized nations, and the selective 

controls so prevalent during and after great wars. For example, our country em

ployed selective controls over credit, along with direct controls over materials, 

prices, and wages, during World War II. Again, during the Korean war, the regula

tion of consumer instalment loans was reimposed to restrict the purchase of con

sumer durables, such as autos and radios. The administrative difficulties growing 

out of such detailed credit regulation may be visualized from the fact that it 

applied to 200,000 retail firms. Unfortunately, not all of these were imbued with 

the patriotic fervor to make enforcement automatic.

Moreover, detailed control runs counter to our traditional fragmenta

tion of decision making. I remember an observation about Hitler Germany that 

its decision making had been so centralized that the only mistakes it could 

make were major ones. The freedom to make private economic decisions is a 

vital part of our economic system. But freedom can be preserved only so long 

as it is accompanied by wisdom and fiscal restraint. Each time we elect to 

spend we should consider how the bill will be paid. A nation cannot indefinitely 

spend and lend more than it earns through production.

Although selective credit controls did help to dam up consumer de

mands during World War II, they did not prevent an eventual outburst of price 

advances once the war was over and the controls were removed. Since then, 

most industrialized nations have shaken off such controls. By the end of 1958 

the progress achieved toward currency convertibility by Britain and by the 

Western European nations meant that for all practical purposes it was an ac

complished fact. For importers to be able to pay for goods in currencies of
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their own countries has obviously been a boon to international trade.

The role of general monetary policy is to regulate the reserves 

available to commercial banks, so as to promote economic growth, high levels 

of employment, reasonable stability of prices, and to aid in achieving equi

librium in our balance of payments. It is this responsibility, so vital to 

the protection of the integrity of the dollar, that has been delegated by the 

Congress to the Federal Reserve System. The latter, at its initiative, makes 

reserves more or less available through open market operations. If the System 

buys Government bonds, bank reserves are increased thereby. If the System 

sells bonds from its big portfolio, reserves are decreased. Commercial banks, 

in turn, at their own initiative may supplement their reserves by borrowing 

from the Federal Reserve Banks. When individual commercial banks find them

selves continuously in debt to the Federal Reserve because of their inability 

to meet their reserve requirements, however, they feel under some pressure, 

both from the Federal Reserve and from their own banking traditions, to reduce 

their indebtedness to the central bank.

The Federal Reserve, however, regulates money and credit only as to 

their total supply,--not as to their allocation among firms and individuals. 

Such allocation is left to the competitive forces of the market except where 

Congress intervenes through taxes, appropriations, or governmental guarantees. 

The general flexible monetary policy of the United States contrasts with the 

procedure in some countries where the central bank intervenes in the allocation 

of credit by favoring agriculture or exporting. Here at home the allocation is 

left to the decisions of individual borrowers and lenders.

An important characteristic of monetary policy as a contracyclical 

device is its flexibility. The timing of monetary actions is more precise and 

manageable than is the case with fiscal policy. Fiscal policy, which is the
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Treasury1s job, embraces debt management, Federal spending and taxing. Our 

present fiscal structure offsets cyclical change with considerable automaticity, 

with deficits increasing in recessions and diminishing with recovery. Non

automatic changes in governmental spending and taxing, however, are unwieldy.

The current tax cut is an example of difficulty in timing such an action.

The impact of a given fiscal action is so delayed that stimulation is likely to 

be felt after the private sector has already recovered. The result is to pyra

mid demands to the point where resources, human and other, are placed under strain, 

and prices are pushed upward. For example, the Congressional appropriations of 

1958, whose effects were intended to be contracyclical, actually accentuated the 

boom in the private sector of the economy a year later.

Moreover, governmental spending in excess of receipts forced the 

Treasury to borrow $8.6 billion net in the capital markets during 1959. This 

competition for savings with private industry and with State and municipal 

governments forced interest rates to peak levels at the end of that year. The 

1lmagic fives11 issued by the Treasury at that time marked the high level to 

which interest rates were pushed, in fact the highest in 30 years.

In the 1961 period of recovery the Treasury bill rate kept fairly 

stable between 2-1/4 and 2-1/2 per cent and subsequently edged upward. In 

July 1963, when reports began to suggest that the U. S. balance of payments 

position had seriously deteriorated in the second quarter, the discount rate 

was raised to 3-1/2 per cent. Recently, the rate on 91-day bills has been 

running around 3.5 per cent and has helped to diminish the rate differentials 

between the United States and other countries. The present level was brought 

about through the cooperative efforts of the Treasury and the Federal Reserve 

along with market forces--particularly increased competition for short-term
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funds from bank certificates of deposit and other money market instruments.

I turn next to the problem of our adverse balance of payments and 

the resultant outflow of gold, which in recent time has become another concern 

of monetary policy. Other industrialized nations, such as Great Britain, have 

long recognized the necessity of maintaining international equilibrium in their 

balance of payments. But in the United States the problem was different, be

cause this country held the major portion of the gold stock of the Western 

World and also possessed the productive capacity to reequip the devastated 

nations. So, until 1958--that turning point--the United States was concerned 

about a problem diametrically opposite to our present international worry. The 

two wars had so dissipated the productive capacities of industrialized nations 

and their financial stability as to create a dollar gap.

At War's end, the dollar gap was inhibiting our exporting. The war- 

torn countries, though they needed our exports of material and equipment to 

rebuild their economies, did not have the dollars with which to pay for them.

The problem of the United States at that time was to make our allies and former 

enemies into viable customers again. We sought to bridge the dollar gap through 

private investments in and governmental loans and guarantees to these countries. 

So well did we succeed with the Marshall Plan that it is recognized as a signal 

success. By the late 1950Ts the other industrialized countries had rebuilt 

their manufacturing plants and improved their management techniques so greatly 

that they were not only in a position to supply more of their rapidly growing 

domestic demands, but to compete vigorously for the export markets of the world.

That year of 1958 marked a turning point in the economic affairs of 

our country. Currency convertibility made it possible for funds to flow from 

one financial capital to another. At that point in time the outflow of dollars 

became enlarged. The adverse balance that had been around $1 billion each year
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rose to around $3-1/2 billion. And so when, in the Fall of 1961, our Govern

ment was negotiating an increase in the resources of the International 

Monetary Fund, it discovered that this country's adverse payments position 

relative to those that had been accumulating reserves cast it in the tradi

tional role of a debtor asking for accommodation. By 1961 the terms under 

which the Monetary Fund could be strengthened enough to be helpful to us in 

emergencies depended on the confidence in us of countries like Germany, France, 

and other Western Europe nations.

One effect of the emergence of new productive capacity here and 

abroad was downward pressure upon the prices of such physical goods as move 

in world trade. Our firms began to appreciate that excess productive capacity 

is a powerful brake upon price advances. No longer could they float off the 

effects of imprudent wage-setting in the form of higher prices, because new 

choices have been opened up to the consumer in the form of alternative sources 

and substitute products. Steel is not immune to the competition of aluminum, 

etc. Gradually the idea that an upward price-drift is inevitable has been dis

sipated by the constancy of wholesale prices for five years.

The disappearance, for the time at least, of the expectation of price 

inflation has permitted the Federal Reserve to continue to foster the expansion 

of bank credit in a way that would not have been prudent for our country if 

price advances had stimulated inventory-building and other forms of speculative 

ebullience.

On the other hand, it has been necessary that our fiscal and monetary 

policy making should reflect the need to maintain world confidence in the 

integrity of the dollar. Serving as a reserve currency, and therefore as an 

alternative to gold, the dollar plays such a vital role in lubricating inter

national trade that loss of confidence in it would be damaging both to the
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Western World as a whole and to the United States. An adverse balance of pay

ments means to a foreign observer that our exporting is not large enough to 

pay for the investing, lending, and spending that our Government and its 

citizens do abroad, and that our industry is failing to attract the dollars 

that are available in the world.

Our country has had an adverse balance in each year since 1950 ex

cept for the one year of 1957. During recent years the figure has been 

between $3 and $4 billion if one excludes prepayment of debt. The conse

quent accumulation of foreign claims upon our liquid dollar assets has 

increased especially fast when interest differentials induced American and 

foreign holders of funds to invest them elsewhere, or when speculators pre

ferred to hold gold or some foreign currency instead of dollars, or some 

foreigner delayed debt repayment to an American firm in the expectation that 

the dollar would become cheaper. At times the outflow of gold was strong, 

as in 1958, when the figure reached $2.3 billion; at other times, as in 1959, 

the outflow was small even though foreign claims continued to mount. For

tunately, our exports have been exceeding our imports by a healthy margin, 

thanks to the boom in Europe and Japan and the crop losses from drought in 

Eastern Europe. But this sizable balance in our current accounts has not 

been sufficient to offset the outflow of private capital associated with 

American investment abroad, and from the borrowing by foreigners from our 

American banks, plus our vast governmental expenditures and lending abroad.

The essential point is that our exports must exceed our imports 

sufficiently to pay for our new investments abroad, plus the military ex

penditures and economic aid across the seas that our world leadership seems 

to entail. This means producing goods of the right design and quality 

offered at the right terms and prices. The prices that count are the export
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prices of the world and not the prices at home.

It is time, therefore, to take stock of our wage-setting and pricing 

policies to the end that the prices quoted may promote the export trade needed 

to finance our country's obligations. The problem cannot be solved by raising 

tariffs and other obstacles to free competition for such devices do not reduce 

adverse cost differentials. Moreover, we cannot export freely if we do not 

import freely because other nations would erect retaliatory barriers and p re

vent us from achieving the trade surplus needed to finance our overseas activ

ities .

These things that I am talking about are the real fundamentals to 

the economic health and strength of our country. Dr. Arthur F. Burns, Presi

dent, National Bureau of Economic Research, once gave the following prescription

"Unless the government moves prudently in increasing the money 

supply and its own rate of spending; unless trade union officials 

keep their demands for wage increases from exceeding improvements in 

general productivity; unless the government refrains from passing 

laws that raise wages or prices; unless business firms and trade 

unions join in efforts to remove restrictive labor practices and the 

featherbedding in which both executives and workers sometimes 

indulge; unless the government reforms our tax system in the interest 

of stimulating greater effort, more productive investment and higher 

efficiency; unless businessmen innovate vigorously and lower prices 

whenever possible; unless these things are done and a liberal policy 

toward imports is continued, we will not avoid n e\<i and successive 

rounds of inflation."

What I have been trying to say is that a dollar whose value is u n 

questioned is essential to our country's role in international affairs just
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as, in the long-run, it is vital to adequate job opportunities and other 

material well-being at home. This is so because confidence in the future 

worth of the dollar determines whether investors will provide the under

pinning for technological advance. Of what use are inventions if venture 

capital flees to greener investment pastures! And so the achievement of 

sustained growth without inflation calls first of all for financial m anage

ment, both fiscal and monetary, that will keep our dollar sound. Without 

it, our people who have saved would suffer cruelly from the insidious sick

ness of inflation. Without it they can scarcely achieve that sense of 

security which induces the independence of thought and action we associate 

with satisfaction of the human spirit.
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