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THE PHILNOSOPEY OF CUREENT MONETARY AND CEEDIT FOLICY.

The subject of this prper is .s vast as it is interesting and it is
Perticularly importunt in this n tional emergency. I shell spproach it
88 one who hrs hsd some expericnce with money end credit, .and is being
confronted coantinucusly with bzsic problems of monetary end credit policy.
I wish to tell you of some of these experiences which relate to the "why"
&nd "whe:efore" of central benking.

I have to meet my policy responsibilities in my appointed plece, so
to s.eak, and at the proper time, cnd you will understand that I cannot
talk about matters of current interest cs freely es you could. Nor can

&ir my personal views on .olicy decisions thet sre now pending or that
arise in the neer future.

This distingulshed audience can aid our monetory and credit author-
ities in formuleting basic solutions of the current problems that 1 sholl
Outline. I consider it a great mivilege to present this paper to.zn
8udierce so well cuaslified to discuss the principles of our policy at thi:
Wost critical time of our history.

Busic Problems of Money and Credit; Finrncial Stability

In any philosophiczl study of social relztions we heve to start
Vith the final purpoce of man himself. Ve assume thet man, in order to
fulfill his finol purpogse, muct gtrive for the moral, intellectual, and
Physical development of the individuel, hie femily, and his entire
Community. Economiec progress is one of the means thet, rightly used,
assicts in thet development.. -n the course of history we may one day
Teach a point whire further economic progress may hinder rather than
Premote mints advencement beccuse it would encourage, say, excessive
ldleness or luxury. At present, hovever, this danger seems remote. Many
Members of our own nation, as well as vest numbers of people ell over the
Worid, are still living in extreme poverty, laciing sufficient food,
Ciothing, and sheltcr, ¢s well s sufficient opportunity to devote them-
sclves to the spiritusl probiems of lite. Crinme and vice are st present
More clorely associated with cxtreme poverty than with wealth. As long as
that is the case, economic progress, aimed at reducing extreme poverty as
Mmich and an re.idly es possible, scems a worthy goal of human activity.

The use of money and credit hes been designed to aid economic pro-
gress. In a meeting of professional econemists + need not duvell upon the
role pl yed by these instiuments in our economy. toney and credit are
obviously necessary for the best use of the division of labor snong indi-
Viduals, umong netiong, and even among generations. ln perticular, they
&re obviously neceszery for ecoromic progress. They enable the pioneer-
ing entiepreneur to make better or chesper products available to the
economic community, »nd they ensble the consumer to raise his standard of
living by purchasing these new products.
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The use of money ond credit has, however, a drawback which hes alarmed

observers since the times of Aristotle. The very fuct that these instru~
ments make possible the exchange of present and future goods znd servicess
may resuit in temporary irregulsrities in the flow of money and credit,

and these irregulurities may deeply disturb the economy in gener:1l.  Hoard”
ing of cash und contrection of credit moy bring cconomic activity to a
virtual standstill while dishotrding of ¢ash «nd expension of credit unay
produce furious overactivity. The more importent the role of money and
credit, the greatcr the danger and the graver the consequences of those
disturbences, of a consient succession of booms nnd depressions. dot thab
money and credit are necessarily the only villains in the piece; c«n gconomy
without money and credit would grobably also show cyclicel fluctu: tions, 4
but it is the influence of varistiong in money #nd credit vhich uakes cyeli®
fluctuations so violent &nd olten disastrons. Twe hvndred years ago, €0
otherwise forgotten economict, Joseph Harris, wrote: "The greatest effect
of money is in its fluctuations, and this if it be sudden, will be generally
pernicious in its congecuences." These words sre still true today.

Monetary fluctuations are not only pernicious, but also fundaaentolly
unjust. They lead to a violction of inaividusl, comnutetive justice: @
sudden and violent decline in the purcaasing power of money enriches the
debtor at the expense of the creditor; a sudden znd viclent increase enrich
the creditor at the ex_ense of the debter. In rddition, these fluctuations
lead to a violation of sccial, distributive justice: they deeply affect 38
particuler the demand for employment and thus the reward of labor. In tines
of inflationary booms they promote unproductive specul tion at the expens€
of preductive work; for examp.e, in postwar Yermsny prior to the currency
reform of 1948 a worker had to engage in blsck mercet dealings to suppleme?
his wages, and a girl could eurn cubstonticlly asre by dancing for half B
hour with an imericen soldier in retuin for a puckage of cigarettes than
working the whole week in 2z frctory or o store in return for vages paid
depreciated currency. In times of deflationcry depressions these fluctuat?
lead to wideswnread unemployment; they burden meny workers not orly with
extreme poverty and the accomp nying temptations of vice ¢nd crime, but & 50
with feelings of frustration whrich destroy their fnith in the sccisl order:

For these reasons, the monetery authorities have alweys considered it
their main duty to stabilize the finincial system, so us te create -~ 1n to
words of Father Dempsey --"the conditions in which the citizens can resdisy
recognize snd fulfill their obligations in justice." The monetery suthorl”
ties are, however, confronted with tvo basic ,roblems: first, exactly whéY,
kind of stabilization would serve that purpose; ¢nd gecond, whal merns
bring about the desired stebilization in conformity with the principles
cocial ethics, and expecially the wrinciples of justice and individual
liberty.,

Tyoes of Yinoncinl Stabilizetion

At first glance, the simplest kind of stubilizaticon would seem to be
that of the total volume of money and ecredit:  +in fact, cn economy that
shows little if any chenge frum year to yeer, moy be best served by
constant level of money and credit. In a rapidly progressing econsmy, hovw”
ever, such & stahilizatica obvioucly leads to an ever groving disparity
between the =zupply of goods end the supply of money and ciredit, and mey
hinder growth and s1agress. It has been proposed to avoid this drawback
by provicing for a constant rate of increase in the voluae of money and
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credit. I vonder, novever, whether we could forecast the rste at which
the economy is likely to expend, vnd more imgortent, whether we could
expect the economy to expend at & constant rate, even if we eliminate
finrncial instebility. uould not & constent rate of incressze in the
volune of money znd credit be &t times too high end at other times too
low, and thus lead to alternating inflatiomay snd deflationsry
Pressures rether than to stability?

Let us remember thet in this country the volune of currency &nd
tdjusted deposite, apart from seasonal variztions, remeined virtually
constant in 1948 and 1949. Despite that stability,the economy experi-
enced & distinct inrlat onary pressure in 1948, and a moderate con. .
traction in 1949. &nother example is provided by the Germen economy in
the period between the full of 1948 snd the soring of 1950, when both
the volume of money :nd the volume of benk credit expanded cuarter by
tuvarter at ¢ virtually constant rate, but the economy experiences cuite
Violent fluctustions.

M:ony eminent economists faver stabilization of the price level.
Indeed, if all prices could be stabiiived, such & result might remove
individual injustice z& belween debtors nnd creditors since neither woulc
be in dinger of suflering losses due to the tine difference between pay-
ment and repayment. Such stebilization, however, would ~lso eliminate
an egential element of adjustment from our ececromic system. It would be
impossible as well us undesircble in & dynemic cconoay to xeep all prices
congstent; the gorl of mioponents of price stebilization ig therefore

- stebility of some price index.

I wonder, however, about the laplici.tions of stebilizction of the
Price .index. Unless ell prices included in the incdex are held constant,
a8 rise in prices of some poods would recuire e corresponding decline in
pPrices of soume other goods in order to keep the average of 211 prices
stable. To. the extent that lower prices reflect lower costs of pro-
duction rrising out of improved efficientv or reflect diminished demund
for the pr-ducts sffected, declines in some srices would be desirable
and in the public interest. To the extent, howcver, that reductions in
specific prices represent arbitrary actions trken merely for the purpose
of generdl price stability, such reductions would be undesirable beceuse
they would discourage production of wented goods snd be unjust to the
Producers of the goods.

Moreover, I wonder whether r strble vrice level always implies
economic stebility at Lerge. Is it not possible that under certain
conditiong & rise in the price level muy be necessiry, sty, in order
to provide added incentives for investauent recuired by economic
stability. Or that a fell in the price level mey be needed in order to
bring prices end wages into & more steble relation? For example, at the
begin-ing of 1948, our price level dropped, owing to & recession in
ggricultural prices, from their record level reeched as the result of
abnormel wer ond postwgl demands. it thet time our economy as a vwhole
was ctill subject to infletionary tendencies; would it really have been
just or sensible at thet time to inject more money into our economy in
order to keep the price level from friling?

All these methods of stubilizing primsrily either the supply of
noney end credit, or the orice level ceem, thererore, open to serious
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objections. The avoidance of violent price fluctuetions is certsinly an
important goal of wncnetery policies: but is it not prefersble while
oromoting growth and progress to try to stabilize economic sctivity 2s @
whole, rather then any segment? Such a poliecy conforms to the Employ-
ment Act of 1946, which directs zll governnent sgencies to promote
"maximum employaent, production, and purchesing power." Does it not also
conform to the orinciples of individusl and sociel justice, by creating
conditions ecuitable for all members of the economic community rather thef
for eny special group?

It is true thst the level of economic activity as & whole is difficult
to define and to calculate; I wonder, hovever, whether these difficulties
are inuch greater then those of defining and calculating the rate of ex-
pansion of the economy or a gervicecble price index. 1 beijeve with
that "no plan czn possitly be devised which will mzintzin money at an
absolutely uniform vrlue". The difficulties of exsct meesurement are,
therefore, not decisive; the concept of stuble economic activity remeins
fundamentally #n "objective snd celculsble criterion" end thus fulfills,
in the words of Father Dempsey, the '"necessury condition to & meaningful
just price of money."

Critics of monetary policy have cherged, however, thet the generality
and vagueness of the concept of oviicll econcmic stability m-kes possible
esgentially arbitrery ections of the monetary cuthorities. I an fully
aware of that diunger, but I believe that the d'nger is due to the charac-
ter of economic policy as such rither then to sny psrticular concept.
is true that the members of the community csnnot exzsctly forecast the
measures which the -ionetery suthorities will teke in zny perticuler
situation; but neither cun the nonetary cuthorities exectly forecast what
effects their measures will h ve. Identicel measures may have very differ”
ent effects even under apparently ildentical economic circumstances, becaus®
of differences in the p"ychology of huginez. , in expscratlong, or in pollt1
cel conditions. It would, therefore, be a hopeless tesk, in my opinion,
devise immuteble rules covering all pos-ible contingencies and comb1na+10n'
end to force the monetery suthorities to follow those rules witnout eny
cretion whatsoever. These 1ules would become no complicated rs to meke ouf
entire system of money and credit one huge burecucrscy. As long ¢s we do
not choose that way--end 1 chall heve more Lo sny about the choice in a
moment--we must concede & large messure of discretion to the monetary
authorities. Central banking in & free economy will always remain a natte?
of skill end experience, end hence =3 much en art as an excct science.

Methods of Achieving Finencial Stability

The choice of the proper wry towerd fin:sncial stabllity is, beset by
problems even more difficult thzn those crected by the choice of the goal:
The instruments of monetory policy deeply sffect the cheracter of our ecOnl
my. We can use either direct or indirect controls, or both. Direct conti®
force the members of the economic community to beheve in & certain msnner:
Indirect controls influence economic conditions in such & wey that the
members of the community zre induced to behsve in & certsin monner of thel!
own free will.

The choice between th e two methcds, or & combination of both, touche®

upon the most burning issue of our day, the relation between the Stute ]
the Individual. The to)loxe of totelitarien philosophies and the followel



of redical leisser-faire esch tokes a -sinple end uncempromising stend.
Thosze of us who believe th:t the Stote is one of the inetitutions
designed to essist men in his strug -le to increzse his welfare znd
fulfill his final purpose, have %o void hoth the d:ingers of St te
tyranny end of enerchy. [ wonder, however, vhether in our times

the first dunger is not the grester, vhether it is not more difficult
énd more urgent to nreserve individusl liberty than to gurrd against
an excess of individusl license.

There are tvo traditional meuns of monetary solicy that conform
Mogt closely to the principles of individual self-determination in that
they are completely self-enforcing and need neither detection nor
Punishment of contriventions. They are chenges in- the discount rate and
Open “:1ket operctions. In recent. veers, however, both instruments huve
1ost much of their effectiveness, ana have, theiefore, to be supplemente
0y other merns.

Let us toke the cnse of chunges in the dizcount rcte. A change as .
Such does not forbid anybody to churge rny interest rote he likes. How-
ever, it ruises or lowers the costs of any lender who has to borrow funds
from the central banking system, znd therefore uekes it less or more
Profitable for him to exprnd credit. The lender will thus be compelled
by his own sclf-interest to adjust his credit policies in the msnner
envicaged Ly the nonetrry authorities. A change in discount rates also
signelizes ¢ chift in monetary policy end has, therefore, a wide effect
on binkers! sttitudes.

Open Mzrket o erations tikewime do not force anybody to do anything.
However, by meking funds available to the morket, or by withdrawing
funds from tue market, or by refusing to supply funds through the
purchege of securities, the monetary authorities infiuence the availa-
biility of reserves to iending institutions and mske it therefore more
Or less eusy or advissble for them to expend credit. The lenders will
dgzin be compelled by their own self-interest to edjust their credit
policies in the monner envissged Ly the moaetery suthorities.

I need hardly tell you that in reality changes in the discount

rete nd Open Market operations, at present and in our country, do not
feem to woik according to those simple models. Lver since the second
Vorld War, the banke snd other finencisl institutions have been nolding
very large amounts of marketable government securities. So long as the
Federal Eeserve purchuses these securities =t relatlvely constant prices,
&ll those holders nie w«ble to sell them without much penelty end to meke
Other louzns or investments. In paticuler, the benks are able to
replenish their reserves at will Dy setling msrketable government securi-
ties to the Federal Reserve end thus cvoid the penalty of borrowing from
the Federal Reserve. Likewise, other holders of marketable government
Securities wanting to obtsin cesh cen resdily sell them and thus cause

n incresse in bank reserves. As long ¢s the Federal Reserve follows
the policy of meintaining relatively st:ble merket prices of government
fecurities, 1t cannot refuse to buy these securitics, and cannot with-
draw funds from the murket by seiling murketsble government securities,
if to do so would bring down their nrice.

The Federz:l keserve is, therefore, confronted with a problem, which
hng obvious philosophical implicstions. Even u smsll decline in the grice
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of marketable government bonds, which are srimarily held by institutional

investors, might be consicered unjust to those holders. On the other hand
to buy all securities offered by enyone jin order to prevent a drop in
prices might permit an inflationary expansion of credit. In that case,
the support of th= price of gavernment securitigs would be unjust to the
holders of money nnd money cluaims--including the holders of securities—
and to the recipients of fixed incomes. I do not want to enlarge upon

my own ideas as to the solution of that nroblsm and 1 hop2 instead that
the digcuesion will accuaint me with the views held by the members of
this distinguished audience.

Since chan;es in the discount rate and Open Msrket operations have
become less available for uss, two other instruments of monetary policy
have become wore important. One of them is the use of reserve recuirement®
By raising these recuirements, the Federal Reserve can reouire member hanks
to deposit a largar part of their funds with the Federal Reserve and there”
fore prevent them from using that part of their funds for lending oper-
ations. Conversely, a lowering of reserve recuirements mekes funds avails”
ble for lending. Yhen it is used, this instrument restricts the liberty
of action of the banks somewhat mere than chenges in the discount rate or
Open Market operations. .loreover, it affects all banks in a ziven category
and not merely the banks that are expsnding credit. The effectiveness of
this instrument is also somewhet blunted as long ¢s the banks can readily
shift government securily holdingzs to the Federal Reserve to meet an
increase in requirements.

Under existing legislation the Federal Reserve can vary the recuire-
ments only within narrow limits. The problem arises, therefore, whether
it would be adviseble to agk for a change in legislation. And if such a
recuest is deemed advisable, the further problem arises what type of
additional reserve recuirements should be recommended uader present circum”
stances. Ve could recommend that banks be permitted to use either cash or
short-term government securities as additionel regervnas, or we could propoﬁ
reserve recuirements dependent upon the volune of certain types of bank
credit, rather than of bank deposits. Or we could recuest that additionel
reserve recuirements be based upon increments of deposits or credits rathe?
than upon their absolute volume. Tach of thegse proposzls has its adventagé®
and shorteomings, both from the point of view of efficiency and of justice-

{

The second tool, which is being. more and more widely recommended and usf
ie that of selective credit controls. At present we have margin recuire-
ments for stock exchange transactions and reguletions of down-~payments and
maturities for consumers' instalment credits and for home construction
mortgages. These controls affect demund rather than the supply of credit;
they often prevent credit transactions which hoth the lender and the
borrower vould be willing to make if left to their own decisions, and thus
approach the character of non-mometary controls such as price or wage fix-
ing and rationing. The main difference seems to be the fact that sclective
credit controls do not directly limit the price or cuantity of goods or
properties that might be bought by the narties concerned: these parties
are still at liberty to buy or sell securities, to purchsse automobiles or
television sets, or to construct new homes, and they are only limited in
their credit transactions. Many people, however, cannot in fect buy
securities, automobiles, or new homes if their credit facitilies are re-

stricted.
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At pressnt, hardly anybody doubt- that selective credit controls

«re necessery in puarticular ars.s, especiully cince ths existing controle

fect mainly goods which us: great cquentities of scarce strategic mate-
rials and for which demand must be reduced in any casa. Thz problem
arises, however, whether monetary policy should, in the future, lay
greater stress on ths extension of solective caatrols or on wider use of
€eneral monetary and credit rolicies, such as discount rates, Open HMarket
Operations aud reserve recuirements. Some aconomists would 'screp general
Policies altogether and rely exclugively on selective contréls; in that
Case, those controls would presumably have to be extended to a quelita-
tlve regulation of the entire credit and capital market., Salactive and
Malitative credit controls are, howsver, difficult to administer, and
can be applied only in aress in which collrtercl for credit is directly
Talated to the purpose of credit and determine its amount. I wonder,
Moreover, whether even complete control of sll credit treasactions would
Make general monetsry policy unnecessary. Selective credit controls
would promise little cuccess if the totel volume of votsntial credit ware
Permitted to grow without limits. Solective and cualitative controls are
Werefore, supplements to, rather than substitutes fer, gsaercl monetary
Policies.

Financial Stabilitv ¢nd Social Justice

Hy preceding remarks have been mainly coucernad with the relation of
Money and credit to the crineiples of individucl justice and liberty.
lonetary policy clone, howaver, cinnot be reiizd upon to assurs econcmic
Stability with growth. It is, tiherefore, intimat2ly connected with eco-
Nomie policy as a whole, and thus with all the pretlems of social justice,
Concerning the role of the State in tha ecenomy.

Thers is a particularly close tie batwean menatary end fiscal pol-
icy:  figcal policy, by deterrmiaing the credit aeeds of ths Treasury, is
often the decisive factor that mukes monetary policy sffective or inef-
Yective. Ve have already seen how ths croblem of price support, the
Maintenance of an ordsrly market in U. 3. governnent cecurities, affects
our Open Market operations. On thz other hind, the Trezsury, as the
Country's largest debtor, would he directly affacted by ¢ny descision of
the monetary suthorities that might leed to « rise in interest rates.
Pocial justice certainly recuires that this effect be tuzven into consid-
eration, but the difficulty of the ;roblem lies in the wpplication of
this principle to specific measures. I shall te gratified, indeed, if
the discussion sheds soms light cn that natter, wiich, as you know, is of
€reat practical imnortance.

In ordinary times, monetary and fiscel rassures will renerally suf-
tice to achieve the gosls of economic rolicy in the field of finance. 1In
times of national emergency, when economic .ro.ress and economic incen-
tives nust give way to the requirements of defens2, the usz2 of non-
Monstary direct controls, such as price and wage ceilings and rationing,
Usually becomes unavoidable. It would bz a gruave mistake, however, to
Delisve that these direct controls mule mopnetary mewsures sunarfluous.
Just ag sclactive credit controls can work only as supplemsnts of general
Monetary policies, so non-monetery dirsct ccatrols cea be successfully
Spplied only in conjunction with propzr monstary and fiscal mezasures.
frice and wage ceilings and rationing, for instance, can bz affzctively
adrinistered only as long as totul purchasing pover is kept within bounds;
&nd total purchasing power can be linited only by colicies affecting the
Volume of money incomes snd credit 2xpansion. The pra<ent smergency, far
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from relegating monetary and credit policles into the background, makes

these policies more important than ever.
P }

This problem is not merely a matter of efficlency and administrative
convenience. Even in the present emergency, and in fact, just because ol
this emergency, we must not forget that our cconomic and non-economic
policies are designed to serve the individual. For this reason alone weé
should strive to employ as much as possible those controls that do not
require a vast apparatus of enforcement, of inquiry into the daily 1life
of the members of our comnunity, of prosecution and punislment. Ve have
seen that monetary policies keep those requirements to a minimum, and
thev are, therefore, bect adapted to the needs of cur society.

These remar<s lead me back to the starting point of our inquiry.
Even a question, which at first glance seems to te purely practical, such
as the relation of monetary and non-monetary controls, cannot be answered
correctly unless we go bacs<, to the very basis of social philosophy.
this reason, evoryone of us, end especially those vho -~ lilce myself --
are constuntly in danger of bheing overwhelmed by their daily routine,
must as often as possible take time out to think of the true significence
of their actions. Ve shall he gble to fulfill the duily duties of our 01~
fice only if we constantly keep ia mind our solemn obligation to conform
to the tenets of justice, to protect the liberty of cur Nation, and to
respect the dignity of men.

This paper will achieve its purpose if it stimulates a discussion on
the way in which monetary and credit volicies cen be carried out in con-
formity with thesce principles.



