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(Femarks by R. M. Evan:, Member, Board of Governors, Federal
Reserve System, at meeting of National Instalment Credit
Conference, ABA, Chicago, Illinois, on March 12, 1951.)

I am very gled to be here and I welcome the opportunity to discuss
the Credit picture with you. It is not my intention to confine my remarks
oinstalment credit, as I did when I appeared on your progrsm in St. Louis
*Veral years 2gc.

I don't think it is necessary for me to talk to this audience about
theprﬁsent dangers of inflation. You have all heard and read many statement:
reQently dealing with this insidious process, co pleasant to some for a while-
SOdiS&strous to all in the long run. The danger is here and I think every-

® knowg that such is the case. Most of you have inside information on the
subjeet-‘ I want to discuss with you today some special effects of inflation
M g banking industry.

At the outset, I want to make it crystal clear thet I don't think
v
ehave attaclked this problem of the wurchzsing vower of the dollar soon

vigorously enough. we should certainly not permit any further
t of the dollar's buying powver. And we should put forth every effort

0
! Prove that buying power. ifeasures to protect the value of the dollar

SSential to protect the general welfare and to protect the banks them-

When we stop to think that one of the principal functions of money

1y
t .
Serve as e storehouse of purchasing power for use at some future tinme,

M
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® realize the importance of maintaining & sound doller. When seople save
Toner . . -
ey, whether through the purchase of savings bonds, insurance volicies,

Uy . . . .
deposits in the bank, they have in mind the use of thet money at soine

£
Uure time. They have & right to expect, in ordinary times, that the

s . . X . . -
rch381ng pover of their savings will not fluctuate more than normally takes

in the ups and downs of business. During a time of national emergency,
have a right to expect thet the purchasing power of the dollar will not
bedepreciated through lack of proper protective measures.
If we could see the end of this emergency pericd, we would be better
e to gauge the size of our problems and thus better able to provide for
the- solution. Unfortunately, no prophet is gifted enough to forecast how
‘Mg the defense effort will be with us. Just recently General Bradley
"If our country is to survive, our citizens will have to face the hard
that the conditions under which we labor may persist for ten, fifteen,
twﬁnty years." If this is correct or even reasonably so, then our me jor
d%mstic problem for years to come will he how to keep inflation from
.QMﬂng the will of the people to save and to procduce and lhus from weakening
"® bagic strength of our economy. A progressively rising cost of living
the stored-up lebor of people who are the possessors of various forms
Savings .
Lenin is reported to have once said that the best way to destroy
Capitalist system iz to debase the purchasing pover of its money. There
¥ ng subtler, surer means of overturning existing society than to debase
Money. The process uses forces of economic, moral, and social destruc-

Y
On 3 .
M in g way vhich very few of us are capable of understanding because




-3-
Anericans are forthright peonie and not used to devious methods.

Everyone in this audience, I'm sure, is just as opposed 1o

Socialism or commmism as I am. But are we doing the things we should
to prevent the rise of gocialism? Is our domestic policy as one-
Mnded as our foreign policy? I doubt it. For exemple, if we permit
& further rise in the cost of living, we will be plowing and preparing
the field snd soving the seeds of socialism or some form of communist
dictatorship. Communisin is something that all property-owning people
Tightly dread. whenever the communists take over, the people who have
savings in real property are the ones who are first licuidated.

Ve are all very much interested in preserving ths banking
ndustry because it is one of the fields in which the small bucinessman

§ an opportunity to participate both as to owmership and e< to manage-
fent. In a great many instances, banks are ovmed and operated by a local
‘Toup of people who are also engaged in agriculture, industry, and com-
lerce, Moreover, the small businessman is often & borrower of the banks.
Our banking system in this country is particularly well-adapted to serve

financing needs of small businesses, whatever the industry in which
they are engaged.

We Americans are busy opeople. Most of the time our thoughts are
°Ceupied with the personal problems of boday or possibly with those of
tomOrrow. Ordinarily, we give very little thought to what happened 50

100 years ago. There are times, however, when we oupght to take heed
the past and today is one of them. I do not congider it out of place,
thel‘efore, to refresh our memories about a little of the history of the

banking industry.



I am from the State of Iowa. I did not know until a short time
g0, when I read a peper prepared by Mr. Bray Hammond, published in the
JOurnal of Economic History in 1948, that when Iowa became a State in 1846
1ts constitution forbade commercial banking. Nor was Iowa unique in this
Tespect. Mr. Hammond quotes the Secretary of the Treasury's report of
1852 to the effect that the States of Arkansas, California, Florida,
Il1inois, Texas, and Wisconsin either constitutionally prohibited corporate
banking or kent it out by cther means. At the same time, banking was a
State-controlled monopoly in Indiana and ilissouri, as it was a little later

Towa,

Mr. Hammond, in summing up the experiences of the mid-western
States vith banking in the period to 1865, comes to the startling conclu-
Sion that those States which nrohibited banking or made it a State monopoly

better off, in this period, than thcse States which chartered private
ks, Badly as the need was for more and more credit and currency, there

a greater need apparently for a sound currency and sound credit.

The Governor of Icwa is quoted as saying in 1850 that the growth

prosperity of the new State were largely due to its having no banks of
sue, In 1858 Arkansags ascribed her avoidance of the panic to her freedom
frop banks. Iowa, writes Mr. Hammond, was better off in 1850 with no banks
than she waz seventy-five years later when she had about 1600 of them, and
More than 1200 were to fail in less than ten years.

It is natural to ask why the State of Iowa and other mid-western

had such a fear of chartered banks. It is a long story but the

e8e . . . . .
Stential reason is cuite simple. Ordinarily, chartered banks of that day
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¥ere permitted to issue their own bunk notes. Many banks sbused the
Privilege,

Bank notes depreciated in value -- in many cases, drastically
9. 4s a result, the people who stored up their savings with the hope

their money could be used at some future time, found they had stored
something considerably less than they thought end on many occasions,
!mthing at all.

There is a lesson here not to be forgotten by the banking com-
mmity just as there have been olLher experiences in subsecuent banking
de"elopment which have been invaluable in shaping our policies. Ve are,
M‘Course, no longer concerned vith a depreciated currency brought ebout
bythe reckless issue of bank notes. FRether is it the reckless creation
T bany deposits. Taking the long view, however, one wonders if the

has not changed more in form than in character.

Our banking snd monetary structure has evolved as have so many
°f°ur institutions, by trial snd error rather than by correctly antici-
IJa'ting Tuture developments. The National Boenking Act of 1863-65 effec-

Jut a stop to wild-cat banking and the irresponsible issue of bank

where States had not already abolished this nrivilege, and sub-
stitUted therefore a national currency. But as a result of alternating
%riods of credit inflation and credit stringency, in instances culninat-

e o
"8 in money vanics, it became evident that the Mational Benking System,

p
Which such high hopes had been held, left much to be desired.
In retrospect it is easy to see why. The National Banking Sys-

was designed to meet the particular problems of a phase of our banking
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and economic development which was already passing. Briefly put, it wes
designed for a period when the lending capacity of banks was heavily
Cependent on their own capital and when borrowers carried away cash
vather than a deposit credit. Hodern deposit banking was developing at
an extraordinary rate in response to business requirements at the very
time the nev system was inaugurated. iMore and more of the nation's busi-
Ness was based on credit as we now understand the term and more and more
transactions were paid by check.

The shortcomings of the National Banking System in these cir-
Cumstances ultimately became so intolerable that the people demanded and
Obtained relief. One of the chief defects of the System was that the
Supply of the national bank currency was inelastic. The amount of cur-
Tency that could be issued wes restricted by legal limitations that were
not directly related to the public's need or desire for currency and there
W33 no central bank which could expend the supply in periods of seasonal,
Cyclical, or emergency demand.

Another major defect of the Mationel Banking System wes that
the 1imited smount of national bank currency had to do double duty -- that

es hand to hand money and as legal benk reserves against deposits.
Under the Netional Banking System a large part of the legal reserves of
Count,ry bunks could be deposited with Feserve City Banks or Central
Reserve City Banks. Similarly, & large part of Feserve City Bank's legal
Teserves could be held vith Central Reserve City Banks. In this way the
Nation's bank reserves, both reaquired and excess, tended to be concentrated

in the large city banks and particularly those in New York City, where it
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tended to be loaned out at call in the stock market. This is what has been
referred to as pyramiding reserves, and many of our pre-Federal Reserve
banking difficulties developed because of this pyramiding.

Vithin this framework, financial disturbance of a local nature
and sometimes only of a seasonal character inevitably spread to all parts
of the country end periodically developed into money panics and on several
Occasions into economic depression. Why and how such cisturtances were
Mevitable under the National Banking System is well known and needs no
elaboration here. Suffice it to say that banks grew more interdependent
&nd that bank reserves were needed on an increasing scale for the use and
Safety of the banking system as a whole as well as of individual banks.
“hat, was required in view of the rapid development of deposit banking and
the nation's business was a central banking organization where reserves
tould be held in =2 common reservoir and which would have authority to
Testrain undue credit expansion and on the other hand to provide addi-
tional reserves for credit expansion and bank liquidity when the economic
Sltuation required.

The Federal Reserve came into being in 1913 and was specifically
deSigned to meet the weaknesses of the Netional Banking System. The Act

been modified as events demonstrated the need for change. Very sub-
téntial progress has been made. For the Iirst time in our financial
hiStory the public's seasonal currency and credit neecs can be met without
diSruptive effects in the banking system. Since the early Thirties for
the first time in our financial history it can be said that by and large the

Public can hold its money with greater sufety in bank deposits than in
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®rrency, With the additional povers granted to the Federal Reserve Board,
Federal Open Market Committee, sand with the establishment of the Fed-
ral Deposit Insurance Corporation, depositor runs on tanks have become a
udng of the past.

But such legislative progress towards a stable banking system may
be &3 real today as it seemed to be fifteen years or even ten years
despite the solution of many of the currency and banking problems which

have plagued us over the years. Even though our banking system ig stronger
today than ever before in its history, it is its very strength that,
paradoxically, i1s the chief gource of danper. How can this be? The answer
S simple and is well Mnown to this audience.
Because of the decision to finence the last war in large meacsure

by deficit financing and to permit financial institutions to participate
tn this deficit financing, these institutions, including banks, acouired
“Urge amounts of marketable United States Government securities. And the
®deral Peserve Systenm acquired &« responsibility for maintaining an orderly
m&I"ket for these securities, and in the view of some people & respongi-
bility for supporting the market rigidly. So long s the Federal Reserve
ks &xpected to buy these Government securities at par at the will of the
Older, bank holdings of these securities become in effect interest bear-
ing Teserves end other holdings interest bearing cash. DMNoreover, in these

‘Cumstances, banks and other financial institutions are so ligquid that,
ol“din&ry standards of liquidity no longer apply and the Federal Reserve
®Comes an engine of infliation. The consequences are too familiar to this

Up to need recounting. But I want to make this noint.
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Whenever the central bank -- the Federsl EReserve -- is unable to
fluence the availability of its credit for reserves there is very little
More restraint over the creation of money than there was one hundred years

Benkers, who by their lending activities, ere the principal creators
lloney and credit, must, face the fact that, to the extent that the central
bany is unable to do what it is intended to do, or is unable to do this in
the degree originally intended, buankers must individually be more vigilant
4 bear & more direct regponsibility to see to it that their sending does
%t contribute to a further depreciation of the dollar.

A large part of that responsibility could be discharged if the
baﬂking community vere to support measures and policies adequate to control
bany reserves or would come forward with a program on its own initiative.

Measuring un to this task bankers chould remember that the people will
forever tolerate a debusement of their currency and an erosion of their
Sﬂvings any more than the people of Towa did 100 years agu. There is s
greater than ever before in our history, for beakers to tale the lead,
thr‘Oug,h individual and collective action, through word reenforced hy action,
through support of effective public policy, in restrazining those forces
Inflation over which they have some control. The efforts of representa-
tiVES of the financiel community to come forwsrd with a workable program
for cooperative restraint of credit is a step in the right direction and it
to be hoped thet ell members of the financial world will Five this
Qonstructive program full support. Such voluntary efforts reduce the
which other neasuves mey need to carry but they can not be expected

t
® do the whole job.
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Sometimes bankers say they are in favor of credit regulation
but they do not see why the banks should be singled cut when credit cuvrbs
ire sugpested. I ask you this simple question - why shouldn't you be
Sugled out if you want to call it that? After all, the banks are insti-
Utiong doing business under & charter granted either by & State or by
Federal Government. With this charter you have the power to create
Umney.
By virtue of your business, you are the financial leaders in
the territory you serve. You deal in moncy and credit. Vhen people think
finance, those are the two things they have in mind. Vhen people have
1th problems they naturally feel that the doctor in their community is
best one to consult, and, likewise, when financial questions are in-
WuVed peonle seex the advice of the banker. The banker is more intimately
““Wainted with the conditions, financizl and otherwise, of nis customers

any other business man and he is a trusted person in the territory he

In order that my position may be very clear, I want to digress

a moment right here to say that T have never had any desire to change
so-called dual banking system, and I can go even farther than that.
the nine years I have been a llember of the Board of Governors I have
heurd eny proposal discussed or advocated at a Board meeting to do
with the dual banking system. Ve accept the dual banking system as
IDI‘0"3'-ded by law and unless it is changed by Congress or the State legis-

atUI'e, we will support it.

The connection between credit and money -- of finance, in general
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and prices is not always obvious to the public and, more to the point, to
Jyour customers. As recognized and respected dealers and experts in finance,
You can do a very great service to your country if you take some time to
€xplain to your customers the extent of the inflstionary problem and some
the things we must do to maintain and enhance a strong economy.

Instalment credit regulations are a case in point. Such regula-
tions constitute a very useful tool in helping to check the constant rise
In the cost of living. They have demonstrated their value over a long
beriod of time and, vigorously anplied, they will effectively do the job
they are intended to do. But the public must understand that instalment
Credit regulations are only a part of an anti-in{lationary program and are
Mo substitute for voluntary restraint in other credit sectors, for the
traditional general credit instruments, for a supplementary reserve re-
Quirement authority, and for a constructive fiscal program.

I might say at this point that there seems to be a growing dis-
POsition among some groups, including some bankers, to favor an extension
to a11 categories of loans of selective regulations like the ones we now
have covering the instalment credit snd real estate credit fields.
Apparently the basis of this disposition is the feeling that such methods
of credit regulation are less onerous than other azlternatives; for example,
Some form of additionai authority over reserve requirements.

I'm sure that no one of you would disagree that this is a matter
that has to be apwroached realistically. Selective credit regulations are
8pplicable to, and can only be effective in, credit areas where the credit

1S used for well defined purposes and where the terms and conditions of
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Credit extended are customarily relsted to the purvose of the loan.

1t seems to me that with thece criteria in mind that we've gone
@bout, as far in the direction of selective credit controls as we can go,
intelligently. For there are not enough words in the lawyer's vocabuliary
to draft intelligible regulations thet would do the job in the lcan cate-
g0ries not nov covered by selective controls.

It seems to me Lhat you bankers should take the long view when
you weigh the adventages and disadvantepes of alternative programs for
Tegulation of bank credit. Further authority there must be and the sooner
the better for ell of us but you should bear in mind that if this selective
Credit regulation is carried far encugh and in each case is as tough as
the intlationary situation calls for, too much of the management of banking
Vi1l be trensferred from your shops to Vashington.

In conclusion, let me say that if we are going to prevent the
further depreciation of the dollar, it will be necessary, above all, to

a fiscal program that will enable us to pay for the cost of defense
28 we go along and a debt management program that will encourage investors
buy and hold Government securities. And it will be ecually necessary
to have 2 regulation of credit and money creation that is really effective,
if you ere going to curb spending power it doesn't do much good to tax
& dollar out of a man's pocket if he replaces it at once with & borrowed
dollar,

Lveryone realizes the inccnvenience of restraints on bank and

Other credit. Ve know it ie narticularly annoying to potential borrovers

and we know it ig particularly annoying to you lenders. From personal
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€Xperience, I can tell you it is no picnic for us. But the over-all gain
to the whole public and to your industry, as well as to financial insti-
tutions generally, far outweighs these temporary annoyances.

L.et me repeat that your customers and the people who have their
Money invested in vorious forms of savings are entitled to look to the
Yankers in their community for leadershiv in this time of crisis. If you

10t sunport a strong fiscal, debt menagenment and credit and monetary
rogram, it would seem to me that you are not sgerving your community and
the best interests of the cour:try.

On the other hand, if bankers take the lead in this fight against
faflaetion and in so doing contribute to the defense ot cur way of iife,
they will have earned snd will get the respect of the people. And in so
doing they will provide the vest possible bulwark against those who might

Stherwise gain support for measures inimical to the American tradition.



