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T h e  F e d e r a l  R e s e r v e  A n d  Y o u r  M o n e y

Du r i n g  the last seven or eight years, and especially during 
the years since the end of the war, most people have 
become acutely money conscious. They have had the discon

certing experience of seeing the buying power of their money 
melt rapidly away as prices rose. Periodic and substantial 
increases in money income did not always enable one to get 
ahead for prices often rose more than income. This was the 
period of inflation.

Now the situation has changed. Prices are coming down. 
The decline has not been very large as yet, nor has it come 
about precipitately but the trend is unmistakable. When prices 
in general are falling, we have the pleasant experience of 
seeing our dollars increase in buying power.

This variability in the purchasing power of money is to 
some extent an unavoidable characteristic of the function
ing of our type of economic system. Moderate and gradual 
changes in the purchasing power of money should therefore 
be no cause for alarm. Extreme fluctuations in the value of 
the dollar, however, are another matter. They not only create 
serious problems for individuals in their personal finances, 
but also make all business calculations uncertain and ex
tremely hazardous. Even though perfect stability in the value 
of money is unattainable and perhaps not desirable, a reason
able degree of stability is essential to the rational conduct of 
economic affairs. The task of achieving such stability is one 
of the most important to which any society using money can 
address itself.

W hy Dollars Change In Value
If anything is to be done to make the dollar more stable in 
value, we must first of all have some idea of what makes it 
change in value. Actually, a change in the value of money is 
the result of all the economic activity that goes on in the 
production, distribution, and financing of the goods and serv
ices that we buy and sell. In overly simplified terms, however, 
we can think of a change in the value of money as coming 
about because of a change in the relation between the quantity 
of goods and services that have been produced and offered 
for sale and the quantity of money available for their pur
chase, together with the rapidity with which dollars are spent. 
An increase in the rapidity with which money is spent (its 
velocity of circulation) has the same effect as an increase in 
the quantity of money itself, and a decrease has the same 
effect as a decrease in the quantity of money. The velocity of 
circulation rests upon the buying habits of people and in 
normal periods is subject to little change. For simplicity of 
exposition it may be left out of account.

If, for example, a thousand units of goods were offered for 
sale and there were a thousand dollars with which to buy 
them, a unit of goods would tend to sell, on the average, for 
a dollar. On the other hand, if ten thousand dollars were 
available, assuming no change in the velocity of circulation, 
the average price would be ten dollars. Or, again, if there 
were only five hundred dollars available and no change in 
velocity, the price would be fifty cents. Average prices, there
fore, and, consequently, the value of money, depend primarily 
on two quantities — how much we produce, and how much 
money we have to spend. Money could be made more stable 
in value if one or the other or both of these quantities could 
be brought under control.

Practically, the volume of goods and services cannot be 
directly controlled. How much we produce is determined by 
the collective reactions of businessmen to all the facts in their 
present situation as well as to their anticipations of what 
conditions will be in the future. This will be the case as long 
as we prize freedom—the freedom of everyone to engage in 
any legitimate occupation or business and to produce and to 
try to sell whatever he will. The only alternative would be the 
adoption of some kind of totalitarian regime that would plan, 
organize, and coerce the production of whatever kinds and 
quantities of goods the regime decided upon. This is not the 
American way, however, and there is little likelihood that we 
shall ever so far lose our taste for freedom as to adopt it.

There remains, then, the possibility of making the dollar 
more stable in value by regulating the quantity of money. 
This is the only feasible way in our kind of society.

Who Should Regulate the Supply 
of Money?

If we believe that the best interest of all businessmen and 
consumers requires some check on extreme changes in the 
value of money, and if we realize at the same time that in a 
free society this can be accomplished only by regulating the 
quantity of money, the question as to who should do the 
regulating becomes very important.

Because every member of society has such a vital interest 
in the value of money, society itself must do the regulating. 
In practice this means that the government, which represents 
and acts for society as a whole, must perform this function. 
Indeed, wherever money has appeared historically, the power 
to control its supply has always been one of the most im
portant powers reserved by the government to itself, what
ever the form of government might be.
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It is true that this sovereign power has often been abused. 
Kings, princes, and other rulers have frequently tampered 
with the money of their respective realms for their own per
sonal or political advantage. They have clipped it; abraded 
it; debased it, and otherwise impaired its value to the detri
ment of all legitimate business interests of the time. Wherever 
power exists there is always the possibility that it may 
be abused.

In spite of the fact that governments have often abused 
their power to control the money supply, no one has ever 
seriously proposed lodging this power in any other hands. 
The only alternative would be to give it to private persons 
who would be as subject to the temptation to abuse it for 
their own ends as is government. The control of money, there
fore, remains an attribute of sovereignty that a government 
may itself exercise or that it may delegate to some agency 
created for this purpose. In our own country the Federal 
Reserve System has been created by act of Congress and has 
been given certain powers by which it can affect the supply 
of money, and hence affect its value. That is why the Federal 
Reserve System is sometimes called a “monetary authority.” 
The System, of course, renders various important services to 
banks, to the Government, and to business. The ability to 
affect the money supply, however, remains its most important 
function. We shall see a little later just how the System per
forms this monetary function.

W hat Constitutes the Money Supply?
Reach in your pocket and look at the kinds of money you 
find there. You will find an assortment of various coins and, 
if you are lucky, some paper money in various denomina
tions. At the end of last year there was 28.2 billion dollars 
in circulation in the United States. Of this, only a billion and 
a half was in the form of coins and nearly 27 billion was in 
the form of paper money. All this money is constantly being 
passed around in the buying and selling of goods and services 
and so is affecting the level of prices.

But this money you carry is not the only money that affects 
prices. There is also the money you have in the bank, against 
which you write your checks. This kind of money is called 
“demand deposits.” At the end of last December there was 
nearly 86 billion dollars of private demand deposits in the 
banks of the United States as well as a little over two billion 
dollars of Government deposits. These demand deposits are 
also part of the money supply that affects the level of prices 
and, what is the same thing, the value of the dollar.

“Money in the bank” also includes so-called “time depos
its.” This is money that cannot be withdrawn by check on 
demand but only after due notice has been given. Last Decem
ber, banks held over 54 billion dollars of time deposits.

To all this should also be added what is called “consumer 
credit.” When you buy something in a store and tell the clerk 
to charge it, you are using consumer credit dollars; when you 
buy a refrigerator or some other expensive appliance on the 
instalment plan, you are using consumer credit dollars. Simi
larly, when you get a loan from your bank to buy a new car, 
you are again using consumer credit dollars. Last December 
there was nearly 16 billion dollars of consumer credit out
standing in this country.

These are not the only things that enter into the total sup
ply of money or purchasing power that affects prices, but 
they are the most important. It is the sum of all of them that

affects the general level of prices. That sum has increased 
enormously since 1940. The amount of coin and paper money 
has grown by nearly 20 billion dollars since then; demand 
deposits have grown by over 50 billion dollars; time deposits 
by nearly 30 billion; and consumer credit has grown by 
nearly seven billion. Since it was physically impossible to 
increase the production of goods and services to anything 
like the extent that the money supply was increased, the only 
result that could be expected was a spectacular rise in the 
general level of prices or, what is the same thing, a drastic 
shrinkage in the value of the dollar.

W here Did the Money Come From?
When one stops to think of the great increase in the supply 
of money that has occurred in recent years, it is quite natural 
to wonder where it all came from. In one sense it can be said 
that this money did not come from anywhere at all. It is in 
large part new money created by the banking system for the 
purpose of financing the war.

In order to understand just how the banking system can 
create money we must first of all remember that banks exist 
for the purpose of making loans to businessmen, to the Gov
ernment, and to individuals and that deposits arise out of a 
bank’s lending activity. Most people think that deposits rep
resent money put into the bank by depositors. This, howpver, 
is only partially true and then only with qualifications. Think, 
for instance, of a businessman who wants to borrow a thou
sand dollars to pay for a shipment of goods. He goes to his 
bank and asks for a loan. If it is granted, he gives the bank 
his promissory note and the bank agrees to give him the 
thousand dollars. For simplicity we may here ignore interest 
or discount. If the borrower wants it that way, he can take 
his thousand dollars in the form of paper money, most of 
which will be Federal Reserve notes. These notes make up 
the overwhelming part of our paper money, and they repre
sent bank-created money.

On the other hand, the businessman may not want the cash 
but would rather have a checking account to draw against. 
In that case the bank gives him a bank book that says he has 
a thousand dollars on deposit with the bank. The thousand- 
dollar loan appears on the books of the bank as an increase 
of a thousand dollars in its demand deposits. The loan has 
created the deposit. If the borrower now writes a check for a 
thousand dollars against his account and gives the check to 
a wholesaler, the wholesaler will deposit it in his bank where 
it serves to increase deposits. What has happened is that the 
deposit created by the original loan has moved from one bank 
to another but it is still in existence. Taking all banks to
gether, deposits are a thousand dollars greater than before, 
because of the loan. Banks all over the country are con
tinually making loans and so creating deposits which are 
then shifted about from bank to bank by means of check 
payments.

This business of creating the money that is loaned seems 
to be a pleasant occupation and one wonders if there are any 
limits to a bank’s ability to do this. There certainly are 
such limits. When banking first started, it was discovered 
that a bank did not need to keep on hand all the money that 
had been deposited with it. It could keep just enough to meet 
current withdrawals and could lend the rest. The amount 
retained was called its “reserve” and was kept for the pur
pose of meeting demands by depositors. Sometimes banks
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were careless and kept such a small reserve that in times of 
emergency they could not meet their depositors’ demands. 
It became necessary for the Government to prescribe the 
amount of reserves that must be kept instead of leaving this 
to the discretion of the banks themselves. When reserves are 
fixed at some stated percentage of deposits, and when depos
its are created by lending, it is easy to see that the power to 
fix reserve requirements implies the power to control the 
volume of bank loans. This power is one device that has been 
given to the Federal Reserve System to enable it to affect the 
supply of money and credit.

For a bank that is a member of the Federal Reserve System 
(all national banks must be members, and state-chartered 
banks may be members if they satisfy certain requirements) 
the amount of the reserve is prescribed by the Board of Gov
ernors of the Federal Reserve System within limitations fixed 
by law. In New York and Chicago, member banks must at 
present keep a reserve amounting to 24 percent of their de
mand deposits; in 56 other large cities, designated “reserve 
cities,” the ratio is 21 percent; in all other places the re
quired reserve ratio is 15 percent. Banks that are not members 
of the Federal Reserve System must, of course, abide by state 
laws with respect to the amount of reserves they keep. In the 
case of member banks, reserves must be kept in the form of 
deposit accounts with their respective Federal Reserve Banks.

The amount of money that banks can create through the 
extension of credit is therefore limited by the amount of 
reserves they hold. If, for example, the required reserve ratio 
were 20 percent, a bank could carry on its books demand 
deposits to an amount five times as much as its own reserve 
account in the Federal Reserve Bank. The total volume of 
demand deposits in the System as a whole could be five times 
the amount held as required reserves.

A bank, of course, is free to carry more than the legally 
required minimum reserve. When it has more money in its 
reserve account than is required, it is said to have “excess 
reserves.” These excess reserves can be used to acquire cur
rency (Federal Reserve notes) from the Federal Reserve Bank 
in case cash is required; they can be used to expand the 
bank’s loans still further, in which case the excess melts away 
and becomes part of the required reserve to the extent needed 
to cover the new deposits arising from the loans; or the 
excess reserves can be used to settle balances due to other 
banks.

The existence of a required ratio of reserves to demand 
deposits does not, however, prevent a bank from accommo
dating its customers. It can do so temporarily by letting its 
reserve ratio fall below the legal minimum and paying the 
penalty that will be charged against it. In order to avoid such 
a penalty the bank will usually sell some of its assets — per
haps Government securities — in order to raise the money 
needed to restore its reserve position at least to the legal 
minimum. Another way in which a bank can acquire addi
tional reserves is to borrow from the Federal Reserve Bank. 
The Federal Reserve Bank, of course, charges a certain rate 
of interest on such loans, this rate being known as the “redis
count rate.” The rediscount rate, like the reserve ratio, is 
prescribed by the Federal Reserve authorities. The power to 
raise or lower the rediscount rate and the power to vary the 
reserve requirement within certain limits are two tools that 
the Federal Reserve System possesses by which member 
banks’ reserve position may be affected and thus their ability

to extend credit to their customers. Since every dollar in 
bank reserves can be multiplied approximately fivefold in the 
form of bank credit, it is obvious that only a small change 
in reserves is needed to produce a large change in the volume 
of bank credit. Bank reserves may also be increased by an 
inflow of gold and be decreased by an outflow, but this 
source of reserves lies outside the sphere of control by the 
Federal Reserve System.

How the System Creates Bank Reserves
All of these methods of adjusting a bank’s reserve position 
except the last, however, have one thing in common — they 
are taken at the initiative of the bank itself.

There are times when an expansion or contraction of bank 
credit seems to be required for the good of the country but 
when banks acting individually are either unable to take the 
initiative or do not feel justified in doing so. Banks, for 
example, may hold such large excess reserves that an unde
sirable expansion of bank credit is threatened, an expansion 
that would send the general price level sky-rocketing. Con
versely, bank reserves may at times be so near the legal 
minimum that banks are unable to accommodate business 
with badly needed loans.

If a monetary authority is to regulate the supply of money 
in accordance with the needs of business and the best interest 
of the country, it should have the power to alter the reserve 
position of banks at its own initiative. It should have the 
power, in other words, to take reserves away from banks 
when the situation seems to demand that kind of action, and 
it should also be able to provide the banking system with 
additional reserves when that seems to be the appropri
ate policy.

In this country the power to provide banks with additional 
reserves or to take reserves away from them is vested in the 
Federal Reserve System under its statutory authority to en
gage in “open market” operations as well as by varying 
reserve requirements. By “open market” operations is meant 
the buying and selling of approved securities, chiefly United 
States Government obligations, from or to dealers and other 
holders. These operations are another and a most important 
source of reserve funds for the banking system.

Suppose that the Federal Reserve authorities have come to 
the conclusion that the economic situation demands an expan
sion of bank credit, and, to make this possible, banks must 
be provided with additional reserves. How do they go about 
providing these additional reserve funds through open market 
operations? They do so by purchasing Government securities 
from dealers. When a dealer receives a check in payment 
for the securities he has sold to the System, he proceeds to 
deposit it in some member bank. The member bank, in turn, 
passes the check on to a Federal Reserve Bank for credit, 
and the amount of the check is added to the member bank’s 
reserve account with the Federal Reserve Bank. Although the 
additional reserves first appear only in the accounts of a 
comparatively few member banks, the flow of trade soon 
brings about their redistribution throughout the whole bank
ing system.

If the policy had been to deprive banks of reserves, the 
Federal Reserve authorities would have sold securities instead 
of buying them. The purchaser of the securities from the Fed
eral Reserve would pay for them by drawing a check against 
his account with some member bank. The Federal Reserve
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Bank would in effect deduct the amount of this check from 
that member bank’s reserve account, and bank reserves would 
accordingly be reduced by the amount of the sale. Federal 
Reserve purchases of securities in the open market thus create 
bank reserves, whereas Federal Reserve sales of securities in 
the open market reduce bank reserves.
W here Do the Federal Reserve Banks Get the Money?
One may wonder at this point where the Federal Reserve 
Banks get the money with which to purchase securities in the 
open market. Are they perchance speculating in the securities 
market with the reserve funds of their member banks? The 
answer to the second question is No; and the answer to the 
first question is that the Federal Reserve Banks are empow
ered by law to create the purchasing power with which to 
buy securities.

The creation of this purchasing power, which is called 
“Federal Reserve credit,” is quite similar to the creation of 
bank credit by commercial banks. Like member banks, Fed
eral Reserve Banks are required by law to maintain a speci
fied reserve against their demand deposits (which are the 
reserve accounts of member banks) and against their Federal 
Reserve notes in circulation. The present requirement is 25 
percent against combined deposits and note circulation. In 
other words, just as the banking system can balloon each 
dollar of bank reserves into five or six dollars of bank credit, 
so the Federal Reserve Banks can balloon each dollar of 
their reserves into four dollars of Federal Reserve credit 
which ultimately serves as reserves for member banks. Since 
the Federal Reserve Banks ordinarily have reserves greatly 
in excess of the legal minimum, they have considerable leeway 
in the creation of Federal Reserve credit for the purchase of 
securities in the open market. It is this credit, newly created 
on the basis of their own reserves, that is used by the Federal 
Reserve Banks for the purchase of securities in the open 
market in order to provide the banking system with addi
tional reserves.

This ability of the Federal Reserve Banks to create reserve 
funds for the banks or to deprive them of such funds is the 
most important way in which the Federal Reserve System can 
affect the supply of money and, hence, the general price 
level. The power to prescribe, within limits, the reserve ratio 
for member banks and the power to fix the rate of interest 
(rediscount rate) that the Federal Reserve Banks must charge 
to member banks when they borrow from the Federals mere
ly serve to buttress whatever general monetary policy is em
bodied in the System’s open market operations.

Although open market operations are carried on for the 
purpose of encouraging or discouraging the expansion of 
bank credit by altering the banks’ reserve position, it must 
not be thought that this result comes about immediately and 
mechanically. Open market purchases do not suddenly flush 
the banks with additional reserves and encourage them to 
embark on a wild lending spree. Nor do open market sales 
suddenly impoverish the banks’ reserve accounts to such an 
extent that they must call loans and so embarrass their 
customers.

It must be remembered that the impact of open market 
operations falls first on only a comparatively few large mem
ber banks. When such a bank finds its reserve position im
paired through a reduction in reserves occasioned by open 
market operations or other causes, its first reaction is not

to contract its loans. It is much more likely to borrow from 
the Federal Reserve Bank in order to restore its reserve posi
tion, that is, to go into debt to the Federal Reserve Bank. On 
the other hand, when open market operations put it into pos
session of additional reserves, its first reaction will be to pay 
off its indebtedness to the Federal Reserve Bank. Only then 
will it feel somewhat freer to expand its loans. From these 
relatively few banks the flow of trade communicates the 
tightening or easing of credit throughout the whole banking 
system. Open market operations, therefore, do not represent 
a sudden jamming on or releasing of the brakes but rather a 
gentle pressure in one direction or another.

Open Market Machinery
Although it is the credit of the several Federal Reserve Banks 
that is involved in open market operations, these banks do 
not engage in buying and selling securities on their own 
initiative. Since open market operations are undertaken in 
the light of the credit needs of the country as a whole, it 
would be unwise for each of the twelve Federal Reserve 
Banks to pursue its own individual course in this matter. If 
this method of affecting the money supply is to be used 
effectively, it must be guided by only one policy, not twelve 
different policies.

The policy-making organ for the System’s open market 
operations is known as the Federal Open Market Committee. 
It consists of the seven members of the Board of Governors 
plus the presidents of five Federal Reserve Banks. This com
mittee meets at least four times a year to discuss policy mat
ters. Between meetings its Executive Committee acts in the 
name of the whole Open Market Committee in authorizing the 
purchase or sale of securities.

The actual buying and selling is done by the Federal Re
serve Bank of New York, which acts as the agent for all the 
Federal Reserve Banks. If, under a market authorization 
from the Executive Committee, the Federal Reserve Bank of 
New York buys, say, a million dollars worth of securities, 
this purchase is prorated among all the Federal Reserve 
Banks in accordance with an agreed formula, due account 
being taken of each Bank’s reserve position. A similar pro
cedure is followed in the case of the sale of securities. Each 
Federal Reserve Bank is notified by telegraph that it has 
purchased or sold such-and-such securities and its account 
with the Interdistrict Settlement Fund is being so debited or 
credited as the case may be. The Inter district Settlement Fund 
is a pool of the gold and gold certificate reserves of all Fed
eral Reserve Banks. It is quite like the pool of reserves of 
member banks in their accounts with the Federal Reserve 
Banks. Through this machinery, then, the Federal Reserve 
Banks pool their power to create reserve credit and so act 
as a unit in carrying out a uniform open market policy.

Making Open M arket Policy
It plight be thought that the making of open market policy 
is an easy matter — that the Open Market Committee needs 
only to sit down and talk over the general situation and then 
decide that prices are getting out of hand and that the money 
supply should be curtailed by selling securities; or that busi
ness needs a fillip in the form of easier credit and that securi
ties should be purchased. It is not as easy as that. Indeed, 
the formulation of wise open market policy is a problem of 
almost incredible complexity.
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In the first place, all segments of the economy do not 
participate equally in any rise or fall in the general price 
level. It is very difficult to generalize about the credit needs 
of the economy as a whole. To check an undesirable expan
sion of credit in one place by such general methods may 
result in aggravating the problems of some other part of the 
economy.

There are still other difficulties. The Open Market Com
mittee, of course, tries to base its policy on the most up-to- 
date facts available. For the purpose of collecting all perti
nent economic information, the Board of Governors maintains 
a large staff of professional economists and statisticians and 
each Federal Reserve Bank has a similar but smaller staff. 
But in spite of everything that can be done, figures have a 
way of always being old when they are finally assembled in 
usable form. No one can ever know with complete accuracy 
just what the current situation is. The Open Market Commit
tee, however, must act not only for the immediate present 
but also for the future. It is in the position of having to take 
action today on the basis of yesterday’s figures for the sake 
of influencing what it thinks the situation will be tomorrow. 
This is a most difficult position to be in and no one should 
think that the System authorities take their responsibili
ties lightly.

Bankers and businessmen sometimes complain when they 
are asked by the Federal Reserve Banks to furnish them with 
certain information. This is only natural. What should be 
realized, however, is that the System is bound to take some 
kind of action, and the more complete and up-to-date the 
information upon which it acts the greater the likelihood that 
its action will be wise.

This is still not the end of the story. Throughout this 
discussion we have spoken as though open market policy 
and other corollary System policies are taken only with an 
eye to their effect on the general price level. This is not true, 
for other considerations enter into System policy-making. In 
extraordinary situations, like that which has prevailed since 
the end of the war, these other considerations can place the 
System on the horns of a dilemma. During the postwar infla
tion, for example, it might be thought that proper policy 
would have been for the System to sell Government securities 
heavily in the open market and thus check the expansion of 
bank credit that was playing an important part in the infla
tion of prices. If the System had deluged the market with 
Government securities, however, their prices would have 
fallen sharply and interest rates would have risen. A rise in 
interest rates, of course, would have helped somewhat to 
check the inflation. Why, then, was this policy not pursued to 
the limit ? There are at least two good reasons why this could 
not be done.

The first of these reasons is that a rise in interest rates 
would have increased the cost of carrying the national debt. 
As the Treasury would come to refund maturing issues of 
securities with new issues, it would have to offer higher and 
higher rates of interest to attract investors. After all, the 
Federal Reserve System in the nature of things cannot pursue 
a policy that would prove embarrassing to the Government 
that created it.

A second reason for not adopting an all-out deflationary 
policy lay in the effects that such a policy might have on 
banks and other financial institutions. Out of over 250 billion 
dollars of interest-bearing national debt, about 63 billion

dollars worth is held by the commercial banks of the country. 
A drastic deflationary policy of selling Government securities 
would, of course, have driven down the value of Government 
bonds while depriving banks of reserves. If, in order to main
tain their reserve position, banks had been forced to sell 
their Government securities on a rapidly falling market, they 
would have sustained serious losses.

The Federal Open Market Committee, therefore, has a most 
difficult and responsible job. It must weigh a great many 
factors in arriving at its policy decisions. It must consider 
the effects of its action not only on the price level and on the 
economy as a whole, but must also take account of the effects 
it may have on the Government’s ability to finance itself and 
on the investments of the commercial banks in Govern
ment securities.

Conclusion
It can now be seen that the Federal Reserve System affects 
vitally, if indirectly, the interests of everyone through its 
power to expand or contract the volume of bank-created 
money (credit) and hence to affect the value of money. It 
does this by varying reserve requirements for member banks 
within limits fixed by law, by raising or lowering the redis
count rate, and by buying and selling securities in the 
open market.

Its underlying purposes are to bring about a reasonable 
stability in the value of money and thus moderate the vio
lence of business booms and busts. No one will contend that 
the Federal Reserve System has been as successful in this task 
as we would like. That it has been partially successful is 
acknowledged in a “task force” report prepared for the 
Hoover Commission on Organization of the Executive Branch 
of the Government where it is said that “beyond doubt, the 
existence of the Federal Reserve mechanism has served to 
mitigate the intensity of business and financial fluctuations 
in the economy, and to expedite the orderly, efficient handling 
of depression and war period Government finance.” Given 
more time and experience, it is to be hoped that the nation 
may learn to use the machinery of the Fedefal Reserve Sys
tem more effectively in the future than it has in the past.
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