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What is here?
Gold, yellow, glittering, precious gold?

. . . This yellow slave
Will knit and break religions; bless th’ accurst;
Make the hoar leprosy adored; place thieves,
And give them title, knee, and approbation
With Senators to the bench . . .

Timon of Athens, IV, 3
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          Foreword       

 Ah, for those days before globalized markets, 
 before thousands and thousands of hedge funds, 
huge banking conglomerates more interested in 

investment banking than holding loans and attracting 
 deposits — a world without CDO  s and SIV  s, mysterious 
 “ conduits ,”  and sub - prime mortgages! 

 That simpler world existed just a generation ago. 
Peter Bernstein ’ s little  Primer on Money, Banking, and Gold  
described it all with analytic insight and with his typically 
lucid prose. 

 The details of what he described in the late 1960  s 
may seem arcane and mostly irrelevant to the new breed 
of fi nancial engineers, to traders mesmerized by their 
Bloomberg screens, and even to some of today ’ s central 
bankers. After all, who today patiently analyzes the weekly 
Federal Reserve statement for clues as to the direction 
of monetary policy? For that matter, that statement isn ’ t 

flast.indd   ixflast.indd   ix 7/16/08   9:58:54 AM7/16/08   9:58:54 AM

www.forex-warez.com



f o r e w o r d

x

 carried any longer in the fi nancial press. All the details 
have been lost about Federal Reserve  “ fl oat ”  or  “ currency 
in circulation, ”  matters about which I, as a neophyte Fed 
staffer, once considered myself to be one of the world ’ s 
leading experts. 

 Today, the Federal Reserve authorities set out their 
current policy objective for all to see with some preci-
sion in a written statement after every meeting of its 
Open Market Committee: the interest rate for Federal 
funds shall be  “ x ”  percent until further notice. There is a 
brief commentary about the reasoning behind the deci-
sion, and more often than not, speeches and statements 
of the Committee Chairman and members. It ’ s all open 
and transparent, with the stated objective of reducing 
uncertainty in the marketplace and enhancing policy 
effectiveness. 

 But does it really? Those of us of a certain vintage 
have some doubts. We may know the intentions with 
respect to the Fed funds rate objective with great preci-
sion, but divining the market and economic outlook and 
the future of policy remains as shrouded in uncertainty as 
ever. We can even wonder whether, by so precisely deter-
mining a simple controllable interest rate at a particular 
point in time, something has not been lost. In the simpler 
days of the 1980  s and before, we thought there was some-
thing to be learned as the tenor and force of market fl ows 
had some infl uence on the day - to - day or week - to - week 
inter  bank interest rate. 
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 One thing is certain. What Bernstein, writing at the 
end of the 1960  s perceived as  “ our highly developed and 
sophisticated fi nancial system ”  has become much more 
complex. Given the lack of transparency of the highly 
sophisticated instruments and market practices, character-
istic of much of the new fi nancial system, one is forced 
to question whether the underlying reality has been 
obscured. Traditional commercial banks with a unique 
function at the center of the fi nancial system described 
in the book have morphed into a part—sometimes sub-
sidiary part—of much more diversifi ed and internally 
confl icted institutions. The defi nition of money itself—
and of  “ liquidity ”  — has blurred, matters that Bernstein, 
with his usual insight, recognized as an emerging reality 
decades ago. 

 Even more clearly, he foresaw that the role of gold 
as the centerpiece of the international fi nancial sys-
tem would need to give way to less rigid arrangements. 
Indeed, it is clear that Bernstein ’ s purpose in writing was, 
in large part, to  “ chip away at the golden foundations ”  of 
the monetary system. In fact, that foundation soon crum-
bled, less by chipping away than by being overwhelmed 
by a fi nancial tsunami. 

 But amid all those specifi cs, what sticks out in a read-
ing of Bernstein ’ s Primer is what has not changed—and 
those are matters of fundamental importance. They 
remain, in fact, at the center of debates about monetary 
policy today. Beyond the book ’ s relevance to those of 
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historic bent, it is those matters that make rereading the 
Primer so timely. 

 Bernstein deals at some length with questions of 
whether infl ation is a great threat to the American econ-
omy, whether once entrenched at a low level it will insid-
iously tend to accelerate, and whether monetary policy by 
itself is well equipped to deal with it. 

 Writing from the perspective of the 1960  s, Bernstein ’ s 
answers are pretty clear: no, no, and no again. He counts 
on the enormous productivity and resiliency of the 
American economy to cope with, and diffuse, exceptional 
infl ationary pressures that might arise from time to time as 
a result of war or other events.  “ When all is said and done, 
the productivity of the American economy is the ultimate 
barrier to infl ation in our country .”  

 Bernstein goes on to suggest that post – World War II 
experience and cool analysis alike suggest that  “ a  little 
infl ation ”  — say 1 ½  percent a year—will not lead to antic-
ipatory buying or destabilizing speculative behavior. And 
one senses what is most important in his mind is a bal-
ancing of risks for the maker of monetary policy: there is 
a clear danger that tight money in an attempt to deal with 
infl ation might feed on itself,  “ encouraging precaution-
ary demands for money ”  almost impossible to satisfy. The 
potentially  “ catastrophic ”  consequences for the economy 
will and should outweigh concerns about accelerating 
infl ation. 
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 Sound familiar? With only the slightest change in lan-
guage (e.g., substitute  “ liquidity ”  for  “ money ” ), it might 
be an op - ed piece in today ’ s press. 

 Would Bernstein have been quite so emphatic, quite 
so confi dent about experience, if he were writing just a 
decade later, say in 1979? As he had argued, gold was gone 
as part of the monetary system and as an ultimate (and 
unduly rigid) restraint on money growth and infl ation. To 
a threatening extent, so was confi dence in the dollar as a 
store of value and as the centerpiece of the fi nancial sys-
tem. Our capacity to restrain an infl ation that had reached 
double digits and to maintain strong economic growth in 
the midst of speculative distortions was in question. 

  “ Our level of economic understanding and sophisti-
cation of monetary management ”  that Bernstein judged 
as  “ so much more advanced ”  in 1968 no longer seemed 
to provide relatively painless answers in an environment 
of stagfl ation. Nor did we avoid a serious recession when 
monetary policy fi nally was called upon to deal with an 
infl ation that had become embedded in expectations. But 
severe as that recession was, the reestablishment of reason-
able price stability surely helped revive the base for much 
more satisfactory economic performance. 

 In the wake of that experience, central bankers around 
the world have reached what seems to me a reasonable 
conclusion. As a matter of priority, monetary policy must 
be actively concerned with maintaining infl ation within 
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the small and tolerable rate that Bernstein felt acceptable 
and practical. For more than two decades that resolution 
has not been strongly tested, and there has been a remark-
ably benign environment for growth and productivity. 

 Today, that priority is again being tested amid renewed 
fi nancial strain, rapid increases in commodity prices, and 
instability in currency values. The outcome is not certain.  

But I remain sure of one thing.  Peter Bernstein, over a 
long life in the midst of changing markets, has brought to 
bear a rare combination of analytic vigor, clarity of  writing, 
and a breadth of experience. All of that is immensely val-
uable for those of us involved in the unending quest for 
understanding the shifting roles of money and fi nancial 
practices as we seek to reconcile growth and stability. 

— Paul A. Volcker 
January  7, 2008      
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                    New 
Introduction          

 This book had an accidental origin. In the space 
of about two months early in 1963, Bob 
 Heilbroner and I wrote a brief but passionate 

polemic in favor of the proposed Kennedy tax cut to stim-
ulate the economy. We called our book  A Primer on 
 Government Spending . When the time came to seek out a 
publisher, we decided to capitalize on the fame Heilbroner 
had achieved from his best - selling textbook,  The Worldly 
Philosophers . We took our manuscript around to four pub-
lishers and baldly asked what they could do for us. 

 Bennett Cerf at Random House was the most enthu-
siastic of the four and also offered the highest advance. So 
we went with Random House and were delighted with 
the result. Cerf attracted attention to the primer immedi-
ately upon publication when he took a full page ad in  the 

flast.indd   xvflast.indd   xv 7/16/08   9:58:56 AM7/16/08   9:58:56 AM

www.forex-warez.com



xvi

New York Times  to reproduce the letter he had sent to all 
members of Congress, urging them to read our primer.  A 
Primer on Government Spending  was an immediate success 
and ended up selling over 100,000 copies. 

 As the sales data rolled in, Heilbroner turned to me 
one day and said,  “ A popular primer in economics seems 
to be a powerful idea. Why don ’ t you write one called  A 
Primer on Money, Banking, and Gold ? ”  I thought that was 
a great suggestion. I had worked at two small New York 
commercial banks from 1947 to 1951, as a lending offi cer, 
as manager of the bond portfolios, and, in one instance, as 
manager of the foreign department as well. From 1940 to 
1942 I had been a member of the Research Department 
of the Federal Reserve Bank of New York. So I was 
enthusiastic about the prospect of setting this hands - on 
experience into the larger picture of how the banking sys-
tem worked, how the Federal Reserve fi tted in, what role 
gold played, the outlook for infl ation, and my view of the 
future of money, banking, and gold in the U.S. economy. 

 Three years later, the original version of this book 
made its appearance and followed its predecessor as a 
success. At that point, Random House asked me to edit 
a full series of primers on economics, which meant set-
ting the titles, fi nding the authors, and acting as editor of 
each volume. We ended up with an impressive list of top-
ics, including, among others, primers on economic history, 
agriculture, labor and wages, business forecasting, compe-
tition and monopoly, and economic geography. 

n e w  i n t r o d u c t i o n
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 This revised edition of 1968 follows the same struc-
ture as the original edition of 1965, although I brought the 
empirical material up - to - date and added three chapters on 
postwar economic and monetary history. The fi rst half of 
the book is largely explanatory. In language as simple and 
homely as possible, I describe how the commercial banking 
system operates—why and how banks lend and invest, where 
money comes from, how it moves from hand - to - hand, and 
what kinds of information interest rates convey. 

 We then turn to the Federal Reserve System, which 
controls the money - creation feature of commercial bank-
ing, and, through that function, infl uences interest rates as 
well. The book explores the consequences of these activi-
ties for the economy as a whole as well as the role of gold 
and the foreign exchange value of the dollar. 

 Many readers will be either amused or bemused by 
the need for an appendix on reading the Federal Reserve 
statement. No one pays any attention to these data today, 
as the Fed now focuses on short – term interest rates as the 
primary tool for carrying out its twin mission of control-
ling infl ation and encouraging economic growth. In the 
1960s, in contrast, the Fed executed the goals of monetary 
policy by focusing on the volume of commercial bank 
reserves—the cash balances held by member banks at 
the Federal Reserve Banks. Changes in the Fed ’ s weekly 
fi nancial position provided the only reliable informa-
tion about Federal Reserve actions in the fi nancial mar-
kets and refl ected its intentions in terms of policy, to the 

New Introduction
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extent one could make sense of what they were doing. In 
their verbal statements, the Federal Reserve authorities set 
a record of double - talk that makes today ’ s authorities look 
like rank amateurs at the practice. Transparency was nei-
ther a goal nor even under consideration. The irresistible 
and highly competitive game of Fed - watching, there-
fore, developed into a weekly search for the footprints in 
the miasma of the statement. The readers of this book 
in the 1960s would have been shortchanged without this 
appendix. 

 The fl avor of the book begins to change when we 
reach Part  Four  on gold and then proceed to a descrip-
tion of how everything described up to that point in gen-
eralities evolved in practice over the years from 1938 to 
1966. The explanatory process continues, but now there 
are questions about what all of this might mean for the 
future of the U.S. monetary system, the dollar, infl ation, 
and the stability of the economic system as a whole. 

 The concluding chapter,  “ Money and Gold in the Future, ”  
raises questions that are pertinent in our own time, espe-
cially relating to infl ation. Some of the answers to those 
questions look quaint today, to put it mildly, in view of 
how events unfolded. But the errors are worth consid-
ering, because they refl ect on the times, they reveal the 
heavy - handed infl uence of memory on the forecasting 
process, and they demonstrate the courage involved in 
breaking with patterns of the past. 

n e w  i n t r o d u c t i o n
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 During the late 1950s and the fi rst half of the 1960s, 
people began to worry about infl ation as they experi-
enced a prosperity no one could have dreamed of in the 
early days after World War II, or surely during the 1930s. 
For many people, the infl ation of World War II, with its 
associated price controls and rationing, remained a vivid 
memory. Its repetition under conditions of high prosper-
ity seemed a logical development. I was not so sure about 
that. The great prosperity of the 1920s had been accom-
panied by a gently  falling  price level. Except for wartime, 
infl ation in U.S. history all the way back to the early 
nineteenth   century had never amounted to anything—
until the late 1960s rolled around, just about the time the 
revised edition of the book was published. 

 From the business cycle peak of 1957 to 1965, the cost 
of living had risen at an annual rate of only 1.9  percent , 
not such a surprise as unemployment averaged 5.7 percent   
during those years. But beginning with 1966, in large part 
due to an expansion of 60 percent   in government spend-
ing for the war in Vietnam, the unemployment rate began 
a steep decline, reaching 3.5  percent  at the end of 1969—a 
level not seen since the Korean War in the early 1950s. The 
impact on the cost of living was signifi cant, as infl ation 
more than doubled to an annual average of 4.3  percent  
over this period, reaching 6  percent  at the end of 1969. 

 In retrospect, I was much too calm about these 
developments. The fi nal chapter makes that error clear 
enough. My memory bank played an unfortunate trick 

New Introduction
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on me. Throughout history, people ’ s memories seem to 
be more infl uenced by the disasters of an era than by any 
positive changes that may have occurred. As a child of the 
depression, I continued to worry much more about too 
little output and employment in the 1960s than I wor-
ried about too much prosperity and infl ation. On page 
211, I wrote,  “ [W]e have no basis for believing that stable 
prices are essential for economic growth and full employ-
ment, nor can we necessarily argue that, in the diffi cult 
business of matching demand to supply, we would do 
better to err on the side of too little demand than on the 
side of too much. ”  

 Who would even dare to write such a thing today? 
But I was far from alone. As late as October 1978, when 
infl ation was roaring ahead in the U.S. economy and in 
many nations around the world, Congress passed the 
Humphey - Hawkins Full Employment Law, which explic-
itly specifi ed that fi ghting infl ation was not to take prior-
ity over the effort to reduce unemployment. In addition, 
James Tobin, the leading Keynesian Nobel Prize winner 
at the time, wrote in 1980 that,  “  . . .  demand manage-
ment cannot stabilize the [infl ationary] price trend with-
out chronic sacrifi ce of output and employment unless 
assisted, occasionally or permanently, by direct incomes 
policies of some kind. ”   ∗   Although Milton Friedman had 

  ∗   Tobin, James,  “ Stabilization Policy Ten Years After, ”     Brookings 
Papers on Economic Activity , no. 1, pp. 19 – 71. 

n e w  i n t r o d u c t i o n
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uttered his famous dictum that  “ infl ation is always and 
everywhere a monetary phenomenon ”  as far back as 1963, 
concerns about unemployment clearly remained domi-
nant even after fi fteen years of gathering evidence to sup-
port the validity of Friedman ’ s dictum. 

 Making this point today does not let me off the hook 
for having ignored Friedman in this primer. His monu-
mental study with Anna Schwarz,  A Monetary History of 
the United States, 1867 – 1960 , had appeared in 1963 (I 
did not even peek into that fabulous book until 1984), 
and it was here that Friedman had originally laid out 
his theory of the supply of money as the dominant eco-
nomic variable in the system.  ∗   Even though I have vac-
illated over time in my view of this thesis, no one can 
diminish the impact Friedman ’ s views—and his extraor-
dinary scholarship—have had on economic policy and 
economic theory. Indeed, as I emphasize just below, con-
trol of the money supply was the primary motivation of 
Paul Volcker ’ s herculean battle against infl ation in the late 
1970s and early 1980s. 

 Another interesting passage in this book appears on 
page 207, where I wrote, with the italics in the original, 
 “  When all is said and done, the productivity of the American 
economy is the ultimate barrier to runaway infl ation in our 

   ∗   See Milton Friedman and Anna Schwartz,  A Monetary 
History of the United States, 1867 – 1960  (Princeton: National 
Bureau of Economic Research, 1963  ).

New Introduction
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country . ”  I would still stand by that observation, and the 
extraordinary decade of the 1990s demonstrated its valid-
ity. Today, however, I would have to add an important 
qualifi er, namely,  “ as long as monetary policy does not 
fi nance an infl ationary spiral at levels approximating full 
employment. ”  

 As Americans in 1969 were soon to learn, the Federal 
Reserve ’ s weak - kneed response to political pressures from 
President Nixon led the Fed to do precisely what it should 
not have done right through the 1970s. Once the genie 
was out of the bottle, only newly - installed Fed Chairman 
Paul Volcker ’ s blunt, painful, sustained, and courageous 
effort to bring the money supply under control during the 
turbulent years from August 1979 to August 1987 would 
manage to convince people infl ation had to be licked and 
that no consideration for unemployment would be  allowed 
to interfere with this overriding obligation. Volcker also 
broke away from long - standing traditions of purposely 
obfuscated Federal Reserve policy statements by mak-
ing his intentions loud, clear, simple, and unqualifi ed. He 
would bring the money supply under control, let short -
 term rates go where they would under the circumstances, 
and he would not let go until the job was done. 

 The alternative would have been a United States 
transformed into a banana republic. Talk about the infl u-
ence of memories! That experience still hangs like a 
shadow over the Federal Reserve authorities and still 
infl uences every decision they make. 

n e w  i n t r o d u c t i o n
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 The ambivalent position taken on gold in the fi nal 
pages of the book is also controversial in view of the history 
that followed publication of this primer in 1968  –  Richard 
Nixon ’ s decision in 1971 to abolish the convertibility of 
dollars into gold by foreign central banks.  ∗   The result was 
the revolutionary shift to a fl oating rather than a fi xed 
foreign exchange rate for the dollar, an arrangement that 
persists to this day and is common among most major cur-
rencies. At the same time, a free market for gold developed 
among private investors, banks, and corporations. The price 
in this market hung around  $ 40 an ounce for a while but 
then, as the infl ation of the 1970s developed, gold took off 
on a huge bull move that topped out over  $ 800 an ounce 
in 1981. In 1995, I wrote a book attacking the passion for 
gold over the ages with all the passion I could muster, a far 
more decisive view than I took here.†     

 But the big change in monetary policy since I wrote this 
book is only in part the emphasis on infl ation as opposed to 
unemployment. Instead of focusing on what has transpired 
in the past, policymakers have elevated expectations of the 
future as the core element in the execution of policy. It is 
worth noting that the word  “  expectations ”  is conspicuous 

   ∗   I confess to having predicted on page 213 of this primer 
that,  “ the practical and political diffi culties in the way of 
abandoning gold seem insurmountable. ”    

†        The Power of Gold: The History of an Obsession  (New York: 
John Wiley & Sons, 1998).  

New Introduction
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by its absence in the pages of this book. Today, the objec-
tive of the entire game played by the Federal Reserve has 
nothing to do with the level of bank reserves. These are only 
tools to execute policy changes that will shape expectations 
as to the future of infl ation and production.  ∗   

 Yet our expectations of the future are largely deter-
mined by memories of what has happened in the recent 
past. Extrapolation is a powerful force in the formation 
of forecasts, which is why surprise is so frequent and so 
endemic to the whole process. 

 As a result, passing judgment today on the fallibility 
of positions taken in the past ignores the advantage of our 
knowledge of what followed from those past positions as 
the unknown future unfolded. Thus, all of us should be 
prepared to modify judgments we may be making today 
about viewpoints held in the past. We must recognize, 
along with the poet Robert Burns, how  “ the best laid 
plans of man and beast gang oft agley ”  by an impending 
future of which we had no sense at the moment we artic-
ulated that logic. On that point I rest my defense of the 
positions taken in this book over forty years ago.                     

 ∗   In a excellent journal article of recent vintage, Jordi Gali 
and Mark Gertler put the matter this way:  “ [I]n these par-
adigms the policy process is as much, if not more, about 
communicating the future intentions of policy in a trans-
parent way, as it is about choosing the current policy 
instrument. ”  Jordi Gali and Mark Gertler,  “ Macroeconomic 
Modeling for Monetary Policy Evaluation, ”     Journal of 
Economic Perspectives , 21, no. 4 (2007): 25 – 43.

n e w  i n t r o d u c t i o n
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          Original 
Introduction       

 Baron Rothschild was once heard to say that he 
knew of only two men who really understood 
gold — an obscure clerk in the Bank of France and 

one of the directors of the Bank of England.  “ Unfortu-
nately, ”  he added,  “ they disagree. ”  Most people would share 
his sense of frustration on the subject. 

 Disturbing questions about gold pursue us. Are we 
or are we not on the gold standard? Why have we been 
losing gold? Does the loss of gold mean that America is 
going broke? What has gold to do with money anyway? 
Where did Americans fi nd enough money to write checks 
adding up to nearly $7  trillion  during 1967? Did the Gov-
ernment print it all? If not, how did it get onto the books 
of the banks? Why do some people worry that we have 
too much money — how could anyone worry about too 
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much money? But then we hear that others are concerned 
that we have too little; they want us to create more money. 
But how can we actually increase the supply of money? If 
we can do that, why aren ’ t we all rich? 

 These are the questions with which this book is con-
cerned, and we shall fi nd that they are less diffi cult and 
complex than they appear. Furthermore, the informed citi-
zen should, in any case, have a commonsense understanding 
of these matters. Indeed, most of his trouble in understand-
ing them results from the knowledge that he  thinks  he has, 
because so much of it bears a superfi cial resemblance to 
his experience in handling his own affairs. But the thing 
is to have it right, to recognize and understand the differ-
ence between our own individual checking accounts and 
the great national accounts that infl uence the swing of eco-
nomic events. 

It is to this end that this primer is intended.      
 

 o r i g i n a l  i n t r o d u c t i o n  
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THE MONEY 
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Chapter 1          

Why Worry 
about Money 

and Gold?           

 Everything that King Midas touched turned to 
gold, until  ultimately he was a very poor man, 
 because he had no useful possessions at all. The 

moral of this story is that money isn ’ t everything in life. 
 Indeed, money and gold bring wealth and power only in 
terms of what one can buy with them. 

 On the other hand, history tells us that money can 
be crucially important. Revolutions have seldom been 
caused by an excess of purchasing power, but men have 
frequently been stirred to violence when they are hungry 
and factories stand idle simply because no one seems to 
have enough money to buy what they are able to produce. 
Poverty in the midst of potential plenty always appears 
shocking and senseless. 
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 These contrasts are the essence of the subject  matter 
with which this book is concerned. Put in its simplest 
terms, we want to be sure that we have enough money 
around so that we can buy everything that has been pro-
duced, but never so much that we try to buy more than 
has been produced. The problem that will  concern us 
most is the diffi culty of keeping the number of dollars 
spent in line with the quantity of goods produced. 

 Despite the problems money causes, mankind invented 
it and sticks to it because it relieves us of the almost insur-
mountable diffi culties of doing business through barter. 
For this reason, even the most primitive societies have 
tended to use some form of money, whether it be feathers 
or wampum or giant stones buried under the sea. As socie-
ties become more complex and people more specialized in 
the tasks they perform, money is even more necessary to 
enable one man to exchange his production for another ’ s. 

 With the growing complexities of the market-
place and of the methods of production, we fi nd that 
the character of money changes. It becomes more and 
more  abstract, until it reaches the highly sophisticated 
form of our own money, which consists primarily of 
numbers on the ledgers of the banks that maintain our 
checking accounts. Although we still use some cur-
rency (worth, in reality, no more than the paper it is 
printed on) and some coins, most of the money we 
spend moves from buyer to seller through the writing 
of checks that order the banks to debit one account on 
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their books and to credit another. Thus, most of our 
money has no real value and no tangible existence: we 
can ’ t see it or feel it or smell it. This is one of the rea-
sons why its quantity is so diffi cult to regulate. 

 Nevertheless, while we shall be most concerned with 
this abstract money that exists only on bank ledgers, we 
shall also see that gold continues to play a crucial role in 
our fi nancial affairs. Sophisticated as we may be, our links 
to gold persist. Gold has shown amazing vitality through 
the ages as the paramount symbol of money and wealth. 
The Midas legend teaches us that gold may be nothing 
more than a useless (if beautiful) metal, but it has surely 
been the cause of an extraordinary amount of rapacious-
ness, plunder, and adventure in the history of man. 

 Why gold is  “ good as gold ”  is an intriguing question. 
Freud suggested that our fascination with gold is related 
to the erotic fantasies and interests of early childhood. 
Perhaps its very purity inspires men to violence. Anyone 
who has ever seen a pile of gold bricks or gold coins will 
always remember the sense of awe it inspires. In any case, 
its prosaic physical characteristics — high density and such 
strong resistance to oxygen that it never tarnishes — have 
increased its usefulness as money. 

 Whatever the reasons, men will go to great lengths 
to fi nd gold and dig it up. After visiting the Klondike and 
the Yukon, Will Rogers commented:  “ There is a lot of 
difference between pioneering for gold and pioneering 
for spinach. ”  Although North American gold mines are 
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still producing, most of the free world ’ s gold comes from 
South Africa, where the white man owns and  profi ts 
from the gold but leaves to the black the business of dig-
ging it out of the dusty hell two miles below the surface 
of the earth. 

 Yet, with all the digging and prospecting and plunder, 
men have managed to scrape together a surprisingly small 
amount of this precious stuff. The entire accumulation of 
monetary gold over the centuries has brought the world ’ s 
gold hoard today to just about 40,000 tons; American 
industry pours 40,000 tons of steel in less than one  hour !  

 
While nature essentially controls the quantity of gold in 
existence, it is men who assign it values in terms of dol-
lars and pounds and rubles; it is also men who decide how 
much money a given amount of gold may  “ back. ”  When 
we look at the alternations between infl ation and defl a-
tion in our history, men seem to have done a poor job of 
regulating the supply of money. 

 We fi nd repeated cases in which people seemed to 
have so little money that they were unable, or certainly 
reluctant, to buy everything that could be produced. As 
a result, prices fell, profi ts vanished, production shrank, 
and unemployment spread. Only when all prices and all 
wages had been pushed down so low that the formerly 
inadequate supply of money seemed suffi cient to buy up 
all the goods and services offered for sale at bargain levels 
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did the wheels fi nally begin to turn again and men go 
back to work. 

 We can also fi nd frequent examples of the opposite 
situation — the infl ationary spiral in which the quantity of 
money outruns the supply of goods. When people want 
to buy more than has been produced, prices rise. Then 
some people lose out through being outbid in the mar-
ketplace. Those who suffer most are usually the ones who 
least deserve to be the losers — the frugal, the conservative, 
the prudent, together with the poor and  unorganized who 
are unable to battle for the higher incomes they need to 
stay even with the rising prices. 

 Thus, regulation of the supply of money is not just 
a matter that concerns fi nanciers and bankers: it is inti-
mately involved with our prosperity and with our social 
tranquillity. With all its technicalities, this is a subject with 
the broadest political and economic implications. 

 Our analysis of it now begins with the very crux of the 
 process — the links that exist between the quantity of money 
and the levels of business activity and prices.            
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Chapter 2

        Spending and 
Financing          

 It is obvious, but nonetheless true, that each of us goes 
to work to help in turning out goods and services in 
our economy not for our own use, not out of the kind-

ness of our hearts, but because we expect to sell the fruits of 
our efforts to other people, and because we expect to be 
paid for them.  ∗   In short, we work for money. 

 If this is the case, however, businessmen must have the 
money to pay their workers and suppliers for producing 
the goods they want to sell, and customers must have the 
money to pay for the goods they want to buy. Without 
the wherewithal to pay for them, few goods would be 

  ∗   The labors of the housewife are an important and out-
standing exception to this general proposition. Outside of 
her domain, little work or production is undertaken in our 
economy unless someone receives money for it.       
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 produced and fewer would be sold. This leads, in turn, to the 
important conclusion that an increase in production or 
the sale of the same quantity of goods at higher prices simply 
cannot be sustained  unless people are willing and able to lay out 
the extra money they will need  to buy the additional goods or 
to pay the higher prices for the same quantity of goods. 

 Take, for example, the case of a family that has been 
spending $6,000 a year on the basketful of goods and 
 services it requires to maintain its living standards. Now let 
us assume that we enter into an infl ationary phase and, as a 
result, the price of the same basketful rises from $6,000 to 
$6,600. To maintain its living standards, this family is now 
going to have to fi nd an additional $600 every year. Where 
can they fi nd it? 

 The breadwinner in the family — most likely, the 
father — can go to his employer and demand an increase 
in wages. But then, of course, the employer has to fi nd an 
additional $600 a year to keep his employee happy. This 
money must either come out of his own profi ts from the 
business (in which case he will have less money to spend) 
or he must raise his prices and ask his customers to pay it. 
In that case, the customers must fi nd the additional $600, 
and we are right back where we started. 

 If the father of the family is unable to obtain a raise 
from his employer, he still has several alternatives available 
to him. He can draw down money that he has accumu-
lated in the past — the cookie jar can be emptied and its 
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contents used to maintain the family ’ s standard of living. 
He can go to the savings bank and ask them to give him 
back the money he previously deposited — but then the 
savings bank has to be sure it has the money. He can bor-
row the money from friends or from a fi nance company, 
but they, too, must have the money available to lend him. 

 And what if this family is unable to fi nd the addi-
tional $600 it needs to carry on? Clearly, it will have to 
cut down on the quantity of goods and services it buys. 
If it can only afford to spend the same $6,000, approxi-
mately 10 percent of the things it bought before will 
now remain unsold. Retailers, fi nding that sales are falling 
below expectations and that inventories are piling up on 
their shelves, will cut down their orders from wholesal-
ers. Wholesalers will tell manufacturers to ship a smaller 
quantity of goods. Manufacturers will then have to cut 
back on their production schedules; their employees will 
probably be laid off or will work fewer hours. 

 In time, then, the inability to fi nance the purchase of 
goods at higher prices results in unemployment and excess 
productive capacity. The forces of competition at work 
when businessmen can produce more than they are able 
to sell will probably lead to the elimination of the price 
increase. Or, if people are willing to pay for those goods 
whose prices have been raised, they will have less money 
to spend on other goods and services, so that unemploy-
ment will spread into those industries whose market 
power is weakest. 
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 Just as an increase in prices must be fi nanced if 
unemployment is to be avoided, so must an increase in 
production be fi nanced if it is to take place at all. Here, 
for example, is a manufacturer of pencils, who is produc-
ing and selling 100 million pencils a year for a total of 
$1,000,000 in sales. He fi nds that business is excellent and 
that his dealers are reordering his pencils with increasing 
frequency. He therefore decides to step up his production 
schedules and to produce an additional 10 million pencils 
on which he expects to generate $100,000 in extra sales 
in the coming year. 

 But fi rst he is going to have to look around for the 
money to fi nance the additional production. He will have 
to obtain extra amounts of wood, lead, and rubber. He may 
need new workers or will have to pay his present staff for 
overtime work. He may even need a new plant or addi-
tional machinery. One way or another, he will have to fi nd 
some way of paying for this expansion, since his custom-
ers, whether retailers or wholesalers, will probably pay him 
only thirty days or so after receiving the merchandise he 
has shipped to them. 

 He has a number of alternatives. He may have enough 
money sitting in his checking account to cover all the extra 
disbursements he must make. He can ask his suppliers, and 
possibly even his employees, to wait to be paid until after 
his customers have paid him. He can draw down his sav-
ings account or sell to other investors some fi nancial asset 
he may possess, such as a short - term Government security 
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or commercial paper. He can borrow the money, or he can 
take new investors into the business with him. 

 Thus, money that has to be spent must come from some-
where — either from one ’ s own cash balance or from 
 somebody else ’ s money holding. And that somebody else 
either has to have the money himself or must be able to 
fi nd still another source to provide it when needed. Unless 
the pencil manufacturer ’ s suppliers and employees are to be 
paid — and, ultimately, unless the manufacturer ’ s custom-
ers are going to be able to fi nd the money to pay him — the 
extra 10 million pencils will never be produced. 

 Indeed, money makes the world go round. 

 The signifi cance of this example is that the supply of 
money does set limits to how far business expansion can 
go and how high prices can rise. Both increased produc-
tion and the same volume of production sold at higher 
prices involve a higher rate of spending by customers, 
and, when they have to pay out money, money is the 
only thing they can pay out. No bill can be paid with 
Government bonds or shares of stock or jewelry, or even 
a savings account or life insurance policy. Only a check or 
currency or coins will be acceptable for this purpose. 

 Nevertheless, although the supply of money can set 
the upper limit to a price infl ation or to growth in pro-
duction, we have no ready way of knowing where that 
limit may be. In fact, the  number  of dollars in our bank 
accounts and pockets is only an indirect, and frequently 
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unsatisfactory, guide to the rate at which we are going to 
 spend  those dollars. And it is expenditure that counts — it 
is expenditure that comes into the marketplace to be 
matched against the supply of goods and services. 

 The relationship between the quantity of money and 
the rate of expenditure is so tenuous and variable because 
of a peculiar characteristic of money — a characteristic 
that it need not have in theory, but with which we have 
endowed it. Indeed, without this feature, money would be 
a much less convenient medium of exchange than it is. 

 The point is that we need not spend money the instant 
we receive it. We can take it in payment for something today 
but wait until the day after tomorrow to spend it. Or, in fact, 
we can let someone else use our idle dollars for a while, pro-
vided they will pay us an adequate rate of interest for the 
privilege of using our extra cash. But no law tells us that we 
have to spend every penny we earn, nor that we need spend 
it today instead of tomorrow, nor that we have to lend it out 
to someone else if the interest he will pay seems inadequate. 
In short, some production may go unsold simply because 
individuals and business fi rms sit on their money instead of 
spending it or making it available to others to spend. 

 Of course, the opposite can also happen. As we saw 
in the case of the family spending $6,000 or in the case 
of the pencil manufacturer, we can step up our rate of 
spending merely by using some of the idle cash that we 
may have accumulated in the past or by fi nding oth-
ers who may now be willing to make their cash available 
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to us to spend. The man who borrows money or draws 
down his savings account to buy a house or a car, and the 
respected corporation that borrows money to fi nance its 
expansion programs are both spending in excess of their 
current incomes. When people spend more than they 
earn producing goods and services, the chances are that 
they will be trying to buy more than has been produced. 
This excess demand will then either stimulate an increase 
in production schedules or an increase in prices. 

 Thus, the rate of spending can vary widely, even when 
the supply of money in the economy is relatively stable. 
Conversely, variations in the supply of money will not 
necessarily lead to corresponding changes in the sales of 
business fi rms. Sometimes people want to accumulate cash 
rather than spending it or making it available to others to 
spend; at other times, they are eager to spend their cash 
hoards or to borrow and spend the cash hoards of others. 

 To recapitulate, we have seen that our main problem is 
to keep the rate of spending in line with the production 
of goods and services — neither so low that prices and 
demand collapse nor so high that an infl ationary spiral 
begins. But we have also seen that increases in spending 
must be  fi nanced  — that the additional dollars must come 
from the spender ’ s past accumulations or be made avail-
able to him by others. And now we fi nd that the ease 
or diffi culty of fi nancing a higher level of expenditure is 
only indirectly related to the supply of money: people ’ s 
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motives for holding, lending, and spending money are 
 seldom constant. 

 No wonder, then, that we have been so unsuccessful at 
keeping expenditure in line with production. Controlling 
the supply of money in the economy is a partial, but by 
no means certain, technique for achieving our objec-
tive. Before analyzing the factors that do determine the 
number of dollars in existence, then, we must fi rst have a 
look at the reasons why people want to hold onto more 
money at some times than at others.             
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Chapter       3    

The Price 
of Money          

 The most obvious reason for holding money is that 
we need it to pay for the things we buy. Most of 
us spend money at a rate different from the rate at 

which we earn it. If we should earn $15 a day and spend 
$15 a day, we would never have to hold money for more 
than a few hours. But since money comes in to most of us 
at regular intervals, whereas money is spent in amounts 
that may vary widely from day to day, we must have some 
funds available to fi nance our outlays during those periods 
when more is going out than is coming in. 

 Most of the money we hold, then, is for this purpose. 
And the more we spend, the larger the cash balances we 
will need to fi nance these expenditures. This also means 
that the higher the level of business activity and the 
more active the volume of production and employment, 
the more each of us will need the money we have and 
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the smaller the amount we will be able to make available 
to fi nance the expenditures of others. For these reasons, 
we frequently hear that money is  “ tight ”  (that is, in tight 
supply) when business is good and that money is  “ easy ”  
(that is, easy to obtain) when business is slow. 

 But most people and most business fi rms tend to 
carry a little more money than they absolutely require 
to fi nance their various transactions. If we earn $100 a 
week and spend $100 a week, we still try to keep enough 
money in our bank account so that our balance at the end 
of the week, just before payday, is something more than 
zero. This has been called the  “ precautionary ”  motive for 
holding money. You never know what might happen that 
would require the unexpected outlay of funds — an emer-
gency, an unusual opportunity, a bargain sale, an irresistible 
hat or necktie in a shop window. 

 Yet, if you conducted a careful survey of all  individuals, 
business fi rms, institutions, state and local governmental 
units, and other spending units in the economy, you would 
fi nd some of them — and perhaps many of them — carrying 
currency or balances in their checking accounts in excess 
of what they need to fi nance their current expenditures, 
expected and unexpected. Why, then, should anyone let 
money sit in this way, earning nothing? It seems a wasteful 
and expensive way to manage one ’ s affairs. 

 If it seems wasteful for someone to carry more cash than 
he needs, instead of putting it out to work to earn interest 
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and dividends, that is precisely the point of the argument. 
We will indeed put our excess cash out to work  if the price 
is right  — in other words, if the return we will earn from 
the person using our money is  adequate  to compensate us 
for the risk and inconvenience of giving up this cash. 

 Of course, few individuals and business fi rms ever 
lend their excess cash directly to someone else. Instead, 
they put it to work through some sort of fi nancial 
 institution — a savings bank, insurance company, investment 
trust, or pension fund — that invests it for them, or they go 
into the security markets and buy marketable obligations 
issued by major corporations or governmental agencies. 
Furthermore, most of these marketable securities that are 
bought and sold each day are not issued by the borrower 
on that particular day but, rather, were originally issued at 
some point in the past. Thus, instead of being new bor-
rowings that investors are putting their money into, these 
are securities sold by other individuals and business fi rms 
wishing to replenish their holdings of cash and liquidating 
these securities in order to do so. 

 In our highly developed and sophisticated fi nancial sys-
tem, this process of bringing together people with excess 
cash to invest and those who need additional cash to spend 
is institutionalized in what we call the  “ money and  capital 
market. ”  The money and capital market is not located 
in one particular place, like the stock exchange on Wall 
Street or the grain pit in Chicago. It includes the  organized 
security exchanges, as well as the intricate  network of 
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 relationships among nearly 14,000  commercial banks, 500 
savings banks and 6,000 savings and loan associations, the 
life and casualty insurance companies, the Federal Reserve 
Banks, and all the various dealers and brokers who buy 
securities from and sell them to these fi nancial institutions. 

 Many less - developed nations have not yet been able 
to mobilize such an effi cient mechanism for bringing 
together the man seeking fi nancing and the man looking 
for a spot to put his money to work. These countries con-
sequently need a much larger quantity of money than we 
do to fi nance a given volume of business: since no ready 
means exists to obtain additional cash when one needs it, 
each individual and business fi rm has to carry excess cash 
to be certain that it can provide for its future require-
ments. This situation also means that it is diffi cult to per-
suade anyone to part with excess cash and that interest 
rates, as a result, are signifi cantly higher than they are in 
the United States or Western Europe. 

 But let us return to the main thread of our argument. 
We have stated that we would be willing to part with 
our excess cash when the interest we receive is adequate, 
but what do we really mean by  “ adequate ” ? Since any 
amount of interest that we can earn on our money is bet-
ter than earning nothing on it, why should we turn down, 
say, 1 percent and insist on getting 4 percent? Obviously, 
4 percent is  preferable  to 1 percent, but if 1 percent is all 
we can get, that is still better than 0 percent. 
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 One very simple explanation of this is that we just don ’ t 
want to go through the inconvenience of putting money to 
work in order to earn nominal amounts. Although it may 
be irrational to turn down 1 percent when 1 percent is 
so obviously more than 0 percent, we may still feel that 
1 percent fails to justify the trouble involved in putting our 
money to work. We will choose, rather, to let the money sit 
in our checking accounts or in our pockets. 

 But a more important and compelling reason for 
wanting to receive a high rate of interest is that, in addi-
tion to inconvenience, risk is involved in letting someone 
else use our excess cash. For one thing, he may not repay 
when he promised, and we therefore deserve some com-
pensation for the credit risks involved. Furthermore, what 
happens if we want our money back before the time that 
the borrower has promised to return it? Will we be able 
to fi nd another investor who will be willing to take this 
obligation off our hands and give us our money when 
we need it? 

 Thus, time horizons are crucial in infl uencing our 
decisions to part with excess cash and in determining 
our attitudes as to whether any given rate of interest is, in 
fact,  “ adequate ”  for our purposes. 

 Indeed, investing money too soon when interest rates 
are rising can be an expensive and frustrating business. 
For example, the United States Government was able to 
borrow money in 1953 for thirty years by offering 3 ¼  
percent to the buyers of its bonds. But, as  business  activity 
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expanded so much faster than the available supply of 
money in the years that followed, by 1959 the Government 
had to offer lenders more than 4 percent interest in order 
to persuade anyone to buy its long - term bonds. 

 This hardly left the buyers of the 1953 bonds in a 
happy mood. These 1953 bonds paid $32.50 in interest 
for every $1,000 invested in them, while bonds issued in 
1959 paid over $40 on an investment of the same amount. 
Consequently, if a holder of the 1953 bonds needed his 
money back and therefore wanted to sell his bonds to 
some other investor (he  had  to fi nd another investor, as 
the Government had no obligation to return his money 
until 1983), he was unable to fi nd anyone willing to pay 
him $1,000 apiece for them. As a matter of fact, in the 
summer of 1959 investors were willing to pay only $820 
for one of these 3 ¼  percent bonds.  ∗   Over the six - year 
period the original buyer held them, his $195 in inter-
est (six years @ $32.50) would have been largely offset 
by his capital loss of $180, so that his actual return would 

  ∗   The investor who bought the bond for $820 received 
$32.50 a year in interest, so that his rate of return appears 
to have been about 4 percent. However, if he held the bond 
until the Government paid it off in 1983, he would receive 
a full $1000 at that time, or $180 more than he paid for 
it. The combination of the current payment of $32.50 a 
year and the profi t accruing between the date of purchase 
and the maturity of the bond work out to an interest yield 
of 4.45 percent a year. 
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have been only $15, or $2.50 a year on an investment of 
$1,000. A poor piece of business, indeed! 

 But it can also be unwise to wait indefi nitely for 
lenders to be willing to pay us what we believe to be an 
 “ adequate ”  rate of return for the use of our money. For 
example, 1 percent should appear  “ inadequate ”  only if we 
have a genuine hope and expectation of actually receiving 
more than that at some point in the foreseeable future. If 
we honestly believe that lenders will never be willing to 
pay us more than 1 percent, or if we would have to wait 
an intolerably long time before we could persuade them 
to pay us more than that amount, we would do well to 
take 1 percent and make the best of it.∗     

 Speaking generally, the demands of borrowers are 
determined primarily by their own expectations of using 
money profi tably, so that the price they will be willing to 
pay for the use of other  people ’ s money will tend to rise 
when business is good and  production is expanding, and 
will fall when the outlook is dim and output is shrinking. 

 ∗   In reality, for reasons already explained above in connec-
tion with the risk that the lender may need his money back 
before the borrower is obligated to repay him, evidence exists 
to suggest that most people are unwilling to lend money for 
long periods of time unless they can expect to receive 2 to 
2 ½  percent a year as a minimum rate of return. This is no 
new idea. The famous nineteenth - century English economist 
Walter Bagehot quoted an old saying that  “ John Bull can 
stand many things, but he cannot stand two percent.”
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Although many people consider low interest rates desir-
able because they make borrowing money more  attractive 
to businessmen and will therefore stimulate business activ-
ity, history tells us that periods of high and rising interest 
rates, rather than low and falling interest rates, have been 
associated with vigorous and sustained prosperity. 

 Probably the most important point to be made in this 
discussion of motives for holding money or being will-
ing to lend it out is that what  one  of us wants to do or 
succeeds in doing in these directions may be different 
from what  all of us together  may succeed in doing. If all of 
us need to carry more money in our bank accounts to 
fi nance our expenditures, only some of us may actually 
be able to do it; if all of us have more than we need and 
want to carry less, some of us may in fact end up carry-
ing more! 

 The reason for this paradox is that one man ’ s payment 
is another man ’ s receipt. Money doesn ’ t disappear after 
it is spent — its life continues in the possession of the per-
son to whom it is paid; conversely, if one wants to build 
up the balance in his bank account, that additional money 
must be paid over to him by other people. 

 What, for example, would happen if we all decided 
to go out on a spending spree and spend all the money 
we had? Would we completely deplete all the balances in 
our collective checking accounts? Would we all go broke? 
Of course not, for we would continuously replenish one 
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another ’ s bank accounts. What I spent, you would get and 
what you spent, others would get. Of course, one of us 
could go broke if he spent all his money; nevertheless, 
at the same time he would be enriching the people to 
whom he paid his money out. When all is said and done, 
then, the rate at which we spend our money doesn ’ t make 
the total supply of it any smaller or larger. 

 This also means that, collectively, we would get no 
richer if we all decided to spend nothing and to hoard 
all the money we held. Then no money would change 
hands, and everybody ’ s balance at the end of this period 
of abstinence would be the same as it was at the begin-
ning. No one would have any more, no one would have 
any less; no one would be any richer, no one any poorer. 
In particular, no one could increase the amount of money 
he held, because he could fi nd no one else willing to part 
with any cash for his benefi t. Thus, while  one  of us can 
take in more than he pays out but thereby depletes the 
cash balances of other people,  all  of us together cannot 
take in more than we pay out, because  the money we take in 
must be paid out to us by other people.  If none of us is willing 
to see his cash balance depleted, then none of us will be 
able to have his cash balance increased. 

 It is just these struggles for increased  “ liquidity ”  — for 
more cash on hand — that have led to repeated monetary 
crises in our history, of which the experience of 1929  to 
19 33 was a dramatic, but by no means isolated, example. In 
that panic, everyone was a seller and no one a buyer. These 
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instances are the culmination of a long process that begins 
when people who need more cash are at fi rst able to get it 
by offering higher rates of interest for it; ultimately, no one 
has any more extra cash to lend out at any price. The panic 
sets in when people recognize that he who parts with cash 
today will have a hard time getting it back tomorrow. 

 In short, our collective decisions to hold more money 
or less can have no infl uence on the total amount of 
money that all of us together actually hold. When  interest 
rates begin to move, that is a signal that the demand for 
money and the supply of it are out of kilter. Rising rates 
indicate that some people with too little cash are now 
willing to pay a higher price for the use of the other fel-
low ’ s money, whereas declining rates show that some peo-
ple are holding more cash than they need and are now 
willing to take a lower price to put it to work. 

 But this also means that the supply of money avail-
able for us to spend, lend, and borrow is a crucial factor in 
determining how much spending will actually take place. 
Since the objective of managing our national money 
supply is to keep spending more or less in line with the 
quantity of goods and services being produced, we must 
now turn our attention from the manner in which people 
use money to the process that results in the creation of 
the money that we actually use.                            
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Chapter 4          

Money in 
Hand and 
Money in 
the Bank           

 When we look back over the past, we see wide 
 fl uctuations in the quantity of money in the 
United States. We had only a little more than 

$20 billion in our checking accounts and in currency and 
coin in our pockets at the end of World War I and nearly 
$30 billion in 1929; we dropped  below $20 billion at the depth 
of the Great Depression and then zoomed to more than 
$100 billion by the end of World War II; today the fi gure is 
over $180 billion. 

 How could money actually have disappeared dur-
ing the Depression? Where did those tremendous sums 
come from during the 1930  s and 1940  s? Why has the 
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growth in the money supply slowed so much in the 
 postwar years? 

 Before answering these questions, we should note fi rst 
that the money we use takes two forms — coin and cur-
rency that we can see and hold in our hands, and check-
ing accounts, which have no tangible existence at all and 
are only bookkeeping entries at commercial banks. One 
passes readily from hand to hand; the other moves in a 
devious and mysterious process through  bookkeeping 
machines and electronic computers. These two forms 
of money, one visible and the other invisible, come into 
existence in different ways and have differing impacts on 
the way in which the system operates. We would do well, 
therefore, to consider them separately. 

 First, what causes the supply of coin and currency in cir-
culation to go up and down? Since coin and currency 
are issued by the Government, the obvious answer to the 
question must be that the Government simply coins more 
coins and prints more currency and then  “ issues ”  them. 

 But this isn ’ t what happens at all. In fact, some of the 
most serious misconceptions about our monetary system 
arise from failure to understand the factors that deter-
mine the amount of currency actually circulating from 
hand to hand. 

 Let us begin the story with the Government, however. 
In the course of a year, the Federal Government spends 
approximately $100 billion on paper clips, atom bombs, 
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salaries of Members of Congress and Justices of the 
Supreme Court, benefi ts for  farmers, grants - in - aid to 
the states, Social Security benefi ts, and so on. In addition 
to these huge sums, the Government must also disburse 
additional billions (over $100 billion in 1967, for exam-
ple) to holders of Government obligations that come due 
during the year and have to be paid off. 

 The Government does make payments in the form of 
currency to most soldiers, sailors, and airmen. A few other 
salary and wage payments are made in currency. But for 
most recipients of Government payments, currency would 
be extraordinarily inconvenient to handle. Would the 
North American Aviation Company, which sold nearly 
$2 billion of defense products to the Government in 1967, 
have wanted to handle such large sums in currency and 
coin? How about the cabinet offi cer who receives $25,000 
a year? The old - age pensioner living in Kansas would 
worry about currency being shipped through the mails if 
his pension were paid in that form. The life insurance com-
pany holding $5 million of maturing Government bonds 
surely does not want to be bothered with such a barrelful 
of money. 

 What this means, then, is that the Government has lit-
tle or nothing to do with the amount of currency in cir-
culation. Indeed, even if the Government did go to the 
trouble of paying out all these many billions in currency 
and coin, most of the individuals and business fi rms and 
state, local, and foreign governments receiving that money 
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would turn right around and deposit it in the nearest bank 
as fast as they could. No one wants to assume the risk and 
inconvenience of having so much money around. 

 In this connection we might take a look at the famous 
stories about people running around with wheelbarrows 
full of currency during hyperinfl ations, such as the terri-
ble experience of the Germans after World War I. There, as 
in the Confederacy during the American Civil War and in 
France during the Revolution, the Government did print 
and spend tremendous amounts of money. In those cases, 
however, the use of checking accounts was either non-
existent or much less prevalent than it is today; currency 
and coin were the primary rather than the minor form in 
which money was handled. It was natural, therefore, that 
an in  crease in the total supply of money should have been 
refl ected largely by an expansion in the amount of cur-
rency and coin in use. 

 But the part about the wheelbarrows has less to do 
with economics and fi nance than with the inability of 
people to realize what was happening to them. Ten notes 
of one mark each obviously occupy ten times as much 
space as one note denominated as ten marks, although 
both will buy ten marks ’  worth of goods and services. If 
the prices of goods and services go up tenfold, so that 
what used to cost one mark now costs ten, but if, at the 
same time, the Government continues to print as large a 
proportion of one - mark notes relative to ten - mark notes 
as before, everyone is clearly going to have to carry ten 
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times as many pieces of paper around with him. This is 
precisely what happened on these occasions. 

 If the Government had only cut down on the 
notes of small denominations and printed more of large 
denominations, the bulk of paper money to be carried 
around would have been very much smaller. No wheel-
barrows would have been necessary, although, of course, 
the price infl ation would have been just as catastrophic. 

 But it is here that we fi nd the answer to our ques-
tion: Who determines the amount of currency and coin 
in circulation? It is the public — the millions of individu-
als, business fi rms, and fi nancial institutions that choose 
continuously between the use of currency on the 
one hand and checking accounts on the other. When 
 people want to use more currency, as at Christmastime 
or when the company treasurer draws the payroll, the 
amount of currency in circulation goes up and bank 
deposits tend to go down. After Christmas, when the 
shopkeepers ’  cash registers are bulging with currency, 
they put their excess cash back into the bank and their 
deposits go up. On payday afternoon or the day after, 
the workers will also put their excess currency into the 
bank in exchange for a deposit there. 

 Thus, the Government prints and mints our cur-
rency and coin, but it has no lasting infl uence on how 
much of it we keep in circulation and how much of it 
we deposit in the bank. Of course, this does not mean 
that the Government has no infl uence on the supply of 
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money — on the contrary, it has a profound infl uence 
on the  total  supply of money in the economy. But that 
is different from saying that it can determine the relative 
size of the  parts.  The choice between the use of currency 
and of checking accounts is made by the public and  only  
by the public. 

 In short, except for the very small amount that the 
Government issues directly as soldiers ’  salaries and other 
payments of that type, all the currency that gets into cir-
culation is withdrawn from bank accounts ( just as excess 
currency in circulation is redeposited in bank accounts). 
If an employer pays his salaries in currency, he obtains 
that currency by cashing a check at his local bank. Stores 
needing currency to make change will draw down their 
checking accounts to obtain it. At Christmastime, it 
is a familiar sight to see the long lines of people at the 
bank, waiting their turn to cash checks for Christmas 
shopping. 

 The use of currency, then, is determined by custom 
and convenience, rather than by any law, regulation, or 
Government mandate. 

 On those occasions when we want more currency 
and draw down our checking accounts, our total amount 
of money is unchanged: we have more in hand and less 
in the bank, but the total is neither more nor less than 
before. And if we obtain our currency by drawing it from 
the bank,  then the factors that determine the amount of money 
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we have in the bank in the fi rst place will give us the real key to 
where our money comes from.  

 

Let us stop here for a moment and survey some of the 
ground we have already covered. What is to follow has its 
magical aspects, but it follows logically from the argument 
that we have built in the preceding pages. 

 We found, fi rst of all, that money is what we use 
to buy things. Money is whatever is readily transferable 
and acceptable to all in payment for goods and services 
bought and for debts issued and repaid. Anything not 
readily transferable or whose value is a matter of nego-
tiation rather than instant agreement cannot function as 
money, because it will lack the general acceptability in 
payment that is the essential quality of the things we use 
as money. 

 We also found and laid great stress on the simple truth 
that the total supply of money in the country — the number 
of dollars taking the form of coin, currency, and checking 
accounts — is independent of the rate at which we spend it. 
One man ’ s payment is another man ’ s receipt, and vice versa. 
Money moves from payers to payees, from lenders to bor-
rowers and back again, as its ownership shifts continuously 
back and forth — but the total remains the same. 

 This leads to two important conclusions, on which all 
the rest of the story is based. 

 First, an increase in the supply of money can come 
only from an increase in the quantity of dollars in  currency, 
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coin, or  checking accounts. Since we know that an increase 
in coin and currency comes through withdrawals from 
checking accounts, it follows that  an increase in the supply 
of money must originally come about through a rise in checking 
accounts.  

 Second, the only way that somebody can increase his 
bank account without a transfer from somebody else —
 that is, the only way one man can have a receipt with-
out another man ’ s making a payment — is if the money 
he receives comes from some source other than another 
member of the community. In other words,  some mecha-
nism outside the system is necessary if the supply of money is 
ever to change at all.  

 Could this mechanism be the Government? Conceiv-
ably it could be and in the past it has been. Indeed, many 
of the myths and fears about Government spending fl ood-
ing the economy with too much money go back to other 
times and other countries where the Government actu-
ally did cover its expenses by paying out newly printed 
currency instead of by borrowing and taxing. But our 
Government is both legally and morally prohibited from 
fi nancing its expenditures by printing the money to 
do it.  ∗   The Government is in the same boat as the rest of 

 ∗   Curiously enough, the one exception to this statement 
occurs when the Government buys gold: it can then print 
the currency to pay the miner or the nation that sells us the 
gold. This whole process is analyzed in detail on pp. 136 – 139.

c04.indd   36c04.indd   36 7/16/08   10:00:49 AM7/16/08   10:00:49 AM

www.forex-warez.com



Money in Hand and Money in the Bank

37

us — it has to fi nance its expenditures by obtaining money 
from somebody else. This it normally does by levying 
taxation on us or by borrowing the money from us.  But 
the important point is that the Government cannot spend money 
indefi nitely without replenishing its bank accounts.  In other 
words, although the Government may spend more than 
it takes in in taxes, it is unable to spend more than it takes 
in in taxes  and  borrowings. Thus, a Government surplus 
or defi cit as such has no effect on the total amount of 
money in the economy, only on its distribution and rate 
of expenditure. 

 What is true of the Federal Government is true of 
each of us: just because one individual or company or 
government is spending more or less than it takes in, 
the total supply of money in the economy will not be 
changed by that defi cit or surplus; only the distribution of 
ownership of money will be changed. 

 

Where, then, can we look for some source of money, 
someone in a position to pay out money, who is not 
already a depositor in the banking system?  Indeed, to the 
banks themselves!  The banks hold our deposits and there-
fore cannot be depositors  in  themselves. Thus, the man 
who receives the money that a bank has paid out for some 
purpose — say, because it has lent him money or bought 
a security he wanted to sell — will increase his bank bal-
ance without having taken money away from any other 
 depositor. Since his larger balance has no offset in a smaller 

c04.indd   37c04.indd   37 7/16/08   10:00:49 AM7/16/08   10:00:49 AM

www.forex-warez.com



a  p r i m e r  on  money, bank i ng, and  g ol d

38

balance elsewhere, the total volume of deposits must be 
larger than it was before! 

 This remarkable process is part and parcel of the 
workaday business of our economy, in which many of us 
participate to a much greater extent than we realize. It is 
worth following through in some detail                      .
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Chapter 5          

The Business 
of Banking          

 All of this leads to a logical, but nonetheless 
 unexpected, conclusion: it isn ’ t the Government 
that creates the money we use at all. Rather, the 

very largest part of the money in our bank accounts today, 
which we received yesterday and may be spending tomor-
row, originally came into being when some commercial 
bank offi cer approved a loan to a customer or decided to 
 invest in a marketable security. Of course, this does not 
mean that we all just borrowed this money or sold securi-
ties to a bank to get it; it does mean that, somewhere back 
along the line, most of the dollars we are now using were 
created by the lending and investing  decisions of commer-
cial bank offi cers.  ∗   

  ∗   The use of the adjective  “ commercial ”  is extremely impor-
tant. Commercial banks are differentiated from savings banks 
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 And we now begin to look at these proverbially 
  starch -  collared, fi shy - eyed businessmen from a new view-
point. These fellows who sit so sternly in judgment on 
the fi nancial habits of the entire community are actu-
ally involved in a much more exciting business than they 
might be willing to admit. They are, in fact, star players in 
the drama. We would do well to know more of what they 
are about. 

 The history of American banking is littered with the failures 
of banks that forgot or simply didn ’ t bother to have enough 
cash on hand to meet the withdrawals demanded by their 
depositors. While the banker wants to make a profi t just as 
much as the next man, and while the profi t in his business 
comes from lending out and investing the funds his custom-
ers deposit with him, he can remain in business only so long 
as his depositors are confi dent that he will really give them 
back their money when they ask for it. Above all,  therefore, 

or investment banks or any other kind of bank, in that only 
commercial banks accept and handle  demand deposits,  the 
technical term for checking accounts. Commercial banks 
may do some of the same types of business that other fi nan-
cial institutions do (such as taking savings accounts), but 
no other institution handles demand deposits. Our atten-
tion is focused on the commercial banker, then, because it 
is checking accounts, in contrast to other types of fi nancial 
instruments, that we use as money — to pay for the things 
we buy and to incur and repay debts. 
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his skill depends upon his ability to gauge how fast his 
depositors are likely to be putting money into the bank 
compared with how fast they will be drawing it out. 

 The successful banker develops a sensitive feel for 
these patterns. He knows when his business customers are 
accumulating inventory and therefore drawing down their 
cash, and when their sales will exceed their purchases and 
their balances will build up again. He is aware that his big 
corporate customers will be drawing down large sums on 
dividend payment dates and that all his customers will 
be busy writing checks at tax time. He knows that cur-
rency leaves the bank at Christmas and returns afterward. 
He watches to see which customers are prospering and 
tending to carry larger balances as time goes by, while he 
is also checking continuously to see that his less success-
ful customers do not begin to write checks that their bal-
ances will be too small to cover. 

 Fortunately for the banker, the money a depositor 
leaves with him is seldom all drawn out immediately: if 
the depositor were going to draw the money out right 
after having deposited it, he probably wouldn ’ t have made 
the deposit in the fi rst place. Some of it may of course 
be spent almost at once, but some of it will stay with 
the bank for at least a short period of time and part of it 
may remain for a long time. Perhaps most important, the 
banker knows that — so long as people have confi dence in 
his bank — all of his depositors won ’ t ask for all of their 
money at the same moment. 
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 In short, he bases his decisions on the assumption that 
he will have to meet withdrawals by some of his depositors 
all of the time but that he won ’ t have to meet withdrawals 
by all of his depositors at any one time. Indeed, since some 
people are putting money in at the same time that others 
are taking money out, all he really has to pay attention to 
is the  net  balance between deposits and withdrawals. 

 No wonder, then, that bankers are characteristically 
conservative in temperament. This business of always 
being sure to have money on hand when people ask for it, 
and of never being quite sure exactly how much or how 
soon these requests will have to be satisfi ed, is enough to 
make anyone want to play a little extra - safe. 

 But what does the banker do with the money his 
depositors leave with him? 

 When a bank begins to gain funds, when the sums 
being deposited exceed the amounts being withdrawn, 
the banker will at fi rst simply hold some of that cash idle, 
earning no interest at all, just to be sure that what seems 
to be a net infl ow does not soon reverse itself and turn 
into a net outfl ow. He will, in any case, want to have a 
pool of cash or of securities he could liquidate readily, to 
cover him in case money does begin to leave the bank. 

 The cash that the banker holds to cover the possibil-
ity of net withdrawals by his depositors is called a  reserve.  
This is a messy bit of nomenclature, because banks also 
have other kinds of reserves, such as reserves against losses 
on their loans. But when we are discussing the manner in 
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which a bank meets the possibilities of net withdrawals by 
its depositors, the word  “ reserve ”  always refers to the cash 
that the bank holds to meet such contingencies. 

 But just as the banker knows that all of his depositors 
are not going to ask for all of their money at the same 
moment, he also can feel reasonably certain that a large 
or protracted net outfl ow of funds will be spread over a 
period of time, not just concentrated into one or two days. 
He sees no necessity, therefore, to hold more cash than he 
might need to cover the fi rst few days of a net outfl ow. 

 Therefore, in order to supplement his cash reserve, he 
will carry what he likes to call a  “ secondary reserve. ”  This 
means that he will invest some of his available cash in a 
form that will permit him to turn it back into cash at lit-
tle risk and on short notice. Very likely he will buy U.S. 
Treasury obligations that will be maturing in the near 
future; these will give him back his cash in a short time in 
any case and, if he needs the cash before maturity, he can 
readily fi nd a buyer for these securities at a price close to 
what he paid for them. Such investments will earn some 
interest — more than he would get if he kept the funds in 
cash — but will still permit him to take care of a net out-
fl ow of funds as it begins to mount up. 

 Now the banker begins to consider what he might do with 
the money that he hopes and expects will remain with the 
bank for an extended period of time. Some of it will con-
sist of funds that depositors keep in their accounts more 
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or less indefi nitely as a minimum working balance. A large 
part of it will consist of dollars whose ownership among 
the depositors may be shifting but whose total will tend 
to remain about the same — in other words, dollars that 
the banker can fi gure on having available on a long - term 
basis because he expects one customer ’ s deposit to off-
set another customer ’ s withdrawal to at least this amount. 
This is the basic pool of money on which the bank earns 
enough to cover its operating expenses and show a profi t 
for its stockholders.  ∗   

 But we must remember the banker ’ s conservative 
 temperament. Although he thinks it  probable  that this 
money will remain with the bank, he would never be so 
bold as to think it  certain.  He will, therefore, want to be 
sure that he puts most of these funds either into securi-
ties that have a good market so that he can sell them on 
short notice, even at some sacrifi ce in price, or into loans 
that the borrower will be paying off within a relatively 

   ∗   Many commercial banks take savings accounts, whose bal-
ances also tend to remain for long periods of time. In addi-
tion, they take deposits called  “ time deposits ”  on which 
the depositor agrees to leave the money with the bank for 
some specifi ed period. On both types of deposits, the bank 
pays interest to the customer. On the other hand, since this 
money will either remain for a long time or at least for 
a specifi ed period, the banker needs to hold only a small 
cash reserve against it and, in fact, can lend or invest it on a 
relatively  long - term basis.  
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short period of time. In the past only a small portion of 
 commercial bank assets has consisted of bonds that mature 
in more than fi ve to ten years or of loans that run beyond 
one year. Some banks make a fetish of buying only short -
 term securities (one bank on Wall Street has been accused 
of having a security portfolio that  “ matures every fi ve 
minutes ” ). In almost all cases, loans that run more than 
one year usually require monthly or quarterly installment 
payments so that at least part of the loan is continuously 
being paid off. 

 In deciding how to allocate his resources between 
marketable securities, on the one hand, and loans, on the 
other, the banker will consider three factors: liquidity, cost, 
and demand. 

 For the reason just cited — namely, that his deposi-
tors may surprise him and withdraw more money than he 
had expected — the banker will always supplement his cash 
reserve and his secondary reserve with other bonds that may 
mature in more than thirty or ninety days but that still have 
a ready market so that they can be sold without diffi culty. 
Indeed, the factor that distinguishes securities from loans in 
bank operations is that the former have a market where they 
can be bought from or sold to other investors, whereas the 
latter must be held until they fall due and are paid off.  ∗   

 ∗   A hybrid between loans and security investments is known 
as the  “ demand loan. ”  This type of loan must be repaid by 
the borrower on the demand of the bank and is  usually 
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 The banker will also give some consideration to the 
cost of administering a portfolio of securities as compared 
with the costs of running a loan and credit department. 
As the securities the bank is likely to buy are normally 
the obligations of some fi rst - rate credit risk — the U.S. 
Government, a state or local government or agency, or a 
major  corporation — little or no investigation is needed 
before deciding whether the bond is safe to buy. The 
judgments involved are essentially concerned with interest 
rate trends and money market patterns. 

 In a small bank, one offi cer can run the bond port-
folio on a part - time basis, as a sideline in addition to his 
other duties. Even in a larger bank, the number of peo-
ple involved in managing the bank ’ s investments is only 
a small fraction of the personnel required to investigate 
potential borrowers, follow up and keep track of their 
fi nancial position, service loans on which repayments 
or renewals occur frequently, and tend to the  unpleasant 

secured by marketable securities. Because the collateral is 
readily marketable, the bank can always be sure of getting 
its money back by liquidating the securities in case the 
borrower is unwilling or unable to repay the loan when 
the bank demands it. On the other hand, many apparently 
short - term loans are really extended commitments by the 
bank, as an informal agreement exists between bank and 
customer to renew the loan when it falls due. Even many 
installment loans are renewed for their full original amount 
before they have been completely paid off.
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business of preventing slow or bad loans from turning 
into a total loss. 

 Therefore, although the interest rate on securities may 
sometimes be as little as half the rate that the bank can 
earn by lending money directly to its customers, the cost 
differential will go a long way toward offsetting that dif-
ference. However, as the yield on securities tends to fl uc-
tuate more widely than the interest rates on loans, the 
relative attractiveness of the two types of bank assets will 
vary from one period of time to the next. 

 Finally, of course, the banker can make loans only to 
those customers who come around to him and ask to bor-
row money. He can ’ t force anyone to borrow, nor will 
he be willing to lend money to anyone he thinks will be 
 unable to pay the loan off when it falls due. There are 
times, especially when business conditions are slow, when 
business fi rms see no need to expand or to accumulate 
inventory and are therefore reluctant to borrow and when 
the credit ratings of many individuals and businesses tend 
to deteriorate. 

 In other words, from time to time the banker may want 
to lend more money than he is able to lend — and this is 
usually when the interest rate differential makes loans look 
most  attractive, but the opportunities simply aren ’ t there 
to take advantage of the  situation. At such times he will 
have no alternative but to buy more securities if he wants 
to keep his interest income up. At other times, of course, 
the opposite will be the case: when loan demand is strong, 

c05.indd   47c05.indd   47 7/16/08   10:01:28 AM7/16/08   10:01:28 AM

www.forex-warez.com



a  p r i m e r  on  money, bank i ng, and  g ol d

48

bankers will be liquidating or refusing to buy securities so 
that they can accommodate those customers who are seek-
ing to borrow from them. 

 The public and the banker sit on opposite sides of the 
desk or look at each other from opposite sides of the tell-
er ’ s window in a fi gurative as well as a literal sense. We are 
all interested in getting money out of the bank, either 
because we are depositors and will demand our money 
when we need it, or because we hope to borrow from or 
sell securities to a bank in order to replenish our own cash 
resources. The banker wants us to leave as much money as 
possible with him, even though he lives in a constant state 
of uncertainty as to our intentions. Furthermore, he never 
makes a loan without immediately beginning to worry 
about whether it will be paid off when due, just as he pays 
close attention to the prices of and market for the securi-
ties in which he has invested his bank ’ s cash. 

 Thus, the banking business is a constant struggle 
between the necessity to be liquid to meet net withdraw-
als and the desire to have money lent out and invested so 
that it will earn interest to show the bank a profi t. 

 But what has all of this to do with the creation of 
money? A great deal. As we are about to see, it is through 
this process of lending and investing that the banker func-
tions as midwife in the monetary process.                          
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Chapter                         6    

Bank Credit 
and Money          

 The most crucial point in the whole discussion 
so far is this: that one man ’ s payment is another 
man ’ s receipt, that one man ’ s deposit comes 

from another man ’ s withdrawal. From this we can 
 deduce that the total number of dollars in checking 
 accounts can be increased only when one man ’ s deposit 
is not correspondingly offset by a withdrawal from 
 another man ’ s account. 

 The only way that this condition can be met is when 
the funds that one man deposits come, not from another 
depositor, but from one of the commercial banks them-
selves. And, in fact, we have just seen that this is precisely 
what commercial bankers like to do: they want to keep 
as little cash as possible idle and to invest or lend out 
the largest part of the funds their depositors put at their 
disposal. 
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 We can see this more clearly if we go back to our 
friend the pencil manufacturer, who wants to increase his 
annual production from 100 million pencils to 110 million. 
We saw that he will have to fi nance this increased pro-
duction. Before he can sell and be paid for the additional 
10  million pencils, he himself will have to buy and pay for 
extra quantities of raw material and labor power. 

 Perhaps he can obtain the cash he needs by borrow-
ing it from a friend or from an insurance company or a 
fi nance company. Possibly he will sell new shares of stock 
and take new investors into his business. Or, as another 
possibility, he may liquidate some short - term securities 
that he had been carrying to provide for just such a con-
tingency. But in each of these cases, the money he receives 
comes from someone else — the friend, the insurance 
company, the fi nance company, the investors, the buyers 
of the securities he sells. In each of these cases, therefore, 
his fi nancing results in only a   transfer  of money, not in any 
increase in the amount of money. He has more now; the 
others have less. 

 But suppose, instead, that he goes to one of the 
 offi cers he knows at the bank where he carries his check-
ing account. He shows the offi cer his company ’ s lat-
est fi nancial statement and points out to him the rising 
trend of his sales and the urgent demand for his pencils. 
He stresses his confi dence that the additional production 
will fi nd buyers and that increased sales receipts will soon 
bring money in to liquidate the loan. He reminds the 
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offi cer that he has always carried ample balances with the 
bank,  ∗   so that the bank has had plenty of opportunity to 
lend out or to invest the money he has left with them. 

 The bank offi cer is persuaded by the pencil manu-
facturer ’ s arguments and approves the loan. He sends an 
instruction down to the bookkeeping department to 
increase by, say, $50,000 the amount on their books to the 
credit of the pencil company.  The company ’ s account is 
increased just as though a check for $50,000 from some other 
lender had been deposited in it.  

 From the viewpoint of the pencil manufacturer, this 
transaction is no different from having borrowed the 
money from a friend or an insurance company. He has 
to use the same arts of persuasion to obtain the loan. He 
now has a similar $50,000 worth of perfectly normal and 
spendable money in his checking account, which he can 
use to pay his suppliers and employees the amounts that 
he will owe them. 

 From the viewpoint of the economy, however, the 
process is radically different. When the manufacturer bor-
rows from a friend or an insurance company, the money 
he receives is transferred to him by the lender — he has 
more money, the lender has less, and the total amount 
of money is unchanged. But when he borrows from the 
commercial bank, he has more money but  no one has any 

  ∗   It is a standing joke in business circles that banks lend 
money only to those who don ’ t need it. 
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less!  His deposit has been increased; nobody ’ s deposit has 
been reduced. Therefore, he has more money to spend, 
while no one else has any less. With the punch of a book-
keeping machine, the total amount of purchasing power 
in the economy has obviously been increased. 

 Let us take a somewhat different version of the same process. 
We shall fi nd that we end up with the same conclusion. 

 Consider, for example, the possibility that the  pencil 
manufacturer decides to sell $50,000 in Government 
securities that he has been holding, in preference to bor-
rowing the money to fi nance his increased production. 
In order to do this, he is likely to call one of the deal-
ers that make a market in Government securities and to 
say that he wants to liquidate his securities. 

 The bond dealer will buy the securities from him. 
However, these dealers make their money by both buying 
and selling securities, rather than by just holding them. 
The dealer will therefore reoffer the pencil manufacturer ’ s 
securities for sale, hopefully at a profi t to himself. 

 One buyer of these securities may be this same local 
bank, which has excess cash available to invest. The banker 
may either have no promising borrowers looking for credit at 
that moment, or may feel that he had better hold some sort 
of more liquid asset to cover large net withdrawals that he 
expects his customers to make in the near future. Accordingly, 
the banker will buy the $50,000 of securities from the dealer 
by sending him a check for the proper amount. 
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 Now, we should note the difference between the two 
steps in this transaction. When the  dealer  bought the secu-
rities from the pencil manufacturer, the familiar sequence 
of events took place: the pencil manufacturer had $50,000 
more in his account after he deposited the dealer ’ s check 
for that amount, while the dealer had $50,000 less. Money 
had changed hands, but the total was the same as it had 
been before. However, when the  bank  sent its check to 
pay for the securities it bought from the dealer, the dealer 
had $50,000 more in his account after he had deposited 
the bank ’ s check,  but nobody else ’ s checking account had been 
reduced.  The dealer had replenished the $50,000 he had 
paid out to the pencil manufacturer, but no one had any 
less money to spend. Thus, here, too, the supply of money 
in the economy was increased when a commercial bank 
came into the picture. 

 Something seems to be just a little too mysterious, just 
a little too pat about this sequence of transactions. It is 
perfectly true, of course, that the pencil manufacturer was 
able to borrow money from the commercial bank with-
out any other depositor ’ s having to give up the money for 
him to use — but, after all, the bank will have to give up 
that money when the manufacturer draws it out to pay 
his workers and suppliers. Furthermore, when the secu-
rities dealer sold the securities to the bank, he got back 
the $50,000 he had paid out to the pencil manufacturer 
without receiving the money from any other depositor, 
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but the bank still had to turn over the $50,000 to the 
dealer (or, to be precise, to the bank in which the dealer 
deposited the check for $50,000). 

 Therefore, while we must admit that in both instances 
the amount of money in checking accounts went up 
without anybody ’ s account going down, the fact remains 
that the bank is still going to be out $50,000, whether 
it lent the money to the pencil manufacturer or was the 
ultimate buyer of the securities he had to sell. 

 Indeed, if we were to visit the commercial banker 
and tell him that he has a wonderful deal because he can 
 create money out of nothing — really, with the stroke of a 
pen — he would be profoundly shocked and would tell us 
that we don ’ t know what we are talking about. He would 
deny any connection with such a printing press operation 
and would insist that he is no more capable of creating 
money than a savings bank or an insurance company or 
any individual he can think of. 

 In fact, whether he is the fi shy - eyed type or the more 
friendly model, the banker would point out that he can-
not even lend or invest all the cash that he has, because he 
must always have enough on hand to meet the net with-
drawals that his depositors are likely to make. No matter 
how we cross - examine him on this point he is sure to be 
adamant about it. He would stress that his bank loses cash 
when he has to pay for the securities he buys. He would 
point out, too, that borrowers usually draw out the pro-
ceeds of loans in short order, for no one borrows money 
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and pays interest on it for the sheer joy of seeing a larger 
bank balance. They soon start writing checks and, when 
they do, his bank will be losing cash to the banks in which 
these checks are ultimately deposited. 

 Then has our analysis up to this point been incor-
rect? Can we really say that new money is created when 
commercial banks make loans or buy securities just 
because demand deposits go up as a result? Are those 
new deposits money or aren ’ t they? If the banker loses 
cash when he lends or invests, how then can he be cre-
ating money? 

 No, the analysis is  not  incorrect. New money  is  created 
in response to credit expansion by commercial banks. 
Although it is perfectly true that the bank will lose cash 
when it lends and invests, the bank has nevertheless cre-
ated money. No matter how adamant the banker may be, 
he is a magician of sorts. 

 What is the solution to the paradox? 
 Remember that money is what we use to buy things 

with, and surely this includes the balances in our checking 
accounts. This point is the real key to the mystery. 

 When the security dealer sold the U.S. Treasury secu-
rities to the bank and deposited the bank ’ s check in his 
account, that additional balance was just as available for 
him to spend as every other dollar that he had in his 
account or that all other depositors in the country had in 
their accounts. He has more to spend than he had before; 
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no other depositor has any less. Similarly, when the  pencil 
manufacturer borrowed the money from the bank, the 
additional dollars the bank offi cer authorized him to draw 
were just as  spendable, just as acceptable, as all the other 
dollars in his and all other checking accounts. He, too, has 
more to spend; no other depositor has any less. 

 But what about the cash that the bank had to give up 
when it bought the securities or when the pencil manu-
facturer began to draw down the proceeds of the loan? 
Isn ’ t that an offset to the additional spending power that 
the security dealer or the pencil manufacturer has avail-
able to him? 

 To answer this question, let us see what happened to 
this cash that the bank apparently had to part with. Where 
did it go? When the bank bought securities, the dealer 
deposited the bank ’ s check in his own account, and his 
bank collected the $50,000 from the bank that bought 
the securities,  ∗   When the loan was made to the pencil 
manufacturer and he drew checks in favor of his workers 
and suppliers, those cheeks were deposited in their banks, 
which in turn collected the money from the bank that 
had made the loan to the pencil manufacturer. In other 
words,  the $50,000 that left one bank ended up being depos-
ited in other banks in the system.  

   ∗   The mechanism by which one bank turns funds over 
to another in payment of its depositors ’  withdrawals is 
explained on pp. 58 – 59.  
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 This is the key to the whole process:  every withdrawal 
from one checking account is offset by a deposit in another.   ∗   The 
reason for this, of course, is simply that checking accounts 
are the most convenient means for holding money and 
for transferring it to others, so that when we receive pay-
ments from people who owe us money for one reason or 
another, the most logical thing to do with those receipts 
is to deposit them in our own checking accounts. Thus, 
while one bank can in fact lose cash when its depositors 
are withdrawing funds, that cash remains within the bank-
ing  system  because it ends up in the possession of some 
other bank. 

 Therefore, our adamant banker is both right and 
wrong. He is absolutely correct in saying that he can 
neither lend nor invest more than he has available in 
cash and that, in fact, he can actually lend and invest  less  
because he has to be alert to his depositors ’  demands 
for withdrawals. Thus, he has no sense at all of creating 
money out of thin air — how can he be creating money 
where none was there before? But he is wrong, never-
theless, if he denies that he is in fact creating money: 
his payments to borrowers or to investors from whom 

∗       This is an unavoidable oversimplifi cation that is essential at 
this point for our understanding of the process. Later we shall 
drop this assumption and fi nd that factors such as net cur-
rency withdrawals, gold outfl ows, and Federal Reserve opera-
tions can result in withdrawals without offsetting deposits.  
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he buys securities do increase their spending power 
 without reducing anyone else ’ s, and, while his own bank 
will lose cash, the banking system does not.  All banks 
together are not limited by cash on hand. One bank’s loss is 
another bank ’ s gain.  

 Our banker is now giving ground, but he is still 
not completely convinced. He admits that new  deposits 
are created when he pays out the proceeds of a loan or 
a security purchase. He agrees that no old deposits are 
reduced at the same time, so that on balance the spending 
power of the public has indeed been increased. He con-
cedes that the commercial banks as a group lose no cash 
as a result of this process, since one bank ’ s loss is another 
bank ’ s gain. But why are the commercial banks then 
unique in the process of money creation? What about sav-
ings banks? What about  individuals? Can they then create 
money too? 

 No, they cannot. Suppose you borrow some money 
from a savings bank — say, to fi nance the purchase of a 
new home. How does the savings bank pay out to you 
the proceeds of that loan? It pays by issuing a check, just 
as the commercial bank might pay it.  But the check that the 
savings bank draws is on its own checking account in a com-
mercial bank!  When you deposit that check in your own 
account, it will clear through the commercial banking 
system and end up reducing the balance held by the sav-
ings bank. Your checking account will be up, the savings 
bank ’ s will be down — no change in total spending power. 
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The savings bank is just like any other depositor in the 
system, and the savings bank system has lost cash. 

 But why does the savings bank have to carry a check-
ing account? Why must it be a depositor in the com-
mercial banking system? Wherein is it different from the 
commercial banks? 

 The answer is simply that we do use checking 
accounts as money and do not use savings accounts. The 
money that we withdraw from the savings bank is depos-
ited in our checking account rather than in another sav-
ings account, because it is  spendable  money when it is in a 
checking account; it is a nontransferable, only partly liquid 
asset when it is in a savings account. Thus, when a savings 
bank makes a payment, it must draw down its checking 
account at a commercial bank and nothing more than a 
 transfer  of money occurs. 

 In short, we do not use savings accounts or cash val-
ues of life insurance policies as money — as a means of 
exchange to pay for things we buy or to pay off debts 
incurred. If we did, the same process would apply to them 
that applies to commercial banks. 

 For example,  if  we were in the habit of paying for 
things simply by presenting our savings bank passbook, 
and  if  the seller put the proceeds into his savings account, 
 then  we would be using savings accounts as money. Then 
when we borrowed money from a savings bank or when 
a savings bank bought some securities that we were sell-
ing, we would be willing to take the proceeds in the form 
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of an increase in our savings accounts — for we would be 
able to spend the proceeds in that form. Then the savings 
bank system would never lose cash and would, in effect, 
be creating money. But, since we do  not  pay for things 
with savings accounts, we would normally refuse to take 
the proceeds of a loan or a security sale in the form of 
an increased savings deposit. What we do want is either 
currency or an increase in our checking account, because 
only then can we transfer the proceeds — that is spend the 
money — for whatever purpose prompted us to borrow or 
to liquidate some asset in the fi rst place. 

 Nor do we do business by making payments or 
accepting payments in the form of cash values of life 
insurance. To do so would mean, for example, that 
the dealer who sold us a new car would be willing to 
have $3,000 transferred to the cash value of his life 
insurance policy from the cash value of the buyer ’ s 
 insurance policy. And, then, if transfers of life insurance 
cash values were readily acceptable forms of payment, 
we would also be willing to take the proceeds of money 
borrowed from an insurance company as an increase 
in our life insurance cash value — for we could then 
 transfer that cash value to someone else and thereby be 
able to spend those proceeds. But we don ’ t do business 
that way either. 

 Finally, consider the case of John Jones. If checks writ-
ten on his account by John Jones were acceptable all over 
the United States as payment for goods and services sold 
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and for debts incurred — even by people who never heard 
of John Jones — then John Jones could write an infi nite 
number of checks on his account. He would, in effect, be 
printing currency, for no one would ever come to him 
and ask him to make good. Then he could lend out or 
invest all the money he wanted simply by writing addi-
tional checks; the checks would pass continuously from 
hand to hand, because they would be acceptable to all, 
and so John Jones would be creating money. But we don ’ t 
do business this way either. 

  The unique characteristic of all the commercial banks together 
is that, essentially, no one asks them to  “ make good. ”   Money 
paid out by one commercial bank is redeposited in 
another commercial bank, because it retains its spendable 
form that way. Whatever we want to call them —  checking 
accounts, demand deposits, claims on the commercial 
banking system — these deposits serve as a substitute for 
currency or coin as a means of payment. There isn ’ t any-
thing else that we use in this particular fashion. 

 It is also important to remember that no law requires 
us to do business in this manner. Only custom, custom 
based on convenience. Indeed, the laws and regulations that 
apply to the commercial banking system have been devel-
oped to make this process work as smoothly as possible, but 
the process came fi rst and the laws and regulations after-
ward. If some other type of asset or claim — savings accounts, 
insurance policies, or even diamond  necklaces — were as 
convenient a form of payment as checking accounts, that 
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is what we would use and our laws and  regulations would 
have to be adjusted accordingly. 

 This brings up for closer examination the observation 
that we made earlier: the largest part of the money we 
use is created, not by the Government, but by the lend-
ing and investing decisions of individual commercial 
bank offi cers. 

 The intriguing aspect of this process is that the banker 
doesn ’ t make loans or buy securities because he wants to 
create money — he gives this little or no thought. Rather, 
his attention is simply directed to how much of his avail-
able cash resources he can lend or invest and still have 
enough on hand to cover his depositors ’  demands for 
withdrawals — a very limited and parochial view of a proc-
ess with a profound impact on the level of employment, 
production, and prices in the national economy. 

 Yet, here, for example, is what the total fi gures (in 
 billions of dollars) looked like for the 13,700 commercial 
banks in the United States at the end of 1967 compared 
with the end of 1966:

        1967    1966    Net Change  

    Cash assets    77.9    69.1    Up   8.8  
    Loans and investments    359.9    322.7    Up 37.2  
    Deposits  ∗      395.0    352.3    Up 42.7  

∗ The difference between deposits, on the one hand, and cash and earning 
assets, on the other, is accounted for primarily by the capital accounts of 
the banks and by loans from the Federal Reserve Banks.
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 Note that the banks lent out money and purchased 
 securities to the tune of $37 billion in 1967. Deposits 
actually went up by more than that, primarily because 
additional cash came into the system.  ∗   

 This leads to an even more asymmetrical view of 
things by the individual banker, on the one hand, and our 
view of the system as a whole, on the other. If the indi-
vidual banker is to make loans and buy securities, his cus-
tomers must fi rst make deposits in his bank so that he has 
the cash available to lend or invest. But if money is to be 
circulating around so that his customers can make depos-
its in the fi rst place, the banking system must be mak-
ing loans and buying securities! In the individual bank, 
the loans and investments follow from the deposits; in the 
system as a whole, the deposits are created by the loans 
and investments. 

 Again, all of this is true because of our custom of using 
checking accounts as money, of depositing in our checking 
accounts the money we receive from others. Basic to the 
whole process is the necessity that one man ’ s withdrawal 
ends up as another man ’ s deposit. Since money withdrawn 
from one man ’ s savings account or life insurance policy is 
not automatically redeposited in another savings account or 
life insurance policy, the savings banks and insurance compa-
nies (and all other individuals, institutions, and  corporations) 

 ∗   This cash resulted from Federal Reserve operations that are 
explained in Chapters 7   and 8.
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must have money fl owing in before they can lend it out 
or invest it. But so long as money leaving one commercial 
bank is redeposited in another,  the commercial banking system 
does not need fresh money coming in before loans and investments 
can be increased.  

 But since this process goes on with each individual com-
mercial bank looking out for its own self - interest, and 
since each bank wants to lend out and invest just as much 
as it can based on its judgment as to the probable demands 
of its depositors for withdrawals, some sort of control over 
this process is necessary. 

 For example, has the public any assurance that the 
banks will, in fact, keep enough cash on hand to cover 
their withdrawals? What does the bank do when it has to 
meet withdrawals but the moment is a bad one for sell-
ing securities or saying no to credit  worthy borrowers? 
What happens when one man ’ s withdrawal is  not  offset by 
another man ’ s deposit and when, as a result, not just one 
or two, but many banks are trying to sell securities to raise 
cash? If  everyone is trying to sell, who will buy? And how 
can we be certain that the rate at which banks are creating 
new money is appropriate to the level of business activity 
in the national  economy — neither so slow that expendi-
tures are excessively diffi   cult to fi nance nor so rapid that 
infl ation can result? In short, how do things work out 
when we drop our simplifying assumption that money 
 never  leaves or enters the commercial banking system? 
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 All of these questions have spelled trouble for the 
American economy at one time or another in our history. 
Some of them still do. But at least we have developed a 
mechanism that attempts to deal with problems of this 
type — sometimes with more success, sometimes with less. 
That mechanism is known as the Federal Reserve System. 
The mechanics of that System are analyzed in Part Three 
and its performance is assessed in Part Four.   
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Chapter 7

                    The Federal 
Reserve System           

 The Federal Reserve System was established by 
Congress in 1913, following the banking crisis 
of 1907. All of the questions raised at the end of 

Chapter  6  had applied with a vengeance to the events 
of 1907, and this was only the most intense of a long 
 sequence of similar crises. It was hoped that the Federal 
Reserve System would prevent a repetition of such disas-
ters.  Although unable to stem the cataclysmic worldwide 
breakdown of the early 1930  s, the Federal Reserve has met 
most of the challenges for which its framers originally 
 designed it. To the extent that controversy surrounds the 
Federal Reserve, this is a result of efforts to meet objectives 
beyond those set forth in 1913. 

 The structure of the Federal Reserve System is an out-
standing example of American political genius, for it neatly 
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combines local and national authorities, at the same time 
blending public and  private responsibility. 

 The country has been divided into twelve Federal 
Reserve Districts, each district having a Federal Reserve 
Bank in its major fi nancial center (although several of the 
banks have one or more branches throughout the district). 
In addition to the twelve banks, a Board of Governors sits 
in Washington as the major policy -  making body. 

 Decisions for each of the twelve banks are made by 
a nine - member Board of Directors, divided into three 
groups of three men each. The three Class A Directors 
are all bankers elected by the district ’ s commercial banks 
that have joined the Federal Reserve System. The three 
Class B Directors are also elected by the local commer-
cial banks, but are businessmen from the district who are 
not bankers. Finally, the three Class C Directors, although 
residents of the district, are appointed by the Board of 
Governors in Washington. These Class C Directors are 
a varied group of business and professional men — even 
college professors have occasionally served as Class C 
Directors. 

 The Board of Governors consists of seven men, 
appointed by the President of the United States, with the 
consent of the Senate, for fourteen - year terms. The pur-
pose of these long appointments is to make the Board 
relatively independent of political pressures, although 
the system of appointment by the President nevertheless 
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keeps the Board from being completely unresponsive to 
popular sentiment. 

 Although the ultimate seat of responsibility is in the 
Board of Governors, certain decisions are made at the ini-
tiative of the Federal Reserve Banks (subject to approval 
by the Board in Washington) and others are made by a 
committee that consists of the seven members of the 
Board and the Presidents of fi ve of the banks. In other 
words, local and national interests and public and business 
viewpoints intertwine at almost all points in the policy -
 making process of the monetary authorities. 

 Finally, who belongs to the Federal Reserve System 
and why? Some 6,000 banks — a little less than half of the 
commercial banks in the nation — have joined the System 
and are known as  “  member banks. ”  Although a minority of 
the banks in the country, these banks nevertheless contain 
more than two-thirds of total commercial bank deposits. 

 Membership in the System stipulates certain restric-
tions as to lending and investing policies. The banks are 
regularly  examined by offi cials of the Federal Reserve 
Banks to make certain that the quality of their loans and 
investments meets the required standards. Equally impor-
tant, and especially appropriate from our viewpoint here, 
member banks must carry a minimum amount of cash 
reserves in relation to their outstanding deposits, this 
minimum being set from time to time by the Board of 
Governors in Washington. 
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 Why should a bank submit to these restrictions? 
There are two major incentives for membership.  ∗   First, 
 prestige attaches to it: it implies that a member bank is a 
safer place in which to deposit money, precisely because 
the bank has submitted to the restrictions and rules on 
which the Reserve authorities insist. Thus, membership 
helps attract deposits. Second, member banks have the 
privilege of borrowing from the Federal Reserve Banks 
when they have insuffi cient cash to cover their deposi-
tors ’  withdrawals — a privilege that gives our whole 
banking system much more fl exibility than it would 
otherwise have. 

 The focal point of all of this machinery — the twelve 
Federal Reserve Banks, the Board of Governors, the rules 
and regulations of  membership — is the supply of mem-
ber bank cash reserves relative to the volume of depos-
its outstanding in the banks. It is this relationship that 
each banker must consider in deciding whether to make 
 additional loans or to let some loans run off without 

  ∗   About three-quarters of the member banks are banks with 
national rather than state charters. As all national banks are 
required to belong to the Federal Reserve System, they 
have no choice in the matter unless they wish to shift to 
a state charter. However, many of the largest and most 
important banks in New York and Chicago, the nation ’ s 
major fi nancial centers, are state -  chartered but belong to 
the Federal Reserve nevertheless. 
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replacing them, and whether to purchase or sell securities 
for the bond portfolio. 

 Thus, through control of the supply of member bank 
reserves, the Federal Reserve authorities attempt to infl u-
ence member banks to increase or decrease their credit 
operations and, thereby, to expand or contract the quantity 
of money — the purchasing power in checking accounts. 
In short, whereas the focal point of Federal Reserve oper-
ations is the supply of member bank reserves, the ulti-
mate object of their activities is to regulate the quantity 
of money. 

 There is nothing complicated about the mechan-
ics of Federal Reserve operations. In fact, we have only 
one thing to keep in mind: the Reserve Banks are bank-
ers ’  banks — that is, they function in relation to the mem-
ber banks in precisely the same way that the commercial 
banks function in relation to the public. The following are 
some important illustrations of this relationship. 

 As the public holds most of its ready money in the 
form of deposits in commercial banks, so the commercial 
banks hold most of their cash resources in the form of 
deposits at the Federal Reserve Banks. 

 As the commercial banks provide a convenient means 
for an individual or business fi rm to make payments by 
transferring funds to another individual or business fi rm 
through the use of checking accounts — that is, through 
simple bookkeeping procedures — so the Federal Reserve 
System provides a convenient way for one bank to  transfer 
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funds to another bank through bookkeeping procedures 
rather than through any physical transfer of cash. 

 As the public deposits its excess currency holdings in 
checking accounts at commercial banks, where it is more 
conveniently spendable, and as the public also replen-
ishes its supply of currency by withdrawals from check-
ing accounts, so commercial banks will draw down their 
accounts at the Federal Reserve Banks when they need 
additional amounts of currency to satisfy the public. And 
so, also, the commercial banks will redeposit at the Federal 
Reserve excess currency that accumulates in their vaults. 

 Finally, as a consequence of these other considera-
tions, the granting of loans by the Federal Reserve Banks 
and their purchases of securities will result in an increase 
in member bank deposits at the Reserve banks, for the 
same reasons that commercial bank lending and invest-
ing will cause the volume of checking account money 
to increase. 

 Let us consider each of these similarities in turn. 

 In the early days of banking, each bank kept its cash 
reserve in the form of actual currency or coin or gold 
bullion. However, when one bank was losing depos-
its to other banks — that is, when withdrawals exceeded 
new deposits — the physical transfer of cash from bank 
to bank in this form was most inconvenient. This led 
many banks, particularly banks outside the money mar-
ket centers, to deposit any excess currency and coin in a 
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checking account with another bank, usually located in 
a money market center, such as New York or Chicago. 
This  centralized the physical cash reserves of the bank-
ing system in these fi nancial centers, where the larger 
banks served as banks both to the public and to their 
 correspondents throughout the country. 

 The bankers ’  banks made it possible for some bank in 
the interior of the country to lose cash as a result of an 
excess of withdrawals, without having to make any physical 
transfers of funds. Banks losing cash to other banks simply 
had their accounts reduced on the books of their big - city 
depository, while banks gaining funds had their accounts 
increased. This system still persists in many instances, 
because of the convenience it provides. 

 When the Federal Reserve System was established, 
this business of banks ’  carrying their cash reserves in the 
form of deposits at other banks was largely centralized in 
the Federal Reserve Banks. The attraction of carrying the 
cash reserve at a Reserve Bank instead of another com-
mercial bank is rooted in the legal obligations of Federal 
Reserve membership: member banks are required to 
hold a stipulated minimum of cash reserves in relation 
to the volume of their outstanding deposits — and the 
only cash reserve that satisfi es this legal requirement is 
the member bank ’ s balance at the Federal Reserve Bank 
(plus currency and coin the bank has in its vaults). Thus, 
although banks are still free to carry balances with cor-
respondent banks, these correspondent balances do not 
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count as part of the legal reserve that a member bank is 
required to  maintain. This means that the largest part of 
member bank cash is kept in the form of deposits at the 
Federal Reserve Banks. 

 In addition to the legal paraphernalia that has resulted 
in these arrangements, they have a practical attraction as 
well. The public carries most of its cash in the form of 
deposits at commercial banks because they provide such 
a convenient form of transferring funds in payment for 
goods purchased or debts incurred. Similarly, the use of 
Federal Reserve accounts is a great convenience for com-
mercial banks, who are always busy transferring funds 
back and forth among themselves. 

 Take, for example, the case of John Jones, who lives 
in Albany and wants to send  $ 7.50 to New York City 
for a subscription to a magazine called  Tide.  Mr. Jones 
could of course send currency through the mail or buy 
a money order at the postoffi ce. However, he fi nds it 
much more convenient simply to write a check on the 
Albany National Bank in the amount of  $ 7.50 and pay-
able  “ to the order of  ”     Tide Magazine.  Note that when 
 Tide Magazine  receives the check, Mr. Jones still has 
that  $ 7.50 in his account in Albany, and, in fact,  Tide  
cannot spend the money until one of its offi cers has 
deposited the check in the magazine ’ s account at its 
New York bank. 

  Tide  deposits Mr. Jones ’ s check in its account at the 
New York State Bank. The bookkeeper at the New York 
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State Bank increases the  Tide  account by  $ 7.50, but  Tide 
still  can ’ t spend that money — neither  Tide  nor  Tide ’ s  bank 
knows for sure at this moment whether Mr. Jones will 
really have  $ 7.50 in his account when the check gets back 
to Albany. The bookkeeper therefore notes that the  $ 7.50 
will remain  “ uncollected ”  — that is, unavailable for  Tide  
to withdraw — for fi ve days; by then, they will have had 
the time to hear from Albany if Mr. Jones had insuffi cient 
funds to cover his check. 

 The interesting aspect of this process is that the com-
mercial banks use the Federal Reserve in precisely the 
same way that the public uses the commercial banks. 
 Tide  naturally deposited Mr. Jones ’ s check in its check-
ing account at its local bank, letting the bank take care 
of collecting the  $ 7.50 and, subsequently,  paying out 
the  $ 7.50 when  Tide  will draw out the money to spend 
for its own purposes. The New York State Bank does 
exactly the same thing with the Federal Reserve Bank 
of New York: it deposits Mr. Jones ’ s check in its account 
at the Federal Reserve. The Federal Reserve bookkeeper 
now notes that the New York State Bank ’ s balance will 
be increased by  $ 7.50 as soon as they are certain that the 
check is  “ good. ”  

 Since both the Albany National Bank and the New 
York State Bank are depositors at the Federal Reserve, 
the transfer of funds from Albany to New York is simple 
enough. The New York bank ’ s account has already been 
increased; the Albany bank ’ s account is now reduced by 
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 $ 7.50 and the check is sent on to the Albany National 
Bank for processing there.  ∗   

 The Albany National now receives the check, notes 
the reduction in its cash balance at the Federal Reserve, 
and accordingly reduces Mr. Jones ’ s balance on their 
books. The fi nal step is a repetition of this: as the Albany 
National received the check from the Federal Reserve 
Bank and noted the reduction in its account there, so 
Mr. Jones will receive his check back at the end of the 
month from Albany National and confi rm that his 
account has been decreased. 

 In addition to the clear symmetry between the rela-
tionship of public depositor and commercial bank on 
the one hand and commercial bank and Federal Reserve 
Bank on the other, one other point is worth stressing 
here. The process we have just seen shows how easily and 

 ∗   In the case where the two commercial banks are in differ-
ent districts, the principles involved are the same, although 
the details vary slightly. The magazine would deposit its 
check in its local bank in the same way, and the local bank 
would in turn deposit the check in the Federal Reserve 
Bank of New York. The Federal Reserve Bank of New York 
would send the check in turn to the Federal Reserve Bank 
in the district in which Mr. Jones ’ s bank is located — say, the 
Federal Reserve Bank of Chicago. The gain in funds by 
the New York Reserve Bank and the loss of funds by the 
Chicago Reserve Bank is accounted for on the books of 
the Interdistrict Settlement Fund operated by the Board 
of Governors in Washington.
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conveniently money can be transferred from one person 
to another and from one part of the country to another 
purely through punching keys on bookkeeping machines. 
While the check travels around, no actual physical trans-
fer of cash is involved. We may never see or feel the tril-
lions of dollars that change hands in the United States in 
the course of a year, but, nevertheless, they travel on over 
four billion checks with far greater speed, convenience, 
and safety than if all payments had to be made in gold or 
silver coin or in paper money. 

 As we saw some time back, incidentally, we obtain the cur-
rency and coin we need by withdrawing it from check-
ing accounts in commercial banks — that is, by  “ cashing ”  
checks. When we fi nd we have more currency and coin 
than we need, as happens to shopkeepers when the money 
fl ows in to them during the Christmas season, they will 
replenish their checking accounts by depositing that excess 
currency in their bank accounts. 

 But where do the banks obtain the currency that we 
withdraw, and what do they do with the excess currency 
that we redeposit and which accumulates in their vaults? 
They withdraw it, of course, from the Federal Reserve 
Banks, which in turn reduce the member bank deposit 
accounts by the corresponding amount. (Thus, in effect, 
the commercial banks also  “ cash ”  checks.) Subsequently, 
when the commercial banks fi nd that the quantity of cur-
rency in their vaults exceeds the working balance they 
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need to take care of their customers ’  requests, they will 
ship the excess currency back to the Federal Reserve 
Bank and replenish their deposit accounts there as a result. 
Thus, as the commercial banks are to the public, so the 
Federal Reserve Banks are a source of currency for 
the commercial banks on the one hand, and a depository 
for their excess currency supplies on the other. 

 The Federal Reserve Banks provide one further service 
function that will have considerable interest for us later 
on. The United States Treasury uses the Federal Reserve 
Banks as its main depository and all checks drawn by the 
Treasury to cover Federal Government outlays are drawn 
on the Treasury accounts at the Federal Reserve Banks. 

 The Treasury does carry accounts with commercial 
banks under certain limited circumstances. For example, 
if the Treasury issues some new bonds or other securities 
to borrow money, the commercial banks may be permit-
ted to buy these securities and pay for them simply by 
increasing the balance on their books to the credit of the 
Treasury. These accounts, which are known as Tax and 
Loan Accounts, are also increased when business deposi-
tors in commercial banks want to remit withholding and 
Social Security taxes of their employees. These sums are 
placed immediately to the credit of the Treasury in the 
Tax and Loan Account. 

 The Treasury draws no checks against these accounts, 
however. As the balances in the accounts build up, the 
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Treasury will issue a  “ call ”  on part of the balance to its 
credit. In response to the call, the balances of the com-
mercial banks at the Federal Reserve Banks will be 
reduced and the balance of the Treasury at the Federal 
Reserve will be increased; the commercial banks will, of 
course, also reduce the Treasury balance on their books at 
the same time. 

 But this is not the only type of transaction that increases 
the Treasury ’ s balance at the Federal Reserve and reduces 
member banks reserve accounts at the same time. Much 
money is paid directly to the Treasury rather than passing 
through the Tax and Loan Accounts — for example, checks 
drawn by depositors in commercial banks to pay for income 
and excise taxes or to pay for new Treasury securities pur-
chased may be deposited immediately by the Treasury in its 
accounts at the Federal Reserve Banks. 

 Take the case of Mr. Jones, who draws a check on 
the New York State Bank for  $ 1,000 to pay his income 
tax. The Treasury will deposit that check in the Federal 
Reserve Bank of New York. The Federal Reserve Bank 
will increase the Treasury ’ s account by  $ 1,000 and reduce 
the New York State Bank ’ s balance on its books by  $ 1,000, 
after which the New York State Bank will also reduce 
Mr. Jones ’ s balance by  $ 1,000.  But note that this is a case 
where one bank ’ s loss is not another bank ’ s gain:  the money 
withdrawn from the New York State Bank did  not  reap-
pear as a deposit in some other commercial bank. The 
loss of reserves by the New York State Bank was a loss 
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for the system  as a whole.  Nor can we say that the funds 
were gained by the Federal Reserve Bank, for the Federal 
Reserve Bank gained nothing — it merely transferred the 
credit balance of  $ 1,000 on its books from the account of 
the New York State Bank to the account of the Treasury. 

 But, of course, the opposite is also true when the 
Treasury is paying out money faster than it is deposit-
ing the receipts of taxes or new borrowings. While the 
Treasury will take in much more than it is paying out 
during tax time, and particularly during the middle of 
April, disbursements tend to exceed receipts during much 
of the remainder of the year. 

 Suppose, for example, the Treasury draws a check 
for  $ 100 to Mr. Jones for his monthly old age pension. 
He will deposit that check in the New York State Bank, 
which will in turn deposit the check at the Federal 
Reserve Bank of New York. The Federal Reserve will 
increase the New York State Bank ’ s account on its books 
by  $ 100 and reduce the Treasury ’ s balance by  $ 100. Here 
the New York State Bank has gained and no other bank 
has lost — a net gain for the banking system as a whole. 
The Federal Reserve Bank has gained nothing through 
the  $ 100 deposit made there by the New York State Bank, 
for the increase in that bank ’ s account is offset by the 
reduction in the Treasury ’ s account. 

 The point of all this is that we have now found one case 
(and we shall subsequently fi nd others) in which the com-
mercial banking system as a whole can gain or lose reserves. 
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In such cases, the increase or decrease in the cash resources 
of one bank is not offset by decreases or increases in the cash 
resources of some other bank. Just as payments by commer-
cial banks to the public are the mechanism that increases 
one man ’ s holding of money without decreasing another 
man ’ s, so payments in and out of the Federal Reserve Banks 
can change one bank ’ s reserve balance without offsetting 
changes in another ’ s. 

 These are the mechanics of the relationship between the 
Federal Reserve Banks and the member banks. These 
are also the service functions that the Reserve Banks pro-
vide for their members. But the real importance of the 
Federal Reserve System is the structure that employs 
these mechanics to raise or lower the reserve balances 
of the member banks, and, through them, the quantity of 
money in the economy.                            
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Chapter 8

                            Federal 
Reserve Tools 
of Control          

 Although the Federal Reserve authorities can do 
little or nothing to infl uence the  rate  at which 
money is spent, they do exercise signifi cant con-

trol over the  quantity of money available  to be spent. They 
do this, in large part, by causing member bank reserve bal-
ances to go up or down and thereby enlarging or reduc-
ing the lending and investing capacity of the commercial 
banking system. But each individual commercial banker 
watches more than just the size of his cash assets; he 
 also watches how they move in relation to the claims that 
his depositors may make upon him. Thus, the relationship 
between cash reserves and deposit liabilities is the princi-
pal point at which Federal Reserve policy attempts to 
regulate the quantity of money in the economy. 
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 In order to observe how the tools of Federal Reserve 
policy actually operate in practice, let us backtrack for a 
moment and consider what the situation would be like if 
no Federal Reserve existed. 

 Take the case of a bank that has been making loans 
and investing money at a rate so rapid that its cash 
resources are being depleted as the borrowers withdraw 
the proceeds of the loans and as the sellers of the secu-
rities bought by the bank have to be paid. The drain on 
cash may, in fact, reach the point where reserves touch 
a dangerously low level and the offi cers of the bank fear 
that they will have insuffi cient cash to cover withdrawals 
that their depositors are expected to make.  ∗   

 What can the bank do about this situation? Three 
alternatives are available: 

 First, the bank can reverse its policy of buying secu-
rities and can, instead, start selling securities, so that cash 
will fl ow back in rather than going out. 

 Second, the bank can slow the rate at which it approves 
new loans, thereby staunching the drain on its cash 
reserves. 

 Third, the bank might fi nd some other bank with 
excess reserves that our bank could borrow, until such 

  ∗   The consequences would of course be the same for a 
bank with no change in its loans and investments but 
where depositors are taking out more than they are 
putting in. 
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time as its depositors resume putting more money in the 
bank than they are taking out.  ∗   

 Now, these three types of adjustments are made by 
many banks every day of the week. In most instances, 
they cause no problem at all, for while some banks 
are short on cash and have to take steps of this type, 
other banks will have excess cash reserves and will 
fi nd no diffi culty in transferring to banks that need 
the cash they require. Our bank, after all, ran short of 
cash because its depositors were withdrawing money 
faster than they were depositing it — but, presumably, the 
money they were spending is redeposited in some other 
bank. That bank will now have the excess cash needed 
to restore our bank ’ s liquidity. 

 Suppose, however, that the other commercial banks 
fi nd themselves in the same boat. Perhaps people are writ-
ing checks to pay income taxes or cashing checks to buy 
Christmas presents, so that they have been losing funds 
through depositors ’  withdrawals that failed to reappear in 
the system. Under these conditions, serious trouble can 

∗   Lending reserves for brief periods of time back and forth 
among banks is a daily activity that runs into billions of 
dollars. In fact, a market exists in which those banks with 
excess reserves sell reserves at a price to banks that are short. 
This is known as the market for Federal funds. The price of 
Federal funds varies with demand and supply, but will be 
closely related to the rate of interest on reserves borrowed 
directly from the Federal Reserve Banks. 
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develop and did, frequently, before the establishment of 
the Federal Reserve System. 

 Suppose our bank attempts to restore its cash posi-
tion by selling securities. The buyer of the securities will, 
of course, pay the bank with a check drawn on his own 
bank. As that check moves through the collection process, 
the buyer ’ s bank will lose reserves to the bank that sold the 
securities. But now the second bank will have to restore 
its cash position. It will also begin to sell  securities — and 
will thus drain cash away from a third bank. And so on 
and so on, with the result that suddenly we have only sell-
ers of securities and no buyers. As panic develops in the 
security markets, depositors become frightened that their 
banks will have insuffi cient cash to make good their with-
drawals, and  “ runs ”  begin in which depositors rush to 
convert their checking accounts into currency. 

 Under these circumstances, checking accounts cease 
to be an acceptable means of payment and only currency 
and coin will do the job. 

 The same end result comes of a decision throughout 
the banking system to slow down on new loans and to 
insist on full repayment rather than renewals of old loans. 
Borrowers must, of course, have money on deposit in the 
bank if they are to pay off their loans. That means that 
borrowers must be depositing more money than they are 
withdrawing; it also means that they are no longer paying 
money out and fattening the checking accounts of those 
business fi rms where they had been spending borrowed 
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money. But if everyone wants to take money in and no 
one wants to pay it out, no money will change hands and 
no one will be able to establish the position of liquidity 
he needs. In such circumstances, businesses, banks, and 
security markets are all thrown into a panic. 

 The third alternative we mentioned was that one bank 
short on cash reserves might borrow the cash it needed 
from another bank with excess reserves. However, this is 
obviously impossible if all banks are short on cash — they 
can ’ t all be borrowers and still have cash to lend out. 

 Of course, we can also visualize the opposite situ-
ation, in which the reserves of the banks are so ample 
that they can go on making loans and purchasing 
 securities — and thereby creating new purchasing power 
in the economy — for a long time before they begin to 
run short. This may be fi ne if business is slack and men 
are unemployed; then the existence of plenty of money 
in the economy will make a rising level of output easy 
to fi nance and, in fact, large holdings of cash may induce 
individuals and business fi rms to go out and buy goods 
and services. But if business is booming, the excess liquid-
ity resulting from a rapid expansion in commercial bank 
credit is likely to stoke the fi res of infl ation, leading to 
speculation and distortions in the boom that will ulti-
mately bring about an economic crash. 

 If the function of the Federal Reserve System can be 
summarized succinctly, we can say that it is to prevent 
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both the occasion in which everyone is a seller and no 
one a buyer (the money panic just described) and also to 
prevent the occasion in which everyone is a buyer and 
no one a seller (which is what happens in an infl ation). 
But as we shall see in Part  Five , the Reserve authori-
ties have had a diffi cult time navigating the swirling and 
treacherous narrows between the Scylla of too little bank 
credit and the Charybdis of too much. 

 Let us see fi rst, however, how the introduction of the 
Federal Reserve to the monetary system can help to avoid 
the type of wholesale liquidation and panic that result 
from a general shortage of cash reserves among the com-
mercial banks. 

 One way that a commercial bank can replenish its 
reserves is by selling securities, but, as we saw, this only 
drains cash away from other banks in which the buyers 
of the securities maintain their accounts. The problem of 
overcoming a shortage of cash is simply transferred from 
the fi rst bank to the others; since one bank ’ s gain is 
another bank ’ s loss, the total quantity of reserves available 
to the banking system has remained unchanged. 

 Suppose, however, that the securities offered for 
sale by the bank short on reserves are bought, not by a 
depositor in another commercial bank, but by the Federal 
Reserve Banks. This can happen if the Reserve Banks 
are willing to outbid other buyers and thereby run 
up the prices of the securities. Now we have a  deus ex 
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machina.  Just as before, the selling bank receives a check in 
 payment for the securities it sold. Just as before, it deposits 
that check in its Federal Reserve account. Just as before, 
its cash position is restored to the desired level. What is 
different — and crucially so — is that no other bank in the 
system has lost any reserves; one bank ’ s gain is  not  offset by 
another bank ’ s loss. In effect, the Federal Reserve Banks, 
by buying the securities, have paid to the selling bank the 
additional reserves it needed, so that no other bank had to 
lose reserves to accommodate the situation. 

 The Federal Reserve, as we have noted, pays for the 
securities by issuing a cashier ’ s check drawn on itself. 
Does the Federal Reserve lose cash as a result of this 
 transaction? The Federal Reserve Banks no more lose 
cash when they buy securities than the commercial bank-
ing  system  loses cash in similar transactions. The commer-
cial banks as a group lose no cash because the checks they 
write to pay for the securities they buy are redeposited by 
sellers in their accounts in commercial banks.  ∗   Similarly, 
the checks that the Reserve Banks write to pay for the 
securities they buy are deposited back in the Federal 
Reserve Banks by the banks that are gaining the reserves.  †   

   ∗   Of course, the banks would lose cash if one of the sellers 
decided to ask for currency instead of depositing the check 
in his account. We consider this more fully in Chapter  10 .  

   †   If the Federal Reserve Banks happen to buy securities 
when the seller is a depositor in the commercial banking 
system rather than a commercial bank itself, the  process 
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 The reasons for this similarity relate to what we have 
seen already. Checks issued by commercial banks to pay 
for the securities they buy are redeposited by the sell-
ers in other commercial banks, thereby keeping cash in 
the system instead of drawing it out, because it is so con-
venient for us to keep our money in the form of check-
ing accounts in commercial banks. Checks issued by the 
Federal Reserve Banks to pay for the securities they buy 
are redeposited by the commercial banks in the Federal 
Reserve Banks because it is so convenient for commercial 
banks to hold their cash reserves in the form of accounts 
at the Federal Reserve Banks — these balances facili-
tate interbank transfers and also meet the need for legal 
reserves to be held against their deposits. 

 This is more than a matter of mechanics, however. By 
providing the commercial banks with additional reserves, 
the Federal Reserve either prevents a shortage of reserves 
from spreading throughout the system, thereby forc-
ing a reduction in the supply of money as other banks 
are impelled to sell securities and retract loans, or it 

is essentially the same. The seller deposits the check he 
receives from the Federal Reserve into his checking 
account; his bank, as with any other check, deposits this 
check in its Federal Reserve account. The only difference 
here is that deposits as well as reserves have increased in 
the commercial bank — part of the expansion in the money 
supply potentially available from the increase in bank 
reserves has, in effect, already taken place.  
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 actually encourages an increase in the supply of money 
by creating additional reserves for the commercial banks.  ∗   
Furthermore, by coming into the bond markets as an 
additional (and substantial) buyer, the Federal Reserve 
pushes bond prices to a higher level than they would oth-
erwise have reached. This is the same thing as saying that 
bond  yields  move lower. 

 In short, then, purchases of securities by the Federal 
Reserve Banks make the fi nancing of a business expan-
sion both easier and less expensive; banks are more willing 
to provide new credits, and interest rates are lower than 
they would have been without Federal Reserve action. 

 But what happens if the Federal Reserve  sells  securi-
ties instead of buying them? Then, instead of paying out 
checks, the Federal Reserve Banks receive checks from 
the buyers. When the Reserve Bank receives one of these 
checks, it reduces the balance on its books to the credit 
of the bank on which the check was drawn. In other 
words, here is a case in which one bank ’ s loss has no offset 
in another bank ’ s gain. To put it another way, the loss of 
reserves by that one bank, having no offset elsewhere in 
the system, is a loss of reserves for the system as a whole. 

   ∗   Some Federal Reserve open market operations are 
designed to  offset  fortuitous or seasonal changes in mem-
ber bank reserves, and thus to hold them steady. Others are 
designed to  change  the level of member bank reserves, and 
thus to infl uence commercial bank credit policies. This dis-
tinction is discussed more fully next.  
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This will limit the lending and investing capacity of that 
bank without increasing the capacity of any other bank to 
grant credit. 

 Does the Federal Reserve gain cash when it sells 
securities? No, it does not. The check that it receives from 
the buyer of the securities pulls no cash into the Federal 
Reserve Bank — it would do so only in the unlikely event 
that the Federal Reserve were paid in Treasury currency. 
Rather, the Federal Reserve reduces the balance on its 
books to the credit of the bank on which the check had 
been drawn. The Federal Reserve holds fewer bonds, since 
it sold some, but the claims of its depositors, the commer-
cial banks, have also been reduced. 

 Just as purchases of securities by the Federal Reserve 
raise bond prices and lower interest rates, so the sale of 
securities by the Federal Reserve will reduce bond prices 
and raise interest rates. When the Reserve Banks begin to 
sell, the quantity of bonds offered for sale will be greater 
than it was before. In order to fi nd buyers for these addi-
tional bonds, the Reserve Banks will have to offer their 
bonds at a price below the previous level at which bonds 
were trading. This means that the sale of securities by the 
Federal Reserve makes the fi nancing of business expan-
sion more diffi cult, for it drains reserves from the com-
mercial banks and limits their lending and investing 
capacity. It is also more expensive, for new borrowers and 
others seeking cash will have to sell their bonds at lower 
prices than they had previously been able to sell them. 
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 Indeed, the Federal Reserve authorities can adjust 
their policies, not only to the general level of bond prices, 
but also to the level of particular segments of the bond 
markets. By buying or selling bonds of different maturi-
ties, they can infl uence the spread in interest yields on 
short - term bonds as compared with long - term bonds. 

 The Federal Reserve Banks buy and sell U.S. Government 
securities to the exclusion of virtually all other types of 
money market paper, although nominal transactions are 
occasionally made in short - term commercial credits known 
as  “ bankers ’  acceptances ”  and in foreign exchange. Moreover, 
except under exceptional circumstances — and then only for 
limited periods of time — the Reserve Banks are prohib-
ited from buying Government securities directly from the 
Treasury: they must buy and sell in the open market, trading 
there with all other investors who deal in Government secu-
rities. The purpose of this restriction is to deny the Treasury 
the temptingly easy method of fi nancing itself by borrowing 
from a quasi - governmental institution — a path that has led 
to excessive monetary expansion in many other countries. 
Instead, the Treasury must compete with all other borrowers 
in the marketplace for the investment funds of individuals, 
corporations, and fi nancial institutions.  ∗   

 ∗   This restriction also completely separates decisions relat-
ing to the regulation of bank credit and the money supply 
from the wholly different set of decisions concerned with 
Treasury fi nancing and debt management.
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 Open - market purchases and sales of Treasury secu-
rities by the Federal Reserve Banks have run between 
$10 billion and $20 billion annually in recent years —
 about 5 to 10 percent of total activity in the Government 
 security market. 

 The basic policy decisions as to the magnitude, tim-
ing, and selection of Federal Reserve operations are set 
by the Federal Open Market Committee in Washington, 
consisting of the seven members of the Board of 
Governors, the President of the Federal Reserve Bank 
of New York (where the actual transactions for System 
accounts are made), and the Presidents of four other 
Federal Reserve Banks (who serve one year each and 
then yield to the Presidents of four other Reserve Banks). 
The Committee usually meets once every three weeks to 
review the state of the economy in general and mone-
tary conditions in particular, and to set fresh operating 
instructions for the offi cers charged with the day - to - day 
application of Committee policy. 

 The day - to - day execution of Committee policy is 
no simple matter. In the fi rst place, a large part of open -
 market operations is concerned with adjusting aberra-
tions that develop in the supply of member bank reserves, 
owing to factors that have nothing whatever to do with 
monetary policy as such — infl ows and outfl ows of cur-
rency, Treasury receipts and disbursements, the movement 
across the country of checks in the process of clearing, 
and so on. Offsetting the impact of these factors requires 
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a fi ne touch and accurate forecasts in their trends, so that 
changes in member bank reserves in line with fundamen-
tal policy can take place smoothly rather than abruptly or 
in a disjointed manner. 

 Second, since it consists of human beings who rec-
ognize their fallibility as economic prognosticators, the 
Committee is always reluctant to pursue any policy too 
far or too fast. Thus, policy is executed in a tentative man-
ner, a little at a time, with breathing spells to see how 
much effect it is having and whether basic economic con-
ditions are moving in the anticipated direction. This can 
lead to some disturbing ambiguity, well illustrated by the 
following quotation from the minutes of the meeting of 
January 25, 1955:   

 Chairman Martin referred to Mr. Rouse ’ s com-
ment that the market had been  “ tight but not too 
tight, ”  and he enquired whether it would also be 
correct to say that it had been  “ easy but not too 
easy. ”  Mr. Rouse responded that this statement 
would also apply.   

 The result is that Committee operating instructions 
tend to be masterpieces of  “ on - the - one - hand - on - the -
 other - hand ”  language. The following is an example:   

 It is the current policy of the Federal Open 
Market Committee to permit the supply of bank 
credit and money to increase further, but at the 
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same time to avoid redundant bank reserves that 
would [depress interest rates and] encourage capi-
tal outfl ows internationally. 
  Operations of the System Open Market 
Account during the next three weeks shall be 
conducted with a view to providing moderate 
reserve expansion in the banking system but also 
to fostering a moderately fi rm tone [i.e., steady to 
rising interest rates] in money markets.   

 But the Federal Reserve can do more than step into 
the breach by buying securities when all banks are short 
on reserves. Just as the Federal Reserve will buy when no 
one else has suffi cient cash available, so the Reserve Banks 
can make loans to member banks when no other bank 
has suffi cient excess reserves to do so. 

 The essential principle involved is the same. When 
one bank borrows from another, reserves are transferred 
from the lending bank to the borrowing bank; one has 
more, the other less; the two together have the same amount 
of reserves that they had to begin with. If one bank borrows 
from the Federal Reserve, however, the Federal Reserve will 
increase the balance on its books to the credit of that bank: 
the borrowing bank will have more, but no other bank will 
have less. No cash will leave the Federal Reserve as a result 
of this loan, for if the borrowing bank subsequently loses 
those reserves, either because it buys securities with them or 
because its  depositors draw out more than they put in, the 
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reserves lost by that bank will simply be transferred to some 
other bank. The sums on the books of the Federal Reserve 
to the credit of the various banks will shift from bank to 
bank, but no cash will be withdrawn from the Federal 
Reserve Banks. 

 Only banks that are members of the Federal Reserve 
System can borrow from Federal Reserve Banks and the 
Federal Reserve authorities consider this a privilege, not a 
right. (In the future, member banks may have limited bor-
rowing rights, which may reduce the need for frequent 
open - market operations.) That is, although members can 
of course initiate a request for a loan, the Federal Reserve 
can always refuse to approve it. 

 For example, they will refuse to give credit if a bank 
appears to be injudiciously overextended and should there-
fore liquidate securities or make fewer loans. They will 
refuse if a bank borrows for too long a period of time, 
and, in effect, uses the money borrowed from the Federal 
Reserve, instead of its depositors ’  or  stockholders ’  money, 
to fi nance its lending and investing operations. In the words 
of the Board of Governors, Reserve Bank credit is gener-
ally extended to a member bank,  “ because of developments 
such as a sudden withdrawal of deposits or seasonal require-
ments for credit beyond those which can reasonably be met 
by use of the bank ’ s own resources  . . .  [or] in meeting unu-
sual situations  . . .  or exceptional circumstances. ”  

 Borrowing from a Federal Reserve Bank is usually 
known as  “ discounting ”  and is customarily secured by 
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U.S. Government securities put up as collateral. The 
Federal Reserve Banks naturally charge interest for 
these loans, the interest rate being known as the  “ dis-
count rate. ”  

 As a general rule, the Federal Reserve Banks almost 
never keep the discount rate far below the rate of return 
on short - term Treasury securities. This would encour-
age an excessive amount of borrowing, as banks would 
use the reserves borrowed at a low rate to invest in (or 
refrain from selling) securities earning a higher rate of 
return. As a matter of fact, the discount rate is usually just 
about equal to or higher than the yield on U.S. Treasury 
bills — highly liquid obligations of the U.S. Government, 
maturing every ninety days. The higher the discount rate 
relative to the bill rate, of course, the more reluctant the 
banks will be to borrow and the greater the frequency 
with which they will sell securities to replenish their 
reserve positions. 

 This indicates how effective discount - rate policy 
can be. When the discount rate is low relative to the bill 
rate, banks that are short on reserves will be encouraged 
to borrow from the Federal Reserve Banks in prefer-
ence to selling securities. Thus, they will put no pressure 
on the reserve positions of other banks, for, if they sold 
securities, they would be receiving checks drawn by the 
buyers on other banks, reserves would shift from these 
banks to the bank selling the securities, and the short-
age of reserves would spread. Borrowing from the Federal 
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Reserve  prevents a shortage of reserves in some banks 
from spreading to others. 

 However, when the discount rate is high relative to 
the yield on securities, banks will be reluctant to bor-
row and will prefer to replenish a short reserve position 
by selling securities. Unless the Open Market Committee 
comes to the rescue and buys those securities, a shortage 
of reserves in some banks will tend to spread throughout 
the system. 

 Therefore, although the Federal Reserve authori-
ties can never force banks to come to the discount win-
dow, nor can they justifi ably deny a  bona fi de  request by a 
member bank for accommodation on a temporary basis, 
the discount rate can nevertheless be an effective means 
of relieving or of intensifying a shortage of member bank 
reserves. Indeed, the trend in member bank borrowings is 
a sensitive indicator of whether banks feel they have suf-
fi cient or  insuffi cient reserves; the persistence of a trend 
in one direction or another is a useful guide to the policy 
the Reserve authorities may be attempting to pursue. 

 Thus, open - market operations and discount policy 
can exert a strong infl uence on the volume of member 
bank reserves and, thereby, on member bank lending and 
 investing — and, ultimately, on the level of interest rates 
and the quantity of money in the economy. 

 However, while an increase in member bank borrow-
ings from the Federal Reserve shows that the banks are 
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trying to maintain their lending and investing operations, 
and while a fall in member bank borrowings shows that 
the banks have accumulated more reserves than they need 
at that particular moment, Federal Reserve open -  market 
operations refl ect the initiative of the Federal Reserve 
authorities in attempting to infl uence the member banks 
to restrict or expand their loans and security holdings. The 
important difference is that the ebb and fl ow of member 
bank borrowings show the efforts of the banks to main-
tain the  status quo,  whereas Federal Reserve open - market 
operations are an effort to change it. 

 Since the purchases and sales of Government securities 
by the Federal Reserve Banks represent the active, rather 
than the passive, arm of monetary policy, their impact on 
the economy is more interesting for us to analyze. 

 When the Reserve Banks go into the market and 
buy securities, they have to fi nd someone who is willing 
to sell. In order to induce investors to sell securities, the 
Reserve Banks must offer to pay higher prices than those 
currently prevailing or must be willing to buy more than 
had previously been bid for at current prices. In either 
case, the initial effect of the Federal Reserve purchases is 
to persuade some investor to hold money instead of secu-
rities. At the same time, reserves will be gained by the 
banks in which the sellers of the securities maintain their 
checking accounts. Banks gaining reserves will tend to 
respond initially by going out and buying securities (or 
by refraining from selling some that they might otherwise 
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have liquidated), so that further amounts of money will 
be substituted for the security holdings of individuals and 
corporations. 

 What do the former holders of securities do with the 
money they have now received? Some of them perhaps 
sold their securities because they expected bond prices 
to decline in the future; others sold because they needed 
the money to fi nance their businesses or to pay for goods 
and services they wanted to buy. The fi rst group, fi nd-
ing the banks eagerly bidding for securities, will see that 
their expectations of bond prices were mistaken and will 
probably use the money to make some fresh investment. 
As Government securities and other high - quality bonds 
rise in price, investors will begin to look at lower - quality 
bonds and at common stocks that appear relatively attrac-
tive now that the safest types of investments are more 
expensive than they were before. 

 To use a technical term, the liquidity of the economy 
has increased: people are holding more money than they 
had been holding, and those who need cash fi nd it  easier 
to raise through selling securities or fi nding a willing 
lender. Although this situation in itself gives no assurance 
that individuals or business fi rms will use this additional 
liquidity to go out and buy more goods and services than 
they had been buying (which presumably was the objec-
tive that motivated the Federal Reserve open - market pur-
chases in the fi rst place), money ultimately does begin 
to burn a hole in most people ’ s pockets. Furthermore, 
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any increased demand for goods and services that does 
develop can now be much more readily fi nanced. 

 When, on the other hand, the Reserve Banks are 
sellers of securities, they must fi nd investors willing to 
buy; this means they must offer securities at prices lower 
than those currently prevailing. Furthermore, the banks 
in which the buyers of the securities maintain their 
accounts will lose reserves and will also have to sell secu-
rities (or refrain from buying them). By offering  securities 
at lower prices, then, the Reserve Banks and the com-
mercial banks are in effect persuading investors to part 
with money and to take securities instead. And this 
trend spreads throughout the fi nancial community. With 
Government bonds at lower prices, lesser quality bonds 
and common stocks look more expensive than they had 
previously appeared, and their prices tend to drop as well. 
Individuals and businessmen needing cash fi nd it more 
diffi cult to raise and are more reluctant to increase their 
spending for goods and services. They may even be forced 
to retrench their activities. 

 Through this complicated, frequently tortuous, and 
occasionally unpredictable process, the monetary authori-
ties attempt to infl uence the ease or diffi culty with which 
those who need money can fi nance their expenditures or 
satisfy their desires for liquidity. The hope and expecta-
tion is that, through this process in turn, the authorities 
will be able to infl uence the level of business activity and 
the trend of prices. But merely making it easier for people 
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to raise money or making it more attractive for them to 
part with money in exchange for securities may not be 
enough to induce the rate of spending to rise or to fall: 
people may be reluctant to spend this additional money 
or, in the opposite case, may still be able to fi nance their 
expenditures without too much trouble. We shall see in 
subsequent chapters the extent to which this process actu-
ally works. 

 Meanwhile, however, the Federal Reserve authorities 
have another string to their bow, with broader implica-
tions that justify our devoting an entire chapter to it.                            
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Chapter 9

                            Reserve 
Requirements          

 When the Federal Reserve System was 
 established in 1913, the discount rate was the 
only genuine tool of monetary policy with 

which the authorities were supposed to work. The impact 
of open - market operations, on the other hand, was discov-
ered more or less by accident: the Reserve Banks started 
buying Government securities with their excess funds, as 
any bank would, and then noticed that they were increasing 
the supply of member bank reserves. Today ’ s sophisticated 
and highly organized use of open - market operations was 
developed to some extent during the late 1920  s and the 
1930  s, but came into its own only after World War II. 

 After the disasters of 1929  to 19 33, new legislation was 
passed in Congress to improve the operation of the Federal 
Reserve System and to widen still further the powers 
of the Reserve Banks and the Board of Governors. One 
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of the major additions effected in the Banking Act of 
1935 was the permanent grant to the Board of the power 
to vary member bank reserve  requirements — to raise 
or to lower the amount that each bank had to keep in 
legal reserves in relation to the volume of deposits it has 
 outstanding. The higher this requirement, the smaller the 
amount of any given level of cash resources that the banks 
can lend and invest; the lower the reserve requirement, 
the greater the amount of credit and new money that the 
member banks can create from a given volume of reserves. 

 At the end of 1967, member banks in large cities 
and fi nancial centers — so - called  “ reserve city banks ”  —
 were required either to have currency in their vaults 
or to carry deposits at their local Federal Reserve 
Banks in an amount equal to at least 16 ½  percent of 
their demand deposits, 3 percent of their small savings 
and time deposits, and 6 percent of large time depos-
its. Banks in smaller cities and rural areas — so - called 
 “  country banks ”  — had the same requirement with 
respect to time and savings deposits (which account for a 
much larger proportion of total deposits in rural than in 
urban areas), but the reserve requirement against check-
ing accounts was smaller than for reserve city banks — 12 
percent, to be exact. 

 Changes in reserve requirements have occurred much 
less frequently than changes in the discount rate or in 
open -  market policy. An increase or decrease in reserve 
requirements is a blunt instrument: it hits all banks at 
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once across the board, whether they have ample supplies 
of reserves or whether they are all loaned up. The use of 
discount rate changes or open - market operations, on the 
other hand, tends to facilitate adjustments at those banks 
that are short of reserves or have too much cash, without 
having those adjustments drain reserves away from other 
banks or fl ood other banks with an excessive amount of 
reserves. 

 Therefore, while major changes or changes that are to 
take effect in a short period of time can be accomplished 
with a variation in reserve requirements, the System author-
ities have found that they can do a much better job most of 
the time in fi ne - tuning the supply of member bank reserves 
through open - market  operations and discount policy. 

 Nevertheless, the reserve requirement, whether con-
stant or changing, is extremely important. It sets an upper 
limit to the amounts that each bank can lend and invest, 
which means in turn that it sets an upper limit to the 
 supply of money itself. Although reserve requirements 
were originally established to make certain that each bank 
would have adequate cash on hand to meet withdrawals 
by its depositors, their real signifi cance today lies in their 
use as a tool to control the supply of money. 

 Up to this point, we have analyzed the operations of the 
banking system on the assumption that each banker more 
or less sets his own reserve requirement. In other words, 
we have seen that each individual bank will be  reluctant 
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to lend or invest all of the cash it has on hand or at the 
Federal Reserve, because money lent out will soon be 
withdrawn by the borrower and securities purchased 
must be paid for at once. Lending and investing therefore 
lead to an outfl ow of reserves from the bank, and, if car-
ried too far, will leave the bank with no reserves to cover 
withdrawals that its depositors may make in excess of the 
amounts they are depositing. 

 The introduction of the reserve requirement changes 
the form of this picture of the individual bank, but it does 
little to change the substance. Now each bank must hold 
not only enough available reserves to cover net withdraw-
als by depositors, but also enough to satisfy the require-
ment set by the Federal Reserve. Rather than looking at 
the total reserves to see how much a bank might lend and 
invest, we must rather look only to the  excess  reserve that 
the bank has available over and above the amount stipu-
lated by the Reserve authorities. 

 Take, for example, the case of a bank with total 
demand deposits of  $ 1,000,000. If it is a reserve city 
bank, it will be required to have currency in its vaults 
plus a deposit at the Federal Reserve Bank totaling at 
least  $ 165,000 or 16 ½  percent of its demand deposits. 
If it has exactly that amount, it has no money available 
to lend or invest. If it has more than that, it can at least 
consider increasing its loans or security holdings. If it has 
less, it will either have to liquidate some of its securities 
in order to increase its reserve balance, or it will have 
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to borrow reserves — most probably from the Federal 
Reserve Bank.  ∗   

 Unless a bank is expecting its deposits to increase, its 
management will probably want to carry a reserve bal-
ance in excess of the stipulated minimum. If the bank 
has deposits of  $ 1,000,000 and reserves of precisely 
 $ 165,000, it will be in trouble if net withdrawals occur. 
If its depositors now withdraw  $ 100,000 more than 
they deposit, this bank ’ s vault cash and balance at the 
Federal Reserve will drop to only  $ 65,000. As its depos-
its have fallen to  $ 900,000, the bank must still have 16 ½  
percent of  $ 900,000 in reserve, and that works out 
to  $ 148,500 — far more than the  $ 65,000 actually on 
hand. Even if the depositors withdraw only  $ 10, rather 
than  $ 100,000, the principle is the same: the amount 
of reserves the bank is required to hold will go down 
only  $ 1.65 but its actual reserves will drop by  $ 10. That 
is why some excess reserve balance is absolutely essen-
tial if depositors are likely to be pulling money out of 
the bank. 

 The introduction of the reserve requirement changes 
fundamentally the limits within which the banking 

  ∗   As a practical matter, banks do not have to meet the reserve 
requirement every single day, but they do have to cover it 
on a daily  average  basis. Banks that are defi cient in reserves 
are subject to fi nes and penalties, including exclusion from 
the privilege of borrowing at the Federal Reserve. 
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 system as a whole can operate. From the viewpoint of 
monetary policy, this is its real signifi cance. Let us see 
how it works out. 

 We have already seen that, while each individual bank 
will lose reserves when it lends and invests, the system as 
a whole does  not  lose reserves — the reserves lost by one 
bank are deposited in another. Therefore, while each bank 
is limited by its available cash resources in how much it 
can lend and invest, no limit exists (in theory, at least) 
to the amount that the banking system as a whole can 
lend and invest. This means that the money supply could 
increase to an infi nite amount. 

 This would be close to true in actual practice if the 
country were served by one big bank with about 14,000 
branches, instead of by 14,000 individual banks, each 
making its own individual decisions. Since this big bank 
would never lose reserves — its master bookkeeping com-
puter would only note a shift in reserves from one branch 
to another — it could lend out and invest as much as it 
wished. The withdrawals made by borrowers would be 
deposited in other offi ces of the bank, as the checks they 
issued were deposited by the people who received them. 
Similarly, the checks issued by the bank for the securities 
it bought would also be deposited in one or another of its 
offi ces. Since it would never have to worry about losing 
cash to some other bank, it would have no theoretical 
limit to how far it could go. It could simply disregard the 
problem of reserves. 
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 But if we impose a minimum reserve requirement on 
this giant bank, we also limit the extent to which it can 
continue to make loans and buy securities. For example, 
the bank might have $100 billion in deposits and $25 
billion in reserves. If we set the reserve requirement at 
20 percent (to make the arithmetic a little simpler than 
if we used the 16 ½  percent fi gure), the bank would have 
$5 billion in reserves over and above the  required $20 
billion. Clearly a point must come when deposits will 
have risen to a position where $25 billion in reserves 
will just meet the requirement, with no excess reserve 
left over. 

 Would we be correct in saying that the bank could 
increase its loans and investments by $5 billion, an 
amount precisely equal to its excess reserves? No, the 
bank can go further than that. If it lends and invests 
$5  billion, its deposits will increase from $100 billion 
to $105 billion. Against $105 billion it must hold $21 
 billion — still leaving $4 billion excess. If the bank there-
fore lends out another $4 billion, it will increase the bor-
rowers ’  accounts by $4 billion and deposits will reach 
$109 billion. As 20 percent of this is $21.8 billion, excess 
reserves are still available to the tune of $3.2 billion. 

 Now the management of the bank sees how far it can 
go. It goes out and buys up precisely $16 billion more in 
 securities. Why precisely that amount? The people who 
sell those securities receive checks from the bank, which 
of course they deposit in their accounts and which will 
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bring total deposits up to $125  billion. The amount of 
reserves the bank must hold against $125  billion works 
out to $25 billion,  exactly the amount on hand. We 
have reached the limit of the process. With the reserve 
requirement at 20 percent, or one-fi fth of the amount on 
deposit in checking accounts, the bank ’ s deposits can rise 
to a maximum of fi ve times the amount in reserves — fi ve 
times $25 billion in this case. At any point when the bank 
has excess reserves, the potential expansion left will be 
equal to fi ve times the excess reserves (when the reserve 
requirement is 20 percent), as the deposits in our exam-
ple increased from $100 billion to $125 billion on excess 
reserves of $5 billion. If the reserve requirement were 
16 ½  percent, the expansion could be six - fold, four times 
if the requirement were 25 percent, and so on. 

 Now, no individual bank can come anywhere near 
lending out fi ve times its excess reserves. If a bank has 
 $ 1,000,000 in deposits and  $ 250,000 in reserves, of 
which  $ 200,000 must be held to meet the reserve 
requirement, it can lend out  $ 50,000 as a theoretical 
maximum. As the borrowers will soon withdraw the pro-
ceeds of the loan, this bank can afford to lose no more 
than  $ 50,000 in reserves if it is to avoid falling below 
the minimum required. If it lent or invested  $ 250,000, 
fi ve times its excess reserves, it would soon lose its entire 
reserve balance and would be far below the Reserve ’ s 
 requirement — to say nothing of being unable to meet 
any further withdrawals by its depositors. 
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 Nevertheless, although each individual bank is limited by 
its excess reserves to what it can lend and invest, the system 
as a whole, just like the big nationwide bank, can lend and 
invest many times the excess reserves held by all the banks. 

 This can work out as follows if we begin with our 
bank that has  $ 1,000,000 in deposits and  $ 50,000 in excess 
reserves: If the bank lends  $ 50,000 to one of its deposi-
tors, deposits will rise  $ 50,000. As the borrower spends 
that money, the  $ 50,000 will be deposited in other banks. 
Let us assume for the sake of  simplicity that it goes to 
just one bank, which has now received a fresh deposit of 
 $ 50,000 together with  $ 50,000 in reserves transferred from 
the bank that made the loan. This second bank must hold 
at least  $ 10,000 in reserves against its new deposit, but has 
 $ 40,000 in excess reserves that it can lend and invest. 

 If this second bank now buys  $ 40,000 in securities, it 
will issue a check to the buyer.  The buyer will deposit that 
check in his account at a third bank, as a result of which 
total deposits in the system will have risen by  $ 40,000. 
This third bank has also gained  $ 40,000 in reserves and can 
lend out or invest  $ 32,000, keeping back  $ 8,000 to satisfy 
the reserve requirement against its new deposit. 

 Up to this point, the original  $ 50,000 in excess 
reserves is now distributed among three banks — one hold-
ing  $ 10,000 against a new deposit of  $ 50,000, one holding 
 $ 8,000 against a new deposit of  $ 40,000, and a third that 
has just received the  $ 32,000 that the second bank either 
lent or invested. This means that the original  $ 50,000 has 
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made possible a total of  $ 50,000 +  $ 40,000 +  $ 32,000, or 
 $ 122,000 in loans and investments, with more yet to come. 

 And so the process continues, as each bank receives new 
deposits from other banks as a result of the expenditures 
of borrowers or the purchases of securities by banks with 
excess reserves. Since each bank receiving the new deposits 
has to hold part of the accompanying reserves to satisfy the 
reserve requirement, the amount that each successive bank 
can lend or invest grows smaller and smaller, but the  process 
will continue until every bank in the system has used up 
its excess reserves and is  “ loaned up. ”  In the end, the result 
is no different from the computation we did for the giant 
bank — the potential increase in bank credit will be a pre-
dictable multiple of the starting amount of excess reserves. 

 However, the description of this process raises an 
extremely important point that usually receives much 
too little attention in discussions of how far the com-
mercial banking system can go in creating money. What 
we have analyzed here is a purely   theoretical  description 
of what goes on; it tells us nothing about what may result 
in reality from any given level of excess reserves. Even 
if the banks attempt to lend out and invest every penny 
of excess reserves that they hold, and even if the Federal 
Reserve takes no steps to discourage or restrain them, we 
still have no idea of what will happen to the supply of 
money,  for that ultimately depends upon the willingness of all 
the business fi rms and individuals and other depositors in the 
banks to increase their holdings of demand deposits and  currency.  
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If the public decides to use the additional  liquidity to 
repay loans to the banks or to repurchase securities from 
the banks or — as we shall see in a later  chapter — to hold 
more balances in time deposits rather than in demand 
deposits, the money supply will either fail to increase 
or will in any case fall short of the theoretical limit set 
by the reserve requirement ratio and the level of excess 
reserves. We must never forget that the willingness of 
the public to hold money rather than repaying debts 
to the banks or holding other types of liquid assets can 
set a practical limit to the supply of money that may be 
below the theoretical one.  ∗   

 

We can now see how the whole range of Federal Reserve 
instruments of control can operate. 

 The lower the amount each bank has to hold in 
reserves, the greater the amount it can lend out and invest. 
In other words, the lower the reserve requirement, the larger 
the expansion of loans and investments in the banking sys-
tem can be and, therefore, the greater the probable increase 
in the quantity of money in the economy. With the reserve 
requirement at the end of 1967 at 16 ½   percent, every dollar 
of additional excess reserves could theoretically lead to an 
expansion of  $ 6 in demand deposits. 

   ∗   This is discussed further in Chapter  10 . For a detailed  analysis 
of this crucial matter, see J. Tobin,  “ Commercial Banks as 
Creators of   ‘ Money, ’  ”     Banking and Monetary Studies,  edited 
by Deane Carson (Homewood, Ill.: Richard D. Irwin, 1963).  
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 Although the reserve requirement will determine 
what proportion of a given level of bank reserves is avail-
able for loans and investments, it tells us nothing about 
whether the banks actually have reserves above or below 
the amounts they are required to hold. This total quantity 
of reserves will be infl uenced and determined by discount 
policy and open - market operations. 

 Thus, when the Federal Reserve believes that mem-
ber banks have too little in reserve over and above what is 
required ( “ too little ”  meaning that the authorities would 
like to see the supply of money increase), they will lower the 
discount rate and buy Government securities in the open 
market. When they believe that bank credit is advancing too 
rapidly and that the expanding money supply is fi nancing 
an infl ationary spiral, they may raise reserve requirements, 
thereby stipulating that a smaller amount of a given level of 
reserves is available for loans and investments, or they may 
raise the discount rate and sell Government securities.  ∗   

 In actual practice, the Reserve authorities watch 
the level of member bank excess reserves in relation to 
 member bank borrowings from the Federal Reserve 

 ∗   On some occasions, the Federal Reserve has bought 
Government securities at the same time that it raised 
reserve requirements. An increase in reserve require-
ments may leave some banks with less in reserve than they 
need to meet the stipulated minimum. They will therefore 
tend to liquidate securities to restore their cash position. 
Other investors, anticipating this development, may also sell  

c09.indd   116c09.indd   116 7/16/08   10:03:09 AM7/16/08   10:03:09 AM

www.forex-warez.com



Reserve Requirements

117

Banks. When excess reserves are greater than borrowings, 
this difference is known as  “ free reserves ” ; when borrow-
ings run above excess reserves, the difference is known 
as  “ negative free reserves. ”  The reason for watching free 
reserves as a measure of likely bank decisions to lend or 
invest is that reserves gained by banks through borrow-
ing from the Federal Reserve Banks may be in excess of 
reserve requirements but they are temporary in character; 
they will probably be paid off and disappear in the near 
future. A bank with a large debt to the Federal Reserve 
will be reluctant to expand its loans and investments until 
it has gained suffi cient reserves to bring itself out of debt. 

 The excess reserves in the commercial banking sys-
tem are held primarily by banks in small cities and rural 
centers. Reserve city banks normally keep their available 
cash employed right up to the limit; consequently, they 
are frequent borrowers at the Federal Reserve. Therefore, 
the trend of free reserves, though important, is actually the 
result of varying practices among banks in different eco-
nomic and fi nancial environments. 

 Nevertheless, the swing in these items can be sub-
stantial. Although we shall take up a more detailed survey 
of the actual course of events in Part  Four , the following 

securities in the belief that security prices will decline as a 
consequence of Federal Reserve policy. In order to cushion 
this decline and prevent a speculative panic, therefore, the 
Federal Reserve may temporarily bolster the Government 
security market by entering as a buyer.
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table shows what has happened at selected dates to some 
of the magnitudes (in billions of dollars) that we have been 
discussing:

        Total 
Reserves  

  Excess 
Reserves  

  Borrowed 
Reserves  

  Free 
Reserves  

     all member banks   

    December 1954    19.3    0.7    0.2    0.5  
    December 1959    18.9    0.5    0.9     � 0.4  
    December 1963    20.7    0.5    0.3    0.2  
    December 1966    23.8    0.4    0.6   �   0.2  
    August 1967    23.8    0.4    0.1    0.3  

     country banks   

    December 1954    5.6    0.6    0.1    0.5  
    December 1959    6.0    0.5    0.2    0.3  
    December 1963    7.3    0.4    0.1    0.3  
    December 1966    8.3    0.4    0.2    0.1  
    August 1967    8.4    0.3      ∗      0.3  

     reserve city banks   

    December 1954    13.7    0.1    0.1      ∗    

    December 1959    12.9      ∗      0.7  �  0.7  
    December 1963    13.4    0.1    0.2     � 0.1  
    December 1966    15.5      ∗      0.4  �    0.3  
    August 1967    15.4    0.1    0.1      ∗    

    ∗     Less than $50 million.

 While the movement of free reserves is interesting, 
because it does give some indication as to whether the 
banks feel fl ush with cash or whether they will be  pressing 
to get out of debt, free reserves occasionally fail to give 
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a complete and accurate picture of either basic monetary 
trends or of the direction in which monetary policy is 
moving. 

 From 1954 to 1959, for example, a sharp rate of eco-
nomic expansion led to a rise from $39 billion to $61 
billion in the loans outstanding at the big city commer-
cial banks.  The banks sold off  $10 billion in Government 
securities to fi nance part of the growth in loans, but in any 
case deposits in these banks increased by $14 billion. Here 
the modest swing from positive to negative free reserves 
did tell part of the story: since the Federal Reserve actu-
ally let member bank reserves  shrink  during this period, 
the banks could obtain the additional reserves they were 
required to hold against their new deposits only by letting 
their excess reserves run down and by borrowing from 
the Federal Reserve to build up their reserve balances. 

 From 1959 to 1966, however, the swing from posi-
tive to negative free reserves made monetary policy look 
more restrictive than it actually was: note the increase 
of more than $3 billion in total reserves. In this case, in 
other words, the authorities provided suffi cient additional 
reserves to make possible an almost unbelievable expan-
sion of $125 billion in member bank holdings of loans 
and investments — a rise of 67 percent in seven years.                            
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Chapter 10

                    Currency: A 
Complication          

 Throughout this analysis, we have made an 
 important  simplifying assumption, which we 
should now be prepared to drop. We have stated 

repeatedly that withdrawals from one bank are  always 
 redeposited in some other bank in the system, so that 
one bank may lose reserves but the system never does. 
The  exceptions that we have made to that rule were in 
those cases where the Federal Reserve sells Government 
securities in the open market, where member banks 
 repay their loans to the Reserve Banks, or where the 
Government is taking in more money than it is paying 
out. In those cases one bank ’ s loss of reserves will not be 
a gain for some other bank. 

 These exceptions, however, are the result of conscious 
policy on the part of the Federal Reserve authorities, the 
Treasury, or the commercial banks  themselves. As far as 
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the public is concerned, we have so far  permitted them 
to withdraw funds from one bank only on the condition 
that they are sure to deposit those funds in some other 
bank in the system. 

 But there is no law to make the public so obliging. 
Occasionally people do make withdrawals from one bank 
that are not offset by deposits in some other bank: this is 
what happens when the withdrawal takes the form of cur-
rency that circulates from hand to hand for an extended 
period of time. We have already noted that at Christmas-
time currency fl ows out of the banks and into the pockets 
of individuals and the cash registers of shopkeepers, only 
to return to the banks after a matter of some weeks. But 
this  process can go on for a much longer time —  during 
World War II, the American people drew out about 
$18 billion in currency that was never redeposited in 
the banks. 

 Here, then, is a clear case in which the banking system 
as a whole can and, in fact, does lose reserves. If John Jones 
cashes a check for  $ 100 to take care of the family ’ s pocket 
money for a couple of weeks, and if the shops in which he 
spends that money pay it out as salaries to their employ-
ees, and if the employees in turn use this money for their 
out - of - pocket purchases, then clearly the loss of reserves 
by Mr. Jones ’ s bank has no offset in a gain in reserves by 
some other bank. This is entirely different from the case 
in which Mr. Jones buys things with checks drawn on his 
account and the shopkeepers then deposit his checks in 
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their accounts; in this case, the reserves lost by Mr. Jones ’ s 
bank are simply transferred to his shopkeepers ’  banks. 

 This brings us back to something we noted early in 
this discussion, namely, that the amount of currency in cir-
culation is not set by the Government or by any other 
issuing agency; rather, it is determined by the choices and 
habits of the public in deciding how much of their money 
holdings to keep in the form of currency and how much 
in the form of checking accounts. No law can regulate 
these patterns. In fact, in a crisis, when the people com-
pletely lose confi dence in the banks and want to convert 
all of their bank deposits into currency, the system sim-
ply breaks down. In 1933, all the banks were forced by 
the Government to close their doors until confi dence was 
gradually restored. 

 If the needs and habits of the public are to be satisfi ed, and 
if the system is to work smoothly without such break -
 downs, two  conditions are necessary: First, the banks 
themselves have to be able to sustain the loss in reserves 
that results from an outfl ow of currency.  They must either 
have suffi cient excess reserve balances to be able to lose 
reserves without having to call in their loans or liquidate 
their securities, or some mechanism must exist to replen-
ish their reserve balances as an offset to the loss caused 
by the currency withdrawals. Otherwise, outfl ows of 
currency will force the banks to curtail or reduce their 
lending and investing, which in turn will shrink the total 
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supply of money and greatly intensify the diffi culties of 
fi nancing business expansion. 

 The second necessary condition is that the physi-
cal supply of currency itself should be large enough to 
satisfy the needs of the public. Had the $18 billion in 
additional currency been unavailable during the war, 
the experiences of our earlier history would have been 
repeated, in which currency actually circulated at a 
 premium —  $ 1 in currency would buy more than  $ 1 paid 
by check. 

 Indeed, our past history was checkered with monetary 
crises brought about by an insuffi ciently elastic supply of 
currency or by bank failures and money panics resulting 
from the loss of reserves that accompanied sustained cur-
rency withdrawals. But, once again, the Federal Reserve has 
come to the rescue — in fact, preventing a recurrence of such 
circumstances was one of the major reasons for the estab-
lishment of the Federal Reserve System in the fi rst place. 

 We have already seen that the Reserve authorities have 
the ability to increase the supply of member bank reserves 
when they consider it necessary to do so. By making the 
discount window available to banks losing reserves due 
to currency withdrawals and by purchasing Government 
securities in the open market, the Reserve Banks can 
replenish bank reserves to a point where no undesir-
able liquidation of bank loans and investments will be 
necessary. 
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 Thus, for example, total member bank reserves actu-
ally  increased  by more than $3 billion during World War II, 
despite the outfl ow of $18 billion in currency, for the 
Federal Reserve Banks purchased on balance over $20 
billion in Government securities and increased their loans 
to member banks at the same time. 

 We can see the opposite process at work, for exam-
ple, in the aftermath of the Christmas shopping season 
of 1962. During January 1963, $1.4 billion in currency 
fl owed back into the banks and out of circulation. This 
should have increased member bank reserves by a like 
amount, but member bank reserves at the end of January 
were, in fact, $700 million less than they had been at the 
end of December. The reason was that the Reserve Banks 
were net sellers of Government securities during January, 
while the member banks reduced their borrowings from 
the Federal Reserve Banks from over $700  million to 
only $100  million. 

 But this brings us to our second problem, which is where 
all this currency comes from to begin with. We know 
that we obtain currency by cashing checks and thereby 
reducing our deposits at commercial banks, but where do 
they get the currency they pay out to us? And we also 
know that we replenish our checking accounts by rede-
positing currency when we have more on hand than we 
need, but what do the banks do with that currency they 
receive from us? Borrowers and people from whom the 
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banks buy securities would be most reluctant to take cur-
rency in payment for sums of that character — and would 
be most unlikely to use currency to repay loans or to pay 
for securities the banks sell. 

 The answer to these questions lies once again with the 
Federal Reserve Banks, whose relationship with the com-
mercial banks, as we have stressed, is precisely the same as 
the relationship between the commercial banks and the 
public. When the banks must provide currency to the pub-
lic, they will draw down their deposits at the Federal 
Reserve Banks and the Reserve Banks will then deliver 
the currency to the member banks. When currency fl ows 
back into the banking system from the public, the member 
banks will send the currency back to the Federal Reserve 
Banks and replenish their deposits there. 

  But have we really advanced this argument at all?  First of all, 
where do the Federal Reserve Banks obtain the currency 
they provide for the member banks? Second, if the member 
banks lose reserves when they have to pay out currency to 
the public, and may thereby be forced to curtail their lend-
ing and investing activities, won ’ t the same thing be true 
of the Federal Reserve Banks? Won ’ t the outfl ow of cur-
rency from the Federal Reserve Banks hamper their abil-
ity to come to the rescue of the member banks through 
discounting and open - market purchases of securities? Who 
comes to the rescue of the Federal Reserve? 

 The original Federal Reserve Act in 1913 established 
a form of paper currency called the Federal Reserve Note, 
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which accounts for most of the money the Reserve Banks 
provide when called upon for currency. Out of a total 
of $46 billion of currency and coin in circulation at the 
end of 1967, $40 billion — nearly nine out of every ten 
dollars — were accounted for by Federal Reserve Notes. 
The balance was coin and paper currency issued by the 
Treasury, of which only $300 million in currency redeem-
able in silver was gradually being replaced by Federal 
Reserve Notes. 

 The trick in the Federal Reserve Notes is that the 
Federal Reserve Banks lose no cash when they pay out 
this currency to the member banks. Federal Reserve 
Notes are not redeemable in anything except what the 
Government calls  “ legal tender ”  — that is, money that a 
creditor must be willing to accept from a debtor in pay-
ment of sums owed him. But since all Federal Reserve 
Notes are themselves declared by law to be legal money, 
they are really redeemable only in themselves! To put it 
briefl y, they are an irredeemable obligation issued by the 
Federal Reserve Banks. 

 Does it seem surprising that nearly 90 percent of 
the  currency we use is really worth no more than the 
paper on which it is printed? It should be no more 
surprising than the fact that highly prized gold really 
has little intrinsic value. Nor, indeed, should it be 
more surprising than our willingness to use checking 
accounts as money to a much greater extent than we 
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use currency — for what is the  “ backing ”  for checking 
accounts? 

 The backing for checking accounts is to be found in 
the assets of the commercial banks in which we maintain 
these deposits. And what do they consist of ? At least three- 
quarters of these assets are loans to individuals and business 
fi rms and marketable obligations issued by corporations 
and governmental agencies. Their soundness rests upon 
the soundness of each individual borrower — but the ulti-
mate soundness of the borrowers depends upon the level 
of prosperity and rate of economic growth throughout the 
American economy. The balance of the assets of the com-
mercial banks is listed as cash — which means this same 
irredeemable currency plus deposits with the Federal 
Reserve Banks. But the deposits with the Reserve Banks 
are redeemable only in Reserve Notes again, so that the 
 “ cash ”  assets end up looking little more substantial than 
the loans and investments. 

 In short, the money that we use every day, the money 
that we are all happy to accept in payment for goods 
sold, services rendered, and debts incurred, is intrinsically 
worthless:  it has no tangible backing,  in the strict sense of the 
word. Yet, though it has no value of its own, we neverthe-
less value it highly! We value it because of what we have 
to give up to get it — our labor and our possessions — and 
because of what we can buy with it. The real meaning of 
the value of our money, in other words, is how much a 
dollar can buy. The dollar is worth a lot because we can 

c10.indd   127c10.indd   127 7/16/08   10:03:28 AM7/16/08   10:03:28 AM

www.forex-warez.com



a  p r i m e r  on  money, bank i ng, and  g ol d

128

buy a lot with it, but money is worthless in economies 
fl ooded with money and short on goods — which is why 
we evoke the uneasy early days of our history and say 
something is  “ not worth a Continental. ”  

 Tangible money is just as  “ worthless ”  as intangible 
money, when we really get right down to it. Men worship 
and treasure gold, but the Midas story reminds us that he 
who has only gold is truly poverty - stricken. If the young 
United States had been fl ooded with gold instead of with 
paper money after the Revolution in 1783, we would have 
been just as badly off as we were with the Continental 
currency, because there was so little available to buy and 
so much money around to spend. 

 The only real attraction of gold as a basis for a mone-
tary system is that its supply is limited, or at least increases 
slowly, whereas only the judgments and fallibility of men 
can put a limit to the issuance of money based on credit 
and promises. The use of something like gold, in other 
words, will tend to prevent us from having too much 
money in relation to the supply of things we want to buy 
(although substantial infl ations did in fact occur despite 
the existence of the old gold standard). However, it also 
may set too low the upper limit on the money supply, 
in which case we will have too little money and will be 
unable to fi nance business expansion and economic growth. 
This situation has often proved intolerable. After all, gold 
has no power of its own, only the power with which 
men endow it, so that we have repeatedly thrown off the 
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shackles imposed by gold whenever they interfered too 
much with the economic objectives we have pursued.  ∗   

 To return to the main thread of our argument, the 
member banks obtain the currency they need to sup-
ply the demands of the public by withdrawing that cur-
rency from the Federal Reserve Banks, and the Federal 
Reserve Banks simply issue that currency in exchange for 
the deposits the member banks carry with them as legal 
reserves. When currency outstanding goes up, member 
bank reserve balances at the Federal Reserve Banks go 
down. When the public redeposits currency, the member 
banks in turn redeposit it at the Federal Reserve Banks 
and replenish their reserve accounts there. But while the 
member banks lose reserves when they pay out currency, 
the Federal Reserve Banks do not. 

 If, as once was the case, the member banks could 
also issue paper currency (as, in fact, they now  “ issue ”  
demand deposits in payment for loans granted and secu-
rities purchased), then they could give their own notes 
to the public and would lose no cash at such times. This 
procedure is now prohibited by law, however: only the 
Treasury and the Federal Reserve are allowed to issue 
currency and only their notes are given the blessing of 
legal tender that makes them acceptable everywhere in 
the nation. 

 ∗  A full discussion of gold follows in Part  Four .
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 One point about this is particularly important to keep 
in mind. We speak of the Federal Reserve Banks as  “ issu-
ing ”  Federal Reserve Notes. In a manner of speaking, they 
do issue these notes, because the notes have their imprint 
and they enter circulation from the vaults of the Reserve 
Banks. On the other hand, the word  “ issue ”  implies that 
the Reserve Banks somehow put them into circulation. 
As we know, this is not the case at all: currency moves out 
into circulation in response to the demands and require-
ments of the public, when and as people choose to use 
more of their money in the form of currency and less in 
the form of checking accounts. No bank and no govern-
mental agency can determine the direction or the limits 
of those choices. 

 When we look back over the ground that we have cov-
ered and ask what the American dollar is really based 
upon, we would have to say that it consists essentially of 
promises and bookkeeping machines. If anyone were to 
set up such a system by decree or legislation, it would 
probably never work. Indeed, it is just as well that most 
people never stop to realize that the money they earn for 
their efforts is only a number in a bookkeeping machine 
or a piece of paper convertible into nothing more than 
another number in a bookkeeping machine.         
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Chapter 11          

Gold at Home           

 During all the preceding analysis of the workings 
of our monetary system, gold has appeared to 
play no role at all. Now, after waiting so long in 

the wings to determine the ultimate course of the drama, 
gold steps into the center of the stage. 

 First of all, until 1968, the volume of Federal Reserve 
Notes outstanding could not exceed four times Federal 
Reserve Bank holdings of gold certifi cates, a special 
form of currency backed 100 percent by gold actually 
held in the Treasury vaults at Fort Knox. For example, on 
September 30, 1967, Federal Reserve Notes outstanding 
amounted to $39.6 billion, against which the Reserve 
Banks were required to hold $9.9  billion in gold certifi -
cates; their actual gold certifi cate holdings on that date 
were $12.5 billion. This margin of $2.6 billion in excess 
gold certifi cates was shrinking rapidly, however, as cur-
rency in circulation was  rising and America ’ s gold stock 
was shrinking. Thus, a year  earlier, the gold certifi cate 
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reserve had been $0.3 billion bigger and Federal Reserve 
Notes outstanding had been $2.0 billion smaller. In other 
words, we were rapidly approaching a point where we 
either had to defl ate the money supply or change the 
law; we clearly chose the lesser of two evils and changed 
the law. 

 Indeed, in earlier years, the gold certifi cate reserve 
requirement had applied against both Federal Reserve 
Notes  and  against the deposit liabilities of the Federal 
Reserve Banks (primarily member bank reserve bal-
ances). In 1945, Congress lowered the original reserve 
requirements that had been set in 1913. Then, in 1964, 
when our gold certifi cate reserve exceeded the require-
ment by less than $2.5 billion the requirement against 
deposit liabilities was removed by Congress. And now, the 
gold certifi cate reserve requirement has been eliminated 
completely. 

 The original purpose of this legislation was to set an 
upper limit to the supply of money in the United States 
by setting a maximum to the volume of commercial bank 
reserves and to the amount of currency outstanding. Two 
factors explain its gradual abandonment. First, our levels 
of economic understanding and sophistication of mon-
etary management are so much more advanced today 
than they were fi fty or sixty years ago that arbitrary bar-
riers of this nature are obsolete and can cause more prob-
lems than they solve. Second, the original authors of the 
Federal Reserve Act could hardly visualize the enormous 
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expansion in the money supply that is needed to fi nance 
the operations of an economy as tremendous as ours in 
this day and age. The law has had to give way to the sheer 
necessity to have more dollars to fi nance trillions of dol-
lars a year of expenditures. 

 Furthermore, the application of the gold certifi -
cate reserve to Federal Reserve Notes alone was hardly 
an effective way of restraining the money supply. As 
we have seen, Federal Reserve Notes are not  “ issued ”  
in any active sense of the word — the public draws cur-
rency from the banks as they need it. They obtain the 
currency by cashing checks — that is, by drawing down 
their demand deposits. This means, in turn, that demand 
deposits tend to rise fi rst, with an increased demand for 
currency following later on. Since the level of demand 
deposits is limited by the balances the banks carry at the 
Federal Reserve and since the 1964 legislation removed 
any restriction on the abilities of the Federal Reserve to 
expand member bank reserve balances, keeping the gold 
certifi cate reserve requirement against Notes alone was 
clearly an awkward and unsatisfactory way of trying to 
limit the supply of money. 

 But we are still left with one fi nal brushstroke to com-
plete this portrait of our monetary system. How does 
gold actually move into and out of the Treasury and how 
do the gold certifi cates fi nd their way into the Federal 
Reserve Banks? 
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 The answer to this question lies in the unique 
 character of gold, the only commodity we are willing to 
 “ monetize. ”  This means that we create new money when 
we acquire gold — we just print it up and call it gold cer-
tifi cates.  You don ’ t have to have any money in the bank to buy 
gold  — you just pay for it by printing up those certifi cates, 
depositing them in your bank account, and then drawing 
checks against it to pay for the gold. This may sound silly, 
but it is precisely what the U.S. Government does when 
it acquires gold. 

 When we buy anything else, we have to have money in 
the bank to pay for it. The money the Government spends 
for intercontinental ballistic missiles, paper clips, cement, 
wheat, or the salary of a Justice of the Supreme Court has 
to be raised by taxation or by borrowing. The Government, 
like everyone else, is prohibited from simply printing 
money to pay for the things it buys. Like everyone else, the 
Government must somehow fi nance its expenditures, must 
some  how obtain the funds to replenish its bank account 
when it falls too low. 

 Unless, that is, the Government is buying gold. If we 
attached the mysterious qualities of gold to missiles or 
paper clips or cement or wheat or Justices of the Supreme 
Court, the Government could also fi nance its payments 
for those things by printing up paper money called  “ mis-
sile certifi cates ”  or  “ paper clip certifi cates ”  and so on. But, 
thank goodness, we have more important things to do 
with these objects than to bury them at Fort Knox and 
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hold them as a reserve against our currency. So we don ’ t 
monetize them the way we monetize gold. 

 The actual process of monetizing gold is simple enough. 
 Since 1933, only the U.S. Government is allowed to 

own gold (except for the amounts that we use for jew-
elry and other industrial purposes). Americans are even 
forbidden to own gold outside the national borders of the 
United States. Furthermore, the United States Government 
refuses to sell gold to any foreign national except to a for-
eign government or a foreign central bank.  ∗   

 Let us take the case in which the Treasury buys gold 
from Homestake Mining, the largest company in the busi-
ness in this country. The gold comes in the form of small 
bricks, about the same length and width but only half 
the height of the usual building brick. Each brick weighs 
more than 30 pounds. Thus, gold is an extraordinarily 
dense metal, a small amount of it packing a lot of weight. 
A brick of this size brings  $ 14,000 to Homestake when it 
is delivered to our offi cial cookie jar at Fort Knox. 

  ∗   The expression  “ central bank ”  is a generic term that applies 
to the institution in each country that exercises the gen-
eral functions of the Federal Reserve System in the United 
States. This is usually the bank that holds the reserves of 
the commercial banks, that issues all or most of the nation ’ s 
currency, that holds its gold reserves, and serves as banker 
for the government. 
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 As in the case of any other purchase — of wheat or 
cement or missiles — the Government pays for the gold 
by issuing a check on one of the Federal Reserve Banks. 
Homestake will deposit the check in its own commercial 
bank account and Homestake ’ s bank will, in turn, send 
the check to the Federal Reserve Bank for deposit to its 
reserve account there. The Reserve Bank then reduces 
the Treasury ’ s balance by  $ 14,000. Note that the  $ 14,000 
outlay by the Government has increased Homestake ’ s 
account without reducing any other account in the com-
mercial banking system. Note, too, that Homestake ’ s bank 
has gained reserves while no other bank has lost reserves. 
In effect, the Treasury ’ s balance at the Federal Reserve 
Bank has been shifted to a member bank ’ s account. Both 
the money supply and commercial bank reserves have 
been increased. 

 Does this mean that all Government buying leads 
to an increase in the money supply and to an increase 
in the reserve balances of member banks? If so, then all 
Government spending would appear to have an extremely 
infl ationary impact on the economy. 

 But we have forgotten that the Government takes 
money in as well as pays it out. Most of what the 
Government spends is covered by taxes paid in by indi-
viduals and business fi rms; the balance is borrowed. 
Therefore, expenditures by the Government from its 
accounts at the Federal Reserve Banks are continuously 
offset by receipts of tax money or borrowed money 
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that the Government uses to replenish its checking 
accounts. 

 Unless, once again, the item purchased happens to 
be gold. No one has to be taxed, no one has to lend the 
Government a penny in order to make possible the purchase 
of a little gold brick worth  $ 14,000. The Government 
replenishes its account at the Federal Reserve Bank simply 
by printing up  $ 14,000 in gold certifi cates and depositing 
them there, just as it would deposit any other money. That 
is how the gold is paid for and that is how the gold cer-
tifi cates come into the possession of the Federal Reserve 
Banks. And, therefore, the Government can truly write 
checks indefi nitely to pay for gold, which it can do for 
nothing else unless it can raise the necessary funds through 
taxation and borrowing. 

 But what happens when the United States loses gold? 
What happens when a foreign government decides to 
cash in some of its dollar balances and take the money out 
in the form of gold? 

 Insofar as the mechanics of the process are concerned, 
everything works precisely in reverse — except for the 
movement of the gold. The gold moves fi rst from Fort 
Knox to New York, but the foreign buyer seldom goes to 
the expense and inconvenience of shipping it across the 
ocean. It is simply deposited for safekeeping in the vaults of 
the Federal Reserve Bank of New York, a great mass of a 
quasi - Florentine palace. There the gold resides, fi ve  stories 
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 underground, protected by an air  tight and watertight cylin-
drical door, 90 tons in weight.  ∗   

 When the foreign government receives the gold, it 
issues a check on its bank account to the order of the U.S. 
Government. The Treasury in turn deposits this check at 
one of the Federal Reserve Banks. The Federal Reserve 
Bank will reduce the balance on its books to the credit 
of the bank on which the foreign government drew the 
check, simultaneously increasing the Treasury ’ s balance on 
its books. Subsequently, the foreign government ’ s check-
ing account at its bank will also be reduced.   †    

 So far this transaction has the same effect as any 
receipt of funds by the Treasury — both reserves and 
deposits of member banks are reduced and the Treasury ’ s 
account at the Federal Reserve is increased. 

 Once again, however, the story with gold is differ-
ent. Whereas the Treasury normally takes money in in 
order either to spend it or to use it to repay debts  coming 
due, the money taken in from the foreign government 

   ∗   Gold held in safekeeping for others is called  “ earmarked 
gold. ”  (In recent years the French government has refused 
to leave gold on earmark and has gone to the expense of 
shipping all its gold back to France.)  

  †    The foreign government or central bank may actually pay 
for the gold from an account at the Federal Reserve Bank, 
in which case nothing will happen in the commercial bank-
ing system. However, the balance that the foreign govern-
ment built up at the Federal Reserve Bank had previously 
been accumulated by withdrawals from commercial banks.
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for the sale of the gold will not be paid out again. Since 
the Treasury now holds less gold than it held before, gold 
certifi cates must be withdrawn from the Federal Reserve 
Banks and cancelled. As a result, the Treasury ’ s balance on 
the books of the Federal Reserve will drop back to where 
it was before the gold sale, and the Reserve Banks ’  gold 
certifi cate reserve will be smaller. 

 Thus, the movement of gold into and out of the country 
infl uences the level of business activity here, quite aside 
from the gold certifi cate reserve requirement, through its 
effect on the level of member bank reserves. In fact, the 
movement of gold has in some ways a more profound 
impact on our economy than the movement of commod-
ities that loom much larger in our day - to - day life, such as 
wheat, whiskey, and automobiles. 

 Of course, the two movements are intimately related, 
for the traffi c in gold is in large part determined by the 
trade in commodities that goes on between the United 
States and the rest of the world. Gold is, in fact, such a 
strategic link between the American economy and the 
world around us that the major reason we abandoned 
the gold certifi cate requirement against Federal Reserve 
Notes was precisely because we needed all our gold 
reserves to sustain our international fi nancial position. 

 Our next step, therefore, must be to see how gold infl u-
ences and is infl uenced by our patterns of trade, investment, 
and military activity beyond the borders of our own nation.   
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Chapter 12

          Gold Abroad          

 One nation cannot indefi nitely pay out to 
 foreigners more than it receives from them. This 
is as true of nations as it is of individuals or cor-

porations. You can ’ t spend money you haven ’ t got: there 
has to be a day of reckoning somewhere along the line, and 
gold is what nations have used by common consent when 
the day of reckoning comes. It is, in short, the only 
 unquestioned and generally acceptable means of payment 
among nations, as dollars are the only unquestioned and 
generally acceptable means of payment among Americans, 
francs among Frenchmen, sterling among the British, 
and so on. 

 Few people realize, however, that gold ’ s hegemony 
as the world ’ s  sole  monetary standard has been surprisingly 
brief. Britain was the fi rst country to adopt gold as the single 
monetary standard in 1821, but only after ample supplies of 
it were discovered in the latter half of the nineteenth century 
did most other countries follow suit. Yet by merely 1937, 
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only about fi fty years after gold had reached its zenith, not 
one country in the entire world continued to maintain a 
fi xed tie between its currency and the price of gold, and only 
a few any longer permitted free and unlimited convertibility 
of their currency into gold. 

 The most important metamorphosis through which 
gold has passed since the fi nancial catastrophes of the 
1930  s has been its disappearance from sight. Under the old 
gold standard, all other forms of money had been freely 
convertible into gold by all holders at fi xed rates of 
exchange. But during the monetary collapse that followed 
1929, people all over the world lost confi dence in their 
governments ’  ability to maintain free convertibility into 
gold. What happened was the one thing that must never 
happen in a viable monetary system: everybody rushed 
to ask for conversion. The demand for gold was so much 
greater than its limited supply that the one thing every-
body wanted was denied them and the very reason for 
the fear was realized: gold convertibility was suspended. 
Gold literally went back underground, to be seen only by 
the privileged few who tend it in the antiseptic vaults that 
have been dug for it under central banks and Treasuries 
throughout the world. Even now, when people in many 
nations (but not Americans or Englishmen) are free to 
own gold, the owner usually holds just a safekeeping 
receipt and seldom if ever actually lays eyes on his treas-
ured asset. Dubbed  “ part of the apparatus of conservatism ”  
by the most famous economist of the Depression years, 
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John Maynard Keynes, because its relatively fi xed supply 
so rigorously set the upper limit to any expansion in the 
quantity of money, gold now plays a more subsidiary role 
and is on the defensive against substitutes whose supply 
can be more elastic for the settlement of international 
accounts. This was predicted more than thirty years ago 
by Keynes, in an eloquent passage from an essay entitled 
 Auri Sacra Fames:    

 Almost throughout the world, gold has been 
withdrawn from circulation. It no longer passes 
from hand to hand, and the touch of the metal 
has been taken away from men ’ s greedy palms. 
The little household gods who dwelt in purses 
and stockings and tin boxes have been swallowed 
up by a single golden image in each country, 
which lives underground and is not seen. Gold is 
out of sight — gone back into the soil.   But when 
gods are no longer seen in a yellow panoply walk-
ing the earth, we begin to rationalise them; and it is 
not long before there is nothing left.   

 In the United States, only foreign governments and 
central banks have the right to convert their dollars into 
gold. In fact, the average American has little or no aware-
ness of gold ’ s existence. He knows that we have a hoard of 
it out at Fort Knox, and that the hoard has been  shrinking. 
He suspects this means something is amiss, but he neither 
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knows what is amiss nor can he work up much concern 
about it. 

 But something  is  indeed amiss, and it  is  important to 
us. For, in recent years, our gold stock has not only been 
shrinking, but the claims that entitle foreign countries 
to ask for more of it have been increasing. If the claims 
grow too large or if our gold stock falls too low, our for-
eign friends may ask for gold from us, not because they 
need it to settle up their own international accounts, but 
simply because they want to be sure to get what is com-
ing to them before we shut down the doors on it. Like all 
bankers, the United States is able to satisfy withdrawals by 
some of its depositors some of the time but cannot satisfy 
withdrawals by all of its depositors at the same time. 

 How did the richest country in the world, holding three 
quarters of the world ’ s stock of monetary gold at the end 
of World War II, ever get into such a position? The expla-
nations for diffi culties are easier to fi nd than the cures: the 
United States has simply been paying out to foreigners 
more than foreigners have been paying to us. 

 This does not mean that we have been importing 
more than we have been exporting — on the contrary, 
our balance of trade has remained highly favorable to us. 
Our commercial exports of goods and services in 1966, 
for instance, were at a record high of $36 billion; they 
exceeded our commercial imports by $2 billion. 
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 Nor does it mean that we have been wasting our 
national wealth abroad — on the contrary, much of the 
money we have spent abroad has been used to acquire 
 valuable and highly profi table investments. Our for-
eign assets now far exceed $60 billion, up from a mere 
$19  billion in 1950. The annual income on these assets in 
1967 was over $6 billion, more than enough to fi nance 
the entire increase in our long - term foreign investments 
in that year. 

 Nor does it mean that we have been giving too much 
of our money away to indigent foreign  countries — on the 
contrary, 75 to 80 percent of every dollar we give away 
comes right back to us as these countries then buy the 
American goods and services they need to promote their 
economic development and military capabilities. 

 Part of our diffi culty is the result of sums that we are 
required to spend abroad for the maintenance and support 
of our own far - fl ung military establishment. This is unfor-
tunately concentrated in countries that already have plenty 
of dollars and don ’ t particularly need more, or, as in the 
case of Vietnam, that deposit their dollar receipts in the banks 
of France and other European countries. Despite efforts to 
economize on these outlays, in 1967 we were still apparently 
required to spend over $4 billion for rent of bases and for all 
the various services and supplies that we buy locally. 

 Of course, it is impossible to point a fi nger at one ele-
ment in our balance of payments and say that that partic-
ular item is the cause of the defi cit. If eleven  marbles are 
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on one side of the scale and ten on the other, one cannot 
say which marble on the heavier side is causing the scale 
to tip — in fact, one could just as well say that the scale is 
tipping because of the absence of a marble on the lighter 
side. No, our international payments fl ow is out of balance 
because the  total  of our payments to foreigners is greater 
than the  total  of our receipts from them. 

 The following table shows what the actual fi gures 
looked like for 1967. 

     Payments Received from Foreigners   
   Billions of 

Dollars   

    Sales of American merchandise and services    37.6  
    Sales of American military equipment    1.3  
    Income on American loans to and investments 
  in foreign countries:  

    

     Private    6.2  
     Government    0.6  
    Investments in the United States made by 
  foreigners    3.1  
    Repayments of loans made by the U.S. 
  Government to foreign countries    1.0  
      Total Receipts from Foreigners     49.8  

     Payments Made to Foreigners       

    Purchases of foreign merchandise and services    36.6  
    Payments for maintenance of American 
  military establishments on foreign soil    4.3  
    Private remittances to friends and relatives in 
  foreign countries (including pensions)    1.3  

(Continued )
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Payments Made to Foreigners   

   Billions of 
Dollars   

    Grants and loans made by the U.S. Government 
  to foreign countries    5.1  
    Investments in foreign countries made by 
  American individuals and corporations:  

    

     Direct    3.0  
     Security purchases    1.3  
     Short - term    1.7  ∗    
     Total Payments to Foreigners     53.3  
     Over  all U.S. Defi cit  ( Excess of Payments )    3.5  

∗ Including so-called “unrecorded transactions.”

 Although each year has its special character, the fi gures 
for 1967 as a whole are nevertheless typical of the general 
structure of our balance of payments in recent years. From 
1950 to 1967 we paid out to foreigners nearly $40 billion 
more than foreigners paid to us;  $28  billion of this cumulative 
defi cit was incurred during the last nine years of the period. 

 What happened to this money? How did we give it to 
foreigners and what did they do with it? How did it affect 
our monetary system and our banks? 

 The answers to these questions lie in the mechan-
ics of  foreign exchange transactions. Although practices 
and details vary, the essential character of a payment from 
someone in one country to someone in another country 
is simple enough. Let us take the case of an American who 
has to make a payment to an Englishman. In the normal 
course of events, the American holds no pounds sterling, 
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while, also in the normal course of events, the Englishman 
wants payment in pounds sterling, because that is the 
money he uses to buy things with. What is involved, then, 
is the manner in which one party pays in one currency 
and the payee receives his money in another currency. 

 The American goes to his bank and pays it the necessary 
number of dollars, with instructions for the bank to pay the 
equivalent amount in sterling to the man in England. The 
American bank of course reduces the checking account of 
its American customer. Simultaneously, however, it increases 
the checking account on its books to the credit of an 
English bank that does business with it, notifying that bank 
of the instructions to pay the equivalent in sterling to the 
Englishman. The English bank, in turn, credits the necessary 
amount in sterling to the Englishman (or remits him a check 
that he deposits in his own bank, his own bank in turn col-
lecting the necessary sterling amount from the bank that 
received the dollars in New York). 

 Thus, an Englishman has more money in the bank 
than he had before,  ∗   while, in the United States, dollars 

  ∗   Note that this transaction increases the quantity of money in 
England — the increase in the Englishman ’ s deposit did not 
come from a withdrawal from another Englishman ’ s deposit 
but was rather a payment to him by a commercial bank, just as 
though the bank had purchased from him some security that 
he was selling. As long as the English bank continues to hold its 
deposit in New York, no change occurs in the supply of money 
in the United States. However, if the funds are withdrawn in 
gold, the purchase of the gold from the Treasury would result 
in the disappearance of a deposit in the United States. 
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formerly held in American - owned checking accounts 
have shifted to the checking account of an English 
depositor. 

 Up to this point, the transaction has had no signifi cant 
effect on our monetary system — a payment of dollars has 
been made by one depositor to another, just as any wholly 
domestic payment is made. 

 Now, the crucial question is what the English bank 
is going to want to do with the dollars that it has sit-
ting in its checking account in a New York bank. If 
Englishmen are spending money in the United States as 
fast as Americans are spending money in Britain, all will 
be well. The reverse of the transaction we have just seen 
will then take place: the English bank will instruct the 
American bank to pay to some American the necessary 
sums owed to him by an English customer, and the dol-
lar balances will be back in the hands of Americans again. 
Or, perhaps, the English bank might sell those dollars to 
a French bank seeking dollars to cover a Frenchman ’ s 
expenditures in the United States, giving the English 
bank francs it requires to cover an Englishman ’ s pay-
ment to be made in France. Incidentally, dollars held 
by Europeans and used to fi nance transactions among 
Europeans are known as Eurodollars. 

 If, however, the United States is continuously paying 
out money to foreigners at a more rapid rate than for-
eigners have occasion to spend money here, these sums 
credited to the accounts of foreign banks on the books 
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of American banks will go up and up and up. This is pre-
cisely what has been happening: deposits of foreigners in 
American banks plus foreign holdings of short - term secu-
rities (which can be readily liquidated and turned into 
bank deposits) rose about $17 billion from the end of 
1957 to the end of 1967, by which time they had reached 
a level of more than $33 billion. 

 But why do foreigners continue to hold and accumu-
late those dollars? Why don ’ t they use the dollars to buy 
gold from the United States Treasury and send the money 
home? They can always use that gold to settle up accounts 
with one another, but what can they do with dollars that 
far exceed their current needs? 

 Of course, foreigners have withdrawn substantial 
sums in the form of gold — our gold loss during the ten 
years ended December 31, 1967 ran to more than $10 
billion. But, as the increase in their dollar balances dem-
onstrates, foreigners have been willing to accumulate their 
holdings of dollars at an even faster rate. In other words, 
much less than half of the defi cit in our balance of pay-
ments has been covered by a loss of gold; much more than 
half has been covered by simply giving foreigners a  claim  
on the gold (or anything else they want to buy from us) 
that they can exercise at any time they wish. Now, why 
has this been so? 

 Three factors account for these trends. 
 In the fi rst place, the dollar has done a good job as 

an inexpensive substitute for gold. Since the United States 
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has stood ready at all times to convert dollars into gold at 
 $ 35 an ounce for foreign governments and central banks, 
the dollar in effect has been  “ good as gold. ”     ∗   Holding 
assets in the form of gold is an expensive business in any 
case. It not only earns no interest, but is infl icted with a 
form of negative interest in that high fees have to be paid 
for its safekeeping, transfer, and shipment. 

 Second, it is an overstatement to assert that foreign-
ers have had no use for the dollars that they have accu-
mulated. They must carry substantial amounts of dollars 
simply to fi nance their day - to - day fi nancial dealings with 
and purchases from Americans. Moreover, a large and 
growing volume of business among foreigners themselves 
is transacted in dollars — or Eurodollars — rather than in 
sterling or francs or some other currency. This simple 
business reason is probably most important. In addition, 
however, many of these countries have been able to use 
the accumulation of excess dollars to make repayments 
on the money we lent them in the early postwar years, 

   ∗   Britain served the same role as banker for the rest of the 
world for many decades on gold reserves that were only 
one-fi fth to one-tenth the size of ours relative to the 
demand liabilities to foreigners outstanding against it. 
Furthermore, the United States has, in addition to its own 
gold reserves, credits of around $500 million automatically 
available to it from the International Monetary Fund and 
several billions more on request that it can use to make 
payments to foreigners.  
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when they were desperately short of cash to pay for the 
 enormous quantities of American goods and services so 
essential for the reconstruction of their economies. 

 Third, the monetary authorities have attempted to keep 
short - term interest rates in the United States high enough 
to make foreigners want to hold dollar assets. From the end 
of 1965 to the end of 1967, for example, the yield on U.S. 
Treasury bills rose from 4.45 percent to 5.80 percent, wid-
ening the spread over  equivalent yields in France from 0.03 
percent to 1.04 percent, in Germany from 0.57 percent 
to 3.05 percent, and in Switzerland from 1.45 percent to 
2.05 percent. 

 Ultimately, however, the willingness of foreigners to hold 
dollars is more a compendium of hopes and fears than 
of cool economic calculations. Those countries with the 
largest claims on our gold — the Western Europeans and 
the Japanese — clearly enjoy some of our discomfi ture over 
our present position, but they would probably hesitate to 
do anything that would bring down in ruins the structure 
of international cooperation that has been built up dur-
ing the postwar years. International trade and fi nance are 
so much more important to their economies than to ours 
that they have really been forced to go along with our 
deteriorating position rather than risk a holocaust that 
would be even more ruinous to them. 

 Meanwhile, the psychological moods surrounding 
the dollar are being strengthened by a variety of policies 
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designed to improve the balance of payments statistics. 
Expenditures abroad for the maintenance of our military 
establishments are being held to a minimum, even if we 
have to pay more for some of the necessary supplies by 
buying them at home in the United States. Former ene-
mies, like the Germans, are being encouraged to buy arms 
from us and to pay for them in dollars. Others, like the 
French, are being encouraged to repay ahead of schedule 
some of the loans we made to them after World War II. 
Some governments have converted short - term claims 
into longer - term bonds. Furthermore, our government is 
attempting to help American businessmen expand their 
exports and to persuade foreigners to visit us as tourists. 
The purchase by American investors of securities owned 
by foreigners has been penalized by what is known as 
the Interest Equalization Tax, while direct investment 
abroad by American concerns and loans to foreigners by 
American banks have been restrained by a set of direct 
controls. 

 Finally, the statistics themselves have been revised to 
show the defi cit from different viewpoints. Previously, the 
statistics defi ned the defi cit as the excess of the total of 
all our payments to foreigners over and above all receipts 
from foreigners  other than  the proceeds of the sale of our 
gold and the increase in short - term claims on us held by 
foreigners (demand deposits, time deposits, short - term 
Treasury and commercial paper, and so on). As we have 
already seen in the pages just past, the sale of gold and 
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increase in short - term liabilities to foreigners are the  “ bal-
ancing items ”  that fi nance the defi cit; the increased dollar 
holdings of foreigners are excluded from receipts because 
they represent a potential claim on our gold. 

 This approach, which measures the net change in our 
international liquidity, nevertheless has a certain asymme-
try to it. If an American accumulates a balance in a Swiss 
bank, that balance is included among our payments to 
foreigners, but we exclude from our receipts an increase 
in the balance of a Swiss account in a New York bank. 
Consequently, the Government now shows a second set of 
data, in which an increase in the short - term dollar hold-
ings of all foreigners other than governments and central 
banks is refl ected as a receipt and therefore reduces the 
defi cit shown on the liquidity basis. The reason for this 
separation is that we will sell gold  only  to foreign govern-
ments and central banks; it is only their holdings of dollars 
that represent a direct claim on our gold, and foreign indi-
viduals and business fi rms must fi rst transfer their dollars 
(in  exchange for their own currency) to their government 
or central bank before their claims on us can cause us to 
lose gold. 

 Yet, even though we are making strenuous efforts to nar-
row the defi cit, even though we are fabulously wealthy 
and  productive, even though our assets abroad are worth 
far more than our  liabilities to foreigners, even though the 
dollar serves as an international medium of exchange and 
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as a source of liquidity for many foreign countries whose 
money markets are less developed than ours, the point 
could still come when the claims on our gold stock are 
so far in excess of our supply of it that a run on our gold 
would begin. 

 At that unhappy moment, the United States could 
take one of two steps (or take step one fi rst and follow 
with step two): we would either simply suspend convert-
ibility of the dollar into gold, or we would change the 
price at which we sell gold and insist that foreigners give 
up more than 35 of their dollars in exchange for each 
ounce of gold that we sell them. 

 If we suspend convertibility of dollars into gold, the 
only way that foreigners could then dispose of their dol-
lars would be to fi nd someone else who wanted them. At 
fi rst, in this chaotic situation, dollars would probably fall 
to a deeply depressed price in foreign exchange markets. 
In other words, a German could obtain a dollar by paying 
less than 4 marks and a Frenchman could obtain dollars 
by paying less than 5 francs each. 

 In short, the dollar would be  “ devalued. ”  This means 
that foreigners who had continued to hold dollars would 
receive far less of their own money back than they had 
expected to receive when they accepted dollars in the 
fi rst place. This would hardly be the way to win friends 
and infl uence people who had expressed their full con-
fi dence in our ability to maintain the value of the dollar 
in foreign exchange markets and in our good word when 
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we had pledged the dollar ’ s convertibility into gold at  $ 35 
an ounce. 

 Since the foreign exchange values of currencies of 
nations other than the United States are pegged to the 
dollar rather than gold, no immediate change in the dol-
lar ’ s exchange value relative to pounds and francs would 
occur if we simply raised the price of gold. However, all 
nations holding gold or producing gold would now be 
able to exchange it for more than  $ 35 and would there-
fore be able to buy more from us than they could have 
bought before.  ∗   This method would therefore also penal-
ize those who had been willing to hold dollars and would 
benefi t those who had not. Note, however, that both 
methods affect only foreigners and Americans doing 
business abroad:  in neither case is the number of dollars in 

 ∗   The domestic impact of this development could also be 
signifi cant. The Treasury ’ s gold stock would now be worth 
more than  $ 35 an ounce. The Treasury could therefore 
print up additional gold certifi cates equal to the written -
 up value of the gold stock, deposit those gold certifi cates 
at the Federal Reserve Banks, and proceed to draw checks 
against those deposits. Thus, expenditures could be made 
without raising any money through taxing and borrowing. 
In turn, both the reserves and the deposits of member banks 
would be increased. However, the Federal Reserve could of 
course take offsetting action by raising member bank reserve 
requirements and by selling U.S. Government securities in 
the open market. Futhermore, a change in the price of gold 
requires Congressional action.
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American bank accounts changed nor has anything happened to 
the  domestic buying power of the American dollar.  

 Thus, the really unfortunate consequence of devel-
opments of this sort would be the extreme chaos that 
would develop in international trade and fi nance in the 
short run, and the complete loss of mutual confi dence 
that would be lost over the long run. Many years would 
pass before foreigners would be willing to hold substantial 
dollar balances again, making the fi nancing of our defi cits 
that much more complex, and businessmen of all nations, 
uncertain as to the future value of currencies, would be 
much more reluctant to trade with one another and to 
invest or lend abroad. 

 But the consequences would not be altogether disas-
trous. That a period of chaos, panic, and uncertainty 
would follow upon the suspension of gold convertibility 
goes without saying. This is reason enough to try to avoid 
it. But ultimately, as the fundamental economic forces of 
trade and investment began to reassert themselves, clearer 
patterns would emerge. If a German could obtain dol-
lars for 3 marks instead of 4 and if a Frenchman could 
buy them for 3 francs instead of 5, American goods and 
services would begin to appear extraordinarily inexpen-
sive and attractive to them. The demand for dollars would 
thus begin to revive. Meanwhile, Americans, fi nding that 
they were receiving fewer marks and francs in exchange 
for their dollars, would buy more bourbon whiskey and 
California wine instead of Scotch and claret. In short, 
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the foreign exchange value of the dollar would probably 
return to a level close to its present one, once the dust of 
the crisis had settled. 

 Many monetary experts, in fact, decrying the Midas 
complex of nations determined to accumulate gold, 
welcomed the establishment of a two - tiered price sys-
tem for gold in the spring of 1968. Under this arrange-
ment, the governments and central banks of most 
nations in the world will continue to settle up their bal-
ances by buying and selling gold to one another at  $ 35 
an ounce. Anyone else who wants to buy or sell gold, 
however, must do so in the free market, where no gov-
ernments intervene and where consequently the price 
can fl uctuate within a wide range. Since industrial and 
artistic demand for gold — that is, the demand for gold as 
a commodity rather than as a form of money — is equal 
to only about half of the world ’ s annual production of 
it, and since existing stocks of gold are equal to almost 
100 years ’  consumption at current rates, we can see that 
the refusal of the major nations to buy gold in the free 
market at  $ 35 could lead to a sharp fall in its price. The 
true value of gold in recent years has really been based 
upon its convertibility into dollars at  $ 35 to the ounce; 
this has had much more meaning than the convertibil-
ity of dollars into gold. Since the U.S. Government no 
longer buys gold from any except offi cial holders, hoard-
ing gold has for the fi rst time become a highly risky 
form of investment. 
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 If, on the other hand, the free price rises and stays 
well above  $ 35, most governments will be unable to 
resist the temptation to cash dollars for gold at  $ 35 and 
resell the gold in the free market at a fat profi t. Then the 
two - tiered structure will collapse and the United States 
will have no choice but to suspend convertibility into 
dollars at the old price.                            
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Chapter 13

          The Experience 
of 1938  to 19 45           

 How has all of this actually worked out in  practice? 
Through what means and to what extent has the 
Federal Reserve System been able to regulate 

the supply of money and the pattern of interest rates? Even 
more important, what has been the effect of these move-
ments in gold, in money, and in interest rates on the trend 
of economic conditions? 

 This chapter and the next survey the historical experi-
ence of the twenty - fi ve year span from 1938 to 1963 in 
an effort to provide answers to these questions. We shall 
fi nd four major segments within this period, each charac-
terized by strikingly different economic forces and trends, 
and each demarcated from the other by a sharp and sud-
den shift in the fundamental environment. These sepa-
rate segments cover the gold - rush years preceding World 
War II, the war years proper with their problems of war 
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fi nance, the infl ationary push from V - J Day to the Korean 
War, and the long period of rising interest rates, tightening 
money, and gold outfl ows that followed. 

 

The story begins very differently from the way it ends. In 
the years preceding World War II, the American economy 
was  characterized by widespread unemployment of both 
men and machines. Frightened Europeans were convert-
ing their capital into dollars, so that gold from abroad 
poured onto our shores and into the vaults at Fort Knox. 
The consequence was a mountainous rise in the reserves 
of commercial banks, from $7 billion at the end of 1937 
to $14 billion three years later. But with relatively few 
credit  worthy borrowers around, and with interest rates at 
low levels, the banks were in no hurry to put their grow-
ing hoard of reserves to work, so that excess reserves also 
swelled from only a little more than $1 billion to nearly 
$7 billion over the same period of time. 

 Note that the expansion in excess reserves was smaller 
than the rise in total reserves. This shows that some 
increase in required reserves did take place, as a result of 
increased deposits in the commercial banks. Where did 
these increased deposits come from? In the fi rst place, 
some growth in bank loans and investments did occur in 
response to the massive infl ow of fresh reserves: invest-
ments went up about $6 billion from the end of 1937 to 
the end of 1940 as banks were pressed to employ some of 
these idle resources, but it is indicative of the depressed 
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tone of business conditions that loans at commercial banks 
hardly increased at all. In addition, however, deposits at the 
banks increased by an equal amount simply as a result of 
the gold infl ow itself, as those who sold gold to the U.S. 
Treasury deposited the proceeds in bank accounts in this 
country. 

 We know that interest rates refl ect the interaction of 
the demand for and supply of money. With business activ-
ity rising so slowly, the need for cash to fi nance expanding 
production during the 1930  s was obviously also growing 
at a slow rate. With ever - rising amounts of money in the 
checking accounts of individuals and corporations, those 
who held these idle dollars pressed to fi nd some employ-
ment for them. Long - term yields on corporate bonds had 
been above 4 percent when Roosevelt took offi ce in 1933; 
by 1938 they had fallen to little more than 3 percent and at 
Pearl Harbor were down to only 2 ¾  percent. At the same 
time, yields on short - term paper, which had run well above 
4 percent before the crash in 1929, fell to nearly zero.  ∗   

  ∗   Another sign of the times was the widening spread 
between the rate of interest on relatively riskless securities 
and on lower - grade investments. In the late 1920  s, bonds 
rated Aaa by Moody ’ s yielded about 4 ½  percent, compared 
with about 5 ¼  percent on bonds rated more risky, or Baa. 
By 1940, the yields on the Aaa bonds had fallen to less than 
3 percent, while the Baa bonds were still yielding more 
than 4 percent. In other words, the excess cash in the econ-
omy fl owed much more readily into securities in which the 
credit risk was at a minimum. 
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 Yet, while the pattern of interest rates conformed to the 
theoretical proposition that yields will go down when 
the supply of money exceeds the demand for it, the most 
striking feature of this period from our viewpoint was 
really the degree to which the banks and their depositors 
were willing to hold dollars idle. Despite the avalanche 
of reserves that the gold rush brought to the banks, the 
banks were willing to lend and invest only a small part 
and were content to let cash resources in the billions sit 
idle, earning nothing. Even though the money supply 
rose about one - third faster than the output of goods and 
services from 1933 to 1941, the decline in interest rates 
was persistent rather than precipitous. Finally, it was clear 
that the sheer pressure of funds was by no means a suffi -
cient condition to drive business activity upward to its full 
potential — nobody ’ s money seemed to be burning a hole 
in his pocket. 

 Monetary policy as a means of stimulating business 
activity fell into wide disrepute as a result of this combi-
nation of circumstances. Some people saw little point in 
efforts to increase the supply of money if no one wanted 
to spend those additional dollars on goods and services. 
What was the point in giving banks the resources to buy 
bonds that people wanted to sell if the sellers just sat on 
the proceeds instead of spending them? Others argued 
that the banks were clearly unwilling to buy long - term 
bonds at low interest rates; therefore, no means existed 
to push interest rates down far enough to encourage 
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 businessmen to take the risks of borrowing and investing 
money in new factories to create new jobs. 

 Indeed, as a result of both a general sense of insecu-
rity and of a basic reluctance to part with cash for such 
a small reward in interest, the fetish for liquidity dur-
ing the 1930  s was extraordinarily powerful — the simple 
creation of money (or receipt of money from abroad 
in the form of gold) was no guarantee that it would be 
spent. Some observers compared the stimulus of mone-
tary policy with the effectiveness of pushing on a string. 
As a result, increasing interest and attention was focused 
on Government spending in excess of tax revenues —
 defi cit fi nancing, as it came to be called — in which the 
Government would borrow the idle dollars no one else 
wanted to use and spend them for things the commu-
nity needed. 

 The arguments over the pros and cons of fi scal policy 
extend beyond the limits of this book.  ∗   Whatever the short-
comings of the measures designed to overcome the eco-
nomic and human disasters of the 1930  s, there were some 
elements of good luck about the position in which we found 
ourselves when we entered the war at the end of 1941. 
Economically and fi nancially, we were in excellent shape to 
mount the gigantic war effort that was called for. 

   ∗   See, however, in this series, Robert L. Heilbroner and Peter 
L. Bernstein, A  Primer on Government Spending  (New York: 
Random House, 1963).  
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 For the economic impact of war is profound. Workers are 
taken away from the factories and the farms and turned 
into soldiers, thereby reducing the labor force avail-
able to produce goods and services. On top of that, the 
Government absorbs a substantial part of the country ’ s 
total production, in order to sustain and equip the men 
on the battlefi eld. Unless a nation has a large reservoir of 
unemployed resources to throw into the war effort and 
unless its economy is highly productive, war inevitably 
forces on the civilian population a sharp reduction in liv-
ing standards. 

 In addition, the war has to be fi nanced; like any other 
spender in the economy, the Government has to fi nd the 
money to pay for the things it wants to buy. Unless it lit-
erally prints the money, it will have to arrange to have 
the necessary funds transferred to it. But the methods of 
war fi nance, no matter what form they take, can do noth-
ing to ease the real burden of the war effort, which is the 
diversion of production and manpower from the satisfac-
tion of the needs of civilians to the provisioning of the 
machines of war. The techniques used to raise the money 
to pay for the war can signifi cantly affect the  distribution  of 
that burden among different elements in the population, 
but it can do nothing to reduce it. 

 How did the U.S. Government fi nd the almost incredible 
sum of  $308 billion that it spent on the war during the 
fi ve years from 1941  through 19 45? 
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 The Government has one method of fi nance that is 
unique (although many people wish it were also available 
to them): the Government can  force  others to provide the 
money it needs. Taxation not only transfers purchasing 
power to the Government — it simultaneously reduces the 
amount of money available to the taxpayers to spend. In 
other words, the increase in the Government ’ s purchasing 
power is exactly matched by the reduction in the taxpay-
er ’ s purchasing power. Nothing makes more clear and dra-
matic the realities of the war effort — the forced diversion 
of purchasing power to the Government is a direct refl ec-
tion of the forced diversion of manpower and production 
to the needs of war. 

 Of course, the Government could have fi nanced our 
entire war effort through taxation. But politicians by tem-
perament never want to make the harsh realities so clear 
as to fi nance a war entirely by taxation. Yet, in actuality, 
the repression of civilian living standards would have been 
no greater if they had. 

 But if the Government fi nds it politically impossible to 
raise taxes by such a large amount, then it must face the 
necessity of borrowing the difference. Borrowing, as we 
have seen, means inducing someone with excess cash on 
hand to part with that cash and to transfer it to someone 
else who has a use for it. However, this inducement com-
mands a price. Furthermore, the more of these idle dol-
lars the Government borrows and spends on the war effort, 
the fewer idle dollars are left — which means, in turn, that 
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the interest rate the Government will have to pay will rise 
higher and higher as the borrowings increase. 

 The Treasury was faced with a serious dilemma at 
this point. Out of total budget expenditures of $340 billion, 
$130 billion were raised by taxation. The rest (some $210 
billion) had to be borrowed. But this enormous sum was 
fi ve times greater than the total quantity of money held 
by the citizens and corporations and fi nancial institutions 
in the United States in 1941. How, then, could the money 
be borrowed without sending interest rates to astronomical 
levels?  ∗   The remarkable fact is that the Treasury was bor-
rowing money in the summer of 1945 just as cheaply as in 
the months preceding Pearl Harbor! 

 The answer, of course, is that the Treasury borrowed 
dollars that never existed before, that were held by no one 
until they came into the possession of the Treasury. There 
was no choice. If all the money could not be raised by 
taxation because of political obstacles, and if the remain-
der could not all be borrowed from holders of idle dol-
lars because there were either insuffi cient idle dollars or 
because interest rates would have skyrocketed, then the 
necessary money had to be found elsewhere than in 
the taxpayer ’ s pocket or in an inactive checking account. 

 ∗   The chances are that there was too little money in 
the economy to accomplish this at any rate of interest. 
Therefore, prices would have had to be reduced drastically, 
so that a given number of dollars could fi nance the pur-
chase of a larger quantity of goods and services.
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 In short, the Treasury borrowed about one - third of 
the money from the commercial banks. The checks the 
banks issued to pay for the Government bonds increased 
the Treasury ’ s bank account without decreasing any other 
depositor ’ s account. What the Treasury spent was new 
money, not a transfer to it of somebody else ’ s money. Of 
course, when the Treasury spent that money, it moved into 
the pockets and bank accounts of the soldiers and sailors 
and armament producers and farmers, who, in turn, either 
spent it for their own needs or (as was frequently the case) 
checked it back to the Government again as money paid 
for taxes or money paid for Government bonds. 

 Out of total borrowings of $210 billion from the end 
of 1940 to the end of 1945, $70 billion were borrowed 
from the commercial banks. No wonder, then, that the 
war period was accompanied by a tremendous increase 
in the supply of money, from $40 billion at the beginning 
to more than $100 billion fi ve years later. Since this was 
an even faster rate of expansion than the steep rise in the 
gross national product, more than enough money was cre-
ated to fi nance the war effort. Thus, interest rates stayed at 
the low levels of the 1930  s, even though Government debt 
more than quintupled. 

 If we think about it objectively, the ultimate impact 
on the economy would have been essentially the same if 
the Government had printed that $70 billion instead of 
borrowing it from the commercial banks. Somewhere, 
the Government had to fi nd this money that it either 
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could not or would not raise from those who already 
had funds in their pockets and bank accounts. The money 
it created took no cash away from anybody and, in fact, 
increased the purchasing power of the civilian economy 
when it was spent by the Government. Isn ’ t this exactly 
the same thing as printing new currency and paying it out 
to pay for the war? Times and forms change, but substance 
seldom does. 

 One fi nal point is worth making here. Had the 
Government fi nanced the war entirely by taxation or 
entirely by taxation and borrowing from lenders other 
than commercial banks, then individuals, corporations, 
and fi nancial institutions would have had few dollars 
indeed to spend for any other purpose. With the avail-
able money supply so small, expenditures other than 
Government expenditures would have been extremely 
diffi cult to fi nance. Little danger of infl ation would have 
existed under conditions of this nature, even though the 
supply of goods available to the civilian economy was also 
limited. 

 By fi nancing part of the war effort through the crea-
tion of new money, however, the Government not only 
left purchasing power in the pockets of the civilian econ-
omy but, in fact, increased that purchasing power as it 
spent the new dollars provided by the commercial banks. 
The money supply burgeoned by more than $60  billion, 
while the annual output of goods and services available 
for civilians to buy with it showed virtually no increase 
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at all. A gigantic infl ation would have resulted had we 
not had an intricate and bothersome network of price 
controls and rationing as a substitute for the normal allo-
cating process of the price system. 

 How did the banking system fi nance these purchases of 
Government securities, and what role was played by the 
Federal Reserve during these years? 

 As the member banks had $7 billion in excess 
reserves at the end of 1940, they clearly had ample 
resources to buy the Government bonds that began to 
be issued in such profusion. While the total volume of 
reserves held steady at around $13 billion to $14  billion 
as the reserves lost by one bank when it bought a 
Government bond were transferred to some other bank 
as the Government spent the proceeds, the creation of 
new deposits resulting from the enormous purchases 
of Government bonds increased the volume of reserves 
the banks were  required  to hold, so that required reserves 
rose steadily and excess reserves were squeezed down to 
only about $1 billion. 

 But haven ’ t we forgotten something from an ear-
lier chapter? What about the enormous outfl ow of cur-
rency from the banks during the war years? Swollen by 
payments to soldiers and to farmers and by the use of 
currency in black market and tax - evading operations, 
currency in circulation rose from $8 billion at the end of 
1940 to nearly $30 billion by the end of the war. As we 
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have seen, these are withdrawals that have no offsetting 
deposits and, therefore, drain reserves out of the banking 
system. 

 Consequently, the Federal Reserve Banks had to 
replenish the reserves the member banks lost through the 
withdrawals of currency. Federal Reserve Bank purchases 
of Government securities during this period therefore 
amounted to $22 billion — enough to offset fully the loss 
of currency and to keep excess reserves from falling below 
$1 billion. This was, in fact, another $22  billion that the 
Government was able to raise without tapping existing 
purchasing power. 

 The steadiness of interest rates during the war years is a 
clear sign that the excessive amount of liquidity in the 
American economy at the end of the Depression was still 
there at the end of the war. The economy had grown tre-
mendously, the dollar volume of business activity was very 
much higher, the volume of outstanding Government debt 
had reached levels no one could have believed  possible —
 but the money supply had expanded fast enough to take 
care of all the additional fi nancing that was necessary and 
keep interest rates at Depression levels as well. 

 During the war, of course, people were willing to put 
up with a lot for the sake of victory. Among other things, 
they tolerated without too much grumbling the ration-
ing and price controls that were required to prevent our 
outsize money supply from causing a catastrophic infl ation. 
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Since taxation and direct borrowing had been insuffi cient 
to repress civilian demand, and since, in fact, our purchas-
ing power had been increased as the Government spent 
the new dollars it borrowed from the banks, some mech-
anism had to be set up to keep the demand for civilian 
goods and services from racing too far ahead of the avail-
able supply. 

 But when the war was over, people wanted to use that 
money to buy the things they had been unable to fi nd 
during the war and unable to afford during the Depression. 
Businessmen were restless to shake off the shackles of con-
trol. All the money built up as a result of the gold infl ow 
of the 1930  s and the subsequent impact of war fi nance 
rushed like a torrent into the postwar economy.                          
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Chapter 14

   The Experience 
of 1945  to 19 63          

 With the end of the war and the rapid 
 dismantling of all wartime controls, the great 
pool of money that had formerly been fl ow-

ing into the Treasury now burst upon the marketplace for 
automobiles, homes, clothes, appliances, butter, and meat 
for which people had been yearning for so long. But it was 
not only consumers who stampeded into the marketplace; 
businessmen were eager to re  equip their run - down pro-
ductive facilities. Western Europe turned to us as well for 
assistance in the seemingly bottomless job of reconstruc-
tion, and countries that had prospered by staying out of the 
war also joined the queue of eager buyers. 

 The fl ow of expenditure was swollen by money that 
the Treasury returned to the rest of the economy. The war 
had come to an end at an early date that took the Treasury 
by surprise, a large war loan having just been sold to the 
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public during the spring of 1945. This extra cash, which 
was happily unnecessary for the war effort, was used to 
repay more than $20 billion of Government debt during 
1946 and 1947. 

 Whereas the physical output of goods and  services 
in the early postwar years was probably a little lower, 
and surely no bigger, than it had been at the high point 
of war production in 1944 (although, of course, its com-
position changed completely), the demand for goods and 
services was so voracious that businessmen had no hesi-
tation in taking advantage of the seller ’ s market to raise 
prices. Workers, breaking out of the wartime wage - freeze, 
demanded and had little trouble in obtaining higher wages. 

 No problems of defi nition arose in describing the fi rst 
three postwar years: this was infl ation. Between the end 
of 1945 and 1948, consumer prices rose 33 percent, 
and wholesale prices jumped a staggering 51 percent. A 
good deal of this price stampede, however, was only a catch-
ing up to the infl ationary pressures that had been generated 
during the war and dammed by price and rationing con-
trols. From 1942 to 1945, for example, wholesale prices had 
risen by only 7 percent. 

 Prices and wages were of course able to rise so fast 
because of the excess liquidity that had been accumulating 
ever since 1933. From 1933 to 1940, the money supply 
had expanded just slightly faster than the gross national 
product, but the potential increase in the money sup-
ply had been enormously swollen by the infl ow of gold 
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and consequent rise in the excess reserves of commercial 
banks. From 1940 to 1945, however, the money supply 
rose by two and a half times while gross national product 
just about doubled. 

 Furthermore, a large volume of money substitutes had 
also been accumulated — assets so readily convertible into 
cash (such as savings deposits and U.S. Government Savings 
Bonds) that people were ready to spend their holdings of 
currency and money in checking accounts with the assur-
ance that they could easily replenish their supply of money 
by cashing in these near - money liquid assets. 

 Without the accumulation of cash and liquid assets 
during the war years, the infl ation of 1945  to 19 48 could 
never have taken place: no one could have afforded to pay 
the higher prices, no businessmen could have fi nanced the 
rising cost of production. Naturally, some individuals and 
business fi rms had insuffi cient cash to fi nance all their 
expenditures. However, they had no diffi culty in fi nding 
fi nancial institutions eager to replace their low - yielding 
Government securities with more profi table investments. 
Credit was indeed abundant and remarkably easy to fi nd. 

 The persistent liquidation of Government securities (or, 
what came to the same thing, the failure of holders of 
maturing Government bonds to replace them with new 
Government bonds) ran into substantial sums. From 1945 
to 1950, commercial bank holdings of Government securi-
ties shrank by $30 billion, while insurance companies and 
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 non  fi nancial corporations liquidated on balance about $7 
billion more. Although individuals continued to accumulate 
Savings Bonds for a long time after the war, they neverthe-
less sold off nearly $4 billion in marketable Government 
securities during the 1945  to 19 50 period. 

 As long as there was so much cash around, sellers of 
Government securities should have had no trouble in fi nd-
ing buyers. The diffi culty was, however, that most investors 
were now looking for other types of assets that would pro-
vide a higher return. Furthermore, money that had been 
sitting during the war was now rapidly moving on the 
wing: the gross national product expanded by one-third 
from 1945 to 1950 on an increase of only 10 percent in 
the money supply. Another measure of the degree to which 
idle dollars were being put to active use is the sharp rise in 
debt among borrowers other than the Federal Government:

        Billions of Dollars  

        1945    1950  

    State and local
  governments    13.7    20.7  
    Corporations    85.3    142.1  
    Individuals: farm    7.3    12.3  
     nonfarm    96.6    147.9  
    Total    202.9    323.0  

 These trends became the subject of profound concern. 
The economy had lived so long on low interest rates that 
low interest rates were considered a necessary condition 
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for continued prosperity (especially in the construction 
industry). Any tendency toward higher interest rates thus 
appeared to be cause for alarm. Furthermore, aside from 
the pressures of the fundamental economic forces playing 
on the level of interest rates — the degree to which pro-
duction was outpacing the supply of money — investor 
expectations also had to be considered. The fear arose that 
anticipation of higher interest rates would cause large - scale 
dumping of Government securities and that the millions 
of individuals who held more than $40 billion in Savings 
Bonds redeemable on demand would rush to the Treasury 
and ask for their cash. 

 Once again, the Federal Reserve came to the  rescue. 
While the Reserve Banks did let their shorter - term 
Government bonds run off by selling them or refrain-
ing from replacing them as they matured, they were 
heavy buyers of issues due in more than one year dur-
ing the infl ationary climax of 1948. Their holdings of 
these issues jumped from almost nothing to $12 billion 
in twelve months. Consequently, the Federal Reserve 
successfully put its fi nger in the dike and staunched the 
fl ood of selling; the level of long - term interest rates was 
remarkably steady for a period characterized by such a 
powerful wave of economic expansion. 

 But the situation was reaching a critical point with 
the approach of 1950. Reserve Bank holdings of short -
 term securities had fallen so low that the Reserve Banks 
would soon have nothing to sell to offset their  involuntary 
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purchases of longer - term issues. If they were forced to 
stand ready to buy at pegged prices all Government secu-
rities offered for sale, in no matter what quantity, they 
would have had no means of limiting the supply of mem-
ber bank reserves. In effect, they had lost control over the 
money supply at a time when infl ation was rampant. 

 Although the Federal Reserve was dubbed an  “ engine 
of infl ation ”  it performed the task with great reluctance. 
Relations between the offi cials of the System and the 
Truman administration were anything but cordial dur-
ing this period. However, the impact of the Korean War 
during the summer of 1950 brought matters to a head. If 
another major and perhaps catastrophic wave of infl ation 
were to be avoided under the pressures of war fi nance 
and renewed Federal defi cits, the Federal Reserve had to 
be relieved of its obligation to be the residual buyer of 
Government securities offered for sale. 

 The result was what became known as the Treasury –
 Federal Reserve  “ Accord ”  of April 1951. The Federal 
Reserve naturally continued to be concerned that con-
ditions in the Government securities market should be 
 “ orderly ”  — that is, that prices moved smoothly rather than 
discontinuously and that suffi cient amounts were avail-
able to be bought or sold at various prices so that price 
changes would be gradual. But security prices were to be 
allowed to seek their own level, high or low. No longer 
was the Federal Reserve to be required to buy unlimited 
amounts of bonds at any price. 
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 An entirely new set of relationships emerged during the 
post - Accord years. Federal Reserve policy, although fl ex-
ible and willing to make credit readily available through 
the commercial banks during recessions, was neverthe-
less strongly biased in the direction of preventing fur-
ther price infl ation. The objective was to do everything 
possible to avoid a redundant money supply that would 
help to fi nance the persistent price increases of the 1950  s, 
Although the dollar volume of business activity expanded 
by 75 percent from 1951 to 1963, the supply of money in 
the form of demand deposits and currency increased by 
only 20 percent. Consequently, the path of interest rates, 
despite brief interruptions during the periods of business 
recession, was clearly upward. 

 The real climax of this period came during the 13 per-
cent expansion in gross national product from 1958 to 
1960 accompanied by less than a 3 percent increase in the 
money supply. No wonder the interest yield on long - term 
bonds rose by nearly 50 percent at that time, as business 
fi rms and individuals needing cash desperately strove to 
pry it loose from those who held it. 

 The view of this situation from the boardrooms of the 
commercial banks is refl ected in the trends of the crucial 
magnitudes that determine banking policy — the supply of 
bank reserves available to fi nance an expansion in lending 
or in purchases of securities. And, despite the expansion 
in business activity, despite the rising demand for money 
to fi nance this expansion, the Federal Reserve refused 
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to make additional reserves available to the commercial 
banks except on a temporary basis. 

 In other words, instead of buying Government securi-
ties in the open market and thereby providing a perma-
nent addition to member bank reserves, the authorities 
insisted that the member banks come to the discount 
window and  borrow  the extra reserves they needed to meet 
the demand for credit. As a result, member bank borrow-
ings from the Federal Reserve oscillated between virtually 
zero during recession periods to a level of $1 billion or 
more during business expansions. 

 Once borrowings hit the $1 - billion level — in 1952, 
in 1955  to 19 57, and again in 1959 — banks became very 
strict in  deed about granting new loans and tended to sell 
securities on balance. Then, a businessman or  individual 
needing funds to fi nance a further rise in production 
or spending had to fi nd a lender (or someone to buy 
the security he wanted to liquidate) outside the com-
mercial banking system. It was in these years that interest 
rates consequently rose most steeply. Conversely, before 
the commercial banks would come back into the money 
and capital markets as buyers in suffi cient volume to 
push interest rates downward again, they fi rst reduced 
their indebtedness to the Federal Reserve well below the 
$1 - billion   level. 

 Now, however, let us turn our attention to another set of 
relationships that seems to contradict what we have just 
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been discussing. For, although commercial bank holdings 
of Government securities moved up and down on a hori-
zontal course from 1951 to 1963, loans made by member 
banks to business fi rms and to consumers showed a steep 
and virtually uninterrupted rise from about $50 billion in 
1951 to nearly $150 billion by 1963! 

 How can it be that the banks were able to fi nance 
this enormous expansion in lending? Excess reserves in 
1951 amounted to about $1 billion, and we have seen 
that from time to time the banks borrowed up to approx-
imately the same amount from the Federal Reserve, but 
these amounts are piddling next to the growth in their 
credit activities. Where did the banks fi nd the necessary 
reserves? 

 The solution to this paradox lies in two  developments —
 one planned, the other a by - product of a policy designed to 
achieve a different objective. 

 One reason why required reserves rose so much more 
slowly than we might have expected is that the Federal  
Re  serve authorities reduced member bank reserve require-
ments in a series of steps as shown in the following table. In 
other words, a given volume of reserves was able to support 
an increasing volume of commercial bank credit. 

 This policy was less a matter of choice than of neces-
sity. There was no doubt that an expanding economy 
required additional sums of money to fi nance its growth. 
Whether the increase in the money supply should 
have been faster or slower was a matter of dispute, but 
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 everyone agreed that some increase in the quantity of 
money was called for to fi nance the growth in the econ-
omy. In order to provide the member banks with the 
reserves they needed to create this increased supply of 
money, the Federal Reserve would either have had to buy 
Government securities in the open market or lower mem-
ber bank reserve requirements. One policy would have 
increased the total volume of reserves; the second would 
have permitted a given volume of reserves to support a 
larger amount of member bank loans and investments.

  Demand Deposits  
  Time 

Deposits  

      

  Central 
Reserve 

City Banks  ∗    

  Reserve 
City 

Banks  
  Country 
Banks  

  All 
Banks  

    February 1, 1951    24 %     20 %     14 %     6 %   
    July 9, 1953    22    19    13    6  
    August 1, 1954    20    18    12    5  
    April 24, 1958    18    16 ½     11    5  
    September 1, 1960    17 ½     16 ½     12    5  
    December 1, 1960    16 ½     16 ½     12    5  
    November 1, 1962    16 ½     16 ½     12    4  

∗ Formerly New York and Chicago; reclassifi ed as reserve city banks on 
July 28, 1962.

 But another factor has also permitted a given vol-
ume of member bank reserves to support a larger level of 
deposits: this was also related to the tendency for foreign-
ers to want to withdraw funds from the United States. For 
reasons that we have already explored in Chapter  12 , the 
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monetary authorities wanted to make it more attractive 
for foreigners to continue to hold balances in American 
banks. Consequently, in 1961, the maximum rate of inter-
est that commercial banks were permitted to pay on time 
and savings deposits was increased signifi cantly. 

 However, the increase in rates offered by commercial 
banks on their time and savings deposits only intensifi ed a 
trend that had already begun to manifest itself in the mid -
 1950  s. Indeed, over 60 percent of the expansion in total 
bank deposits since 1951 has been in time, rather than 
in demand, deposits. As the reserve requirement on time 
deposits is only one-third to one-quarter as much as on 
demand deposits, a much smaller volume of reserves has 
been necessary than would have been required if the 
public had chosen to hold more of its assets in the form 
of demand deposits. 

 Even though so much of the deposit expansion was 
in time and savings accounts instead of checking accounts, 
what happened was nevertheless consistent with the pro-
cess described in Chapter  6 . While member bank loans 
and in  vestments expanded by about $100 billion from 
1951 to 1963, total deposits in the member banks also 
increased by just about $100 billion over the same period. 
The rise in member bank loans and investments, in other 
words, led to an equivalent increase in deposits, just as the 
theory predicts they would. 

 Nor does the pattern we see here mean that the 
commercial banks actually paid out the proceeds of 
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loans or paid for securities they bought by creating new 
time deposits. The process that went on was precisely 
the same as the process described in Chapter  6 : bor-
rowers were paid by having sums added directly to their 
checking accounts at the bank where they borrowed the 
money, while sellers of securities were paid by checks 
that they deposited in their checking accounts at their 
own banks. 

 But obviously the public — which includes busi-
ness fi rms and fi nancial institutions other than commer-
cial banks, as well as individuals — must have found that 
it was holding more of its assets in the form of check-
ing accounts than it actually had to hold in that form. 
The attraction of high rates of interest on time and savings 
accounts induced businesses and individuals to cut down 
the balances in their checking accounts, on which they 
earned nothing, and to carry more in accounts on which 
they could earn interest. So long as the time and savings 
accounts were so readily convertible back into money, the 
public was willing to let checking accounts run down to 
a minimum working level. Thus, while the commercial 
banks now had to pay interest on deposits on which they 
formerly had had to pay nothing at all, they also could 
lend out and invest 96 cents of every dollar in time and 
savings accounts as compared with lending or investing 
only 80 - odd cents of every dollar in demand deposits.           
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Chapter 15

   The Experience 
of 1966          

 Nineteen sixty - six deserves a chapter of its own 
because it was in fact a unique chapter in 
American monetary history. Nothing like it 

had occurred since the debacle of the early 1930  s. True, 
1959 had seen a period of extremely tight money, high 
 interest rates, and panicky investors. But 1966 differed so 
much in degree that it was in fact a difference in kind. 
During that summer, even the most sanguine and even the 
most sophisticated of observers feared that the whole bank-
ing structure might collapse in a wild drive for liquidity. 

 Events were all the more remarkable because extraor-
dinary balance among the various parts of the economy 
had characterized the buoyant economic growth of the 
three preceding years. Although the physical produc-
tion of goods and services during the three year period 
1963  to 19 65 grew at an annual rate of about 5  percent, 
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 compared with less than 3 percent during the years 1960 
to   1962, prices rose at a slower rate than during the 
immediate past, labor costs per unit of output tended to 
decline even though unemployment was falling, the bal-
ance of payments showed encouraging signs of improve-
ment, and long - term interest rates — quite contrary to the 
usual pattern during periods of rapid economic growth —
 were moving sideways. 

 As 1965 drew to a close and 1966 rolled around, 
however, a number of factors combined to upset the 
economy ’ s balance. Any one or two of these could have 
been absorbed in the general forward momentum, but 
the combination of all of them at an advanced stage of the 
business cycle was more than enough to destroy the econ-
omy ’ s equilibrium. 

 First, and perhaps most important, little or no slack 
existed for further expansion. During the fi rst half of 
1965, more than 4.5 percent of the labor force was unem-
ployed; this fi gure dropped from 4.5 percent in July to 4.0 
percent in December and continued on down to 3.7 per-
cent in the spring of 1966. Manufacturing fi rms had been 
operating their plants at less than 90  percent of capacity at 
the beginning of 1965 and at well over 90 percent at the 
end of the year. After eight years of extraordinary stabil-
ity, prices of manufactured goods began to move up at a 
rate of almost 5 percent a year. Member banks had free 
reserves of almost $200 million at the beginning of 1965 
and owed the Federal Reserve less than $250  million. By 
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the end of the year, their  borrowings had almost doubled 
and their free reserves were exhausted; by March 1966, 
their borrowings from the Federal Reserve exceeded their 
excess reserves by about $250 million. Increasing concern 
on the part of the Federal Reserve authorities was indi-
cated in December 1965 when they raised the discount 
rate from 4 to 4 ½   percent — the highest level since the 
crisis of 1929. 

 At the same time that the economy was expanding 
and pressing against scarce real and fi nancial resources, the 
U.S. Government ’ s rate of expenditure was accelerating as 
a result of escalating military operations in Vietnam. From 
1962 to 1965, federal purchases of goods and services had 
increased by a total of only $3.4 billion, or about 5 per-
cent; defense expenditures had actually declined. During 
1966, however, federal purchases of goods and services rose 
by $10 billion, all of it for defense. Indeed, in the fourth 
quarter of 1966, purchases of goods and services for the 
Department of Defense were running at an annual rate $12 
billion above the rate at the end of 1965. 

 But this was not all. Two aspects of federal fi nance led 
to unusual pressures on the money markets. 

 First, existing law prevented the Government from 
paying more than 4.25 percent on any obligations it 
issued with a maturity of more than fi ve years.  ∗   Toward 

  ∗   During 1967 this period was extended to a maximum of 
seven years. 
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the end of 1965, with all of the real and monetary 
 pressures that were accumulating, the yield on outstand-
ing U.S. Government bonds went above the 4.25 percent 
level. This meant that any new Government bond issued 
thereafter would have to offer more than 4.25 percent 
if it were to fi nd any buyers — which in effect meant that 
the Government had to restrict its new fi nancings to 
issues with maturities of less than fi ve years.  The conse-
quence was a fl ooding of the money markets with short -
 term Government paper, so that, in order for this paper 
to fi nd buyers, yields rose sharply and suddenly.  The yield 
on U.S. Treasury bills, for example, was one - third higher 
in the fall of 1966 than it had been just one year earlier. 

 Second, the Administration had resorted to a subter-
fuge of federal fi nance in order to make its administrative 
budget defi cit look smaller than it actually was. Certain 
federal agencies, such as the Federal National Mortgage 
Association (which buys and sells federally - insured 
home mortgages) and the Export - Import Bank, from time 
to time sell their assets to the public. In federal budget 
accounting, the proceeds of such sales are deducted from 
the Government ’ s expenditure  fi gures — which is why they 
are generally known as  “ negative expenditures. ”   Thus, in 
1966, the Administration chose to fi nance part of the ris-
ing cost of the Vietnam war by selling off these agency 
assets. But these assets, although fully guaranteed by the 
Government, were less familiar to investors than normal 
Treasury obligations;  consequently, they  commanded a 
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higher rate of interest and therefore tended to compete 
in the money markets with other types of short - term 
obligations. 

 Finally, the volume of corporate borrowing increased 
at a phenomenal pace, refl ecting a rapidly expanding need 
for cash. Expenditures on plant and equipment had risen 
by $7.6 billion altogether from 1962 to 1964, but the 
increase in 1965 alone amounted to $7.0 billion and to 
$8.7 billion in 1966. Inventory accumulation had averaged 
about $5 billion a year from 1962 to 1964 but acceler-
ated to $8 billion in 1965 and to more than $12 billion in 
1966. No wonder, then, that business fi rms found them-
selves short of cash and had to turn to the money and 
capital markets for fi nance. 

 From the end of 1962 to the end of 1964, total loans 
of commercial banks had risen $33.3 billion. During 1965 
alone, however, they increased by $24.6  billion, and, on a 
seasonally adjusted basis, they were up by another $14.6 
billion by the middle of 1966. At the same time as business 
fi rms were borrowing from the banks, there was an out-
pouring of new issues in the capital markets. Bond issues, 
which had averaged $10 billion to $11 billion in 1963 and 
1964, rose to $12.7 billion in 1965 and to $15.6 billion 
in 1966. New stock issues increased from $3.1 billion in 
1963 to $5.6 billion in 1965 and $6.5 billion in 1966. 
Commercial paper outstanding, which had been rising at 
a rate of about $1 billion a year through the end of 1965, 
increased by more than $4 billion during 1966. 
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 What was the Federal Reserve doing in the face of all 
of these developments? Although there was a clear desire for 
some degree of restraint, as we can see from the shift from 
positive to negative free reserves during early 1965, most 
aspects of Federal Reserve policy throughout 1965, and 
even in part during the early months of 1966, appeared to 
be expansionary in nature. 

 Thus, from the spring of 1965 to the spring of 1966, 
total reserves available to the member banks increased at 
an annual rate of 4.9 percent — at least as rapidly as during 
the years 1962  to 19 64 and more rapidly than the years 
immediately preceding 1962. The same thing was true of 
fi gures relating to the money supply.  ∗   Nothing seemed to 
be able to stop the powerful forward momentum of the 
expansion in bank credit. 

 But the fact remained that the banks were in an 
increasingly illiquid position and that the slightest 
pressure on the brakes by the Federal Reserve could 
change the pace suddenly and unmistakably. From the 
end of 1958 to the end of 1965, loans at commercial 

   ∗   It was the opinion of some observers that the expansion in 
the level of member bank reserves and in the money sup-
ply, instead of keeping interest rates down and money readily 
available, actually  contributed  to the high interest rates and tight 
money situation that developed during 1966. They reasoned 
that the Federal Reserve ’ s policy was so expansionary that 
it intensifi ed all of the infl ationary expectations and thereby 
created the very atmosphere it was designed to avoid!  
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banks had expanded by about $100 billion while their 
 security holdings had risen by less than $20 billion: the 
banks were thus hardly in a very liquid position. During 
1966, in fact, the banks were able to fi nance expansion 
in their loan portfolios only by selling off part of their 
securities. 

 And in April 1966, the Federal Reserve, disturbed by 
the excessive rate of economic expansion and the accel-
erating rise in commodity prices, did begin to press on 
the brakes. The objectives of monetary policy, as set forth 
in the minutes of the Open Market Committee meetings, 
changed from  “ moderating ”  to  “ restricting ”  the growth 
in the reserve base, bank credit, and the money supply. 
Indeed, the instructions to the manager of the System ’ s 
open market operations referred to  “ gradual reduction in 
reserve availability, ”  and the subsequent instructions issued 
a month later called for  “ a greater reduction if growth in 
required reserves [which refl ect the rise in bank credit and 
deposits] does not moderate substantially. ”  

 The impact of this change of posture was imme-
diately apparent, particularly as the overall demand for 
money and credit in the economy showed no signs that 
it was going to  “ moderate substantially. ”  Member bank 
borrowings at the Federal Reserve rose sharply from 
an average level of about $450 million during the fi rst 
three months of the year, to $750 million during the 
summer, and a peak of almost $900 million in early 
October. The total supply of member bank reserves 
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actually shrank slightly on a  seasonally adjusted basis 
from April to October. The supply of money in the 
economy followed suit. 

 There was a mighty collision between the burgeon-
ing demands for money and the restrictions on commer-
cial bank credit and the money supply. Many individuals 
and business fi rms rushed to borrow money in excess of 
current needs, which were already high, in order to assure 
themselves of liquidity. The market for long - term bonds 
and for common stocks became so disorganized and 
panic - ridden that many corporations sought accommo-
dation from banks on a temporary basis until they could 
refi nance later in a more congenial atmosphere. Banks 
refused to take on new borrowing customers at all, were 
forced to ration old customers, and resorted to the further 
sale of securities in order to meet credit demands at least 
in part. 

 A dramatic rise in interest rates refl ected the fi nancial 
tensions surging throughout the economy. The yield on 
U.S. Treasury bills, which had fl uctuated between 3 ½  and 4 
percent during 1964 and 1965, zoomed from 4 ½  percent in 
April 1966 to 5 ½  percent in October. The interest rate that 
commercial banks charge their prime business borrowers, 
which had held unchanged at 4 ½  percent from the latter 
part of 1960 to the end of 1965, climbed rapidly to 6 per-
cent during the fi rst seven months of 1966. After more than 
fi ve years of almost completely stable borrowing costs, top 
quality corporations were borrowing long - term funds in 
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the bond market at the highest rates since 1920. Common 
stock prices fell sharply to a point where investors could 
buy stocks more cheaply in relation to their earnings than 
at any time since 1958. 

 The panic, the uncertainty, and the hoarding of 
money were all intensifi ed by a side - effect of these devel-
opments that was certainly unintentional on the part of 
the authorities. As the interest rate on short - term Treasury 
issues, agency issues such as those of the Federal National 
Mortgage Association, and short -  and long - term obliga-
tions of top quality corporations climbed up above the 
5 percent level, individual investors began withdrawing 
funds from their savings accounts to buy them, accom-
panied by larger investors with funds held in commercial 
bank time deposits. People even began borrowing against 
their insurance policies, as the interest they could earn on 
the highest quality obligations rose above the rate their 
policy contracts required them to pay to the insurance 
companies. 

 The result was a sudden halt in the growth of depos-
its at major long - term savings institutions and even sud-
den waves of withdrawals. Mutual savings banks had been 
gaining deposits at an annual rate of about $4 billion, but 
in mid - 1966, their deposits were barely $1 billion above 
the level at the end of 1965. Savings and loan association 
deposits, which had been rising $9 billion to $10 billion 
yearly, showed virtually no gain at all during the fi rst eight 
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months of 1966.  ∗   Policy loans of life insurance companies 
expanded as much during 1966 alone as they had risen in 
the three preceding years altogether. 

 Residential construction was the major casualty of these 
developments, since these savings institutions are the primary 
source of mortgage money in the United States. Mortgage 
loan commitments of mutual savings banks, for example, 
dropped from $120 million at the end of 1965 to $89 million 
at the end of 1966. Mortgage loan commitments of savings 
and loan associations dropped by nearly one - half. Nonfarm 
housing starts collapsed from a seasonally adjusted annual 
rate of 1.3 million at the beginning of 1966 to 826,000 in 
October — the lowest level since the end of World War II.†     

 This experience taught the policy  makers an impor-
tant lesson. Tight money leaves most spenders and bor-
rowers unscathed — they may have to pay more for money, 
but they can continue to get it. Where tight money hits, 
however, the impact is total. The events of 1966 left 

   ∗   The savings and loan associations were forced to borrow 
more than $1 billion from the Federal Home Loan Banks in 
order to have suffi cient liquidity to meet withdrawals.   

  †   Ironically, at the same time that the Federal National 
Mortgage Association was selling participations in its assets 
to the public and thus intensifying interest rate pressures, it 
was lending support to the mortgage market by buying up 
$2.7 billion of home mortgages during 1966 — three times 
as much as in 1965.          
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most  individual and corporate borrowers in a position to 
fi nance all, or almost all of the expenditures they wished 
to make, but the residential construction industry was left 
in a state of disarray, marked both by bankruptcies among 
employers and a labor force scattered around in more 
promising occupations and almost impossible to reassem-
ble in any short period of time. 

 During the autumn months, however, the tide turned 
rapidly. Reserves of member banks stopped declining 
and by the spring of 1967 were much higher than they 
had been six months previously. Member bank borrow-
ings from the Federal Reserve fell sharply and rapidly 
from $900 million in October 1966 to only $200 mil-
lion in March 1967. These changes resulted in a renewed 
and vigorous expansion in commercial bank holdings of 
Government securities and in lending to business; a cor-
responding expansion in the money supply followed along. 
At the same time, money started fl owing back into savings 
institutions and commercial bank time deposits. 

 All of this was refl ected in a sharp drop in interest rates. 
By the spring of 1967 the yield on short - term U.S. Treasury 
issues was down by more than a full percentage point from 
its autumn peak as well as being below the levels of March 
1966. Yields on long - term Government bonds fell from a 
high of 4.80 percent in August 1966 to less than 4.50 per-
cent six months later. Stock prices were also strong, with 
leading stock market averages making new highs within six 
months of the October 1966 low point. 
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 What had happened to cause such a dramatic 
reversal? In many ways the factors involved were more 
 psychological than real, indicating that an important mar-
ginal share of the intense demand for money during the 
summer of 1966 was simply panic hoarding of an item for 
which the demand was rising much faster than the supply: 
cost was no object, for the sheer availability of funds was 
the major objective at a time when cash needs for capac-
ity expansion, inventory accumulation, and fi nancing of 
receivables were at a zenith. 

 The fi rst indications of a change came from 
Washington, as the Administration took two important 
steps to ease the crisis. First, they agreed to suspend the 
sale of assets of federal agencies and to return to fi nancing 
Government operations only through the sale of conven-
tional Treasury issues. This would mean a lower average 
rate of interest on Government fi nancings, less competi-
tion for savings institutions, and a lower overall interest 
rate structure altogether. Second, the President proposed 
suspension of some of the existing tax benefi ts available to 
business fi rms that spend money on new plant and equip-
ment or commercial structures: this was designed both to 
curtail the demand for money for capital spending and 
also to increase Government revenue and reduce the need 
to fi nance the defi cit in the money markets. In January 
1967, in fact, the President proposed a general increase in 
taxes in order to reduce the pressures that Government 
defi cit fi nancing was bringing to the money markets. 
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 Meanwhile, with the mortgage market in a state of 
chaos and many savings institutions struggling to fi nd 
enough cash to meet heavy waves of withdrawals by 
depositors seeking to buy higher yielding open mar-
ket issues, the Federal Reserve decided that a change in 
posture was necessary. The minutes of the September 13, 
1966 meeting of the Open Market Committee referred 
to the President ’ s new fi scal program and, while calling 
for  “ fi rm but orderly conditions in the money market ”  
added this proviso:   

 Operations shall be modifi ed in the light of unusual 
liquidity pressures or of any apparently  signifi cant 
deviation of bank credit from current expectations.   

 Then in November, the objectives of open market 
operations were set toward  “ attaining somewhat easier 
conditions in the money market. ”  

 Real as well as fi nancial factors motivated these deci-
sions. The fi nal months of 1966 brought forth signs that 
the combination of tight money and the age of the busi-
ness boom itself was acting to slow down the pace of 
business activity. The construction industry was the most 
obvious casualty, but new orders for durable goods were 
dropping, the rate of inventory accumulation slowed 
down sharply, corporate profi ts had leveled off, the 
increase in consumer debt tapered off, the unemployment 
rate was at its highest point for the year, and, perhaps most 
signifi cant, the index of wholesale prices of manufactured 
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goods, which had risen 2.3 percentage points during the 
fi rst eight months of the year, actually  declined  by 0.4 per-
centage points during the last four months. 

 Thus, the tight money crisis of 1966 passed into his-
tory, but it left behind three important lessons. 

 First, expectations as well as current needs play 
an important role in shaping the demand for money. 
Any tight money policy runs the danger of feeding on 
itself and creating a speculative demand for money that 
is almost impossible to satisfy. These consequences may 
be more catastrophic than the infl ation the tight money 
 policy is designed to avert. 

 Second, excessive reliance on monetary policy in pref-
erence to fi scal policy as a means of restraining demand 
is dangerous and places the burden unfairly on limited 
sectors of the economy. A general tax increase takes at 
least something out of the pockets of everyone, so that 
 everyone is forced to tighten his belt to some degree; the 
impact of tight money, however, is total in that it com-
pletely cuts off  all  access to fi nancing from some sectors 
while, despite the higher cost, money continues to be 
readily available to others. 

 Finally, our fi nancial system is more closely inter-
related and the American people are more sophisticated 
than the authorities realized. Long habits of using fi nan-
cial intermediaries to invest small savings can clearly be 
broken in a hurry when alternative means of investment 
begin to offer higher rates of return with no signifi cant 
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difference in safety or liquidity (and, indeed, some open 
market instruments have more safety and liquidity than 
savings deposits). The process of  “ disintermediation ”  that 
took place during 1966 caused dislocations far beyond 
anyone ’ s expectations and, in fact, raised dangers of fail-
ures and loss of confi dence among savings institutions 
that might have touched off a crisis of 1931  to 19 33 
dimensions. 

 At Christmas 1965, in the course of a speech to the 
American Economic Association, the Chairman of 
the President ’ s Council of Economic Advisors com-
mented on the diffi culties of policy determination for an 
economy at virtually full employment and full capacity 
with expansionary forces still at work. He was most con-
cerned, he pointed out, that the margin of error for poli-
cy  makers under these conditions was very much smaller 
than when they were simply trying to bring the economy 
from less than full employment up to its maximum. 

 The twelve months that followed surely proved his 
point.         
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          Conclusion

Money and 
Gold in 

the Future          

 When Lenin predicted that the Soviets would 
some day use gold to coat the walls and 
fl oors of their public lavatories, he was 

 expressing his scorn for the tyranny of money. But this 
 attitude has been no monopoly of the Communists. In 
our own history it was echoed in the  famous words of 
William Jennings Bryan:  “ You shall not crucify mankind 
upon a cross of gold. ”  Indeed, reformers and advocates of 
social change have long been in confl ict with the more 
conservative supporters of  “ sound money, ”  in a tradition 
that began before Andrew Jackson and runs through to 
the present day. 

 It is curious that this should be so, for conserva-
tives are just as interested as anyone else in seeing the 
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 country prosperous and fully employed. Nevertheless, 
the man who lends money wants to be sure that the 
money he receives in repayment will buy as much as 
the cash he originally parted with; he knows that 
when credit is too easy to obtain, demand outruns 
supply, prices tend to rise, and money loses its value. 
Conservatives also believe that progress should come 
slowly, with plenty of time for trial and error, in order 
to avoid excesses and distortions that may lead to disas-
ter. They know that providing too much money too fast 
will permit the fi nancing of too many projects doomed 
to fail the inexorable tests of profi tability. 

 The controversy has lost none of its intensity with 
the passage of time. Today those who warn most vigor-
ously against the dangers of infl ation are the same peo-
ple who insist that gold is the only satisfactory basic 
means of payment among nations. On both scores, they 
are skeptical about the ability of men to show the self -
 control and moderation that would be required if legal 
and natural restrictions on the quantity of money were 
to be removed. But they are confronted with other men 
who are impatient with barriers to expansion that seem 
arbitrary in origin and that have been accompanied by 
chronic unemployment and underutilization of produc-
tive capacity. 

 Let us explore briefl y this second and less ortho-
dox view of the management of money and gold — not 
because of any desire to take sides, but rather because 
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the accepted doctrine receives so much more attention 
and so thoroughly dominates the pages of the fi nancial 
press. Only in books and journals written for professional 
economists (where the presentation tends to be pedantic 
and complex) or in the works of biased popular writers 
(where the case is badly argued) does any irreverence or 
any doubt appear concerning the conventional wisdom 
that infl ation is our greatest enemy and that gold must 
continue to be the ultimate determinant of our eco-
nomic fate. 

 In any case, a primer on money and gold should prop-
erly ask whether infl ation is as great a threat to the 
American economy as it is supposed to be — and, regard-
less of whether it is or not, whether monetary policy is 
adequately equipped to restrain it. 

 The long - run history of prices in the United States 
in fact denies the myth of permanent infl ation. Although 
we have never had a war without an infl ation, our peace-
time price record appears as a horizontal oscillation, 
with at least as many years of declining prices as years of 
so - called infl ation. 

 There is no mystery why this should be so. The 
American economy is fabulously productive and intensely 
profi t - oriented. When demand exceeds supply and buy-
ers are willing to spend more money for the same quan-
tity of goods, profi ts expand. This expansion attracts fresh 
 capital and savings and induces existing producers to 
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expand their production. Before long, supply has caught 
up with demand and prices begin to recede again. The 
remarkable aspect of the price infl ation that broke out 
immediately after World War II was not its magnitude —
 pent - up demands were enormous and the quantity of 
money available to fi nance them was much more than 
adequate — but, rather, its brevity. Within three years after 
V - J Day most shortages had been overcome and prices 
began to decline. The average annual rise in the cost of 
living in the years 1953  to 19 67 was about 1 ½  percent 
a year and less than 1 percent a year in wholesale prices. 
This is surely too little to have much infl uence on peo-
ple ’ s decisions to spend or to save.  ∗   

 But isn ’ t there a danger that acceptance of the inevi-
tability of infl ation and, in particular, a relaxation of 
the anti - infl ationary bias of monetary policy could in 
fact lead people to buy in advance of their needs and 

  ∗   Infl ation has been a dominating topic of conversation in 
the stock market for many years and probably a majority 
of investors believe they are buying common stocks as a 
hedge against infl ation. From a rational viewpoint this has 
made little sense: stocks have done much better in years 
when the cost of living was stable than when it was ris-
ing sharply. Furthermore, prices of common stocks (as 
 measured by Standard  &  Poor ’ s 500) have risen fi ve times 
as fast as the cost of living since the end of  World War II, 
so that hedging against infl ation must have been only one 
of many motivations to buy and hold common stocks. 
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to abandon their holdings of bonds, life insurance, and 
 savings accounts? 

 This possibility does exist. But one can fi nd little or 
no evidence that it is likely to happen. According to one 
major and authoritative study of this subject,  ∗   truly radi-
cal shifts in savings patterns and in people ’ s willingness to 
hold cash do not start until prices have at least doubled in 
six months or less. In many countries, infl ationary price 
rises of 10 to 15 percent a year have persisted without 
causing a breakdown of the country ’ s fi nancial system. 

  When all is said and done, the productivity of the 
American economy is the ultimate barrier to runaway infl ation 
in our country.  The catastrophic infl ations of history — and 
many large, but less disruptive, infl ations — have been the 
result of a real shortage of goods and a breakdown of 
the economy ’ s ability to produce and distribute, rather 
than of an excess of money. This was clearly the case 
in the Confederacy during the Civil War, and in the 
defeated countries of Europe and Asia after World War I 
and World War II. It has also been the case in the under-
developed nations, where resources must be devoted to 
building roads and factories and power plants rather than 

   ∗   Brown, A. J.,  The Great Infl ation  (New York: Oxford 
University Press, 1955), p. 195. See also T. and A. Scitovsky, 
 “ Infl ation and Unemployment: An Examination of their 
Effects, ”  in J. Conard  et al., Infl ation, Growth, and Employment,  
Commission on Money and Credit (Englewood Cliffs, N.J.: 
Prentice - Hall, Inc., 1964), pp. 429 – 470.  
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to consumer goods while at the same time the demand 
for consumer goods is burgeoning. These types of prob-
lems simply do not exist in the American economy (or 
exist only very briefl y), where, for most of the peacetime 
years in the twentieth century, our capacity to produce 
has exceeded our willingness to buy. 

 But even if we can avoid the most serious forms of 
infl ation, isn ’ t even a little infl ation a bad thing? Even if 
the habits of consumers remain unchanged despite gradu-
ally rising prices, aren ’ t businessmen likely to accumulate 
excessive amounts of inventory and to expand plant and 
equipment far beyond their immediate needs, in order to 
hedge against higher prices in the future? And doesn ’ t this 
ultimately lead to falling production and to rising unem-
ployment when the inventories are bulging out of the 
warehouses and when productive capacity is clearly out 
of line with the demands of customers? Doesn ’ t the rising 
cost of living make workers press for higher wages that 
then squeeze profi ts and consequently cause business to 
cut back production and employment? 

 Yes, these patterns are most typical in our type of 
economy and do indeed describe the greatest diffi culties 
likely to develop if we drop our guard against an out-
break of infl ation. But it is also fair to ask whether the 
cure may be worse than the disease: are the consequences 
of trying to avoid infl ation any less serious than the con-
sequences of the mild form of infl ation that we typically 
experience? 
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 First of all, we are faced with the  extraordinarily 
 diffi cult problem of choosing exactly the right set of 
policies at exactly the right moment. In an economy as 
enormous, diversifi ed, and complex as ours, who is to 
determine the precise level of demand suffi cient to keep 
industry humming but not so great that it exceeds the 
quantity of goods and services we can produce?  ∗   

 If the economy is suffi ciently liquid so that fi nancing 
of expenditures is possible without the assistance of the 
commercial banks, monetary policy will be hard put to 
stop infl ation in any case. If, on the other hand, fi nanc-
ing is made so diffi cult that expenditures fall short of 
the desired level, men will be unemployed and machines 
will stand idle. This is especially likely if, as usually hap-
pens, prices and wages refuse to come down in the face 
of shrinking demand. In addition, we have no assurance 
that demand will be restricted in just those spots where it 
is excessive — it does no good to deny credit to the corner 
grocery store when large corporations accumulating raw 
materials are able to get all the credit they need: the lop -
 sided impact of tight money in 1966 is proof of this. 

 Most important, the dangers inherent in too little 
demand may be greater than the dangers of too much. 

   ∗   As the long controversy over the income tax surcharge of 
1968 suggests, fi nding the proper mix of fi scal and mon-
etary policy is diffi cult enough, and bringing Congress to 
act on tax changes a still more frustrating affair.  
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If business fi rms are operating below their full potential, we 
lose many of the economies of high - volume production. 
Instead of a risk - taking, enterprising economy running 
under a full head of steam, with production moving to 
ever higher levels and new products and new techniques 
the order of the day, we have an economy strangled 
in the rigidities and insecurities of an inadequate level of 
demand. Labor fi ghts against automation and other types 
of progress that would improve productivity. Minority 
groups feel the impact of job discrimination even more 
intensely than usual. Overhead costs, spread over a smaller 
rather than a larger number of units of output, loom high 
and cut into profi t margins. Finally, the evidence suggests 
that at least 6 percent (and probably a larger proportion) 
of the labor force must be unemployed if wage increases 
are to be kept in check — and this is a politically and 
socially intolerable level of unemployment. 

 Perhaps most signifi cant, no data exist to prove that 
countries with relatively stable price levels show faster 
rates of economic growth than countries with rising 
price levels. A country - by - country analysis of postwar 
experience throughout the world shows cases in which 
infl ation was accompanied by rapid growth and oth-
ers in which it was accompanied by slow growth. It also 
shows both slow and rapid growth associated with cases 
in which prices were relatively stable. 

 For example, of the countries of  Western Europe, only 
West Germany and Belgium had a smaller increase in 
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 living costs than the United States had during the decade 
of the 1950  s, but Belgium ’ s rate of economic growth was 
below ours and West Germany ’ s was much above. Austria 
and the United Kingdom showed the greatest increases in 
living costs; Austria ’ s rate of growth was second only to 
Germany ’ s, whereas Britain ’ s growth rate was the slowest 
of all. Denmark and France showed the same rise in living 
costs, but France ’ s output expanded nearly twice as fast as 
Denmark ’ s. 

 In short, we have no basis for believing that stable 
prices are essential for economic growth and full employ-
ment, nor can we necessarily argue that, in the diffi cult 
business of matching demand to supply, we would do bet-
ter to err on the side of too little demand than on the side 
of too much. 

 But what about the gold? Perhaps one could make the 
case that both the dangers and the consequences of infl a-
tion have been overstated, but don ’ t we still have to pro-
tect the dollar internationally? If pursuit of our domestic 
objectives requires us to abandon our external obligations, 
which alternative should we choose? 

 Although the arguments we have just reviewed indi-
cate that infl ation may be less of a problem in practice 
than the theoretical position against it might suggest, the 
practical case for defending our gold stock and the inter-
national status of the dollar is stronger than the theoreti-
cal one. 
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 For the theoretical one stands on rather weak ground. 
In the fi rst place, sacrifi cing anything for the sake of gold 
seems hardly rational. Sacrifi ces in order to have more 
houses or more factories or more roads or even more for-
eign investments or more atom bombs make some sense. 
Each of these has some use or serves some purpose. But 
gold in and of itself is useless: that is the whole point of 
the Midas legend. The Russians, for example, may some-
day want to coat their public conveniences with gold, but 
surely they are better off in the meantime to ship the gold 
out and to bring machinery in. 

 While most nations hold dollars in preference to gold 
as part of their foreign exchange reserve against a rainy day, 
the United States accrues relatively little bread - and -  butter 
advantage from this position as a  “ key currency. ”  The will-
ingness of foreigners to accumulate dollars has indeed 
enabled us to pay out to them more than they have paid 
over to us, but their continued preference for holding 
 dollars has required us on occasion to provide the economy 
with less liquidity and less fi scal stimulation than we might 
have found desirable under other conditions, while at the 
same time we have restricted the freedom of American 
businessmen and investors to accumulate highly profi table 
assets abroad. Thus, while giving up our position as a key 
currency would involve certain economic costs, they might 
well turn out to be smaller than the costs of preserving it. 

 In any case, why should the patterns of international 
trade be ruled by the arbitrary limits that nature has set on 
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the supply of gold? The effort to break free from the bonds 
of gold has been the primary objective of the long and 
tortuous monetary negotiations among the free nations 
to establish a new form of international reserve currency 
called Special Drawing Rights. The creation of a new kind 
of money as generally acceptable as gold involves com-
plex questions of national sovereignties, technical niceties, 
and psychological rigidities — but surely the effort must be 
worth the candle.  ∗   

 No, even though the practical and political diffi culties 
in the way of abandoning gold seem insurmountable, we 
should continue to chip away at the golden foundations 
on which our domestic and international fi nancial rela-
tionships have been built. But progress will be slow.  Those 
whose theoretical understanding makes them impatient 
with the practicalities of the matter must recognize that 
people ’ s primitive and visceral responses to money mat-
ters must be taken into consideration. Habits of using and 
thinking about money run deep and change with agoniz-
ing slowness. 

 The purpose of this book, in fact, has been   to speed up, 
if only a little, the understanding of the nature and use 
of money, to broaden the reader ’ s horizon to the point 

   ∗   For an excellent analysis of all of these matters, see R. V. 
Roosa,  The Dollar and World Liquidity  (New York: Random 
House, 1967).        
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where he will at least consider ideas that he might 
 otherwise have rejected outright. But perhaps the purpose 
goes further than that. To return to the point from which 
we started: money and gold have no use or value in them-
selves. On the contrary,  their value derives only from what we 
can buy with them.  

 In short, our wealth lies neither in the vaults at Fort 
Knox nor on the ledgers of our banks. Rather, it lies all 
around us, in what we have so prodigiously produced 
in the past and what we are capable of producing in the 
future.                   
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                 Appendix

Reading the 
Weekly Federal 

Reserve 
Statement          

 Central bankers by temperament tend to be 
taciturn. Since many of their decisions can 
have a major impact on the trend of security 

prices and, ultimately, on business activity, they want to 
do as little as possible to encourage speculation among 
investors and business executives in anticipation of 
change in central bank policy. This is not just because 
speculation usually feeds on itself and inevitably  increases 
instability in the economy; speculation obscures the 
 basic economic trends that the central bank authorities 
are attempting to infl uence in one direction or the 
other. 
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 If most of the deliberations of the directors of 
the twelve Federal Reserve Banks, of the Board of 
Governors of the System, and of the Open Market 
Committee in Washington are in secret, is there any way 
that we can follow the direction and intensity of Federal 
Reserve policy? 

 Although changes in the discount rate or in reserve 
requirements are obvious signs of Federal Reserve inten-
tions, a careful reading of the Federal Reserve Banks ’  
weekly statements can yield useful clues and keep the 
astute observer up on trends in monetary policy. Indeed, 
reading this statement each week is one of the great 
detective games in the fi nancial world, as the effort is 
made to sift normal operating procedures or random vari-
ations in the data from intended changes prompted by 
policy decisions on the part of the authorities. 

 As we have already seen, the fulcrum of monetary pol-
icy is the supply of member bank reserves relative to the 
quantity of reserves that the banks are required to hold 
against their deposits. As the Federal Reserve authori-
ties have no direct control over the volume of deposits 
in member banks, and as they are reluctant to change 
the percentage reserve requirement (except at widely 
separated intervals), their only means of infl uenc-
ing the member banks to increase or reduce their loans 
and investments is by causing changes to occur in the 
total quantity of member bank reserves. Even here, their 
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 controls are somewhat limited, as member banks bor-
row reserves or repay borrowings at the Federal Reserve 
on their own initiative. Nevertheless, through the tool of 
open - market operations the authorities have a powerful 
technique for causing changes in the supply of member 
bank reserve balances. 

 Complications arise, however, because many extra-
neous factors also cause member bank reserves to vary. 
An increased demand for currency by the public, the 
infl ow of gold to the United States, and delays in 
the clearing and collection of checks are examples of 
events that affect member bank reserves and over which 
the Reserve authorities have no control. Therefore, in 
order to avoid erratic and excessive swings in the size 
of bank reserves from day to day, or even from month 
to month, a substantial part of Federal Reserve open -
  market operations will have nothing whatsoever to do 
with monetary policy but will be designed purely as 
steps to offset these seasonal or happenstance variations 
in other factors that are causing member bank reserves to 
vary. Finally, of course, the volume of reserves the banks 
are required to hold will vary with the level of deposits 
(and the mix between demand and time deposits), and 
this fi gure can also swing widely as a result of seasonal or 
erratic infl uences. 

 One can follow all of these procedures regularly in each 
Friday morning ’ s newspaper, which shows the balance sheet 
of the Federal Reserve Banks as of the close of  business on 
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the preceding Wednesday. The newspaper will also show a 
separate table, combining and rearranging the fi gures from 
the bank balance sheets, to help us follow the major ele-
ments of the situation. To make matters as simple as possible, 
the usual exceedingly wide daily variations are eliminated in 
this separate table, through the device of showing the  average  
of the daily fi gures. The average fi gures for the preceding 
week and for the same week of the preceding year are also 
shown for purposes of comparison. 

 Before looking at an actual statement and seeing how we 
might analyze it, let us fi rst list briefl y the various items 
that appear in this statement, with an explanation of how 
they cause changes to occur in member bank reserves. 

 The table begins by showing Federal Reserve open -
 market operations:  purchases or sales of Government securities  
and  repurchase agreements.  The latter cover arrangements 
that the Reserve Banks make with Government security 
dealers to buy from them temporarily certain amounts of 
Government securities, on the condition that the dealers 
will repurchase the securities at a specifi ed date and at a 
specifi ed price. In other words, repurchase agreements are 
really short - term loans made by the Reserve Banks to the 
Government security market. 

 The table then shows  discounts and advances to mem-
ber banks,  which reveals the extent to which the member 
banks are borrowing reserves or repaying their debts at 
the Reserve Banks. 
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 The next item, called  fl oat,  conventionally appears 
within the grouping summed up as Federal Reserve Credit. 
Float arises as the result of delays in the clearing of checks 
through the commercial banking system. For example, a 
man in New York receives a check from a customer in San 
Francisco. He deposits that check in his local bank, which 
in turn deposits it at the Federal Reserve Bank of New 
York. Neither he nor his bank can use that money until 
enough time has elapsed for the check to have returned to 
the local commercial bank in San Francisco against which it 
was drawn, after passing through the Federal Reserve Bank 
of San Francisco. If, however, owing to weather or other 
delays, the check takes longer than expected to get back to 
the bank against which it was drawn, the Reserve authori-
ties will nevertheless allow the depositor and his local bank 
in New York to have the use of that money. As accounts 
have been credited in New York, but no one ’ s account in 
San Francisco has yet been reduced, the people in New 
York  and  in San Francisco have the use of that money until 
the check fi nally does clear. 

 Float usually runs around $1 billion to $2 billion. It 
will vary with the character of the weather (especially in 
winter), with strikes and other factors that could delay the 
movement of the mails, and, of course, with the volume 
of checks in process. The volume of checks in process 
usually hits a peak around the middle of the month, when 
most companies pay their bills, and then tapers off toward 
the end of the month. While this seems like a complicated 

bapp01.indd   219bapp01.indd   219 7/16/08   10:09:09 AM7/16/08   10:09:09 AM

www.forex-warez.com



a p p e n d i x

220

and unnecessarily messy factor, a fl oat of a billion dollars 
or so is negligible compared with weekly check clearings 
that average nearly $150 billion a week. 

 We analyzed the effect of changes in the  gold stock  
on member bank reserves in Chapter 11  . Increases in the 
gold stock permit the Treasury to deposit gold certifi cates 
in the Federal Reserve Banks and to spend the proceeds, 
thereby increasing member bank reserves. Decreases in 
the gold stock have the opposite effect. 

  Treasury currency outstanding  refers to that part of our cur-
rency and coin that is issued by the Treasury rather than by 
the Federal Reserve. It consists largely of silver certifi cates 
and coin. Its impact on member bank reserves is precisely 
the same as the impact of the issuance of gold certifi cates —
 it gives the Treasury money to spend that will move into 
member bank reserves as the Treasury disburses the funds it 
has deposited in this manner at the Federal Reserve. 

  Currency in circulation  refers to all currency and coin 
held outside the Federal Reserve Banks. In other words, 
it covers currency and coin in the hands of the public and 
of business fi rms, together with the currency and coin 
held in the vaults of the commercial banks. An increase in 
currency in circulation reduces member bank reserves on 
deposit at the Federal Reserve, as the banks must with-
draw the currency they need from the Federal Reserve 
Banks. A reduction in currency in circulation permits 
the commercial banks to redeposit the currency in their 
accounts at the Federal Reserve. To the extent that banks 
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increase their holdings of vault cash, which count as legal 
reserves against deposits, an increase in currency in cir-
culation is offset by the rise in vault cash in fi guring the 
impact on  total  member bank reserves, and vice versa. 

  Deposits, other than member bank reserves, held with Federal 
Reserve Banks,  include accounts carried at the Federal 
Reserve Banks by the U.S. Treasury, by foreign govern-
ments and foreign central banks, and by nonmember com-
mercial banks which are permitted to carry such accounts 
for clearing purposes under certain circumstances. Checks 
drawn against such accounts will be deposited by their pay-
ees in commercial banks, which will in turn deposit those 
checks in their Federal Reserve accounts. Thus, withdraw-
als from these  “ other than member bank reserves ”  accounts 
tend to increase member bank reserves, and vice versa. 

  Treasury cash  covers cash assets held by the Treasury 
other than those on deposit at the Federal Reserve. The 
largest part of Treasury cash consists of gold held by 
the Treasury against which no gold certifi cates were ever 
issued. If the Treasury were to issue such gold certifi -
cates and deposit them at the Federal Reserve, Treasury 
cash would go down, but the impact on member bank 
reserves would be the same as if the gold stock had gone 
up. On the other hand, if the Treasury buys gold and 
issues no gold certifi cates against it, Treasury cash goes up, 
but the Treasury will have to tax or borrow the money 
to pay for the gold, so that member bank reserves would 
tend to go down. 
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 Now, how does all of this help us to obtain a better 
 picture of how the Federal Reserve actually operates? 

 Here is what these various factors looked like during 
the week ending September 25, 1963:

         Averages of Daily Figures   ∗   
( millions of dollars )  

         Change From:   

        Factors Supplying Reserves     9/25/63      9/18/63      9/26/62   

     1.    Federal Reserve holdings 
of Government 
securities              

     2.    Bought outright    32,040     � 169    +2,700  
     3.    Repurchase agreements     — 0 —      — 0 —      — 0 —   
     4.    Total    32,040      � 169    +2,700  
     5.    Discounts and advances 

to member banks    418    +193    +   266  
     6.    Float    1,937     �    58     �    239  
     7.    Total Federal Reserve 

credit    34,434      �   34    +2,732  
     8.    Gold stock    15,582     — 0 —      �    486  
     9.    Treasury currency 

outstanding      5,587     �  3    +     39  

    10.     Total factors supplying 
reserves     55,603      �    37    +2,285  

        Factors Absorbing Reserves  

    11.    Currency to circulation    35,850     � 166    +1,968  
    12.    Deposits, other than 

member bank reserves, 
with Federal Reserve 
Banks              
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    13.      Treasury    856     �  86    +  362  
    14.      Foreign    139     �  3     �      80  
    15.      Other    181     �  28     �   102  
    16.    Treasury cash    385     �  37     �   16  
    17.    Other Federal Reserve 

accounts    1,140     �  1    +  380  
    18.     Total factors absorbing 

reserves     38,551     � 319    +2,512  

        Member Bank Reserves            

    19.    With Federal Reserve 
Banks   †       17,052    + 282     �   226  

    20.    Currency and coin in 
vaults    3,148    +   18    +  235  

    21.    Total member bank 
reserves    20,200    +300       +    9  

    22.    Required    19,740    +188    +   53  
    23.    Excess (Total less 

 required reserves)    460    +112     �   44  
    24.    Free (Excess reserves less 

borrowings)    42     �   81     �   310  

∗ Totals may not add due to rounding. Line 7 also includes some minor 
miscellaneous credit granted to other than member banks.
†This fi gure will always be the difference between the total of factors supply-
ing reserves (line 10) less the totals of factors absorbing reserves (line 18).

 The best way to begin to look at the statement is by 
noting the direction of the changes in those nonpolicy 
factors that are likely to be large and erratic —  particularly 
the change in the fl oat (line 6), in currency in circulation 
(line 11), in the Treasury account at the Federal Reserve 
(line 13), and in required reserves of member banks 
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(line 22). In this particular week, the fl oat was  running 
off as the large volume of mid - month checks was fi nally 
being cleared, currency in circulation declined as Labor 
Day currency withdrawals gradually returned to the banks, 
the Treasury was paying out somewhat more money than 
it was taking in, and member bank required reserves 
showed a sharp upward jump, probably refl ecting an 
increase in deposits associated with an expansion in loans 
to fi nance the usual seasonal autumn rise in business activ-
ity. The net impact of these four factors on member bank 
reserves was substantially to offset one another, so that on 
balance they had no signifi cant effect at all that week. 

 Note, however, that the Reserve Banks were selling 
Government securities during the week (line 2), thereby 
reducing member bank reserves at a time when the autumn 
rise in business activity was pushing required reserves 
upward (line 22). No wonder, then, that the banks had 
to borrow back (line 5) the reserves they were losing as a 
result of Federal Reserve open - market operations. Although 
the return of currency from circulation and the net dis-
bursements by the Treasury did tend to raise member bank 
reserves, excess reserves (line 23) increased by a much smaller 
amount than the amount the banks felt they had to borrow. 
Consequently, free reserves (line 24) dropped off sharply. 

 In short, these fi gures tell quite a story. The Federal 
Reserve made clear its intention to supply only grudg-
ingly the reserves required by the banks to fi nance the 
rising level of business activity. This meant that money 
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would be somewhat more diffi cult and more expensive to 
obtain. It also suggested that the commercial banks would 
be forced to sell securities if they wanted to expand their 
loans to business fi rms and consumers. 

 If we look at the trend of developments over a period 
of a year, we can see at once that the Federal Reserve 
Banks were heavy buyers of Government securities 
(line 2). On closer examination, however, Federal Reserve 
purchases of Government securities provided little more 
in the way of reserves to the member banks than to offset 
the loss of reserves caused by an expansion in currency in 
circulation (line 11) — a natural accompaniment of increas-
ing production and employment — and the loss of gold to 
foreign countries (line 8). Indeed, had the member banks 
been less willing to borrow additional reserves (line 5), 
they would never have been able to increase their own 
loans and Government security holdings to the extent 
that they did, as indicated by the rise in their required 
reserves (line 22). It is clear that money was more diffi cult 
and expensive to obtain in the latter part of 1963 than it 
had been in 1962. 

 Thus, careful study of the weekly Federal Reserve state-
ment is an essential part of following fundamental trends 
in monetary policy and, in fact, in those aspects of money, 
banking, and gold that infl uence and are infl uenced by the 
tempo of general economic conditions.         
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                         Bibliography          

 The subject of money, banking, and gold is so 
important and its content has changed so much 
over time, that the temptation to create a bibliog-

raphy running into hundreds of titles is diffi cult to resist. 
However, the purpose of this bibliography is to mention the 
reading material that covers the essentials of the subject and 
the areas of most interest and controversy that surround it. 

 Five volumes are basic to an understanding of money, 
banking, and gold beyond the level touched by this book. 

 The serious student should surely read  The General 
Theory of Employment, Interest, and Money  by John Maynard 
Keynes (New York: Harcourt, Brace  &  World, Inc.), 
unquestionably the most important book in econom-
ics written in our century. Particular attention should be 
given to Chapters  XIII   through   XV , which discuss spe-
cifi cally the relationships among the supply of money, the 
level of interest rates, and the trend of business activity. 
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 A volume published more than forty years ago has 
never lost its freshness, its insights, and its eloquence. 
 Money,  by the English economist D. H. Robertson 
(New York: Harcourt, Brace  &  World, Inc.), is truly an 
extraordinarily perceptive and illuminating work. 

 Another book old in years but of immense impor-
tance for the understanding of central banking and money 
markets is  Lombard Street,  by the famous nineteenth -
  century economist Walter Bagehot (London: Kegan Paul, 
Trench, Trubner  &  Co., Ltd.). 

 The most recent important book in the fi eld is A 
 Monetary History of the United States,  1867 – 1960, by Milton 
Friedman and Anna J. Schwartz (New York: The National 
Bureau of Economic Research). This highly controver-
sial work takes the position that money is the primary 
determinant of business activity and employment, that the 
monetary authorities have done a poor job of regulating 
the supply of money, and that we should automatically 
permit an increase of 3 to 4 percent per annum in the 
money supply in order to assure an adequate rate of eco-
nomic growth. Whether one subscribes to this approach 
or not, the book is a gold mine of fascinating statistics and 
highly stimulating argument and analysis. 

 Finally, Lawrence Ritter ’ s excellent book of read-
ings,  Money and Economic Activity  (Boston: Houghton 
Miffl in Co.), second edition, contains a collection of the 
major articles from professional journals on this subject in 
recent years. Aside from the Friedman approach, the other 
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major area of controversy has been the Gurley - Shaw 
 thesis that fi nancial institutions other than the commercial 
banks have so effectively mobilized the money supply that 
simply controlling the quantity of money in the form of 
demand deposits is inadequate to the task of infl uencing 
the rate of expenditure in the economy. This is well cov-
ered in Ritter ’ s  Readings,  together with authoritative and 
thorough discussions of the other topics touched upon in 
these pages. 

 The Commission on Money and Credit volume, 
 Infl ation, Growth, and Employment,  by Joseph W. Conard 
 et al.  (Englewood Cliffs, N.J.: Prentice - Hall, Inc.) covers 
in great detail most of the theories of infl ation, the effec-
tiveness of the various types of infl ation controls, and the 
relationships among infl ation, employment, and economic 
growth. The book is well documented with excellent sta-
tistical material. 

  Federal Reserve Policy Reappraised,  1951 – 1959, by 
Daniel S. Ahearn (New York: Columbia University Press) 
is an unusually interesting and informative discussion and 
criticism of the tools of Federal Reserve control and the 
manner in which they have been used. 

 The Federal Reserve System publishes important 
material relating to the subject. Most of the relevant cur-
rent statistics appear in the monthly  Federal Reserve Bulletin  
and in the  Federal Reserve Chartbook,  published by the 
Board of Governors in Washington. Each of the twelve 
Federal Reserve Banks also publishes interesting monthly 
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letters that are free. In addition, the Board of Governors 
has published a useful little volume, also free,  The Federal 
Reserve System: Its Purposes and Functions  (latest edition, 
1963), that makes an excellent elementary introduction to 
the subject. A number of the Federal Reserve Banks have 
also published volumes on the operation of the System 
and the role of money in our economy. 

 The literature on gold and the U.S. balance of payments 
is of course voluminous. The two most interesting and 
informative, albeit controversial, works on the current aspects 
of the gold crisis are  Our International Monetary System,  by 
Robert Triffi n (New York: Random House), which argues 
powerfully for new and rational viewpoints toward interna-
tional reserves, and  The Dollar and World Liquidity  by Robert 
V. Roosa (New York: Random House), which traces in 
authoritative detail the transformation of U.S. international 
monetary policy from a heavy emphasis on  “ hard ”  gold to 
an equally heavy emphasis on  “ paper ”  gold.           
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Currency (Continued )
impact on bank reserves, 

121–124, 133–134
quantity of, 123
see also Federal Reserve 

notes; Money supply

Demand deposits, 40n. See 
also Checking accounts

Demand loan, 45n
Discount rates and policy, 

98–101, 107, 116, 183, 
189–198

Disintermediation, 202
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devaluation of, 156–158
as international medium 

of exchange, 
149–150, 155
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211–213
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into gold, 156–158
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commercial bank borrowings 
of, 85–86

definition, 108
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164–165
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1966, 190
reserve requirements and, 

108–114, 184
World War II, 

173–174

Federal funds, 86n
Federal National  Mortgage 
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Federal Open Market 

Committee:
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weekly meetings, 95–97, 
100, 216–218

structure of, 95
Federal Reserve Act of 1913, 

69, 125–126, 135
Federal Reserve Bank of 

New York, 139
Federal Reserve banks:

loans to member banks, 
96–97, 103, 182, 
189–198

powers, 70–71
relation to Board of 

 Governors, 70–71
structure of, 69–72
symmetry to commercial 

bank/public relationships, 
81, 89–90, 124

Treasury deposits at, 75–77, 
80–82

see also Federal Open  Market 
Committee; Federal 
Reserve System

Federal Reserve notes:
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gold certificates and, 130, 

133–134
Federal Reserve System:

Board of Governors, 70–71, 
95, 98

clearance of checks, 76–77
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217–218

as international medium of 
exchange, 139–152, 213

1938–1941, 164
Treasury monetization of, 

137–139, 188
two-tiered price system, 159

Gold certificates, Federal 
Reserve reserve require-
ments, 134–136

Gold standards, 128, 142–143, 
220

Government finance:
effect on member bank 

reserves, 81–82
effect on money supply, 

30–32, 138
Federal Reserve prohibitions, 

94–95
substitute for monetary pol-

icy, 166–167, 201–202
war finance, 173–175

Inflation. See Federal Reserve 
System; Money supply

Interest rates:
balance of international 

 payments and, 153
commercial bank portfolio 

of loans and securities and, 
46–48

impact of business activity 
on, 19–23

1938–1941, 164–166
1945–1963, 182–187

bindex.indd   235bindex.indd   235 7/16/08   10:09:57 AM7/16/08   10:09:57 AM

www.forex-warez.com



236

Interest rates (Continued )
1966, 189–195
open-market operations and, 

92, 100–102
as price of money, 18–22, 

164–165
short- vs. long-term, 

165, 198
World War II, 174–175
see also Liquidity

International Monetary Fund, 
152n

Keynes, John Maynard, on gold, 
144–145

Legal tender. See Federal 
Reserve notes

Liquidity:
of commercial banks, 42, 48, 

62, 188
impact on security prices 

and spending patterns, 25, 
108–111, 176–181

relation to interest rates, 
18–24, 165–166, 202

Loans. See Commercial banks; 
Federal Reserve banks

Member banks:
advantages and disadvantages 

of membership in Federal 
Reserve System, 71–72, 98

clearance operations, 75–79
loans from Federal Reserve 

banks, 72–74, 86, 189–190, 
194, 198

reserve requirements, 75, 
106–117, 216, 223

Monetary policy. See Federal 
Reserve System; Interest 
rates; Money supply

Money:
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Money supply:
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World War II, 170–175
see also Currency

Open market operations. See 
Federal Reserve System

Repurchase agreements, 218
Reserve city banks, 106, 108, 

117, 185
Reserve requirements:

Federal Reserve banks, 
133–135

limit to monetary expansion, 
not cash reserve, 107–108

member banks, 75–76, 106–
117, 185–186, 215–216

multiple expansion and con-
traction of deposits and, 
112–115

1951–1962 figures, 185
Reserves, definition, 43

Savings accounts:
disintermediation and, 

201–202

expansion in post-World 
War II period, 186–187

Special Drawing Rights, 213

Tax and Loan Accounts, 80–81
Time deposits, definitions, 44n.  

See also Savings accounts
Treasury:

deposits at Federal Reserve 
banks, 80–82

gold monetization and, 
135–139

Treasury-Federal Reserve 
Accord of 1951, 181–182

World War II, 168–173
Treasury cash, 221
Treasury currency, 220
Treasury Federal Reserve 

Accord of 1951, 
181–182

Treasury securities, pegging by 
Federal Reserve, 180–181

World War II, monetary and 
 fiscal policies, 168–175
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