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FOREWORD

The beginning of a new year has had special significance for members of the Board 
of Directors of the Philadelphia Reserve Bank. For several years, Karl R. Bopp, 
President of the Bank, has taken the occasion to discuss with them his views of the 
purposes and functions of the Federal Reserve System.

Not only have men who have newly joined the Board found these talks a stimu
lating introduction to their terms of service, but other directors and staff have 
looked forward to them as an opportunity to gain new insights into Karl Bopp's 
thinking. For these presentations have been the result of an evolutionary process. 
They are built on a firm foundation of study and teaching of central banking, but 
they have changed over time as a result of Mr. Bopp's experiences in neariy three 
decades as a practicing central banker.

On the following pages, therefore, you see a still shot of what is essentially a 
moving picture. That is why there is little here on the question of the proper place 
of the Federal Reserve System in Government. Although he has devoted more time 
and effort to the question than probably any other student or practitioner of central 
banking, Mr. Bopp is not satisfied with what he said a year ago on this issue.

Hopefully, he will find time to develop a position in retirement, beginning in 
March. Undoubtedly, he will see other questions in a somewhat different light. In 
the meantime, the officers and directors of the Bank are happy to share these 
thoughts, recorded essentially as they were presented orally.
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Introduction To The 
Federal Reserve System

A Message to New Directors of the Federal Reserve Bank of Philadelphia

by Karl R. Bopp, President

IMAGES OF THE BANK
The Federal Reserve Bank of Philadelphia has 
many images. The casual pedestrian on Chestnut 
Street may imagine that we are a cold and for
bidding institution because the building is made 
of marble and bronze. The building is a widely 
recognized architectural masterpiece of Paul 
Cret— who also, incidentally, was the architect 
of the Federal Reserve Board building in Wash
ington, D.C. The external coldness is muted by 
the pleasant and attractive garden. The garden 
is enclosed in order to assure that it will remain 
pleasant and attractive.

Those who pass by do not see a second image 
because it is inside. Inside are 966 employes and 
36 officials, each with achievements, hopes, am
bitions— and frustrations. Each is an important 
person in his own right. I hope you come to 
know us as individuals in due course. No orga
nization chart can reveal the spirit that moti
vates us. If I were asked to squeeze that spirit 
into a sentence, I would say we try always to 
take our jobs seriously but never, hopefully, 
ourselves.

It is a continuing challenge to help each 
member of our staff derive satisfaction from 
doing his job well. The overwhelming majority 
of us are engaged in operations that are scarcely 
more than mentioned as service chores in the 
standard college textbooks on money and bank
ing. We operate around the clock with three

shifts in the collections, the guards, and the 
building departments.

We have 247 people who receive, sort, list, 
and send checks; 111 who receive, count, and 
ship cash; 89 who are directly concerned with 
our responsibilities as fiscal agent for the United 
States; 48 in accounting; 43 in machine tabulat
ing— or electronic data processing, as the profes
sionals now call it. We have only 6 in the credit 
department. That fact alone demonstrates that 
though the word bank is in our title, we are 
not an ordinary bank. So does the fact that we 
have 40 engaged in the examination of our state 
member banks.

Roughly a fifth of the staff are engaged in 
what might be called internal services, including 
19 in personnel— we have a deep sense of obli
gation to those who devote their working lives 
with enthusiasm to the public purposes for 
which we exist; some 74 in the building depart
ment— incidentally, we receive many com
pliments on our “ housekeeping” ; about 22 in 
the cafeteria— we also have a reputation for 
good food and absorb about one-half the cost 
as an important investment in employe morale 
and well-being; some 59 guards— frequent 
winners of trophies for marksmanship. The re
mainder are in public information, printing, 
purchasing, research, telephone, and vault. We 
officers have our silent partners, our secretaries, 
who prevent us from making many “ bloopers.”
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We have 21 who audit this Bank continuously. 
The audit department is responsible directly to 
the board of directors and not to the operating 
management. This is as it should be. I, for one, 
feel much more secure under this organization 
than I would if the auditor were responsible to 
me. After all, we do run a big operation. For 
example, our vault contains $1.3 billion of 
valuables held in custody for member banks, 
$.6 billion of unissued Federal Reserve notes, 
and $13.5 billion of unissued Government secu
rities. I am as anxious as you are to be sure all 
these valuables are indeed where they should 
be! I also want to be sure that we spend only 
such moneys as you, after careful study, have 
authorized in the budget.

In addition, the Board of Governors examines 
the Bank once each calendar year. The Board’s 
examiners spend about three weeks going over 
the Bank from top to bottom. The chief exam
iner reports to the chairman of the board at the 
conclusion of his examination and separately to 
the first vice president and me. Incidentally, he 
reads the minutes of the board meetings to 
assure that the operating management acts 
under proper authorization.

I mention these matters at the outset because 
I have a greater appreciation of their importance 
than I had when I taught central banking with
out having had any practical experience.

A third image of the Bank is financial in 
character. We have assets of about $4.4 billion. 
A little more than 66 per cent is in U.S. Gov
ernment securities. About 15 per cent is in gold 
certificates. Discounts and advances on the other 
hand represent only a very small fraction of our 
assets— illustrating, once more, that we are an 
unusual bank.

About 63 per cent of our liabilities are in the 
form of Federal Reserve notes or paper money; 
one-fourth in deposits, mostly the reserve ac

counts of member banks. Our paid-in capital is 
less than 1 per cent of our liabilities. Surplus is 
maintained at the level of paid-in capital. Total 
capital funds amount to approximately 2 per 
cent of total liabilities.

Although we are not operated for profit, we 
are a profitable institution. Current earnings last 
year were approximately $172 million. Expenses 
absorbed 7.3 per cent of earnings. Dividends, 
which are limited to 6 per cent of paid-in capi
tal, absorbed only 1.2 per cent of current earn
ings. Excess earnings of about $157 million 
were paid to the U.S. Treasury.

These three images of the Bank are impor
tant. Bob Hilkert, other members of senior 
management, and I spend a great deal of our 
time and effort to assure that we have adequate 
and suitable physical facilities, an enthusiastic 
staff whose members derive satisfaction from 
discharging their responsibilities efficiently, and 
a solvent financial institution.

It is not primarily because of these charac
teristics, however, that you were willing to join 
our board of directors. The image to which you 
can contribute most is the one that will deter
mine our destiny. It is the contribution that 
the Bank can make to national monetary policy.

OUR ECONOMIC SYSTEM

I should like to sketch for you what I conceive 
to be the primary function of the Federal Re
serve System in our society. I shall be very 
general at the outset, but I shall highlight some 
more specific elements before I conclude.

The basic economic goal of every society is 
the maximum utilization of its human and other 
resources. Societies differ, however, with re
spect to the relationships that they feel should 
exist between the Government and the indivi
dual and, consequently, on how specific goals 
are to be determined and achieved.
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In dictatorships, the State is supreme, and 
the individual is subservient to it. Essentially, 
the leaders decide who is to produce how much 
of what goods and services and for whom. They 
determine the division of time into work and 
leisure, the allocation of resources between in
vestment and consumption.

In democracies, the State is the servant of the 
people. Through secret ballots, the electorate 
determine generally what role they want their 
Governments to play. Within the limits thus 
established, each individual decides his own 
priorities as to specific goals.

The difference in basic philosophies is re
flected in the differing role that money plays in 
the two systems. In choosing among alternative 
goals and alternative ways of achieving them, 
even a dictatorship is concerned with costs. 
Since the factors of production— land, labor, 
capital— are not directly commensurate, some 
unit of account is needed. Money serves this 
purpose, even in a dictatorship. It also performs 
some auxiliary function of allocations within the 
limits determined by the general economic plan.

In democracies, on the other hand, money is 
the basic instrument of economic freedom 
through which individuals make their prefer
ences known. Within very wide limits, each 
individual has freedom to choose how he will 
earn his money income. Through the democratic 
process of the secret ballot, citizens elect repre
sentatives to determine how and how much—  
and it may be considerable— shall be allocated 
to common purposes through the Government. 
Again, within wide limits, the individual is free 
to spend the remainder of his money income as 
he sees fit. He may also borrow to supplement 
his income, may save for the future, and may 
sell some assets and buy others as he sees fit to 
secure a maximum of welfare. This is a con
tinuous process. Decisions of today are influ

enced by the past and by expectations of the 
future. Today’s decisions also condition the 
choices of the future. In the process, individuals 
direct the use of resources to those purposes 
for which they spend money and away from 
those for which they do not.

Democratic societies want their economic sys
tem to achieve maximum utilization of resources 
while maintaining a maximum of individual 
economic freedom. Unfortunately, there is no 
inherent reason why the total of all the indivi
dual decisions to buy or sell, to borrow or lend, 
to consume or invest, to hoard or spend will 
add up to the exact amounts that are needed to 
utilize available resources.

What is desired is some mechanism that will 
induce individuals of their own volition to ad
just their behavior so as to produce the desired 
total result.

In the United States, the Federal Reserve 
System is a vital part of this mechanism. It is, 
however, by no means the only part. Before I 
discuss monetary policy, therefore, I should like 
to mention briefly the other major parts. First, 
we need competitive and functioning markets. 
Second, we need appropriate fiscal policies. Last 
year governments at all levels purchased about 
23 per cent of our entire output. How much 
and what government buys, as well as where it 
secures the funds it spends, obviously have far- 
reaching effects on the level and composition of 
total output. Third, we need appropriate man
agement of the debt. We shall be discussing 
these problems frequently in board meetings.

Appropriate wage-price actions and fiscal and 
debt management policies contribute to stable 
economic growth. Inappropriate policies in 
these areas aggravate inflation or deflation and 
impede stable growth. The monetary authori
ties, unfortunately, cannot operate on the 
assumption that appropriate policies in all these
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areas will be followed at all times. We must 
deal with developments as we find them and 
not as they might be.

THE ROLE OF MONETARY POLICY
I discuss monetary policy in greater detail be
cause it is the area of our primary responsibility. 
It is easy enough to describe in very general 
terms the basic purposes of a flexible monetary 
policy. If governments, corporations, and indi
viduals try to purchase more goods and services 
than can be produced at existing prices, their 
efforts will tend to increase not production but 
prices. It would be appropriate, therefore, to 
make credit more expensive and more difficult 
to secure. If, on the other hand, the public is 
not buying as much as can be produced at exist
ing prices, easier and cheaper credit would tend 
to induce the public to step up its purchases 
and thus restore production and employment 
to capacity.

Even this highly simplified model indicates 
that monetary policy, which is designed to serve 
the long-run interest of the public, must move 
against short-run swings of sentiment, restrain
ing when sentiment is too exuberant and en
couraging when it is too pessimistic; hence, the 
money managers cannot expect to be popular. 
We devote considerable effort to being under
stood and, hopefully, respected.

Objectives of Policy
The real world, of course, is not so simple as 
the sketch I have given. Those who have been 
concerned with monetary policy have been in
terested in having it achieve a number of spe
cific goals. It is helpful to tabulate a number 
of these goals and the direction in which mone
tary policy should move to achieve each under 
specified conditions.

Inspection will reveal the general relation

ships between the objectives listed in column 1 
and the conditions itemized in columns 2 and 3.

I have included No. 5— a fixed rate of inter
est— and No. 6— productive credit— because 
they have actually been pursued by central 
banks and because even now they are advocated 
from time to time in influential quarters. My 
own view is that as early as 1898 the Swedish 
economist, Knut Wicksell demonstrated con
clusively that maintenance of a rate of interest 
below the equilibrium rate would, in free money 
markets, lead to cumulative inflation. Con
versely, a rate pegged at too high a level would 
lead to cumulative deflation. When I discuss 
credit operations of central banks I shall try to 
demonstrate that “ productive credit” is a tan
talizing notion that is quite irrational in real 
economic terms.

There would be widespread agreement that 
we would like to have our economic system 
achieve the first four objectives on the list. And, 
indeed, it is not unreasonable to suppose that 
frequently— perhaps even generally— the con
ditions listed in column 2 will occur at the same 
time, as will those in column 3. For understand
able reasons a rising price level is often asso
ciated with rising employment and output and 
decreases in a nation’s international monetary 
reserves.

When I first studied money and banking in 
the 1920’s, we demonstrated with careful 
economic analysis that those objectives were in
ternally consistent and achievable.

Stripped of qualifications, the essence of our 
analysis ran something like this. Suppose you 
start with an economy in recession. The reces
sion would be characterized by less than full 
employment and falling prices (in those days 
the general level of prices, not merely individual 
prices, fell as well as rose). The lower prices 
would tend to increase exports and to reduce
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OBJECTIVES AND RELATED PROGRAMS

1. FULL EMPLOYMENT
2. STABLE PRICE LEVEL
3. CONVERTIBILITY OF

THE CURRENCY
4. ADEQUATE GROWTH

5. A FIXED RATE OF
INTEREST

6. PRODUCTIVE CREDIT

Conditions 
Calling for or permitting an 

easing of credit conditions or 
an expansion in monetary aggregates

Less than full employment. 
Declining prices.
High and/or rising primary 

internatonal reserves.
When growth is inadequate.

When savings are inadequate.

Increase in monetary volume 
of output.

Conditions 
Calling for or permitting a 

tightening of credit conditions or a 
contraction in monetary aggregates

Jobs in excess of workers.
Rising prices.
Low and/or declining primary 

international reserves.
When growth is too rapid to 

be sustained.
When savings are excessive.

Decrease in monetary volume 
of output.

imports. The resulting favorable balance of trade 
would be paid for with gold. Thus, in recession 
all objectives would call for an easier monetary 
policy.

The purpose of the easier policy would be to 
stimulate demand. The initial impact of enlarged 
demand would be on volume, more employment 
and greater utilization of plant and equipment. 
Profits would rise because fixed costs would be 
spread over the larger volume.

As revival continued, operations would ap
proach efficient capacity levels and unemploy
ment would decline. As unused margins shrank, 
prices and wages would rise. The favorable bal
ance of trade would be reduced and ultimately 
be succeeded by an excess of imports over ex
ports. At this point all objectives would call for 
monetary restraint.

I must confess that the logic of this analysis 
was compelling to us in the 1920’s. It still 
sounds convincing, granted the inarticulate 
premises.

Doubts concerning these premises arose in 
the early 1930’s, when, despite what was 
thought to be relatively easy money for a con

siderable period of time, revival failed to appear 
around the corner.

Many individuals concluded that monetary 
policy is a completely impotent tool of economic 
policy. Fiscal policy, which was brought into 
the discussions as a supplement to monetary 
policy, emerged by supplanting monetary policy 
entirely.

This shift in emphasis was reflected in gradu
ate enrollments. Money and banking was a 
popular graduate major in the 1920’s. It all but 
disappeared for a couple of decades from the 
mid-1930’s. In recent years many students have 
again become excited about monetary theory 
and policy.

These developments have influenced my own 
thought. I have acquired some convictions, but 
I am less certain than I was forty years ago. 
Before I report on the degree to which we have 
achieved our four objectives during the past 
decade or so, I would like to recall an episode 
that compelled me to reconsider the linkages 
between monetary policy and our ultimate ob
jectives. The episode was what happened in the 
United States from roughly the middle of 1953
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to the middle of 1954. During that period, em
ployment declined by 1 million ( and unemploy
ment rose by nearly 2 million), our monetary 
gold stock declined by $600 million, and both 
the consumer and wholesale price levels varied 
by only 1 per cent. Thus an employment objec
tive would have called for greater ease, a con
vertibility objective would have called for 
greater tightness, and a stable price level objec
tive would have called for no change. Now, 
obviously, general monetary policy cannot move 
in three directions at once. An unavoidable 
problem of monetary policy is to arrive at a 
judgment as to the appropriate balance over 
time among the several objectives, each of which 
is desirable in its own right.

I move next to some reflections on our basic 
objectives and the extent to which we have 
achieved them since 1957.

Full Employment. The first pair of charts re
lates to the full employment objective. This 
objective is of great importance in its own right. 
It is a serious tragedy when a qualified person 
wants a job and cannot find one. I feel very 
deeply about this. I recall a period after the 
First World War when my father, an excellent 
union carpenter, sought a job diligently— but in 
vain— day after day for months. I recall my early 
days on the faculty at the University of Missouri 
when graduates in all fields with long and suc
cessful experience came back desperately look
ing for jobs— any kind of job.

Unemployment, particularly widespread un
employment, affects not only the individual who 
is unemployed but also his immediate family. It 
has widespread social consequences. When 
many people are idle they have ample time to 
get into or create trouble. This is true particu
larly if the idle are disadvantaged in some way.

A significant part of our social unrest has arisen 
from unemployment.

C H A R T  1 

CIVILIAN LA B O R  F O R C E  
AN D E M P L O Y M E N T

Millions

If, now, you look at Chart 1 on employment, 
you will note the significant growth that we 
have experienced, with only small interruptions 
in 1958 and 1966. The chart also reveals, of 
course, that employment is related to the size 
of the civilian labor force. If you look at recent 
years a bit more closely, however, you will note 
that the size of the labor force itself seems to 
be influenced by the level of employment. What 
seems to happen is that when jobs are easy to get 
and employment rises rapidly, many individuals, 
particularly women and teenagers, decide to 
seek jobs and thus enter the labor force. On the 
other hand, when jobs are hard to get and em
ployment is rising slowly, they simply cease 
looking and, by definition, leave the labor force.

The stubbornness that has developed in the 
rate of unemployment (Chart 2 ), despite rapid 
increases in employment, has policy implica
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tions. In earlier times revival quickly brought 
down the rate of unemployment. In 1958-1959, 
for example, unemployment was reduced by a 
third in less than a year, from 7.5 to 5 per cent.

It was during the early years of this period, 
when unemployment was consistently running 
above 5 per cent, that I argued against increas
ing monetary restraint. I was placed with some 
strange bedfellows for taking this position, but 
a central banker should not change his view 
because he may be falsely accused. This Bank, in 
turn was a little slower than some in favoring 
increased restraint and a little more prompt in 
favoring ease.

If employment were our only objective, we 
would, as the table shows, pursue an easy money 
policy until we had no unemployment or only 
seasonal and transitional unemployment. But 
we have other commendable objectives. The 
critically important question for policymakers is 
what level of unemployment is implied to 
achieve the appropriate mix of our over-all ob
jectives. The answer one gives to this question 
involves value judgments as well as economic 
analysis.

C H A R T  2

U N E M P LO Y M E N T  R A TE
PerCent Seasonally Adjusted

Many competent individuals have expressed 
their views on this matter, and views of many 
have changed over time as we gain more expe
rience. The primary reason for being tempted to 
insist on a very low figure is genuine concern 
for the plight of the individual without a job. 
Pointing to a low rate also are the achievements 
of such rates by ourselves during wars and by a 
number of our highly industrialized competitors 
in recent years. Pointing to caution in striving 
for too low a rate are the undesirable conse
quences that flow from inflationary pressures 
when aggregate demand is excessive.

Unfortunately, the problem is not static but 
dynamic. A policymaker can tolerate a bit more 
unemployment if the economy is moving ahead 
than if it is falling farther behind.

Selection of a specific rate is influenced also 
by judgments as to the accuracy of the relevant 
measurements, as to the minimum level of tran
sitional unemployment, as to the extent of struc
tural unemployment, as to the residence, skills, 
and qualifications of the unemployed, and similar 
factors. My own view is that for the present we 
should pay increasing attention to other objec
tives when the unemployment rate falls below 
the 4 per cent level.

I envision higher standards for the future. As 
an employer, we have engaged with enthusiasm 
and success in several programs to train disad
vantaged individuals. The results of our so- 
called BEEP (Business Experience, Education 
Program) program to encourage high school 
students to stay in school and still work have 
been especially gratifying. I attach top priority 
to public policies that will make possible ever 
higher levels of employment. What is required is 
a successful attack on ignorance, inadequate 
training, and discrimination. Success also will 
require more rigorous economic analysis, more 
information (e.g., on job vacancies by type and
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location) and better information (more accu
rate and more complete on labor force, employ
ment, and unemployment).

Stability of the Price Level. I  move now to the
objective of price stability. Our interest in the 
price level is not quite as direct as our interest 
in employment. We have no particular interest 
in the absolute level of prices as such. If, 
throughout our history, the price of every good 
and every service had been exactly twice what 
it has been in fact, we would be today precisely 
where we are in real terms, even though all 
dollar prices, of course, would be double what 
they are.

Our interest in the price level derives from the 
evil consequences of changes in it. Changes in the 
price level redistribute wealth and income in
equitably. A period of rising prices robs the 
creditor for the benefit of the debtor because it 
enables the debtor to repay with cheaper dollars 
than he borrowed. A period of falling prices 
robs debtors for the benefit of creditors.

Changes in the price level also produce un
wise business decisions. Business decisions are 
based on dollar magnitudes on the assumption 
that the unit of measure, the dollar itself, re
mains constant. Since the businessman is con
cerned with maximizing profits in the long run, 
he is necessarily vitally interested in an accurate 
measure of what his profits actually are. A 
changing price level, however, produces a dis
torted view of profits.

Inventories and depreciation afford excellent 
illustrations of the distortions. The process of 
production is a lengthy one in which the busi
nessman buys before he sells. He buys countless 
raw goods to be funneled into his factories and 
machines, and he usually keeps some inventory 
of his finished products. If, month after month, 
prices are rising, then this stock appreciates on

his hands. He is continually selling at a price 
better than he expected and hence securing a 
windfall “ profit.”

These profits are inflated for another reason. 
It is clear that a manufacturer wears out his 
plant and equipment as he produces his output. 
Such wear and tear, or depreciation, is a cost 
of production. By the time the asset is com
pletely worn out, enough depreciation should 
have been charged to replace it. If, however, 
depreciation is computed on the basis of origi
nal cost and prices have risen during the life of 
the asset, the depreciation allowance will be 
inadequate to replace it. The cost of deprecia
tion will have been understated and profits 
correspondingly overstated. George Terborgh 
has estimated that the inflation in the decade 
1947-1956 resulted in overstating corporate 
profits by $43 billion. Reported profits were 
$187 billion, whereas true profits were $144 
billion. It does not take much imagination to 
appreciate that business decisions may be irra
tional if they are based on the assumption that 
profits are 30 per cent higher than they really 
are.

Here, then, sits the businessman, his profits 
inflated by windfall inventory gains and by 
understated costs. The future looks rosy indeed. 
Expectations of future sales and profits lead 
him to expand his plant and equipment. Rosy 
expectations also lead him to accumulate greater 
inventories, both because his sales are rising 
and because he desires to lay in more stock 
before the prices of that stock rise. In short, 
we have a typical inventory and capital spend
ing boom.

Things go on rising for a while but then the 
bubble bursts. The businessman realizes that 
additions to productive capacity have outrun 
consumer demand. He realizes that his inven
tories are high relative to any reasonable fore
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cast of sales. He cuts back on inventory pur
chasing and capital spending. The firms which 
supply him with inventory and which build his 
plant and equipment are forced to cut back their 
production and lay off workers. Then, like a 
pebble dropped into a pond, the effects spread. 
Other firms selling to the second group of sup
pliers and builders find sales declining. More 
workers are laid off and hence consumer income 
falls. With income declining, business sales fall 
even further. In short, we have the familiar 
downward spiral of business into the depths of 
recession, a recession which will continue until 
top-heavy inventories and excess plant capacity 
are corrected. Once more inflation has helped 
breed the excesses which result in recession.

I move next to the history of prices. You 
have before you a chart of wholesale prices 
since 1800 (Chart 3 ). Now, there are very great 
hazards in interpreting a chart of prices over 
the very long term. The reason is the obvious 
one that the things our forefathers actually 
bought and sold are, with some rare exceptions, 
not the same things we buy and sell. There are 
hazards in long-term price comparison. None
theless, I think we can draw some general 
conclusions of contemporary relevance from an 
index of prices over the long run.

It is perfectly clear that we have had four 
major inflations in our history. These have all 
been associated with war: first, the War of 
1812; second, the Civil War; third, the First 
World War; and, finally, the Second World 
War. The great inflations have been war- 
induced inflations— that’s point one.

If you look a little more carefully, you see a 
significant and rapid increase in prices in the 
1830’s— actually 1832 to 1837. This one, it 
seems to me, was essentially a product of 
President Jackson’s successful war against the 
Second Bank of the United States. As you

know, he destroyed the Second Bank of the 
United States and ushered in an orgy of new 
banks with state charters. This was a period of 
wildcat banking in the United States which 
resulted in a great expansion in our money 
supply via a very inferior kind of banking sys
tem. And the net of all this increase in the 
money supply was a significant increase in 
prices.

CH A R T  3 
W H O LE S A LE  PRICE INDEX, 

1800-1969
Index (1957-59-100)

The second significant rise— though nothing 
like the very tall ones— you will notice came in 
the decade of the 1850’s. All you have to do 
is recall 1849 to reach the correct conclusion 
that this was clearly a consequence of the gold 
discoveries in California and in Australia. The 
third of these secondary increases in prices 
came from the late 1890’s up until the First 
World War, roughly. This again was a result of 
gold discoveries— this time in the Klondike and 
Cripple Creek— which led to very rapid expan
sions in our total money supply. Finally, we 
have the rise from the late thirties up to the 
Second World War. This followed the revalua
tion of gold. So that these have all been asso
ciated with monetary phenomena, either changes 
in the base or discoveries of new primary money 
in the form of gold.
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I move next to the great declines. They have 
followed wars. You see the significant decline 
after the War of 1812 to roughly 1820. After 
the Civil War, we have another long continued 
price decline. Again a decline after the First 
World War.

Interestingly enough, we did not have a de
cline after the Second World War. Many peo
ple predicted that we would. Sewell Avery, for 
example, was determined that this was going to 
happen. The lack of progress of Montgomery- 
Ward in the post-Second World War period is 
a reflection of his error of judgment. In my 
view, this new post-war experience was not an 
accident. It seems to me to illustrate that hu
man intelligence applied to problems can, if 
everything works out well, produce desirable 
results. We did not have the anticipated great 
price decline because of public and private 
actions to prevent it. Organizations like the 
Committee for Economic Development were 
founded to develop and promote a smooth 
transition to peace. It was felt deeply that if 
we had another terrific recession the whole 
fabric of society might not hold together. So 
there was determination to do something about 
it. We did not talk about a return to pre-war 
normalcy or anything like that. We did do 
something about the real economic problems 
that were involved. The Employment Act was 
passed in 1946.

You will notice that the very rapid declines 
following wars were in turn followed by long- 
continued but slower price declines. The de
velopment after the War of 1812 was inter
rupted by the Jackson episode that I have 
mentioned. These were periods of great social 
suffering, difficulties, and unrest. One need only 
recall 1848— one of the watershed years in 
modern Western history. In my view, these 
were primarily the result of an inadequate

supply of the means of payment for the entire 
Western world, resulting from an inadequate 
supply of gold. The inadequacy was aggravated 
by the decision of important industrial countries 
to adopt the gold standard (e.g., Germany after 
the Franco-Prussian W ar).

As I mentioned earlier, declining prices put 
pressure on debtors and may even force them 
into bankruptcy. The persistent price decline 
after the Civil War had much to do with the 
development of greenbackism; the free silver 
movement; and similar so-called radical move
ments. I think the debtor class simply would 
not tolerate what was happening to it. In my 
view the gold standard would have ceased to 
exist as an international standard had it not 
been for the wholly fortuitous discovery of gold 
in California in 1849 and the wholly fortuitous 
discovery of gold in the Klondike and Cripple 
Creek in the 1890’s. Had these discoveries not 
occurred I think the gold standard would have 
collapsed.

One conclusion I draw from this long ex
perience is that our economic system has no 
inherent tendency toward either inflation or 
deflation and that we should be aware of the 
dangers and guard against both.

There always have been some who have felt 
there is an inherent tendency toward deflation. 
Usually they have been engineers or production 
men who emphasize that increasing efficiency 
reduces real costs. Of course it does, but one 
must not confuse real costs with money costs. 
Wage rates obviously can go up faster than 
output per unit of time.

Others, who usually emphasize this latter 
possibility, insist that our economy has an in
herent tendency toward inflation. In recent 
years they have based their argument largely 
on the increased power of labor unions. To me, 
this is a new version of an old argument. The
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same complaint, in different terms, can be heard 
throughout our history. “ Men don’t work the 
way their fathers used to work.” “ They loaf 
on the job.” “ Quality isn’t what it used to be.” 
This is nostalgia for a society that never existed 
in fact.

My own view is that there is no inherent 
price tendency in our economy. Prices are a 
result of the monetary institutions that we 
create and the skill with which we manage 
them.

I move now to the story of prices since 1957, 
and begin with wholesale prices (Chart 4 ). 
From the middle of 1957 until the beginning of 
1965, the index varied between 99 and 101 per 
cent of the 1957-1959 average. If you recall 
the long-run chart, it is clear that there had not 
been such a long interval of stability in more 
than 150 years. No other modern industrial 
country has ever experienced such an interval 
of stability.

In reviewing what I said to our directors in 
earlier years, I find that in January 1966 I said: 
“ This view is reinforced by our experience after 
the Second World War and in the past eight or 
nine years. I do have some reservations on how 
well we will in fact manage in the period 
ahead.”

C H A R T  4 

W H O L E S A L E  PRICE INDEX
Index (1957-59=100)

You may recall that it was at this time that 
the Federal Reserve System was taken to task 
for being “ excessively” concerned about infla
tionary prospects. In retrospect, the rapid acce
leration of the military effort in South Vietnam 
and the excessive reliance on borrowing to pay 
Governmental costs clearly warranted such 
concern.

CH A R T  5

CO N SU M ER  PRICE INDEXES
Index (1957-59= 100)

I move next to the consumer price index. 
The record has been one of virtually uninter
rupted rise ( Chart 5 ). The primary reason has 
been the persistent increase in the cost of ser
vices. There is a widespread judgment of quali
fied individuals that this index probably has an 
upward bias because of improvements in qual
ity. You might be inclined initially to dispute 
this judgment. You might have in mind, for 
example, the cost of medical services, including 
drugs. Doctors now rarely make home visits; 
office calls are brief; drugs are expensive. If, 
however, one keeps in mind the service per
formed— curing the patient— the story is differ
ent. Time was when pneumonia was frequently 
fatal and even recovery was long drawn-out. It 
was a costly disease, directly and in terms of
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time lost from work. I have a hunch our fore
bears would have considered a modern cure 
cheap even for their time, but it was not 
available.

Improvement in quality has come also in 
goods as well as services. Take the automobile 
tire. I can remember when Sears Roebuck 
guaranteed tires for 3,000 miles and how boldly 
they advertised when this was increased to
5.000 miles. Imagine anyone even trying to sell 
such a tire today. Unfortunately, we have not 
devised a statistical technique to measure 
changes in quality accurately.

If quality changes could be measured, it is 
quite possible that an accurate consumer price 
index would reveal no upward drift from, say, 
1957 to the end of 1964. Since that time the 
record has been similar to that of prices at 
wholesale.

Convertibility. I move next to convertibility 
as an objective of policy. For the United States 
this still means redemption of currency in gold 
at a fixed price. Since this objective, more than 
any other perhaps, arouses great emotions, it 
might be worthwhile to see how England came 
to adopt the gold standard in the first place.

Macaulay wrote: “ In the autumn of 1695, it 
could hardly be said that the country possessed, 
for practical purposes, any measure of value of 
commodities. It was a mere chance whether 
what was called a shilling, was really tenpence, 
sixpence, or a groat.”  For example, the ex
chequer found that coins which should have 
weighed 220,000 ounces actually weighed only
114.000 ounces.

William and Mary appointed a committee to 
make recommendations for solving the prob
lems. The membership was quite extraordinary: 
Sir Isaac Newton, Master of the Mint, John 
Locke, the great philosopher, and Lord Somers.

Sir Isaac recommended that the Government 
call in the old coin at face value and issue new 
full weight coins and that the ratio of silver 
to gold be established at 16 silver to 1 gold 
(shades of Bryan!). In major countries on the 
Continent the ratio was 15V2 to 1- Sir Thomas 
Gresham could have predicted the results a 
century before! Relatively, England overvalued 
gold and the Continent overvalued silver. Gold 
was taken to England for exchange into silver, 
which was taken to the Continent for exchange 
into gold, which . . . .  Newton later recognized 
his error and recommended that it be corrected, 
but this latter advice was not followed.1

A century passes and England is once again 
involved in war with her old enemy, France; 
this time under Napoleon. She abandons re
demption of the currency but decides to resume 
convertibility after the war. The mint, of 
course, had very little silver to coin and Lord 
Liverpool decided to close it to the free coinage 
of silver because England was “ naturally a gold 
country” and that “ gold was the natural cur
rency of England.” And, indeed, it was if one 
admits, as he should, that it is only “ natural” 
for even a Sir Isaac to make a mistake and for 
this mistake to have “ natural” consequences.

It is irrelevant but tempting to speculate 
what might have happened if Sir Isaac had 
made a mistake in the other direction, say by 
adopting a ratio of 15 to 1. England might well 
have become “ naturally a silver country.”  With 
the role that sterling acquired on the basis of 
English leadership in industry and commerce 
throughout the world, who knows, the world 
might naturally have been on the silver 
standard.

‘ This is the story as told by George F. Warren and 
Frank A. Pearson in their Prices, New York, 1933, 
p. 159.
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These are irreverent conjectures. Still, the 
faithful have propagated some fictional natural 
history. One gains an impression that the gold 
standard existed for centuries without interrup
tion. Yet it has not existed in modern times for 
as long as a century, though England almost 
made it from 1822 to 1914.

My own view is that England arrived on the 
gold standard because of a mistake by Sir Isaac 
Newton in 1696. The gold standard survived 
the nineteenth century only because of the 
miracles of new gold discoveries in the 1840’s 
and 1890’s. Finally, when one sees the incredi
bly small amount of gold frequently held by 
the Bank of England, he is forced to conclude 
it was not a self-regulating system but was in 
fact maintained through management by the 
Bank of England. Thus, a mistake, miracles, and 
management describe the system more accu
rately than does a mystical natural providence.

Do not misunderstand me. I think that on 
balance an international monetary system—  
essentially this means a system of relatively 
fixed rates of exchange— is preferable to a sys
tem of national currencies with freely fluctuat
ing rates, despite its presumed intellectual 
attractions.

An international system, however, requires 
genuine international cooperation on the part of 
the members based on rational economic prin
ciples. Such a system should indeed put pressure 
on a member which has an unfavorable balance 
of payments because it has pursued policies of 
over-full employment and inflation. It should 
not, however, put pressure on a member that 
has an unfavorable balance of payments despite 
significant unemployment and stable or even 
falling prices.

I move now to recent developments in our 
balance of payments. As you can see from Chart
6, we have been running at a persistent deficit

C H A R T  6 

B A LA N C E  O F  PAYMENTS*
Billions of Dollars

* liquidity basis

ever since the Suez crisis in 1957. Throughout 
this period (except for a brief interruption in 
1959) we have had an excess of exports over 
imports of both goods and services. This excess, 
however, has not been large enough to finance 
our foreign defense, Government aid, and pri
vate investment abroad. As a result our short
term liabilities to foreigners have doubled from 
about $15 billion to over $40 billion (Chart 7)

C H A R T  7 

SH O RT-TERM  LIABILITIES TO  
F O R E IG N E R S  R E P O R T E D  BY

BAN KS
Billions of Dollars

'Series since 1960 is revised and excludes holdings of dollars 
of IMF.
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and our gold stock has declined from over $22 
billion to about $11 billion (Chart 8 ).

C H A R T  8 

G O LD  S T O C K
Billions of Dollars

Growth. This brings us to the last objective I 
shall discuss: adequate growth and a rising 
standard of living. Barring a nuclear war, our 
children and grandchildren are almost certain 
to have a higher standard of living than we 
enjoy. For them, the hard core of our basic 
economic problems may be solved. This may 
not be an unmixed blessing. There is joy and 
importance in work. The thrill of the craftsman 
at whatever task is one of life’s real satisfac
tions. Long hours of leisure are not necessarily 
satisfying, even when they are voluntary.

Monetary policy has relatively little to do 
with the germinal elements of growth. One of 
these ingredients is the sporadic appearance of 
genius, frequently motivated by what most 
people consider a naive desire to comprehend: 
Newton, Descartes, Harvey, Gibbs, Einstein, 
Fermi. Another ingredient is the application of 
knowledge to invention: Burbank, Edison, Fire
stone, Ford; and to human organization: Tay
lor, Mary Follett. Other ingredients are the 
character of a people and availability of natural 
resources.

My own view is that, although a central 
banker should be interested in growth as is any 
responsible citizen, he should not establish any 
specified rate of growth as a specific objective 
of monetary policy. He should, instead, con
centrate on achieving the best balance among 
the three objectives that I have already dis
cussed.

Hopefully, this will produce a maximum sus
tainable use of available resources. This, in 
itself, is a large contribution to growth. Beyond 
this, however, the actual rate of growth depends 
on matters that are not reached directly by 
monetary policy. One of these factors is how 
hard and long we wish to work. It has been 
estimated that in the past fifty years we have 
taken about half of our productivity gains in 
the form of increased leisure and about half in 
the form of more output. We could grow much 
faster if we worked longer and harder.

Another factor is how we divide our actual 
output between consumption and investment. 
The more we consume the less remains avail
able for investment to increase our growth. It 
is an appropriate role of Government to influ
ence consumption, saving, and investment 
through fiscal policies, but it is not a primary 
responsibility of the monetary authorities.

The important concern of the central bank 
should be to contribute all that monetary policy 
can contribute to full utilization of resources. 
It is the responsibility of the individual citizen 
and the Government to determine the distribu
tion of our total resources between work and 
leisure, between consumption and investment.

This brief statement on objectives gives you 
a general idea of my basic philosophy and 
prejudices. My recommendations on monetary 
policy arise from the application of these prin
ciples to developments in the economy. Until
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late in 1965, I had been slow to recommend 
increasing firmness in credit conditions. The 
primary reason was the persistence of excessive 
unemployment, the stability in our price level 
while those of our international competitors 
were rising. In my view these factors out
weighed our adverse balance of payments and 
gave hope, indeed, that it too could be rectified.

Since the end of 1965, however, we have 
come far closer to full utilization of our man
power and prices have risen. These develop
ments, in my view, fully justify the tighter con
ditions in money and capital markets that have 
been promoted by the System.

One conclusion from this analysis is that, de
spite what some of us had come to believe, it is 
not always possible to achieve all of these ob
jectives completely and simultaneously. It be
comes necessary from time to time to choose 
among various objectives. The choice that an 
individual makes reflects not only his economic 
analysis and its application to contemporary 
developments, but also his scale of values. The 
choice need not be, and indeed seldom is, of the 
either/or, all-or-nothing variety. It is more apt 
to be a relative matter: a little more of this 
objective for a little less of that one.

Instruments of Policy

Our value judgments extend beyond the choice 
of an appropriate “ mix” of objectives. They 
extend to the means of achieving our goals. 
There is widespread agreement that we should 
do so “ in a manner calculated to foster and 
promote free competitive enterprise,”  to use 
the language of the Employment Act of 1946.

The general instruments of monetary policy 
offer a possibility of promoting our basic objec
tives in precisely this way. They are means of 
induung institutions and individuals of their 
own volition to adjust their behavior so as to

produce the desired social result.

Lending Operations.

1. Eligibility and Acceptability. The first 
instrument relates to lending operations of a cen
tral bank. Although there is a conception that 
central banks should be very meticulous in their 
lending activities, even the most venerable cen
tral banks have made some— well, unusual, 
loans. For example, the London Gazette of 
May 6, 1695 contained an advertisement an
nouncing that the “ court of directors of the Bank 
of England give notice they will lend money on 
plate, lead, tin, copper, steel, and iron, at four 
per cent per annum.”

I mention this pawnbroking operation only 
to indicate that we need not abandon considera
tion of novel ideas merely out of fear of violat
ing established traditions. Given enough time, 
an historian probably could cite a precedent, or 
reasonably accurate facsimile, of any action. 
Even if he could not, mere tradition is not an 
adequate basis for abandoning a decision that is 
otherwise appropriate.

This is worth mentioning in connection with 
lending activities of central banks because there 
was a time when influential scholars concluded 
that central banks would achieve their desired 
purpose provided only they limited their lend
ing (discounting) to appropriate documents.

The idea is known as the real bills doctrine 
or the commercial loan theory of banking. It is a 
tantalizing conception that has survived refuta
tion by outstanding individuals at least as far 
back as Henry Thornton in 1802. In fact the 
lending provisions of the original Federal Re
serve Act, many of which still survive, were 
based on this disproved theory. Current efforts 
of the System to eliminate these provisions are 
stalled in the Congress.

What then is the real bills doctrine? It is
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based on the plausible notion that the volume 
of money should be related directly to the vol
ume of goods flowing through the productive 
process.

An ideal banking system, therefore, would 
create new money whenever a trader bought 
goods and would extinguish it whenever he 
sold. Merely to illustrate the principle, suppose 
that each step of the production and distribu
tion process takes 90 days to complete. The 
supplier now sells raw materials to the manu
facturer and draws a 90-day draft on him. After 
acceptance he discounts the draft at his bank. 
New money is created for 90 days. At the end 
of that period the manufacturer sells to the 
wholesaler and draws a 90-day draft, which he 
discounts. He is now in position to repay the 
draft drawn on him by the supplier which has 
come due. Ninety days later the wholesaler sells 
to the retailer, draws and discounts the draft 
to repay his own debt to the bank. And so on. 
The drafts are all real bills drawn against real 
commodities flowing through trade channels and 
since the sale of the commodities in the regular 
course of business provides the funds to repay 
the drafts, they are “ self-liquidating.”

The general idea is so tantalizing it is tragic 
that it contains flaws both in principle and in 
application. A basic weakness is that the money 
to which the batch of goods gives rise does not 
remain attached to the goods but goes on a 
series of visits of its own. The theory ignores 
the velocity of circulation of money. Let us 
suppose that the velocity of circulation increases 
by say 10 per cent and that this results in a rise 
of prices by 10 per cent. The batch of goods 
that formerly gave rise to a real bill of $100 
will now give rise to one of $110. The additional 
money, with no further change in velocity, will 
lead to a further rise in prices, which will re
sult in a still larger volume of real bills and

money and so on ad infinitum. The real bills 
doctrine is not, even in principle, a self-limiting 
system; it is a self-inflammatory, chain-reaction 
system.

There are other weaknesses in the theory. It 
makes no provision for money needed to pur
chase services or fixed assets. Furthermore, in 
practice there is not such an identity between 
the echeance or maturity of the bill and the time 
it actually takes to move through the several 
stages of the distributive process. Furthermore, 
with development of the so-called clean bill 
with documents surrendered against acceptance 
instead of payment, it became possible to have 
more than one bill outstanding against the same 
batch of goods. Development of clean bills as 
money market instruments made it possible to 
issue so-called finance or accommodation bills, 
with no underlying goods at all. Despite their 
interest in doing so, even sophisticated dealers 
confessed they could not distinguish a “ real” 
bill from any other.

The lending and discounting operations of the 
Federal Reserve Banks are conducted in accord
ance with the Federal Reserve Act and Regula
tion A of the Board of Governors.

In our banking system it is important that 
there be an “ escape valve” to prevent pressure 
from concentrating at times with undue severity 
at particular points— either for reasons inde
pendent of monetary policy (e.g., a local catas
trophe) or as a result of what is intended as 
general pressure.

It is for this reason that member banks have 
the privilege, under appropriate circumstances, 
of borrowing from their Federal Reserve Banks. 
The borrowing privilege, it should be noted, is 
not to be used to scalp a profit should the yield 
on Treasury bills, for example, be above the 
discount rate. The Federal Reserve Banks super
vise their loans to member banks to see that
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they are for proper purposes. We go to great 
lengths to assure impartial administration of our 
discount window. Consideration of the report 
on borrowing is a standard item on the agenda 
of your biweekly meetings.

Incidentally, if you ever hear rumors of dis
criminatory treatment, I am sure that the man
agement of the Bank would like to hear about 
them. For understandable reasons, such rumors 
arise occasionally— not in periods of easy money 
but in periods of restraint. Occasionally, country 
member banks allege that Philadelphia banks 
receive preferred treatment. We have had 
enough conversations with Philadelphia mem
bers to appreciate that they at times feel we are 
too gentle with the country members. We do 
not, incidentally, adjust our administration to 
changing conditions in the credit market. I de
scribed the principles under which we operate 
before the Pennsylvania Bankers Association in 
May 1958 and the talk was published in our 
Business Review (June 1958). I am asking you 
to report any allegations of favoritism that come 
to your attention because it is critically impor
tant not only that we remain impartial but that 
we maintain a reputation for objectivity.

2. Bank Rate. Price, or the rate that is 
charged, is the most important condition that a 
central bank imposes in extending credit. It has, 
understandably, received most attention. It is 
not, however, as we have seen, the only condi
tion. It is not even the oldest means of con
trolling the amount of credit extended.

The Bank of England, for example, main
tained its rate at 5 per cent on inland bills from 
1719 and on foreign bills from 1773 to 1822. 
Henry Thornton, an outstanding financial 
leader, recommended in 1802 that the Bank 
vary its rate as a means of regulating the vol
ume of circulating medium, but his advice was 
not followed. He was virtually alone in his view.

Ricardo, the great classical economist, under
stood that the volume of lending would be 
influenced by the relationship between bank 
rate and the rate of profit but he did not dis
cuss changes in the rate as an instrument of 
policy. The governor and deputy governor of 
the Bank actually denied to the Bullion Commit
tee in 1810 that the rate had any influence on 
the volume of good bills offered for discount.

Instead of increasing the rate, the directors 
rationed their credit and “ set limits to their 
advances according to circumstances, and as 
their discretion may direct them.” They “ con
tracted their issues of paper . . . [when] their 
apprehensions [were] excited by the reduction 
of their stock of gold.” Instead of decreasing 
the rate, they extended the list of collateral on 
which they would extend credit.

The Bank of France maintained a uniform 
rate from 1820 to 1847. The Bank of England 
was subject to the 5 per cent usury law until 
1837. It was not until the 1840’s that the rate 
became the premier instrument of policy. Even
tually the rate was changed to meet every gust 
of wind that blew. It was changed 202 times 
from 1855 to 1874, including 24 changes in the 
single year 1873.

Various theories were gradually developed as 
to the nature of an “ effective rate.” Most widely 
taught at one time was the theory that to be 
effective, the bank rate must be above the 
market rate. Of course, there are many market 
rates, and part of the analysis involved defini
tion of the appropriate market rate. Underlying 
the basic idea, it seems to me, is a judgment that 
the only danger from monetary policy is infla
tion. So long as the only basic goal of policy 
was convertibility and so long as depression was 
viewed either as an inevitable aftermath of in
flation or as an act of God, the argument con
vinced many.
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The bias of the theory is reflected in its ap
plication. As market rates rise, the bank is 
compelled to increase its rate to remain above. 
As market rates decline, it must defer action, 
so that its own rate remains above, even after 
the change. There may be times, of course, 
when it is appropriate for the bank rate to fol
low market rates— particularly when market 
rates are subject to influence by other instru
ments— but there are other times when it is 
not appropriate. The theory is not of universal 
applicability.

Another theory related effectiveness to the 
volume of discounts actually held by the cen
tral bank. One naive variant of the idea simply 
held that bank rate is effective if it holds down 
the volume of borrowing to low levels. This 
version is similar to the idea that bank rate 
should be above market rate. If bank rate is 
above actual market rate on identical paper, one 
would not expect much— if indeed any!— paper 
to reach the bank. Another naive variant lies 
at the opposite extreme and holds that bank 
rate can be effective only if a considerable vol
ume of paper is held by the bank. It is felt that 
only under such circumstances can bank rate be 
meaningful in affecting market conditions.

A somewhat more sophisticated version of 
the theory is concerned not with the absolute 
level of borrowing but with the relationship 
between changes in the rate and changes in the 
central bank’s portfolio. In this version the 
purpose of an increase in the rate is to discour
age borrowing from the central bank. If, there
fore, an increase in the rate is followed by a 
reduction in the portfolio, the increase may be 
said to have been effective. Similarly, a reduc
tion in the rate would be judged effective if it 
led to an increase in the portfolio.

For purposes of economic policy, however, 
this is a rather narrow conception. Our major

interest is not what happens to the central bank 
portfolio but what effect the actions of the 
central bank have on the economy. The first 
theory that takes this aspect into account meas
ures effectiveness by reference to market rates. 
An increase is viewed as effective if it is followed 
by increases in market rates; and a decrease in 
bank rate is effective if it is followed by de
creases in market rates.

The next theory goes one step further. 
Votaries of this theory argue that the central 
bank should not be interested in market rates 
as such but should be concerned with the vol
ume of money. They, therefore, measure the 
effectiveness of a change in the rate by the 
subsequent behavior of either the supply of 
money or a proxy, such as the volume of re
serves of the commercial banking system.

Each of these theories focuses on a particular 
aspect of discounting. Each contributes some
thing, though occasionally in a negative way, to 
our understanding of the role of the discount 
rate in the economy.

The implication of this conclusion is that it 
is desirable to approach the problem from a 
much broader point of view. Our ultimate in
terest is to achieve as. nearly as may be possible 
the objectives that I discussed earlier. It is 
appropriate, therefore, to measure the effective
ness of any instrument of policy in terms of its 
contribution— in conjunction with other instru
ments— to those objectives. This is a more com
plex undertaking and we shall have numerous 
occasions to discuss it during the course of the 
year.

In the Federal Reserve System, discount rates 
are established by the directors of the Reserve 
Banks “ subject to review and determination” by 
the Board of Governors. The vast expansion in 
Government debt and the widespread owner
ship of that debt have affected the degree to
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which different discount rates can be maintained 
at the several Reserve Banks.

I do not suggest for a moment that member 
banks in a district where the rate is lower would 
borrow in order to lend the reserves in districts 
where the rate is higher. Nevertheless, the net 
effect of a differential in rates will tend to pro
duce the same result. This is true because such 
banks would tend to lend excess reserves in the 
federal funds market and to borrow from their 
Reserve Bank rather than from the funds mar
ket, especially if the funds rate exceeded the 
discount rate. This, in turn, would mean that 
the administration of the discount window at 
the lower rate Reserve Bank would become in
creasingly difficult. It would also tend to mean 
that the Reserve Bank or Banks with the lower 
rate would in fact determine conditions for the 
whole country. This implication reminds me of 
a remark by one of your predecessors. After a 
vigorous discussion in a meeting of the board, 
Archie Swift said: “ I am reminded of my men
tor who told me when I was young: ‘Always 
remember that when a dozen people are on one 
side of an issue and you are on the other, it is 
possible— not likely, mind you, but possible— 
that they could be right, and you wrong.’ ” 
Nevertheless, different rates perform a useful 
function at times.

3. The Tradition against Borrowing. In 
days when bank failures were common, an early 
sign of weakness in a bank was that it borrowed 
money— other than by deposit. Banks disliked 
showing borowing on their published statements. 
Although some banks have recently abandoned 
the tradition against borrowing, many still hold 
to it. Banks that anticipate a shortage of re
serves on the semiannual call dates usually bor
row in larger amounts for a day or two before 
the end of June and December so that they can 
meet their requirements, repay their borrowing,

and still show no borrowing on their call report 
or published statement.

The Federal Reserve System has encouraged 
member banks not to borrow from the Reserve 
Banks except for appropriate purposes. Many 
members in this District and elsewhere take 
pride in never having borrowed from their Re
serve Bank. This tradition affects the amount of 
borrowing from the Reserve Banks.

Open Market Operations. The relationship be
tween central banks and government finance is 
intimate and reaches back to the origin of such 
banks. The Bank of England was founded in 
1694 because the standing of government credit, 
after the so-called “ stop of the Exchequer” by 
Charles II, was so low that William and Mary 
had great difficulty financing the war with 
France. Creation of the Bank of England was 
authorized in the Ways and Means Act of 
1694", not in a separate bank act. Similarly, 
Napoleon created the Bank of France in 1800 
to help finance his military ventures. Most coun
tries with considerable experience in central 
banking have witnessed episodes in which the 
view of the Government has differed from that 
of the central bank concerning the methods of 
extending central bank credit to the Govern
ment, its amount and the terms and conditions.

Central banks experimented from time to 
time with purchases and sales of Government 
securities in the market to achieve a variety of 
purposes. Early in the nineteenth century the

-Act 5 & 6 Wm. & Mary, cap. 20. The full title of 
the Act, though long enough, does not even mention 
the Bank of England. It reads: “An Act for Granting to 
Their Majesties several Rates and Duties upon Tunnage 
of Ships and Vessels, and upon Beer, Ale, and other 
Liquors, for Securing certain Recompences and Advan
tages in the said Act mentioned, to such Persons as shall 
Voluntarily Advance the sum of Fifteen hundred thous
and Pounds towards carrying on the War against 
France.” (Acres, W . Marston, The Bank of England 
From Within, 1694-1900, vol. 1, p. 9, Oxford Univer
sity Press, London, 1931.)
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Bank of England bought Exchequer Bills on the 
market when it wanted to expand its circula
tion and sold them when it wished to contract. 
In periods of strain it occasionally sold securi
ties, presumably to afford greater accommoda
tion to commerce. Such operations are com
prehensible only on the assumption that funds 
did not flow freely among segments of the mar
ket and that the help of the Bank was needed 
to redistribute credit. It is perhaps worth men
tioning that such an action in the crisis of 1847 
resulted in recorded criticism of the governor 
and deputy governor— a rare experience. Cen
tral banks also bought securities either in an 
attempt to increase earnings or to invest what 
they considered excess funds.

An early theory of open market operations as 
an instrument of monetary policy is that sales of 
securities can be used to make the discount rate 
“ effective.” It grew out of a somewhat incon
gruous set of assumptions. Suppose a central 
bank wishes to tighten credit when bank rate 
already is considerably above market rate. An 
increase in bank rate may simply widen the mar
gin between bank rate and market rate. What 
is desired, however, is an increase in market 
rate. If, now, the central bank could sell securi
ties, it could force market rate to rise and thus 
force the market to borrow from the bank. The 
amount of such borrowing, in turn, could then 
be controlled or influenced by the higher bank 
rate.

In the light of what has been said about the 
development of bank rate theory, it is under
standable that early theory of open market op
erations would have been one-sided and dealt 
only with sales. It did, however, contain some 
important ideas which, unfortunately, were not 
adequately developed or comprehended.

One of these ideas is that open market oper
ations, the discount rate, and the volume of

discounts are interrelated. The Federal Reserve 
System rediscovered this idea as it analyzed its 
early frustrations with open market operations 
after the First World War.

You will remember from your own experi
ence and our discussion of objectives that the 
First World War was followed shortly by a 
severe depression. The depression was accom
panied by sharp liquidation at commercial banks 
and by repayments of borrowings at the Federal 
Reserve Banks. A number of Reserve Banks 
became concerned about how they might earn 
enough to pay their expenses. Some concluded 
that the appropriate way would be to buy Gov
ernment securities. There is an interesting foot
note to Federal Reserve history that concerns the 
effects of these decisions on the Government 
securities market, the Treasury, and the relation
ship between the Federal Reserve Bank of New 
York and the other Reserve Banks. Our pri
mary interest, however, is in the intimate re
lationship between open market operations and 
borrowing at the Reserve Banks as a whole. The 
relationship is not as precise as a mathematical 
function because it is influenced by other fac
tors, such as the intensity of demand for credit. 
A close relationship, however, arises from the 
reaction of member banks to open market oper
ations. If member banks are in debt to the Fed
eral Reserve when the System buys securities to 
put funds into the market, the member banks 
will use some of these funds to repay borrow
ings rather than to expand credit. Contrariwise, 
when the System sells securities, member banks 
may replace some of the funds by borrowing 
from the Reserve Banks. There is an inverse re
lationship between reserves provided by the Sys
tem through open market operations at its own 
initiative and reserves provided by the System 
through lending at the initiative of the member 
banks.
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It does not follow, however, that nothing im
portant has happened or that open market oper
ations are ineffective. Usually borrowed reserves 
are more expensive than reserves provided via 
purchases of securities and there are both the 
tradition against borrowing from the System 
and the administration of the discount window 
at the Reserve Banks.

The intimate relationships between the two 
instruments explains why a practitioner usually 
prefers not to become involved in the semantic 
morass of isolating the degree to which each is 
effective in some meaningful sense. These two 
instruments are complementary, as indeed are 
all the general instruments of monetary policy. 
Suppose that the Open Market Committee in
structs the Manager of the Open Market Ac
count to maintain firmer conditions in the 
money market. He will sell Government securi
ties. The sales will depress the prices ( increase 
the yields) of the securities sold. Dealers will 
have larger portfolios and will reduce their 
prices. Payment for the securities will absorb 
reserves from the banking system and hence put 
pressure on the banks to reduce their loans and 
investments, thus reinforcing the rise in rates 
and spreading it out to other markets and other 
securities. The purpose, of course, is to make 
borrowing more difficult and more expensive so 
as to achieve the ultimate purpose of preventing 
expenditures throughout the economy from 
reaching inflationary levels.

Reserve Requirements. The third general in
strument is the power lodged in the Board of 
Governors to require member banks to hold 
specified amounts of reserve against their de
posits.

I must confess that I long shared the view 
of those monetary theorists who hold that main
tenance of a specified relationship between

reserves and deposits is an indispensable in
gredient of an effective monetary policy. The 
logic of the case is straightforward. If commer
cial banks keep a fixed relationship between 
their reserves and their deposits (which are the 
largest part of the supply of money), then the 
central bank which can determine the quantity 
of reserves for the System can control the vol
ume of money. If, however, the commercial 
banks can change their reserve ratio at will they 
can nullify the efforts of the central bank: (1) 
by increasing the ratio rather than expanding 
credit when the central bank wishes to expand 
and (2 ) by decreasing the ratio rather than con
tracting credit when the central bank reduces 
the volume of reserves.

There is nothing wrong with this logic but 
the assumptions are too rigid and are based on 
the partial experience of a few countries. It is, 
of course, part of modern American banking 
tradition that commercial banks be required by 
law to maintain minimum reserves against their 
deposits. In England there was a long-standing 
tradition as to the appropriate relationship be
tween reserves and deposits. It is, of course, 
reasonable to suppose that commercial banks in 
these countries will usually keep their actual 
reserves at approximately the legal or custom
ary minimum. The reasons are obvious. A bank 
will not ordinarily keep less than its required 
reserve because of legal penalties or loss of 
prestige and customers. It will not ordinarily 
keep more reserves than required because this 
will result in loss of income, since reserves are 
nonearning assets. So long as the minimum re
quirement is set higher than the bank would 
adopt of its own volition, it will not hold excess 
reserves.

Even in England and the United States, how
ever, there have been times when banks desired 
greater liquidity or reserves than they were re
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quired to maintain. During the great depression 
banks increased their reserve ratio rather than 
expand their loans and investments. Does this 
mean that the central bank is helpless? Not nec
essarily. It does mean that the central bank 
must be able to supply more reserves or liquid
ity than the banks of their own volition wish to 
hold. This is the real heart of the matter. Can 
the central bank create more reserves or limit 
their creation to less than the banks desire to 
hold for whatever reason (law, custom, preju
dice, inertia)?

This conclusion is based on both logic and 
experience. From its foundation in 1875 until 
the First World War the German Reichsbank 
achieved its objective of maintaining converti
bility of the mark even though it operated in a 
very loose-jointed banking and financial system. 
Among the impediments were: (1 ) the Reichs
bank had no continuing knowledge of the 
amount of reserves actually held by the com
mercial banks; (2 ) the operations of the 
Reichsbank were such that it could not have 
achieved a specified level of reserves even had 
it wished to do so; (3 )  the commercial banks 
were not governed either by law or custom as 
to their reserve ratio which in fact declined 
very substantially over the period as a whole 
and varied significantly in the short run. In 
short, the Reichsbank operated without any of 
the conditions that some analysts consider in
dispensable to effective monetary policy. What 
it did accomplish was its basic objective! It did 
so, in my view, by making its credit (it con
ducted a large commercial banking business as 
well as operated as a central bank) cheaper or 
more expensive than the commercial banks de
sired. Their reaction to the conditions enforced 
by the Reichsbank achieved its purposes.

The ultimate power of a central bank to en
force its will lies in its ability to create new

money or reserves— by acquiring earning assets 
— and to destroy existing money or reserves by 
disposing of earning assets.

It does not follow that I would advocate 
elimination of reserve requirements and the 
power to change them from the kit of tools 
possessed by the Federal Reserve System. The 
reasons for citing the German experience are 
to indicate the basic nature of our problem and 
to illustrate that even a primitive system can be 
made to work. It does not follow that it would 
be the best system for the United States in the 
1970’s.

I move next to the general level of reserve 
requirements not as a tool of monetary policy 
but as a matter of equity. I confess that obser
vation of the operations of many kinds of finan
cial institutions has induced me to change my 
approach to this problem. The change in ap
proach, in turn, has changed my conclusions.

My initial approach to the problem began 
with the fact that the issuance of money is a 
sovereign function. It is, therefore, appropriate 
for the Government to impose conditions which 
in effect exact a payment from institutions 
which are authorized to exercise this function. 
This approach continued with the fact that de
mand deposits are money. It is, therefore, ap
propriate to require commercial banks as money- 
creating institutions to keep part of their assets 
in nonearning reserves. These reserves, in turn, 
are created by the central bank when it acquires 
earning assets. Excess earnings of the central 
bank can then be returned to the Government 
as payment for its delegation of the money- 
issuing privilege.

I took it for granted that the authority (and 
it still seems obvious until one analyzes the 
process) to issue money is inherently a valuable 
privilege and that, therefore, “ fairly high” (a 
weasely vague phrase!) reserve requirements
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would be “ equitable.” The logic of this ap
proach implies that reserve requirements be uni
form against all demand deposits subject to 
check, with a possible qualification for inter
bank deposits. Under such a system each bank 
would contribute (by way of nonearning re
serves ) to the Government in proportion to the 
amount of money it had created. Yet, nonmem
ber banks may be, and in Pennsylvania are sub
ject to lower requirements than members of the 
Federal Reserve System.

There are several other factors that must be 
evaluated in determining the value to an in
dividual bank of the privilege of issuing money. 
First of all, such money is not issued without 
cost. The bank must perform financial services 
for its customers. It may, of course, charge for 
these services. Any individual bank, however, 
is limited in the amount of money it may issue 
by its competitive position in the economy. As 
banks compete with each other for the deposits 
of customers, they reduce the profitability of 
the money-issuing privilege. Much of the value 
of the privilege remains not with the banks but 
is transferred competitively to the public. Mean
while commercial banks compete not only with 
each other but with other financial intermediar
ies. The value of the money-issuing privilege 
might be measured by difference in profitability 
between commercial banks and other financial 
intermediaries. Such scattered information as I 
have seen does not suggest that the privilege is 
worth very much.

I have, therefore, come to the tentative con
clusion that equity between member and non
member banks and between commercial banks 
and other financial intermediaries does not call 
for very high reserve requirements. It is worth 
recalling in this connection that the Federal 
Government secures roughly half of net income 
via corporate income taxes.

The general level of reserve requirements has 
derivative but important effects on open market 
operations. The higher the level of require
ments, the larger the purchase of securities that 
would be needed to support a given increase in 
the volume of member bank deposits. Stated 
another way, this means that the effect of a 
given open market operation varies inversely 
with the level of reserve requirements. If re
quirements are low, a given operation will have 
a large effect. This effect is taken into account, 
of course, in planning such operations. The 
logical implication of the relationship is that 
errors of projection in the level of reserves have 
greater impact when the level of requirements is 
lower. The impact, however, will be felt in the 
money market and actual operations can be ad
justed appropriately if the directive to the man
ager is written in terms of conditions in the 
money market.

The Board of Governors has authority to es
tablish minimum reserve requirements for mem
ber banks. The limits of this authority are 10 
per cent to 22 per cent for demand deposits of 
Reserve City banks, 7 per cent to 14 per cent 
for demand deposits of other member banks, 
and 3 per cent to 10 per cent for time deposits 
at all member banks. A reduction in require
ments makes additional funds available for lend
ing and investing; an increase in requirements 
reduces the funds available and would force 
contraction. In important ways a reduction in 
requirements is similar to a purchase of securi
ties in the open market and an increase is 
similar to sales.

There are some important differences be
tween the two instruments. A change in require
ments affects immediately and directly every 
member to which it is applicable. The effects of 
an open market operation affect most banks only 
indirectly. The minimum quantitative effect on
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“ free” reserves of a change in requirements is 
large. In principle, of course, changes could be 
made in very small fractions of one per cent, but 
the operating and other practical problems that 
would be created by very small and frequent 
changes in requirements make such use inap
propriate. Open market operations, on the other 
hand, can be conducted in any needed volume, 
large or small, and their direction can be 
changed at any time without ill effects.

ORGANIZATION OF THE SYSTEM

I move next to the organization of the Federal 
Reserve System that has been created to admin
ister monetary policy in the United States. The 
organization can be understood best in terms of 
our basic heritage. We as a people have an ab
horrence for concentration of power. We prefer 
a separation of governmental powers and a sys
tem of checks and balances with full apprecia
tion that it may be, or appear to be, less efficient 
in the short run.

What was desired was an organization that 
would not be controlled for partisan political 
purposes by the administration in power or by 
private interests, especially the so-called finan
cial interests. Congress solved this problem by 
making the System responsible to the Congress 
rather than to the President and by creating a 
rather complex organization in which Govern
ment representatives would have final authority 
but private individuals would have an influence.

At the apex is the Board of Governors of the 
Federal Reserve System. It consists of seven 
members appointed by the President by and 
with the advice and consent of the Senate for 
fourteen-year terms. The long terms are de
signed to insulate the Board from the day-to-day 
pressures of partisan politics. In the unlikely 
event that private interests would attempt to 
seize control of the System, it is perfectly clear

that the Board, selected by the Government, has 
the power to enforce its will. A united Board 
has authority over all the policy instruments; 
has power not only to exercise general super
vision over the Reserve Banks, but also to re
move any officer or director of any Federal 
Reserve Bank; and may ignore the advice of 
the Federal Advisory Council. Within these 
limits, Congress felt that private interests could 
make a valuable contribution to monetary 
policy.

The Federal Reserve Banks are organized to 
blend public and private influences. Each of the 
twelve Federal Reserve Banks is supervised and 
controlled by a board of nine directors with 
three-year terms. There are three classes, each 
consisting of three directors. Class A are chosen 
by and are representative of the member banks. 
Class B are chosen by the member banks and 
are engaged in commerce, agriculture, or some 
other industrial pursuit and may not be bankers. 
To diffuse power, it is also provided that mem
ber banks be grouped for purposes of electing 
directors into three groups: large, medium, and 
small. Each group of member banks elects one 
Class A and one Class B director. Finally, the 
Class C directors are appointed by the Board 
of Governors. The Board of Governors desig
nates one Class C member as chairman and 
another as deputy chairman of the board of 
directors.

The general idea was that in establishing dis
count rates or the cost of credit, the board of 
directors should have the views of lenders 
(Class A ) and of borrowers (Class B ) with a 
public group (Class C) to resolve any differ
ences that might develop.

I might say that my experience is that direc
tors do not consider themselves as representa
tive of any particular interest. I have known 
Class B directors to move an increase in the
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rate, even on occasion when the mover’s firm 
had a security flotation in the offing. Similarly, 
Class A directors have made a motion to reduce 
the rate. Action on the rate is preceded by a 
review of economic developments presented by 
our senior vice president in charge of research. 
He, in turn, has consulted with his staff, which 
includes professionally trained economists and 
statisticians. We are the original source of sig
nificant economic data. You directors express 
your judgments on developments. A motion on 
the rate is made with reference to the total situ
ation, not as a reflection of a narrow point of 
view. Ordinarily, though not invariably, of 
course, votes on the rate have been unanimous. 
I mention this so that our new directors may 
have some feel of the spirit that has motivated 
their colleagues and their predecessors.

The board of directors supervises the Federal 
Reserve Bank subject to the provisions of 
the Federal Reserve Act, including the power 
of the Board of Governors. They select the 
officers. Their selection of a president and a 
first vice president for five-year terms is subject 
to the approval of the Board of Governors. 
The president is the chief executive officer of 
the Bank.

The third agency in the structure of the Sys
tem is the Federal Open Market Committee. It 
consists of the seven members of the Board of 
Governors and the presidents of five Federal 
Reserve Banks. The president of the Federal 
Reserve Bank of New York is a permanent 
member. The other four presidents are selected 
in rotation by the directors of the other eleven 
Banks which are divided for this purpose into 
four groups. We are grouped with Boston and 
Richmond. Currently, I am a member and will 
serve until March 7, 1970. All presidents attend 
and participate in the meetings, but only the 
members vote.

The Federal Open Market Committee usually 
meets every three or four weeks in Washington. 
Regional and national judgments are brought 
to bear on national monetary policy. Extensive 
and intensive preparation goes into these meet
ings. Principles of monetary policy as well as 
their application to current developments are 
analyzed. Professional economists at both the 
Board of Governors and the twelve Reserve 
Banks prepare analyses. In addition, each presi
dent has the views of his own directors. He does 
not go as an instructed delegate, however, but 
votes as his judgment dictates.

The whole gamut of monetary policy is dis
cussed. The immediate result is a directive to 
the Manager of the Open Market Account as to 
his operations until the next meeting.

The complexity of the System is illustrated 
when we relate the several instruments of policy 
to the agencies that have been described. The 
Board of Governors has exclusive control over 
the reserve requirements of member banks, over 
margin requirements for purchasing or carrying 
listed securities ( the sole selective credit control 
instrument), and over Regulation Q ( the maxi
mum rates of interest banks may pay on time 
and savings accounts). Discount rates are estab
lished by the directors of the Reserve Banks 
subject to review and determination by the 
Board of Governors. Open market operations 
are determined by the Federal Open Market 
Committee.

The fourth agency is the Federal Advisory 
Council. It was designed to give the commercial 
banking community an opportunity to express 
its views directly to the Board of Governors. It 
consists of one banker from each Federal Re
serve District elected annually by the board of 
directors. The established custom in this Dis
trict is for an individual to serve three terms. 
The Council meets quarterly with the Board of
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Governors. Our member reports to this board 
after these meetings.

The fifth part of the System is the member 
banks. National banks are required to be mem
bers and qualified state chartered banks may 
become members. Member banks are required 
to subscribe 6 per cent of their capital and sur
plus to the stock of the Reserve Bank in their 
District. Half of this has been paid in and the 
other half is subject to call. The stock is unique 
in character. It does not convey residual owner
ship of assets, which revert to the United States 
in the event of liquidation. A cumulative 6 per 
cent dividend is paid. Each member may nomi
nate and has one vote in the selection of the 
Class A and Class B director for its group.

There you have in capsule form the unique 
blend of public and private interests that com
prise the Federal Reserve System.

In conclusion, I should like to emphasize two 
features on which continuation of the present 
structure of the System depends.

The first feature is the dual role of my posi
tion as president of a Federal Reserve Bank. On 
the one hand, I am the chief executive officer of 
this Bank and as such am responsible to you, 
the board of directors. On the other hand, I am 
a regular attendant and, in rotation, a statutory 
member of the Federal Open Market Commit
tee. As such I am responsible to my conscience 
and cannot go as an instructed delegate.

As president, I have a responsibility to keep 
you informed so that you may reach the best 
decisions on monetary policy, especially the dis
count rate of this Bank. As a Committee mem
ber, I acquire certain sensitive information that 
I am not at liberty to disclose. For my own part,

I have never found that this dual role creates 
any difficulty or irritation. I am sure it never 
will so long as the nature of our relationships is 
understood. It is to develop understanding that 
I mention it specifically today at the first meet
ing with new directors.

The second feature relates to you as directors. 
In our meetings, we deal with many matters 
that must remain confidential. I cite action on 
the discount rate as the most important single 
example of many. You establish the rate on 
Thursday morning subject to review and deter
mination by the Board of Governors. The Board 
typically announces its action at 4 :00 p.m., after 
the close of the financial markets in New York. 
There is thus an interval in which such highly 
important knowledge must be held in confi
dence. This is true especially when we happen 
to be among the first Reserve Banks to make a 
change in the rate. Furthermore, there is always 
the possibility that the Board will not approve 
the rate you have established. A “ leak” on the 
rate could result in a complete reorganization 
of the Federal Reserve System with elimination 
of all private elements. When I consider how 
much the directors of this Bank have contri
buted to monetary policy and its application to 
current developments, I am firmly convinced 
that this would be a tragedy.

In the long run, of course, the future of the 
System depends on the quality of our monetary 
policy. A central bank can remain independent 
within Government not as a matter of right or 
of law but only as it maintains the confidence 
of the public. In a very real sense, the future of 
the System as we know it is in the hands of each 
— and of all— of us.
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