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THE THStATIOB OF -40EETAKT POLICIES 
TO 0THS8 QOVSWKilST POLICIES 

Functions o f the Banking; Systsra 

Bar-kin : problem®, and t h e i r r e l a t i o n to the problem* of 

eoono i i c orjganisation i n general* are ooeiplic&tod by the fac t that 

banks f u l f i l l two l o g i c a l l y d i s t i n c t but in t i s ia te ly connected func-

t i o n s . On the one hand* viewed co l l ec t i ve l y * they create deposits, which 

ere the ao«t important ooMpoBont o f the monetary supply. On fee other 

hand* they exert a s t ra teg ic inf iuence over the volume of cap i t a l expansion 

and the d i r ec t i on tha t i t i s to take , ranker a have a l a r e par t i n decid-

ing sho i s to borrow mozmy and what use i s t o be *de o f i t . Since these 

deoisions a f f e c t the degree o f u t i l i s a t i o n o f the nat iona l resources as 

w e l l as the type o f productive equipient provided f o r uee i n the fu ture* 

we m y say t ha t i n t h i s sense the banking system i s an organisat ion f o r 

economic p lanning. 

I t i s impossible to separate these two funct ions — the supply 

o f noney and the regu la t ion o f investment — under our present banking 

s t ructure* nor do we sur, eat tha t separation would be desirable} but 

we .;ust take care not t o apply t o one func t ion p r inc ip les appropriate 

only t o the o the r . The importance o f t h i s warning should become c lear as 

the testimony proceeds. 
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Ihe Supply o f %o:.e;.-

Protection. o f i-o-̂ osltors 

O r i g i n a l l y deposit® were, as t h e i r su ;.;ests, merely r e -

ce ip ts f o r eurronoy a c t u a l l y de;.>oaited w i th the hunker. The funds thus 

represented could "be spent only by drawing than out i n ©ash* today 

the p rac t i ce o f payment by cheek — t h a t i s , by the t r ans fe r o f t i t l e to 

depos i ts , w i thout the use o f cash — i s :er«©ral on ly i n h igh ly indus-

t r i a l i s e d eotttr tr iea, although i t i s spreading r a p i d l y * Thus assurance o f 

the convert 1M 1 i t y o f deposi ts i n t o currency w&s o f $mtmamvm% iaportsnoe 

t o the deposi tor — and the re fo re , i n d i r e c t l y , t o the ooonunlty a t l a r g o . 

I t i s understandable, then, t h a t banking l e g i s l a t i o n p r i o r t o 

the es tab l i sh nerit o f the Federal Reserve System i s 1914 was dominated 

by a des i re to a a i n t a i n the c o n v e r t i b i l i t y o f deposi ts i n t o cash* Evan 

i n recent years t h i s ob jec t i ve has remitted impor tan t , 

Tho nature o f t h i s problem my be aade c lear by consider ing 

e a r l i e r l e g i s l a t i o n f o r insur ing the c o n v e r t i b i l i t y o f batik notes i n t o 

tae ta l l i o eurrwoey* t h i s quest!o& hard ly e x i s t s a t present* Bank notes 

are s i - :p ly aooeptod by the publ ic as the ousteoary -jmuia o f payment* 

fwm people would t h i n k o f demanding s i l v e r d o l l a r s l a place o f paper 

b i l l s * l e t p r i o r t o the establishment o f the na t i ona l banking system i n 

1363, the p r i v i l e g e o f issu ing notes was granted by the State ^overnaants 

t o hundred* o f banks, eaoh responsible f o r the redemption o f i t s own notes 

on demand* The f a i l u r e o f a bank l o f t the ho lders o f i t s cotes w i th 

noth ing but worth less paper* 
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By the WtMmml Banking Aet of 1863 and the supplementary aot 

o f 1&C5, the p r i v i i e - e o f note issue became i n e f f e e t a aoeopoly o f the 

na t iona l banks* I h i s monopoly ims t ransferred t > the Federal Reaarre 

Banks by the Federal Reserve Aot of l t l 3 # (although a staall quant i ty o f 

nat iona l bank notes continued i n c i r c u l a t i o n f o r any years)* This 

ser ies o f enaetaBants was a neoosa-.try prel iminary to complete publ ic acceptance 

o f the bank note as a subst i tu te f o r -total l i e aoney* The fac t t ha t the 

p r i v i l e -e o f areat ing deposits s t i l l rests w i th p r i va te i n s t i t u t i o n s ox-

p la ins the even nov Incomplete acceptance o f payasnt by oheok and the per-

s i s ten t b e l i e f t h a t deposits sust be conver t ib le i n t o currency i n order 

to bo safe* This be l i e f was f u l l y j u s t i f i e d , froec the point o f view 

of the ind iv idua l depositor , before the organisat ion o f the Federal 

Deposit Insurance Corporation; mod i t i s s t i l l j u s t i f i e d to a considerable 

degree f o r the holder o f large deposits, since insurance i s l im i ted to a 

mtmkmm o f *5,QQ0 f o r any one deposi tor* Deposits I n closed banks w»re 

o f no K»ra use t o t h e i r o«ners before the Banking Aot o f 1955 than the 

bank notes o f closed barJcs were before the ra t i ona l 3ankin* Ac t . 

There lias been an int i-yate connection between f i n a n c i a l panics 

and bankin* l e g i s l a t i o n i n tha United States* This i s a p a r t i a l oip lans-

t i o n f o r the dominance o f the desire t o insura o o n r e r t i b l l i t y * During 

a f i n a n c i a l panic, the funct ion o f tho bankin; sys ta . as a suppl ier o f 

lonay outweighs i t s func t ion as regulator o f investment* The publ ic 

has, f o r one reason o r another, l o s t confidence i n the banks, and demnds 

cash i n place o f deposi ts* A t y p i c a l a a l f e s t a t i o n o f panic i s the 
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i n a b i l i t y o f banks to mmft these dstaards* Ihere are f a i l u r e s , and da** 

posi tors su f fe r * Thus, whsn the inadequacies o f the banking st ructure 

are emalned a f t e r the panic, i t i s na tura l t o look upon c o n v e r t i b i l i t y as 

the cent ra l problem, or a t boat to take steps towards providing what seen* 

to be a * su f f i c ien t " ' quant i ty of aonay, under aosae d e f i n i t i o n . 

The discussions leading up to the Federal reserve Act developed 

out o f the panic o f 1907, and the insurance o f c o n v e r t i b i l i t y eas one o f 

the several object ives embodied i n the Act* I t rms speci f ied that bank 

notes ssust bo backed by gold or oo^kcreial paper and tha t t -utWr bank 

deposits uust be backed by f i xed ra t i os o f reserves I n the fora of deposits 

i n the Federal - ©serve banks* these provisions were c l ea r l y designed f o r 

the protect ion o f depositors* Furthermore, the concentrat ion of u l t l m t e 

bank reserves — tha t i s , sold i n the Federal Reserve batiks (completed 

by the AaencUeut o f 1917) was ietsoded to prevent baj;k f a i l u res by 

f a c i l i t a t i n g the mobi l i sa t ion of these reserves where needed* 

ZIv-j Correct Amount of ioney 

Consserclal loan theory* The banking theory embodied i n the 

Federal eserve Act was dominated, however, by the object ive o f provid ing 

i n soiao sense an adequate quant i ty o f ^oney, a quant i t y adequate t o meet 

the " leg i t imate* needs o f ag r i cu l t u re , indus t ry , and ooraerce* A *roup 

o f economists, who have ooeae to be knenm as the oo^saeroial loan sehool, 

bel ieved a t the t i n e tha t a proper quant i ty o f aoney would resu l t i f the 

banks confined thaaselvee to staking cotaraoroial leans — loans, t ha t i s , 

f o r ?)eetin£ the o p e r a t i c expenses o f business, f o r car ry ing inventor ies, 
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or f o r f inanc ing the production, a tom -e, or ssarketins of a g r i c u l t u r a l 

c<K.c.\odit ie«, but not f o r p lan t expansion or any other f o r * o f "new invest -

ment*. Ce-aneroial 'm/er was therefore e l i g i b l e f o r rediscount a t the 

Federal H a s « m banks, wh i le the snaking o f loan* c o l l a t e r a l s by secur i -

t i e s m t p roh ib i ted . Cawaiarclel peper also spec i f ied, together w i th 

gold o c r t i f i o a t e s , as backing f o r Federal Eeserve notes. 

From the experience o f the Federal Reserve System since i t s 

founding, we have learned the f u t i l i t y of t h i s type o f r e s t r i c t i o n . 

I ember banks smy rediscount eosraercial paper, on ly to purchase secur i -

t i e s w i th the proceeds. The use tha t i s side o f funds does not deperal 

upon the type o f c o l l a t e r a l o f fe red . Farther ore, there has bean, 

espec ia l ly since 1929, a shorta to o f new cap i t a l out lays, and i t has been 

an object o f po l icy to esooura ?e the purchase o f secur i t ies by the banks 

i n an attempt to st imulate sueh ou t lays . As we have seen i n previous 

t e s t i mony, the r e l a t i v e importance o f the coc^ereia l loans has baen 

dec l in ing i n recent years, th is i s due large ly to the fac t t ha t corpora* 

t ions are becoming increasingly independent o f the banks f o r t h e i r 

cur rent 

f inanc ing* 

Thus we have oaae t o understand the t r e s t r i c t i n g the rediscount 

p r i v i l ege to eosciereial paper serves no usefu l purpose. With the passage 

o f t i w the d e f i n i t i o n o f acceptable c o l l a t e r a l f e r loans from the 

Federal Heaerve banks has been: s tead i ly broadened. Thus i n 1910 leans 

secured by ob l iga t ions o f the United states Government were authorised i 

I n 1923 a g r i c u l t u r a l f ac to rs ' paper became e l i g i b l e f o r discount! as*d 
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f i n a l l y , siaea 1952, a iiesarve lank haa been allowed to i^aka loan* "lfoioh 

are seourcd to the sa t i s fac t ion o f such Federal ©servo bank" * In 1333 

V . 3* 3overns*at ob l iga t ions wore made acceptable as o o l l a t e r a l f o r Federal 

Reserve notes* t h i s development i ip l ies a recogni t ion o f the fac t t ha t 

a ©antral bank aanaet funct ion properly i f i t i s restra ined by minute 

regulat ions* f o r a t y a o f borrowing tha t i s healthy under one sot o f 

condi t ions or a t one l e v e l o f business a c t i v i t y my be undesirable under 

d i f f e r e n t c l rrons tauo*s * 

Gold standard theory* Tho ©rti*odox theory o f the ?;old standard 

represents an *salga®, frees a s l i g h t l y d i f f e r e n t po in t o f view, o f the 

two p r inc ip les underly ing the Federal He serve Act* I t was believed by 

advocates o f the in te rna t iona l gold standard tha t a currency and deposit 

s t ruc ture based upon f a i r l y i n f l e x i b l e ra t i os w i t h gold would provide 

reasonable secur i ty f o r depositors and a t the saae t i a e a correct aa&ount 

o f -ssarurj — correct a t any ra te i n the sense tha t the r e s u l t i n g s t ructure 

of incomes and pr ices would r e f l e c t accurately the underlying rea l cost 

condi t ions as between nat ions* 

The business col lapse and succession o f bank f a i l u r e s from 

1929 to 1933 demonstrated, howwver, even i f the panics o f 1395 and 1307 

had n o t , t ha t the geld standard — however usefu l i t stay be as a frame-

work — w i l l not automat ical ly insure e i t he r secur i ty o r prosper i ty* 

This conclusion I s now generally acoeptod and need not be elaborated 

here, espec ia l ly since the reasons f o r i t are suggested by imp l ica t ion 

i n our next sect ion, on the regula t ion o f irrvastasast* 
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oopjpilo s t a b i l i t y theory* During tka 1920*9 a t h i r d theory o f 

mnwtary cont ro l 0*3* to the f o r e . This view was based on a denia l t ha t 

the cor rect quant i ty o f taoney could be assured by the automatic or quasi-

au twmt ic funct ion ing o f any system of banking pr inc ip les — whether 

based on tha supremacy o f tha ao«»eroial loan or on the abb and f low o f 

gold reserves* I t assarted tha duty o f the Federal Reserve uystesa t o 

rwgulats the vo lu te o f deposits i n a conscious attempt to prevent da-

press ions on tha one hand and unhealthy boosts or i n c i p i e n t i n f l a t i o n on 

tha o ther* 

The proponents o f t h i s theory o f ooono&ic s t a b i l i t y m in ted out 

tha t the nat ional inoone m y be represented as a ce r ta in quant i ty o f 

c i r ou le t i n f , a oar t a i n number o f t ines par year* tha masher o f c i r c u i t s 

(tha c i r c u i t v e l o c i t y ) , they reasoned, cannot eas i l y be contro l led by 

cen t ra l bank ac t i on , but the quant i ty o f swnsy can be* Therefore po l i cy 

should be d i rected towards regu la t ing the quant i ty o f mmm$ i n such a 

m y as t o o f f se t f l uc tua t i ons i n v e l o c i t y , thus r a i n t a i n i n g a stable or 

s tead i l y expanding nat iona l Inooaa* 

Tha quant i ty o f swney can be va r ied , however, only by making 

i t ava i lab le t o , or wi thhold ing i t f r oa , pa r t i cu l a r persons or i n s t i t u -

t i o n s * Alt*tough tha banking system doss pa r t i c i pa te i n consumer f i n -

ancing, by f a r the larger par t o f I t s operations i s eonearnad w i th tha 

f inanc ing o f product ion* thus con t ro l over tha quant i ty of sonsy can 

be exertsd i n p rac t ice only t o tha extant t h a t tha monetary au tho r i t l as 

con t ro l the i rrrvstaont taarkats* 
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During the 1920's the Federal Keeerve syat*A d id have extensive 

power ever the short fcer^ loan a«arket« Excess reserves were swel l* so 

tha t the lasober batiks were usual ly depssuient upon the oserve batiks f o r 

per iodic a i d i s car ry ing t h e i r short-dated paper* The terms on whisk tabs 

keserve beaka were w i l l i n g to le?«d af fec ted the ter&s cm which ti»e aenber 

buiks would oxteau t . i a type o f o red i t * t ha t i s , fcte eosi o f obta in ing 

cash when necessary frsxa the leserve banks influenced the pr ice f o r which 

the sisc&er banks were w i l l i n g t o surrender a degree o f l i q u i d i t y by hold* 

lug shor t - te ra jmpsr instead o f cash* Thus the Reserve iyststa was i n 

a favorable pos i t i on t o cheek the development of an inventory boon* 

Control over the market f o r longer-tena secur i t i es was s l i g h t , 

however* The volume of reserve ta-.k o red i t outstanding was determined I n 

substant ia l par t by the maritime banks, through t h e i r decisions regarding 

the volume o f rediscounts, and by the b i l l aarfcast* As we have ssen, 

the uses to wfoieh the resu l t i ng funds were put wur© la rge ly beyoad the 

con t ro l of the Heeerre System* furthermore, the increasing importance 

o f corporate cash reserves impl ied that a laras volume o f cap i ta l expendi-

tu re was now independent net only o f the o serve system, but o f the 

siSMber beaks themselves* 

Without a sore e f f e c t i v e con t ro l o f the lan£-bersA cap i t a l 

market* the Reserve systec could not succeed i n regu la t ing the quant i ty 

o f aoaey* I f con t ro l over the invest ea t *aarkets had ex is ted, however, 

i t would have ca r r ied w i t h i t a d i r e c t inf luence over the nat iona l inoorae* 

In t h i s case i t would not have appeared necessary t o separate quant i ty 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 9 -

of aonoy flppu c i r c u i t v e l o c i t y , concentrat ing one's a t t en t i on an the 

f i r s t * Far xsatr investment, Whether re f l ec ted i n ar. increased quant i ty o f 

saouey or i n a ^oro rapid turnover o f the already ex i s t i ng stock, generatea 

ino«>ie* I t l a therefore i t s e l f the ee&e^t ia l var iab le to be con t ro l led 

i n the i n te res t o f ooo»oalc s t a b i l i t y * 

Conclusion* Of tha two problem tha t have dominated c ^ o t a r y 

theory i n t2*e past —> the pro tec t ion o f depositors and the provis ion o f an 

adequate quant i ty o f f^uey — the f i r s t i s psychological rather than 

economic, and the seeond i s la rge ly I l l u s o r y * I n p r i nc i p l e any volu&s o f 

na t iona l income can be financed fro-, any quant i ty o f aoa®y* A l l tha t la 

necessary i s tha t the ra te o f turnover be s u f f i c i e n t l y rap id* Of course, 

t h i s p r i nc i p l e -can be pushed to absurd length** tho business of the 

country could not eas i l y be car r ied cm w i t h only two one-cant pieces, 

say* but nonetheless, w i t h i n the l i a i t s e f p r a c t i c a l i t y , a l l dejreas o f 

prosper i ty or depression cay ex i s t %ftatever the quant i ty o f ssoxssy day 

be# 

The func t ion o f the banks as suppl iers o f Honey say be seen 

t o be c h i e f l y t* iat o f esei staging eas tyi>e o f tmaay f o r another «— deposits 

f o r banknotes or co in f o r deposits so t h a t eoono*do l i f e m y be 

car r ied ou w i th a zaaximsa o f ooxvaalatioe* Thia func t ion they already 

f u l f i l l s a t i s f a c t o r i l y i n normal periods, aad i t sosus probable t h a t the 

extension o f the ?*D*I*C* w i l l i n t i n e suable thsa to f u l f i l l i t even i n 

a per iod o f c r i s i s * 

l /uring a f i n a n c i a l panio, the apparsnt shortage o f ?»oney o f ten 

ind icates tha t c o n v e r t i b i l i t y — p a r t i c u l a r l y o f deposits i n t o other 
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for : .* o f »oney — has been itroaired* j&a idea o f aft i n s u f f i c i e n t supply o f 

uatmp haa a lso , however, boon associated wi t ; . cont inuing bualnoaa degression* 

This t l w i a less p lausib le now Uian evor before* Tha v o t a o f deposits 

i s a t the hi*>ast l eve l I n h i s t o r y , having r i sen s tead i ly since 19&5 w i t h 

only a s l l ^ t decrease I n 1337, but unemployment regains around nine a l l * 

l i o n * >vhat lias bean ca l led a shortage of sionay i s r e a l l y an inadequate 

f low o f cap i ta l expenditure* 1ft sha l l now turn to the eaaRii&atictt o f 

t h i s problem* 

The Ste;-.;latlott o f IgreftVasnt 

The Changed ?urpoac of Control over Banking 

The establishment o f the Federal l iepoait Insurance Corporation 

i n 1333 d id not solve once and f o r a l l , the pro bless o f guaranteeing the 

c o n v e r t i b i l i t y o f deposi ts* There i s reason to be l ieve , f o r axs&pla 

(on the basis o f a study o f the records o f suspended banks conducted by 

the Federal eaerve Systaa. and financed by the 1PA) tha t la rger deposi tors, 

not f u l l y insured a t present, mve a d isproport ionate importance i n the 

d ra in o f deposits tha t culminates i n bank f a i l u r e * ( I n the months pre-

oedinr suspension, f o r the saciplo o f banks studied, accounts o f 

and over ware reduced £4 par cant* as compared w i t h a reduction o f 40 

par cant i n t o t a l teaaad deposits and o f 6 par cent i n accounts smaller 

than vSOOb} t.onatbcloas, the F*£>*I*C*, by pro tec t ing the aaal ler de-

pos i t o r , has taken the ^ost important f i r s t stop towards a so lu t ion , 

and has indicated a typa o f approach tha t should eventual ly succeed i f 

tho insuranoo booo es acre inc lus ive i n coverage* 
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This insurance i s vary la rge ly eesties a, sine© the vory fac t t ha t 

tha dsfflNmant guarantees c o n v e r t i b i l i t y i n i t s e l f removes the incent ive 

t o i n v e r t * Checks are, a t least f o r roost business purposes, tore oon-

vsn iant than cash, and a l l t ha t depositors demand i s tha assurance tha t 

oash would be ava i lab le i f they wanted i t , even though they never w i l l * 

Unfortunately i t i s not yet general ly rea l ised tha t our outstanding banking 

problsus are now o f a d i f f e r e n t nature* any psopls continue to disouas 

banking regulat ion as i f i t s object ive ware s t i l l simply tha protect ion 

o f depositors* 

Before 1935 bank examinations, f o r example, were an essent ia l 

p ro tec t ion from tha point o f view o f depositors* I f bank funds ware 

invested i n h igh ly speculative schemes, tha depositor ran the r i s k o f 

los ing h i s jonwy* Since 1955 i t r a v i n s important to scru t in ise the assets 

o f banks, but i t i s important f o r d i f f e r e n t reasons* lowever unsound 

ind iv idua l investments raay ba, a t leas t the sna i l or depositors ars pro-

tected* Ths oorasualty as a whole i s concerned, however, w i th t2*e usa tha t 

banks choose t o ;*aks of t h e i r funds* The banking aysta*, along w i th thoas 

vbo borrow, i s reaponsible f o r the u t i l i s a t i o n o f tha nation* a productive 

rasouroas* Therefore ww are a l l ooncoraod t ha t i t uss i t s powers wise ly* 

Tha c r i t e r i o n , lowever. I s not now simply tha t i t s investments ba eas i ly 

disposable, i n the In te res ts o f deposi tors, but rather tha t thsy ba ada» 

quats i n volume and o f a desi rable character, i n t - e in te res ts o f a l l 

o f us* 

."he quant i ty of Investment 

Tha product ive power o f tha nat ion a igh t ba d iv ided i n to three 

categor ies* Tha la rges t o f t h M * represents ths rssouress ussd In aab» 
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l as goods f o r consusoers* This includes the i i e te r i a l s end energy neoeaaeiy 

f o r repa i r and ;aalKtananee; tha t i s , i t includes the resources ac tua l l y 

used t o o f f s e t depreciat ion i n the ooneu^er goods indust r ies* I n add i -

t i o n to t h i s , a smaller f r ac t i on o f our resources i s used f o r expanding 

our capacity t o produce* the t h i r d category i s the aost important frost 

the point o f view o f economic con t ro l * Shis i s the f r a c t i o n of our man-

power arid equipment t ha t a t p r o s i t regains, unused* The chart i s intended 

to £ive s l ^ l y * rough idea o f the r e l a t i v e wagatteods* o f these three 

d i v i s i ons* I t I s based on estissatos o f the nat iona l Income and productive 

eapaoity f o r 19&3* obviously the money value o f unused resources must 

be la rge ly a guess, and f o r our present purpose the f i gu res m y be con-

sidered .merely as I l l u s t r a t i v e * 

u t i l i s a t i o n o f Productive Power 
' ^ W a s o f ' M ~ 

/ 

M 

r\ 

Unused 

$26*5 b i l l i o n 

C 

/ \ 

M 

/ 

M 

r\ 

Capi ta l Expansion 

#10 b i l l i o n § 

/ \ 

M 

Consumption 

b i l l i o n 
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Stria* goverr«ae»t po l i cy i s concerned wi th tho fu ture ra t i tar than 

w i th tho past or tho present, i t i s the two top d iv is ions o f the ehart to 

wt ieh we should d i r e c t our a t ten t ion* These represent the resources not 

needed to aa ia ta ln the ex i s t i ng leve l o f consumption* nhether these 

"surplus" resources are used and ehat spec i f i c uees they ere yut t o de-

pends upon the decisions o t those who ho ld , or can obta in or create, aeaegr* 

Uom? gives i t s holder the r t $ i t t o eeonaai a cer ta in quant i ty 

o f the nat ional resources* To spessd a txiouaaxsd do l l a r s an an automobile 

saeans t h a t a thousand do l l a rs worth of labor t l ae* s t e e l , rubber, alusainuta, 

e tc * , (plus p r o f i t ) has boon snbodied i n mi auto ^ b i l e » these p a r t i c u l a r 

un i t s o f labor power and mater ia ls have not l a i n i d l e , nor have they been 

used f o r something e lse* They have been wade in to one I d e n t i f i a b l e auto-

mobile, Which the purchaser now owns i n place o f h i s thousand d o l l a r s * 

3oods do not continue t o be produced unless soatone — e i t he r a f i n a l con-

sumer or a business purchaser — i s w i l l i n g t o pay f o r thees* Our automobile, 

f o r eanussplo, was paid f o r f i r s t by the isamfaoturer* i n the f o r * o f wa*es, 

mater ia ls cost , smintstmnee expense, e tc* I t was Uum paid f o r by the 

Holders o f ssoney, or those 1**0 can obtain aoaey* have the p a e r 

t o d i r e e t the u t i l i s a t i o n o f the nat iona l resources* I f they are un-

w i l l i n g t o exercise t i l l s power, resoursee l i e i d l e * I n t h i s ease i t i s 

necessary, i n order t o approach f u l l e&ploy&ent* t o put sxaney in to the hands 

o f those who w i l l exercise t h e i r lega l r i g h t o f spending i t * One channel 

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-14-

f o r accomplishing t h i s I s tho bonking systo .* 

Ko one i s l i k e l y t o borrow .-loncy -.aerely to l o t i t l i s i d l a * 

Loans are usual ly ;md© f o r a spaol f io purpose • tha proceeds a r t usad f o r 

Baking scattthiac o r buying so^ethins* Tha purchase o f already ex i s t i ng 

assets asy not st imulate business a c t i v i t y , but loans tha t f inance orders 

f o r near floods do generate incoac, help b r ing about p rosper i ty , and decrease 

i i—Iplf iyi i n t i 

t h i s f a c t explains the connection under car ta !a circumstances 

between business a c t i v i t y and the quant i ty o f ;aonoy* the re l a t i on between 

hank loans and the volume o f deposits has been f u l l y explained i n previous 

test imony. B r i e f l y , whan loans or investments ara ax pending deposits 

a u t o p t i c a l l y expand a lso* Tm banks i n o f f ea t .sake new ;.oti®y ava i lab le t o 

borrowers* 

The govamwaat has attempted to st imulate Inoo&es — to put 

sionsy i n t o the hands o f ts^osa who w i l l «pm\d i t — by encouraging tha banks 

t o .mke loans f r e e l y and on easy tar&s* ^uch a^r to ies as the HFC, tha KftA, 

the x p o r t - I iport Baxik — i n shor t , a l l o f thosa now consolidated i n the 

Federal Loan Agency — ara a lso concerned w i t h f a c i l i t a t i n g ; the f low o f 

inooas by leading saonay* But since funds can bo used f o r productive 

purposes only i l sosaoone i s w i l l i n g to borrow t h a i , tha govarmont has 

a lso sines 1352 attacked the sawi problem frota tha other and* I t has 

obtained asnaaaA over i d l e resources by borrowing funds through regular 

banking charr e l s , and has put than t o work on publ ic works projects and 

i n othar ways* Tha 33HA i s an excel lent example o f t h i s process, since 

i t s in f luence has been exerted on both sides o f tha invasteant aarkwt* 
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I t has len t t o loca l housing au thor i t ies* but a t the sa^a t i a » i t has 

st imulated these l oca l au tho r i t i es to borrow* 

The terns on whiah ths ^ovaruraont dec idea t o borrow exert an 

portant inf luence over the cap i ta l markets* By inorsaslns the supply o f 

short-datod paper, f o r exsapla, the Treasury say decrease the w i l l i n ?<ess of 

banks t o hold long- top* secur i t ies* 

The l o g i c a l connection between -overreient banking po l i cy and i t s 

d i r s e t landing and borrowing operations i s c lear* I f ws naasmbor* i n 

add i t i on , t h a t the general o\1eotive i s , as ws said bsfora, t o unit rconsy 

i n t o the hands o f those w i l l spend i t , several other aspects o f 

government a c t i v i t y ba f i t t e d in to a consistent pat tern* 

I t i s sanemlly t rue tha t lesser inoo'm -roups spend a larger 

proport ion o f t h s l r laaorasi than do wsa l th ie r g r e o f i , Sooial Sacuri ty 

benef i ts increase tho inooaes of thoss a t tha lower end o f the soale, as do 

expenditures and fares benef i ts* Thus they havs tha set e f f ec t o f 

g i v i n r -sonsy to tho as who w i l l spend i t * This r e s u l t l a to socie degree 

lndspaadent o f whsthsr tha out lays are f inanced by borrowing or by taxa-

t i o n * although i n tha l a t t e r case they a rs not indspandsnt o f ths typa o f 

tax systat i n fo rce* there are two methods bv ahioh mamy can ba nads 

ava i l ab le to thoss wno w i l l spand i t s thsy nay ba given newly created 

nftonay ( tha t i s , a i t i te r ths govaraoeut or a p r iva te borrowar way borrow 

f r o a ths banks, or tha -overreaent way simply mks new 3onsy by purchasing 

gold o r s i l v e r , by running the p r i n t i n g presses, o r by othar methods) 

or already ex i s t i ng s*e»sy m y ba t ransfer red f r o a thoss wSto would not spaod 
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l t ( t h i s involves e i ther * cer ta in type o f taxa t ion , borrowing from non-

banking sources, o r g i f t s ) * l o t a l l taxes, o f course, reach only inooeies 

tha t would not otherwise be spent t t o approach t i l l s , the general 

c r i t e r i o n i s tha t they should f a l l sore heav i ly upon the r i c h than upon 

the poor and raore heavi ly upon saving t&an upon spending* 

The banking system thus takes i t s place as one eleneut I n a 

s t ruc ture t h a t Includes Qoweraaant lending agencies, the tax system, wage 

po l i cy , the Social Securi ty program, assistance t o fl&mars, publ ic works, 

and pr iva te invest e n t , oonsunptio and saving decis ions* The banks can 

do ra ther l i t t l e t o s t im&a te incomes unless someone i s w i l l i n g to borrow, 

but they have an important no native power t o prevent borrowing even wlaen 

other condi t ions are favorable* thus a cor rec t banking po l i cy i s a neces-

sary cond i t ion f o r p rosper i t y , but i t i s not s u f f i c i e n t * Indeed, the 

banking system has been coopered t o a piece o f s t r i ng t you can p u l l w i t h 

i t , but not push; r e s t r a i n , but not encourage* 

The ft—nlag o f I n f l a t i o n * The preceding analysis bears d i r e c t l y 

upon the problem o f po ten t i a l i n f l a t i o n * »e can now sec t h a t t h i s danger, 

when i t e x i s t s , dose not defend upon the voltsae o f excess reserves or even 

upon the quant i ty o f iaoney* The resources o f the nat ion arc Un i t ed * 

although un fo r tu ra te l y the l i m i t s have net even been approached i n the 

l a s t ten years* Dangerous i n f l a t i o n occurs acUy wtatex the ra te o f expendi-

tu re f o r oonsussptlon and c a p i t a l expansion taken together exceeds the 

rmxisaaa output o f our working populat ion* t h i s s i t u a t i o n sea xs conceiv-

able anly a t the hei<$tt o f a g r — t save e f prosper i ty or as the 

aoeo&peniaaent o r a f t e r iath o f a war* I t i s a t any ra te not l i k e l y t o 
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spr ing upon us wi thout warn ing but would develop pro£ross**wly as tho 

l i m i t s o f capaci ty were approached* 

arc! - in f la t iemery s i tua t ions m y appear when capacity i n ce r -

t a i n l i nos i s s t ra ined ever. thou$k oi>tput over the eoonoty as a whole has 

not reached i t s nas i i ne* Because resources ere f a i r l y mobile over t i ns * 

so t h a t capaci ty i n tost l i n e s can be ra ther qu ick ly increased, such a 

s i t u a t i o n i s usua l ly only temporary* I f i t p e r s i s t s , the har . done 

general ly takes the forsa o f undue p r o f i t s i n the p a r t i c u l a r indust ry* This 

mi^ht be undone to a large extent by appropr iate taxa t i on* I f the eoa&odity 

i n quest ion l a an important one* so tha t an increase i n i t s p r i ce w i l l be 

re f l ec ted i s the pr ices o f a large nusaber o f other oots^odit les, so^e f u r t h e r 

ac t i on uiay be des i rab le — e i t h e r t o hasten the expansion o f output or to 

r e s t r a i n Asnanri by soeae taeans other than p r i ce advances* Banking po l i cy 

a t any ra te i s not an appropr ia te method f o r deal ing w i t h such a 

sinoe i t i s not s u f f i c i e n t l y se lec t i ve ; a r e s t r i c t i o n o f c r e d i t f a c i l i t i e s 

tends t o decrease the de&aa&d f o r a l l o r saoat kinds o f sensed! t l e e * and 

I t s e f f e c t s cannot be conf ined t o the appropr ia te i ndus t r y . 

£ren a general p r i ce r i e e vmy occur wh i le unused capaci ty and 

unwaploy^ent ream i n a t a h igh l eve l * I f the na t iona l income i s expanding 

f o r any reason, o r i s expected t o expand, business nen a y attempt to 

Increase t h e i r p r o f i t s by r a i s i n g p r i ces* By doing so they discourage 

purchases and therefore re ta rd the expansion o f ineoaes* For t h i s reaeon 

i t i s des i rab le t h a t p r ice increases be oonbatted unless they are c l e a r l y 

associated w i t h capaci ty operat ion* ">'m oust take care, however, t h a t the 
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raoady does not I t s e l f re tard the f low of incoi®es* I t r i s i n g prices are t o 

bo taken as tha sign o f i n f l a t i on ., f u l l prosper i ty -my never be reached, 

f o r there i s usual ly soesa pr ice advance associated w i t h an upswing* A 

po l i cy o f c r e d i t restriction i n an attempt t o p r w m t th© type of pr loo 

advance associated w i th rap id ly expanding output m y succeed, but i t i s 

l i k e l y t o k i l l the recovery along w i th the pr ice boon* I t a-aounts t o 

shooting the baby so tha t ha won't £row up and d ie o f apoplaay* 

Control o f I n f l a t i o n * Tha volume o f consumption (naarked A on tha 

char t ) i s f a r store predictable than the voluo© o f invostcsent expenditure 

(B)* I t depends la rge ly upon the aiaount and d i s t r i b u t i o n o f tha nat ional 

inooeae* The problem o f preventing i n f l a t i o n , i f such a problem should 

aver a r i se , would therefore be one o f con t ro l l i ng investment* As tha 

leve l o f na t iona l sscnatary incoac r i s e s , the voIuk© o f consumption also 

r i s e s , almost automat ica l ly* Thus i f i n f l a t i o n i s to be prevented, i t i s 

nwoasaary t h a t the ra te o f investiaant be kept below the output possible 

w i t h i n the narrowing l i m i t s o f '"surplus* resources* That i s , as consump-

t i o n increases, tha Una arked AA on tha char t tends to r i s e , leaving a 

decreasing- amount o f productive power ava i lab le f o r making c a p i t a l goods* 

Control over investiaant ra ther than over issabcr bank reserves or tha volume 

o f naonsy I s thus tha crux o f the problem* 

Industry can obta in outaida funds eonvaniantly f o r purposes o f 

long-run p lan t expansion only through tha f l o t a t i o n o f secur i t i es* Oasa 

tha secur i t i es have been f l oa ted , those t ha t represent f i xed ob l igat ions 

be sold t o banks, but tha naoesoary prel iminary i s tha t they a t I sas t 
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be o f fe red th rou^ i tho organised M t e g i t * I ndus t r i a l borrowing, there-

f o re , cones under the survei l lance of the oour i t i es end SMfaange Co. sal salon • 

there i s thus e &uch taore e f f ec t i ve safeguard a^sainst undesirable types o f 

lxsveetoient then has existed e t any t l m i n the past* 

The wi l l ingness o f the banks to hold large quant i t ies o f long* 

te rn bonds i s dependent l a rge l y upon the volume o f excess reserves and the 

a v a i l a b i l i t y o f sore l i q u i d assets* As excess reserves are reduced, the 

banks are l i k e l y to s e l l bonds i n an e f f o r t t o sa in t a i n l i q u i d i t y * t h i s 

tends t o ra ise lon^-tersa i n te res t rates arsd, I f ca r r ied out rap id ly enough, 

m y even destroy the m r k e t f o r nee Issues e n t i r e l y * Thus the Reserve 

system, although i t ird^ht not be i n a pos i t i on to absorb excess reserves 

e n t i r e l y , m y contract thou exsou^i to the lons-ter.-t bond saarkst to 

any decree desired* liven the suggestion t ha t excess reserves are t o be 

reduced i n the near fu tu re .ai^ht we l l have a s im i la r e f f o c t * 

Since 1954 the Board o f lovsmors o f the Federal Reserve CystsR 

has had power t o f i x m r g l n requirements f o r loans by brokers to t h e i r 

customers* Thus the r e c e p t i v i t y o f aoarkete f o r near equi ty secur i t ies m y 

be r e s t r i c t e d , even a f t e r the has al lowed thesj t o be f loa ted* 

The very f a c t t ha t an increasing f r a c t i o n o f the nat iona l inoc&e 

peases through rovemaent channele .'jeans t ha t con t ro l over possible i n f l a -

t l o n i s strengthened* An important par t o f t o t a l investzaent i s mde 

d i r e c t l y by the ^overnmnt and can therefore be regulated wi thout r e l y i ng 

upon the instrvBSMBtts o f c r e d i t con t ro l * 

The nost important loophole i n t h i s cont ro l over investment i s 

the reinvestment o f corporate surpluses and depreciat ion accounts* Corpora-

t i ons o f ten b u i l d up large cash reserves out o f operat ing p r o f i t s , and the 
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uao tha t t hsy o f these funds oan be inf lusnood by ths gui sni iSHt o r 

banking a u t h o r i t i e s only i n d i r e c t l y , I f a t a l l * 

TSorrewing t o ftoat operat ing expanses o r t o f inance inventory 

accumulation does not o rd i rsa r i l y pass through the investment markets, o f 

eoursc* Tha cash reserves o f corporat ions are o f oven greater isjportenos 

f o r t h i s t y , a o f f i nanc ing than f o r p lan t expansion — as evidenced by the 

dec l ine o f the oottKWMroial loan* I t i s probably t r ue t ha t even the e s t 

d r a s t i c ac t i on by the Federal Keserre iystoa could so t d i r e c t l y p r n a ^ t 

an inventory boost a t present , al though sueh a c t i o n , by serv ing as a por ten t 

o f other steps by the government, l i gh t achieve i t s purpose by i n d i r e c t i o n . 

This i s no cause f o r despa i r , however® f o r i t i s doubt fu l i f any cen t ra l 

bsuik was ever i n a p o s i t i o n t o con t ro l inventory boous w i thou t a t the seas 

t iwa dest roy ing p rosper i t y * Ths reason again i s t h a t c r e d i t con t ro l i s 

no t s u f f i c i e n t l y se lec t i ve t when loans are not e a s i l y ava i l ab le f o r i r van to i y 

aocoaulat ion, thsy are no t eas i l y ava i l ab le f o r o ther purposes e i t h e r * 

(The e f f o r t s o f tha Federal Reserve System t o c u r t a i l ths uss o f bank c r e d i t 

f o r stock 7sarkst speculat ion i n 1929 say pcrha s bo soon as a f i r s t step 

towards a new type o f c o n t r o l * ) 

Ths 1-1-eatIon o f Invostaaent 

Sines ths Federal Reserve Banks have r a r s l y sought t o oont ro l 

tha uass to which funds are pu t , t h i s power raaains l a rge l y w i t h ths xnsabsr 

banks* Srsry loan i s aads t o a p a r t i c u l a r parson o r f i r * , usua l ly f o r a 

p a r t i c u l a r purpose* Ths decis ions cade by banks hs l p t o determine ths typs 

o f product ive equipeaont t h a t w i l l bs provided f o r f u t u r s uss, and are 
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therefore of v i t a l isaportsxoe to the oor&sanity* The outstanding duty o f 

the banking syst«a a t present i s to eooperate w i th a l l those who would 

borrow f c r desirable purposes* In t i n e o f f u l l p rosper i ty , however, t l te 

banks must f u l f i l l a censors * ru le , se lect ing f roa along a l te rna t i ve pro jects 

those tha t seem l i k e l y to be :aost usefu l * This l a s t funct ion a i j j h t be o f 

paramount ixaportanoe i n a period of w abroad, since the detaande resu l t i ng 

fro-a m r are o f a d i f f e r e n t pat tern fros* those o f normal peaoetiiic prosper i ty* 

The response to t he * istght r esu l t i n tho bu i ld ing up o f cap i ta l equipment 

not wanted i n tho fu ture* I t s i gh t also r e s u l t i n d i ve r t i ng our labor force 

to l o c a l i t i e s and occupations i n which they would l a t e r be stranded* This 

so r t o f unbalanced development could be a t least retarded by fa r -s igh ted 

po l i cy on the per t o f banking executives* 

Conclusion 

There i s a developing r e a l i s a t i o n arsons economists tha t zany of 

the problems tha t have been re .yarded as eaoaetary r esu l t i n f a c t t r m an 

Inadequate f low o f iwsrestssent expenditure* The tanks alone earn- o t generate 

suoJi a f l ow , but they aay impede i t by inappropr iate po l i cy * Besides 

f a c i l i t a t i n g the f low o f investment, the banks have the f u r t he r duty o f 

d i r e c t i n g i t i n to the saest desirable channels* There need be no fear o f 

dangerous i n f l a t i o n , a t l eas t dur ing peacetime, since cont ro l over the 

investment smrkets i s pore e f f ec t i ve than ever before* The ^oversaaeut's 

r o l e should therefore continue t o be one o f supple menting as we l l as 

cooperating w i th the banking systeia — s t i n U a t i n - and d i rec t i ng investssent 

I n a l l the var ious ways t ha t are open t o i t * 
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