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CREDITS: BANK DEPOSITS

Yesterday I spoke of the ambiguity of the word "credit" and 

its plural "credits" and made some remarks about bank credit in the sense 

of bank loans. Today, as I indicated yesterday, I want to talk about 

bank credit from the point of view of bank deposits.

As with my talk yesterday I would like to begin with a few 

figures from our tabulation of bank assets and liabilities for June 30.

On that date all banks in Tennessee had deposits of $1,887 million. This 

was nearly three times the amount of the loans of Tennessee banks, and 

93 percent of the amount of their total assets. More than three-fourths of 

all the deposits were in accounts of individuals and business concerns; 

the remainder consisted of deposits in accounts of the Federal, State, 

and local governments and of other banks.

Total deposits of Tennessee banks on June 30 of this year 

were ^ percent larger in amount than a year earlier. During the 

preceding year deposits increased only 1 percent and during the two 

and a half years from the end of 19^5 bo the middle of 19^8 they had 

decreased by 9 percent. That decrease has not yet been entirely offset, 

that is, total deposits of Tennessee banks today is not as large a 

figure as it was at the end of 19^5« The changes in the deposits of 

Tennessee banks during the past five years have been fairly typical of 

bank deposits for the entire nation. Total deposits of all banks in 

the United States and possessions on June 30 of this year was estimated 

at $16^ billion, which is also k  percent larger than at midyear 19^9, 

but smaller than the amount at the end of 19^5•
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There is one other figure related to bank deposits which

I would like to give you. This is the figure which is commonly referred

to as the money supply or aggregate cash balance of the nation, though

it does not include the cash balance of the United States Treasury. It

is the figure which is described in the Federal Reserve Bulletin, where

it is published each month, as "deposits adjusted and currency". "Deposit

adjusted and currency" includes all deposits in commercial and mutual 
in the United States, excluding possessions, 

savings banks/except those of other banks and those of the United States

government, adjusted to exclude an amount equal to "cash items in process

of collection" as reported by the banks. This adjustment is made in

order to avoid double counting of deposits due to the fact that some

checks have been credited to one customer’s account but have not yet

been debited to the account of the maker of the check. The figure which

is called "deposits adjusted and currency" also includes deposits in the

postal savings system and the amount of currency in circulation, excluding

currency held by banks. Bank deposits, adjusted as I have indicated,

comprise more than four-fifths .of the total money supply, or "adjusted

deposits and currency".

The figure for"adjusted deposits and currency" now stands at 

¿170 billion. This is the same figure as for the end of I9V 7 which was 

a postwar peak, and Is more than twice as large as at the beginning of 

our participation in World War II. During the period of deposit and 

currency expansion associated with war financing, from the middle of 19^2 

to the end of 19^5 > the amount of "deposits adjusted and currency" 

increased from $80 to $151 billion. During the first two postwar years, 

that is, from the end of 19^5 to the end of 19^7, it increased by an 

additional $19 billion, or at the rate of more than 6 percent a year.
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As I have stated, the postwar peak was reached at the end of lpVf at a 

figure of ¿170 billion. Since that date there has been a decline in 

"adjusted deposits and currency" in the early months of each year and 

some recovery during the rest of the year. But not until the end of July 

of this year was the figure of $170 billion reached again. That is to say, 

we have had two and one half years with no growth in the supply of money 

or circulating medium available to individuals and business for handling 

their manifold monetary obligations and their need for reserves of cash; and 

at various intervals during these two and one-half years we have had some 

downward variations in the money supply.

In a dynamic country like the United States with a continuous 

growth of population and constant improvement in-techniques of production 

and in our capacity to produce goods and services, there is a need for a

continuous growth in the circulating medium or money supply. This has long been 

recognized, but it is only in recent years that a reasonably good analysis 

has been made of the factual data to determine what rate of expansion of 

the money supply is needed. Our studies at the Federal Deposit Insurance 

Corporation have brought us to the conclusion that we need a rate of growth 

of approximately 5 percent a year. There are three basic factors which arc 

combined to obtain this figure, two of which I have already mentioned, 

namely, growth of population and increased powers of production per worker

or per capita. These two forces result in a growth in physical output of 

goods and services, except when this is interrupted by a business depression, 

of about three and two thirds percent a year, /there was no other significant 

factor ir the need for money we would conclude that the money supply, or 

deposits adjusted and currency," ought to increase at this rate. There is,
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/er, a tnird factor in the situation; and this is a tendency for 

people to hold; as time goes by, larger amounts of cash--in their pocket 

books or "bank accounts--relative the amount which they spend for purchasing 

the goods and services constituting our national output. This is the factor 

which is often referred to by economists as the velocity of circulation.
I

As people hold more or less cash relative to their spending, the average 

dollar moves along less or more quickly.

Tiie velocity'of circulation may be measured in various ways.

The most common method, is to compare the total value of all checks which 

are debited to bank accounts-with the average balances in those accounts.

This kind of computation of monetary velocity or turnover of bank deposits 

appears in each issue of the Federal Reserve Bulletin and is the only kind 

which is regularly computed and published. However, it is extremely 

unreliable as an indicator of the rate at which the people of the nation, 

as consumers and ousiness men, are using their money for purchase of the 

goods and services which are currently being produced and coming to market.

The reason for this unreliability is. the tremendous, volume and erratic 

amount of payments in connection with purely financial transactions and with thi 

purchase of previously existing property such as real estate and corporation 

securities. A much more reliable measure of monetary velocity for the purpose 

l dealing with the amount of money needed by the nation is the ratio of the 

aggregate amount of expenditures for the final products of the economy in a 

period of time, such as a year, to the average amount of ''adjusted deposits 

and currency". This ratio represents the number of times a year that each 

dollar of currency or bank deposits is used, on the average, in making 

payment for purchases of final products, such as consumers’ goods and
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services, producers’ durable goods, and new buildings. It is only recently, 

as I have suggested, that this kind of computation of monetary velocity has 

been available to 3ee whether it is fairly stable or highly variable and 

whether it has an upward or downward trend. The data indicate that this 

type of monetary velocity is much more stable than the rate of turnover 

of bank deposits as ordinarily computed, and also that for more than a 

century there has been a downward trend in velocity of more than one percent 

per year. This trend simply means that there is a tendency for people 

of the nation, in their dual capacity as individuals and managers of 

business enterprises, to hold, each year, about one and a third percent 

larger cash balances, or more cash reserves, relative to* their expenditures 

for final products, tnan they did previously. It is this need for relatively 

larger cash balances, which makes our needed rate of growth in the money 

supply higher than the average rate of growth of physical output of goods 

and services.

The needed or reasonable rate of growth of bank deposits and 

currency is, of course, different from the actual rate of change which 

has occurred in the money supply in the past. One of our greatest economic 

problems during the pg,st century--in fact probably by far the most important-- 

has been that of trying to manage our monetary and banking affairs in such 

a way as to provide a reasonable rate of growth in the nation's money supply. 

The record shows that we have rarely achieved such a rate except for 

comparatively short periods of time. The record also shows that the 

departures from a reasonable rate of growth are very closely associated 

with business depression on one hand and with inflation on the other.
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The association between excessive growth of the circulating

medium and inflation of prices, on the one hand, and between contraction

of the circulating medium and panic and depression, on the other, has

been 'so frequently observed in the past as to result in repeated movements

for drastic reforms of our monetary and banking system. The National

Bank Act of 1863 was designed in part to help finance the Civil War, but

more particularly to provide a national currency that would not fluctuate

1 violently as — mm m 'm— did our

circulating medium when it consisted in large part of the circulating

notes and deposits of State banks operating under very diverse laws and
the

conditions. The great contro'versies of the late l860’s and/l870's 

regarding issue of circulating notes or greenbacks by the Federal Treasury 

and those of the seventies, eighties, and nineties regarding use of silver 

and bimetallism were the result of the panics and depressions consequent 

upon an inadequate growth, and occasional sharp contractions of the money 

supply. The Federal Reserve System was established for the primary purpose 

of preventing panics and depressions by providing stability in the banking 

situation. Likewise, the insurance of bank deposits was instituted to help 

prevent the destruction of money, or circulating medium, whenever any 

particular bank is mismanaged or otherwise becomes involved in difficulties 

which necessitate its closing.

To see how close has been the relationship of variation, in the

mtity of money, ... "*• relative to a reasonable rate of growth, to the

ups and downs of business let us take another lop"' at the figures for the pas 

ten years. In June 19̂ -0 we had not yet completed our recovery from the 

great depression but that recovery was well under way. During the next
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the nationtwo years the nation’s money supply increased at a rate of about 10 percent

per year. This was accompanied by a substantial further rise in business ac

and some increase in the price level. During this period the economy

was stimulated not only by the increased money supply but also by our

defense and war preparations. Our own war financing, however did not

get under way until the middle of 1942. From that date to the end of loitR

the money supply in the hands of business and individuals increased, as I

have indicated, at an average annual rate- of about 20 percent. The effects

of this tremendous increase in the money supply were partially delayed by
special war time iactors such as rationing and price control, the unavailabil

ox the many kinds of goods and services, and the building up of cash balance
for the purpose of acquiring such goods after the end of the war. With the

removal of controls in 1946 and the availability of goods, people used
normal use of the

their cash balances in the usual manner. The/greatly enlarged money supply, 

t w n U p n a i l ,  quickly resulted in rising prices. In about two 3 

price level had caught up with the excessive increase in radjusted deposits 

and currency”.

During 1946 and 194-7, as I have indicated, the money supply 

continued to grow at a little more than the estimated normal rate of 5 

percent per year. But at the end of 1947 a peak was reached. This peak 

in the money supply at the .end of 1947 was followed a few months later by 

a peak in business and in the price level. The moderate contraction of the 

money supply in 1948 and the early months of 1949 was followed by a mild 

business depression. During the past year, as bank deposits resumed their 

growth, at approximately a normal rate, business began to revive. We 

appeared to be on our way out of the 1949 recession but were still below
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’full production” for we still had an unduly large amount of unemployment 

when the economy was again stimulated by the impact of military activities.

Before going on to comment on the outlook for bank deposits 

and the money supply in the next few months and over a longer, period of 

time, I want to discuss the circumstances which appear to be of basic 

importance in the changes in the actual amount of ”adjusted deposits and ' 

currency” and therefore in the variations of the money supply from a 

reasonable rate of growth.

In the years of agitation for bank reform preceding establishment 

of the Federal Reserve System there was much emphasis on peculiarities of 

our monetary system which resulted in erratic fluctuations in bank reserves 

It was believed by many persons that with fixed percentage reserve 

requirements against deposits, fluctuations in reserves were the leading 

factor responsible for stopping business booms and also for making it 

possible for business to revive after a panic or depression. By far the 

most important result of the Federal Beserve Act, as was the intention of 

its founders, was a change in the forces which dominantly influence the 

quantity of bank reserves. Since June 1917 the reserves of.banks that 

are members of the Federal Reserve System have consisted solely of 

balances in their reserve accounts in the Federal Beserve banks. These 

member bank balances are a large portion of the liabilities of the Federal 

Reserve banks; in fact, they are the great bulk of such liabilities other 

than Federal Reserve notes in circulation.
■ A f  ' *  *

With the exception of gold, which the Federal Reserve banks nave 

to accept in the form of certificates at the price fixed by law, amount 

of assets-•• held"’by the Federalftenerve banks is subject to; the policies of
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the Federal Reserve authorities. It is true that the types of assets which 

the Federal Reserve hanks may acquire are limited, hut the amount of assets c 

eligible for their acquisition has always been large relative to the -amount 

which they have acquired.. The amount of federal Reserve hank assets other 

than gold has always been dominantly influenced by the terms of acquisition 

and. relinquishment established by the Federal Reserve authorities. Consequent!; 

except under very rare circumstances, the amount of member bank reserves is 

also decisively and dominantly influence" by Federal Reserve policies. If 

the Federal Reserve banks expand the amount of the assets which they hold, 

member bank reserves are automatically expanded. Correspondingly, if the 

Federal Reserve banks reduce the amount of their assets, member bank 

reserves are contracted. Banks, as all of you are aware, attempt, 

except under very unusual circumstances, to keep most of their reserves 

in use, and consequently tend to expand their own assets and deposits 

when they find their reserves expanding and to dispose of assets and 

reduce their deposits when their 'reserves contract. It is this process, 

together with the effect of changes in percentage reserve requirements, 

which we find when we look at the circumstances underlying the changes 

which have occurred in recent years in the amount of bank deposits and' 

of the money supply.

At the present time, as those of you who read the banking and 

financial journals are aware, the Federal Reserve banks are engaged in a 

huge double-sided process of acquiring and relinquishing United States 

government.„-.obligations. On the one hand they have already acquired, 

according to unofficial estimates current in Washington, a large portion 

of the Treasury Obligations which will mature or have been called for 

payment on September 15 or October 1, and have therefore acquired the

..
...

..
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Bent- and duty of subscribing to the refunding issues which the Treai 

will issue in their place. On the other hand, the Federal Reserve banks

jury

are selling other obligations of the United States government which they 

own, consisting in part of long-term bonds and in part of bills and
certificates maturing subsequent to October 1. As you are also aware, this 

tremendous turnover of government obligations owned by the Federal 

Reserve banks results from a slight difference between the rate of interest 

which is to be paid on the new obligations to be issued at the middle and 

end ,of the month and the rate of yield at which the Federal Reserve banks 

are offering to sell the various types of 'obligations which they now own.

With such a tremendous volume of purchases of government 

obligations on one hand and of sales on the other the net results might 

very readily have a considerable impact on the amount of member bank 

reserves. However, it appears that the Federal Reserve banks are being 

successful in maintaining a high degree of stability in the aggregate 

amount of bank reserves. The figure for member bank reserves on September 6, 

the latest date available, was -t>l6.6 billion. This compares with an average 

of $16.3 billion during the month of July and $l6A billion during August.
It is k  percent larger than the figure for the corresponding date in 

September 19^9> just after the present percentage reserve requirements 

went into effect, though there have been appreciable fluctuations in member 

bank reserves between that date and the present time.

If member bank reserves continue to remain reasonably stable, 

with a growth of U or 5 percent per year, we can expect stability in the 

volume of bank assets and bank deposits, and hence in the money supply.

If this stability is maintained during the next few months I venture to 

predict that the upsurge in buying by consumers and speculators initiated
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by developments in Korea will subside. As consumers and speculators

meet the commitments they have already incurred, they will find their cash

balances abnormally low relative to their spendings and will begin to

reduce their expenditures to a normal volume in order to replenish their

cash. That is to say, I venture to predict that if the Federal Reserve

authorities continue to hold bank reserves around the $l6 l/2 billion

level, they will have demonstrated their ability to prevent inflation,

except for some temporary price fluctuations, even in the face of an 
\increase in defense expenditures and in the government deficit.

With respedt to the longer-run outlook, it has-iiow been a long 

enough period of time since the peak in the money supply at the end of I9V7 

for the economy to become thoroughly adjusted to the $170 billion of 

"adjusted deposits and currency" in existence on that date and also at 

the present time. As soon as the present speculative flurry dies down, 

it would be an appropriate policy to resume a rate of growth at or close 

to the estimated normal rate of 5 percent per year.

As World War II drew to a close, many bankers expected bank 

deposits to shrink, and perhaps to be as low after the war as before. This 

has not occurred, and I am sure it will not take place. We now know that it 

is unnecessary for deposits to contract, and that we would produce a 

business depression if our banking and monetary policies were to be of 

such a character as to bring about any appreciable shrinkage in deposits.

We know also that an excessive rate of deposit expansion eventually results 

in price inflation, and that by adoption of appropriate banking and monetary 

policies we can avoid in the future the great inflations which we have 

had in the past. For maintenance of prosperity and a stable price level we 

need a reasonable growth in bank deposits and with appropriate banking and 

monetary policies this will be achieved.
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