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CONTEMPORARY IPNETARY POLICY 

No one, and certainly no member of the Federal Reserve Board, 

Professes to be so endowed with foresight that he can divine all pos-

sible events in advance and prescribe the exact course to follow in 
each instance. 

The objectives of the Federal Reserve, put in simplest terms, 

are to contribute to economic stability and our country's economic wel-

fare. I think we can all agree that those objectives are good, and yet 

disagree about how to accomplish them. 

Since it is only proper that people should find fault with the 
Federal Reserve when it falls short of its objectives, it also is only 

reasonable that people should recognize the difficulties. Criticism 
is much more helpful -,-hen it comes from those who take the time to 

understand — at least the fundamentals. 

Because understanding is so vital to all of us, I should like 

talk with you a bit about the Federal Reserve System — what it is 
trying to do, and how it goes about doing it. 

If we are to attain the objectives I spoke about, one thing we 

^st, have is a sound dollar. A dollar that depreciates steadily or 

Ganges erratically in value destroys our free enterprise system. For 

°n a sound dollar rest the principles underlying our system: reward 
o n the basis of individual effort, individual risk-taking, and individual 
Gavings, and equal competitive opportunity. 

The Federal Reserve System cannot, alone, assure a sound dollar, 

^s powers and responsibilities do not go that far; too many of the facto: 

involved are beyond its control. But the Federal Reserve accepts the 
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responsibility for doing all it can, with the powers granted it by Congress, 
to maintain a sound dollar. 

Back in the era when the Federal Reserve System was established, 

the chief monetary problem was one of scarcity, of rigid limitation on the 
exPansion of money and credit. Two world wars have done a lot toward 

hanging the picture. In most recent times, the task of the Federal Re-

serve has been to restrain excessive monetary expansion while at the same 

f * 
me making possible the extensions of credit needed for defense, for 

Lilian business operations, and. for normal growth of the economy. 

You will agree, I think, that it is a difficult and delicate 
Un^ertaking to determine the monetary needs of an economy that is growing 
and yet facing, from time to time, risks of inflation and deflation. 
p°stering a stable economy requires preventing a static economy. In fact, 
it 
u requires something more: that we encourage a dynamic economy, one 

that stimulates enterprise and invention, spurs technological advancement, 

brings greater productivity and a better standard of living. 

Our money system is a complex one, part gold standard and part 

^aged money. At base, it is a credit system, with the volume of credit 
Inoney related to the volume of gold. Our dollar is defined by statute 
as a weight of gold; in international payments gold may be used freely; 
als°> gold is the ultimate limiting factor in the volume of Federal Re-

Serve credit, and thereby the ultimate limiting factor in the country's 
1710ney supply. But we have a managed system, too, because the Federal Re-
Se]?ve has the power to influence the availability of credit and the supply 

money independently of gold movements. Gold movements can be permitted 



- 3 -

to exert their full effects -- or can be offset in their effects — upon 

°Ur domestic money supply. 

The two major components of our money supply are currency in 

emulation and the demand deposits of commercial banks. The greater 

these is demand deposits; their volume is more than three times the 
v°lume of circulating currency. In effect, expansion of the money 
SuPPly means expansion of demand deposits, for currency in circulation 
tends to remain relatively stable or ircrease only moderately under 

Peacetime conditions. 

Expansion of bank deposits depends chiefly on expansion of 

loans and investments, although such factors as the inflow of gold 

currency from circulation also have an expansive effect. In lending 
0r investing, a bank credits a customer with a deposit and the money 

'"uPply is increased. The customer, in spending, transfers the deposit 
0 someone else. But transfers do not change the money supply, they 

^ely shift possession. In short, a bank loan or investment increases 

^e money supply; repayment of a bank loan or redemption of a bank invest-

"^t decreases it. 

There are limits on the ability of banks to expand loans and 

Vestments, Whether they can expand depends in part on their over-all 
] J 

icMdity, for they must always keep a. margin of highly liquid assets so 
they can meet withdrawals in currency or transfers of deposits to other 
banks. But the most important limitation on expansion is the requirement 
that reserves be held against deposits. For Federal Reserve member banks 
as a whole, the reserve requirements limit expansion of demand deposits, 
anci the increase in loans and investments by which this expansion occurs, 
to no more than five times the reserve balances. Of course, this 
five-fold expansion does not apply to individual member banks. 
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The importance of the legal reserve requirement'to the com-

mercial banks and to reserve banking operations would be hard to over-

state. To increase loans and investments, the commercial banking system 

^st have or be able to get reserves in excess of requirements. The 

Federal Reserve enters the picture here as the most important source of 
actoitional reserves. The significance of that can be traced in easy steps: 

Regulating the volume and cost of the reserves it supplies, the Federal 

Reserve regulates the availability and volume of bank reserves; by affect-
lng bank reserves, it influences the amount of lending and investing by 

°anks; by that, in turn, it regulates the over-all supply of money. 

The influence the Federal Reserve exerts on bank activity in 
this way spreads to the whole credit market because it affects in general 
lncentives to lend and to borrow. The fact that this influence is trans-

ited through a chain of connected events, beginning with Federal Reserve 

Regulation of the availability, cost and volume of its own credit, gives 
a magnifying effect to Federal Reserve actions. Small changes in Federal 

Reserve credit act as a lever to produce much larger changes in total 
Credit. 

Let us give brief consideration now to the three main instruments 
Used by the Federal Reserve to affect the reserve position of member banks 
and thereby to influence general credit and monetary conditions. These 
lnstruments are: discounts, open market operations, and reserve require-

ments. 

Reserve requirements—I mention them first only because I referred 
to them earlier—can be raised to diminish the funds that member banks may 



loan, or they can be lowered to make more funds available for lending. 
Here, of course, I am stating a rule: today, in practice, the require-

ments are at the maximum allowed by law except for member banks in New 

York and Chicago; they could be reduced by one-half at banks outside New 

and Chicago, and by nearly half at banks in those two cities. 
Cllanges in reserve requirements, however, usually are used only for ad-

justing the banking structure to large-scale changes in the country's supply 
of monetary reserves. The power to make the changes is not adapted to 

-to-day use in affecting banking and monetary conditions. Frequent 

Ganges in requirements, even by small percentages, would be disturbing to 

Member banks and the credit market as well. 

Open market operations are a highly adaptable instrument of 

Policy. By buying Government securities in the open market, the Federal 

Reserve can, at its initiative, expand member bank reserves readily, or 

Maintain their level by offsetting drains caused by gold outflows or with-

drawals of currency. By selling Government securities in the open market, 

can reduce the volume of reserves. Open market operations have unusu-
ally far-reaching effects upon the availability of credit and also upon 

climate of financial expectations. Government securities have a key 
r°le in the credit market, and changes in their prices and yeilds affect 

financial institutions as do changes in member bank reserve positions. 

The power to discount for and make advances to member banks, and 
the allied power to raise or lower discount rates, permit the Federal Re-
Serve to influence directly the availability and cost of bank credit, and 

^directly that of nonbank credit. Changes in the discount rate are made 



the initiative of the Federal Reserve, after due consideration to the 
need to tighten or ease credit conditions. Member banks hold the ini-

tiative in applying for discounts, and they have been making more use re-

cently of this method of obtaining additional reserves. But banks have a 

Edition against borrowing and a reluctance to showing indebtedness in 
^eir statements. Because of that, the Federal Reserve can count on banks 
restricting their lending activities when they go into debt to the Reserve 
ânks. And it can also expect that a restrictive attitude of the banks will 

I b 

e reflected in attitudes and plans of both businessmen and consumers. 

Typically, in peacetime, the Federal Reserve uses the instru-

ments of discounts and open market operation in varying combination as it 
Un<3ertakes to tighten or ease credit conditions, according to prevailing 
neefis, Let's take a look at how Federal Reserve policy has been affect-

credit and monetary developments in recent times, and what considera-

tions have been shaping that policy. 

To get the picture in perspective, we need to remember that over 
e past dozen years Federal Reserve operations h?.ve been importantly 

af^ected by conditions of war, transition from war, and the threat of 
an°ther war, 

I In World War II, the Federal Reserve's responsibility for con-
luting 

to the economic welfare of the United States meant in a very 

sense helping to assure success of the war effort on which the United stat es depended for survival. The Federal Reserve therefore made ex-
•jL 

n8ive use of its powers to obtain the successful .financing of that war 
e^ort. It saw to the maintenance of a stable market where the credit needs 



of the Government and of industry could be satisfied promptly and at low 
Cost, it assured the existence of such a market by ready open market 

Purchases of Government obligations at prices which assured low money 

rates; it arranged guaranteed credit for war production; and it supple-

mented those actions by restraining the use of credit for speculating in 

securities and for financing civilian consumption. 

With victory, survival of the United States was assured. But 
n°t without leaving some economic scars. War financing, which had to be 

done in part by selling Government securities to the banks, left the 

country with a supply of money that far exceeded peacetime needs and by 

token left a considerable inflationary potential. It also left a 

Public debt whose size and distribution greatly complicated the task of 
regulating the money supply after the war. 

Another holdover in the years following the war was the wartime 

Pattern of reserve banking operations. Yet there were some differences, 
The expansion of private credit i*as offset in part by attainment of a Fed-

eral surplus of cash receipts during part of this period, and application 
of that surplus to retirement of war debt. The postwar inflation based on 
the superabundance of war-created money and liquidity had largely run its 
c°urse by 19lj9, Gradually, the Federal Reserve System commenced returning 
to its traditional pattern of operations under conditions of a freely 

functioning financial market6 

After fighting began in Korea in mid-195'O and the United States 

Punched a large-scale national defense program, inflationary pressures 

gathered force on the prospect of war-induced shortages, renewed growth of 
the Government debt, and the threat of new inflation of the money supply. 



Federal Reserve's reluctance to continue supporting the market for 

Government securities grew as bank credit and money expanded readily on 

base of the additional bank reserves the support practice was providing. 
c°nvictions firmed on the necessity of discontinuing the support practice 

and reinstituting traditional methods of operation in order to tighten 
Credit, Then the shift from support practice to traditional methods of 

Oration was made possible by the accord between the Treasury and Federal 

Reserve in March 19 

The return to traditional methods of reserve banking proved 
Vxtaliy important in helping to halt the post-Korean inflation trends* 

in the value of the dollar rose, and there was an increase in 

^e volume of individual savings. The liquidity position of the economy 
Va® bought to a level more consistent with stable growth of production 

consumption. And, significantly, these developments occurred in the 
ce of heavy drains on the economy from the large and still growing na-

ti °nal defense program. 

The discontinuance of Federal Reserve support of the Government 
Sec»rities market in the wake of the accord had two basic effects. One 
'ras to sever the link between money proper and other liquid assets, 

Articularly marketable Government securities: thus it immediately reduced 
th 

e si?Je of the effective and the potential money supply. The other effect 
Vas to brake the momentum of monetary expansion that had been built up by limited 

availability of Federal Reserve credit-~without penalty—in the 

years, 

With that done, Federal Reserve operations were directed to 

Sieving something else of profound importance to a sustained free 
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enterprise economy: reestablishment of a free financial market, functioni-

ng without Federal Reserve intervention. The governing policy was to 

bank credit and monetary expansion to amounts consistent with 
reasonable requirements of a growing economy, operating at high levels 

Without inflation. The aim, in other words, was to finance both the 

defense program and the growth needs of the economy out of savings, 
with only a moderate volume of money created by the banking system. 

Accomplishing this in practice meant limiting availability of 
Federal Reserve credit, in relation to the demand, through the comple-

mentary use of open market and discount operations. 

Extension of Federal Reserve credit through open market 

derations was more and more restricted to meeting temporary stringencies 
ln the credit market and to cushioning drains on bank reserves resulting 

orn gold outflows and increases in circulating currency. When the 
c*edit market had periods of slack, open market operations were 
Used in the other direction — to reduce the volume of Federal Reserve 
°'redit# 

As the Federal Reserve no longer made reserves freely available 
thr 

°uSh open market operations, member banks made increasing use of 
th • 

'neir discount privileges. The volume of discounts rose to about 1-1/2 

^Uion dollars by the late fall of 19E>2, and got as high on occasion 
a3 2 billion, as an increasing number of banks borrowed from the 

^ederal Reserve, But the attitude of a bank when it is borrowing reserves is dif-•f! 
erent from its attitude when it obtains reserves by selling investments, 

a particular bank is in debt, the pressure on it to repay is trans-

ited into a restrictive attitude toward lending. As this bank liquidates 
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assets to reduce its debt, some other bank finds itself short of reserves 
atlc* in need of borrowing. As a matter of fact, this shifting of pressure 

ôes right on even when the total volume of discounts holds constant: 
rePayments by some banks lead to borrowing by other banks, and pressure on 

latter to restrict and repay. Of course the pressures felt by these 

k&nks radiate outward, affecting the attitudes of businessmen and con-

fers in their communities toward spending, investing and saving. 

While the Federal Reserve was exercising restraint on expansion 

the money supply, demands for credit nevertheless were so large that 
^terest rates rose over the year. Prime short-term rates, notably on 
Tr 

easury bills, rose after mid-year. They showed a tendency to exceed the 

3eral Reserve discount rate. Airing the peak of seasonal pressures last 

Member, the bill rate rose to 2-l/k per cent. Then in January this year, 

Federal Reserve discount rate was raised, aligning it to supply and j 
ftand conditions in the credit market, The increase was in recognition of 

Market relationship between the discount and other prime short-term 

and of the basic strength in over-all credit demand. 

In the first year after the decision to move to a free credit 

expansion of bank credit and money continued at a fairly rapid 

In the second year, bank credit expansion was larger as a result of 

higher level of economic activity, But there were two significant chan 
the rate of demand deposit growth slackened, and much more of the 

°Vth in total credit reflected the employment of savings by the public. Sav 
the 

lngs and time deposits at banks rose by more than li billion dollars in 

Past twelve months, the largest increase for any postwar year. But the 
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net expansion of privately owned demand deposits and currency in circula-

tion—the active elements in the money supply—amounted to only Ij billion 

hilars compared with a 7-billion dollar growth in the preceding twelve 

^nths. This was a rate of increase of the money supply of just over 3 per 
Cerit, only about half the size of that in the previous twelve months and 
0 r% a little over half the rate of increase during the period in the gross 
national product. 

The effectiveness of monetary policies, however, cannot be measured 
s°lely in fibres like these. The figures are indicators of the operation 
of 

many forces in the economy, not just monetary policies alone. So far 
as the figures go, no particular change or level can be fixed upon as the 

^sirable one. The final test of monetary policies can be found only in 

performance of the economy. That performance has seemed good. And I 

^ink it would appear that Federal Reserve actions have been about in line 
Wlth the requirements of the situation, taking into account the new records 

^led up in production and employment, the very large total credit demand, 

^gh individual savings, moderate monetary expansion and relative price 

It is also important to take into account the difficulty added 

a deficit in the Federal Government budget last year, because 1952 was 
probably the first year outside a period of all-out war when there was a 

Scleral deficit in a period of very high economic activity. 

Federal Reserve policy in early 1953 can be summarized thus: it 
continued to be moderately restrictive and to emphasize that credit 

ernand of all kinds, including that stemming from the defense program, 
Sh°uld be financed out of savings to the maximum extent possible. Predictions 
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of future events can be left to those who feel surer than I do of the gift 
of Prophecy. 

The future, like the past, will pose difficult problems for the 

Federal Reserve. Therefore, Federal Reserve action will need to be kept 

flexible and promptly adapted to the financial needs of the economy as they 
take definite shape. 

•0 


