Federal

New York

Reserve Bank of

Quarterly Review

Special Issue

15

21

29
35
42

48

75th Anniversary Issue

Introduction

Benjamin Strong The Formation of the
Federal Reserve System

Benjamin Strong Federal Reserve Control
of Credit

George L Harrison Some Essentials of
Monetary Stability

Allan Sproul Reflections of a Central Banker

Alfred E Hayes The International Monetary
System — Retrospect and Prospect

Paul A Volcker The Contributions and
Limitations of Monetary Analysis

Anthony M Solomon Unresolved Issues In
Monetary Policy

E Gerald Corngan Securing a More Balanced
Global Economy

75th Anniversary



Note on the speeches reprinted in this 1ssue — For the
convenience of the reader some editorial additions have
been made titles have been supplied for the speeches of
Benjamin Strong and subheadings have been inserted in
all speeches Punctuation and capitalization have been
modernized in the speeches of Benjamin Strong and
George Harrison



To Our Readers:

In honor of the 75th anniversary of the Federal
Reserve Bank of New York, this special issue of the
Quarterly Review reprints a selection of speeches by
the seven chief executive officers of the Bank. Gener-
ally, we have chosen one speech for each chief execu-
tive. In the case of our first Governor, Benjamin Strong,
we have included a speech dating from the middle of
his term as well as selections from a 1915 talk describ-
ing the earliest days of the Bank.

Taken as a whole, the speeches contained in this
volume portray a noteworthy—but perhaps not
surprising—consistency of philosophy among the
Bank’s chief executive officers. One powerful reason
for that consistency is to be found in the writings of
Benjamin Strong, whose lasting imprint on the Federal
Reserve Bank of New York is readily apparent. Strong’s
1915 description of -the early days at the Federal
Reserve is fascinating in both pragmatic and philo-
sophical terms; his mastery of the details of both com-
mercial and central banking is unmistakable.

From the very beginning, Strong saw credit policy as
“the heart of the system upon which...every other
part depends.” In 1922, he captured in a single para-
graph a description of the Federal Reserve which, in its
simplicity and its insight, probably spells out the
essence of the Federal Reserve as well as it has ever
been said in a few words. He wrote,

The Federal Reserve System has always impressed
me as being essentially a social institution. It is not
a supergovernment, it is simply the creature of Con-
gress, brought into being in response to a public
demand. It was not created only to serve the banker,
the farmer, the manufacturer, the merchant, or the
Treasury of the United States. It was brought into
being to serve them all: Its guiding influence is not
profit. Practically all its receipts over expenses go to
the government. For some the service it performs is
direct, for others it is indirect, but is not less definite
nor any less important. It needs and asks that it be
given the benefit of intelligent study and enlightened
criticism. Its future depends upon its own' good
behavior and upon its success in winning and hold-
ing the confidence of the public.

In the case of George Harrison, the second chief
executive officer of the Bank, we were able to locate
only one full-length address over his term of office. We
have included in the publication a letter written by Har-
rison which explains why he chose to avoid making
public statements.

Harrison’s 1936 speech is of note not just because it
apparently is the only formal speech he delivered dur-
ing the 12 years of his presidency but also because of
the setting in which it was written. It is very apparent
that the depths of the recession, the banking crisis of
March 1933, and the gathering storm of World War i
were all prominent in Harrison’s thinking. When he
speaks of “short-term funds washing about money mar-
kets of the worid in defiance of all the ordinary rules
except the rule of fear,” one cannot help but conjure up
a sense of how difficult that period must have been.

Yet, despite the turmoil of the day, Harrison’s speech
is most memorable for its insights on domestic and
international monetary policy. He makes the case that
economic nationalism can only resuit in lower, not
higher, standards of living. He obviously is sensitive to
the' limitations of monetary policy, including his belief
that “no central banking system can be made a substi-
tute for a sound commercial banking system.” He is
skeptical about “rules” in monetary policy but his
insight and his pragmatism are perhaps most evident in
his comments about alternative exchange rate regimes.

. Spaecifically, he writes, .

Now, the increasing rigidity which we have wit-
nessed has been cited by some as proof that an
international monetary standard is no longer work-
able. That seems to me the shallow and short-
sighted conclusion. It ignores the great dangers and
hazards of fluctuating exchanges as well as the
competition in defensive measures to which they
lead. Financial armaments, like military armaments,
are expensive and unsatisfactory. Moreover, there is
implied in this whole view the fallacious notion that
nothing more is involved than a mere act of choice;
that we are entirely freé to choose between domes-
tic monetary stability and international monetary sta-
bility. It would be nearer the truth, in my judgment,

N
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to say that neither is possible without the other.
Unless each country is literally to build a wall
around itself, our economic problem will always be
one of interplay between internal and external
forces, and no amount of choosing between fixed or
flexible exchanges will get around that fact.

Allan Sproul's “Reflections of a Central Banker” was
written only six months before he retired as the third
chief executive of the Federal Reserve Bank of New
York. Sproul's remarks, coming after 14 years of serv-
ice as the Bank's president, are noteworthy in several
respects. One is his spirited defense of the structure of
the Federal Reserve, with particular emphasis on the
role of the Federal Open Market Committee, the
regional character of the Federal Reserve, and the role
of the Reserve Bank Presidents as members of the
Federal Open Market Committee. Sproul notes with an
obvious sense of concern,

| have spoken of this matter of organization at some
length because | think it is vital to the preservation
of a Federal Reserve System which retains regional
vigor in a national setting, and because attempts to
destroy the Federal Open Market Committee, as
presently constituted, have been made from time to
time. In fact, a bill has been resting in a Congres-
sional committee for the past year which would abol-
ish the Federal Open Market Committee and transfer
its functions to an enlarged Board of Governors of the
Federal Reserve System. That way lies a revolution
in the organization of our credit control machinery. |
believe that this is a question which goes well
beyond the mere mechanics of organization and
which needs and deserves your closest scrutiny as
citizens, as well as economists and men of finance.

in the remainder of the speech Sproul presents a
masterful portrait of the art of central banking, includ-
ing the great difficulty of winning support for policies
that are designed to prevent an outbreak of inflation, in
contrast to policies aimed at correcting inflation once it
has already occurred. He says, .

When we mention inflation as a reason for trying to

restrain a boom which shows signs of temporarily
exhausting physical capacity to increase the supply
of goods and services, ... we are apt to be charged
with crying wolt when there is no wolf, to be
denounced as apostles of deflation. And if actual
inflation does not develop, perhaps because we
have done our job of helping to curb its develop-
ment, the accusation against us seems to gain
validity,

-

Sproul also was skeptical about monetary rules. On
this, he writes, "I do not believe that we can now
devise a ‘norm’ or an equation which will relieve us in
any substantial and consistent way of the necessity of
exercising human judgment in discharging our
responsibility.”

When Al Hayes assumed office as the Bank’s fourth
chief executive officer in 1956, his three predecessors,
Strong, Harrison, and Sproul, had, over the relatively
short period of about 40 years, created a strong institu-
tional tradition which is to be seen in the writings of the
Bank’'s next three Presidents—Hayes, Voicker, and
Solomon. To be sure, each was unique and distinctive
in his own right but the influence on them of the first
years of the Bank’s history is quite evident.

Hayes' late 1974 remarks on the international mone-
tary system should be looked at in the perspective of
the time and the man. The setting, of course, was
shortly after the collapse of the Bretton Woods system
and the first oil shock. The man, like his predecessors,
was conservative. He did not resist change but he
strongly believed that change—especially major
change—had to be approached with care and executed
with precision.

In this setting, a number of his comments would
prove to be prophetic—for example, his call for
“greater emphasis on effective measures to conserve
fuel, however unpopular they might be,” or even more
to the point, his caution that “‘recycling’...is a
misnomer—or worse” in that “it tends to conceal the
basic question of who shall assume the credit risk in
lending to the countries beset with economic
difficulties.” :

Perhaps the most important parts of the Hayes
speech, however, are the sections “Reflections on Bret-
ton Woods"” and “Prospects for the International Mone-
tary System.” In looking to the future, he said: it would
not prove possible to agree in advance to a complete
new system. Rather, it would be necessary to rebuild
gradually on an ad hoc, experimental basis, with var-
ious blocks of the new system being put in place as
they proved their worth.” Finally, his closing strong plea
for international economic cooperation speaks for itself.

For those of us who know him well, Paul Voicker's
“The Contributions and Limitations of 'Monetary’ Anal-
ysis” is vintage Volcker. He begins by noting that “sort-
ing out what is true and valid from what is fashionable
is never easy.” And he ends on this potent note: "My
theme today is simple. As we look back over the evolu-
tion of thinking about monetary policy and macro-
ecoriomic policy generally over the postwar years, we
can se€ the dangers of overly simple and overly confi-
dent views of the way the economic world works. Even-
tually, simple .doctrine comes up against complex and

Lo ‘2 FRBNY Quarterly Review/Special Issue: 75th Anniversary



harsh reality.”

He is plainly skeptical about monetary rules but rec-
ognizes -that there is a useful element of policy disci-
pline in what he calls “practical monetarism.” But even
there the emphasis is probably more on the side of
“practical” than on the side of “monetarism,” for he
writes: “I know of no purely mechanical procedure to
avoid these risks—to ensure just the right degree of
responsiveness to deviations from target. Whether and
how much to respond will, | think, always be a difficult
matter of judgment and won't be helped much by
choice of tactical approach.”

Looked at in retrospect, however, the most important
part of the Volcker speech is near the end when he
worries aloud about an apparent increased tolerance
for inflation in the United States. In this context, he
says, "

Now, | recognize that it is possible to conceptualize
about fully anticipated inflation being equivalent in
its real effects to confidence in price stability. But |
also question whether our institutions or individuals
are in fact fully adjusted, or really can be expected
to adjust, to the current rate of price increases or to
any sizable rate of inflation. In any case, such an
adjustment, once initially made, would not help us to
deal with those forces that upset price equilibrium in
the past. Indeed | suspect the job of dealing with
these forces would be much more difficult, for the
difference between a goal of, say, living with 6 per-
cent or a goal of evolving toward stability seems to
me profound from a psychological point of view.
Willingness to settle for just so much inflation, but
no more, would simply lack creditability with the
public ‘at large, or indeed, with policy makers them-
selves. Resistance to increases in the name of
short-term advantages could only be weakened, and
we would be off again. And | think we have learned
enough to see that, in those circumstances, even
our employment goals will fall by the wayside.

Tony Solomon's 1984 remarks on what he calls
“Unresolved Issues in Monetary Policy” clearly rein-
force many of the messages of the five preceding
speeches. He warns of serious fiscal imbalances in the
United States; he describes efforts to pump up the
money supply in those fiscal circumstances as being
“nothing short of calamitous”; and he sounds what
proved to be an early warning on the effects of finan-
cial deregulation and innovation on the monetary policy
process. Then, like his predecessors, he says that “we
have to pay more attention to the international implica-
tions of domestic monetary policy.”

Finally, he warns of the deceptions to be found in
simple rules of economic behavior and monetary pol-
icy. He says,

The proponents of monetary rules—whether of strict
monetary targeting or some mechanical response to
changes in the price of gold or some commodity
price index—seem to think our problems with infla-
tion are mainly technical. They are not. They are
rooted in major structural features of our modern
world, both economic and political.

Individually and collectively, these remarks by the
Bank’s past chief executive officers represent an impor-
tant insight into the evolution of thinking about mone-
tary policy and monetary matters more generally. Yet,
despite that evolution and despite the vastly different
circumstances in which each of the speeches was
delivered, the commonality of concerns, the blend of
vision and pragmatism, and the depth of conviction
about the need for financial discipline are what truly
stand out. | hope you will enjoy reading these papers
as much as | have.

E. Gerald Corrigan
May 18, 1989
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Benjamin Strong
Governor, October 1914 to October 1928

The Federal Reserve was -established on short notice
immediately after the start of World War |. In this, his
earliest address as Governor of the Federal Reserve
Bank of New York, Strong describes the ‘activities of
the Bank in its first seven months. He explains the
steps taken to ensure that the Federal Reserve would
have sufficient resources to meet bank runs and the
measures adopted to establish a check clearing sys-
tem for member banks.

.

The Formation ofsthe Federal
Reserve System by Benjamin Strong

This is the first general convention of the bankers of
the State of New York since the establishment of the
Federal Reserve System, and, therefore, the first
opportunity to address all of-the bankers of the state in
regard to the work which has been done by the Federal
Reserve Bank and in regard to some of the larger
aspects of the system. Your president has asked me to
refer to our plan for collecting checks and to the new
regulation regarding state banks, but | want first to
briefly review some of the work that has been accom-
plished by the Bank since its organization last
November.

On October 26, 1914, it was decided by the Secre-
tary of the Treasury that the situation brought about by
the war in Europe necessitated the immediate organi-
zation of the Reserve Banks, and November 16 was

Address delivered before the New York State Bankers Association,
Saratoga Springs, New York, June 24, 1915.

fixed as the date when they should open for business.
On November 2, $3,321,950 of gold was received from
the member banks of this district in payment of the first
installment of our capital. On the morning of the 16th of
November, an organization, largely temporary, consist-
ing of seven officers and 85 clerks had been assem-
bled, and on that day $99,611,670 of reserves were
transferred to the Bank by the member banks. We had
been successful in renting satistactory offices already
equipped with the furniture and fixtures necessary for
our accommodation. Our temporary organization has
since been gradually convérted into a permanent
organization, consisting now of five officers and 52
clerks, ‘including stenographers, messengers, watch-
men, and porters.

Two additional installments of capital have been
received, making the present paid-in capital
$9,961,650, being 50 percent of the statutory amount.
Reciprocal accounts have been established with the
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other 11 Reserve Banks for the purpose of handling
interbank transactions, such as collections and invest-
ments. Through these accounts, the Federal Reserve
Bank of New York has up to this time handled
$426,300,000 of exchange and $25,000,000 of cur-
rency shipped to us to create exchange. Balances have
fluctuated widely, the net amount due the New York
bank at times exceeding $20,000,000. On May 19,
1915, for the purpose of facilitating prompt settiement
of these balances at minimum cost, there was depos-
ited in Washington by all the Reserve Banks, and
placed under the control of the Federal Reserve Board,
a fund of gold sufficient to enable them to effect settle-
ments between themselves without transferring any
currency and simply by exchange of telegraphic advice.
These settlements are at present made weekly, but if a
larger volume of transactions makes it necessary, the
fund can be increased and the settlement effected
daily.

After some months of study by the Federal Reserve
Board and the officers of all the Reserve Banks, the
Federal Reserve Bank of New York, in common with
the other banks, has taken the first step .toward the
creation of machinery for collecting checks for its mem-
ber banks within its own district. Plans for establishing
a system of bank transfers have been agreed upon by
all 12 of the Reserve Banks and will shortly be placed
at the disposal of the-member banks, to enable them to
effect prompt and economical transfers to all parts of
the country. This system will be gradually developed
and enlarged. Service of this character is made possi-
ble largely through the establishment of the Gold Fund
in Washington, by means of which balances between
the Reserve Banks created as a result of these trans-
fers will also be settled.

In the first seven months of our business the New
York Reserve Bank has discounted for its member
banks 1,501 notes, amounting to $8,284,349.70. It has
also purchased in the open market 387 acceptances of
a total value of $9,315,158, and it has made 41 invest-
ments in short time municipal warrants of a total value
of $11,160,000. In addition to the investments made for
its own account, it has purchased $23,697,508.93 of
acceptances and municipal warrants for account of
eight of the other Reserve Banks, on their instructions.

From these discounts and investments, the Bank has
to date made gross earnings of $158,710.38, its current
expenses have been $116,948.84, leaving $41,761.54
of net earnings, which will be appiied to organization
expenses amounting to $181,654.36. These are partly
made up of the cost of initial purchases of necessary
supplies and fixtures, and making changes in our
office. $35,424.18 however, consists of the assess-
ments levied against the banks for its proportion of the

expenses of the Federal Reserve Board and
$98,180.98 represents the actual cost of preparing
Federal Reserve notes issued and to be carried in
stock. The directors of the Bank have authorized the
preparation of a total of $300,000,000 of notes of var-
ious denominations, determined by experience gath-
ered from all sources available as to the demand for
currency. This will involve a considerable outiay by the
Bank, but the assurance to the member banks that we
have on hand at all times not less than $250,000,000
of currency available against emergencies, well justifies
the cost. There is at present on hand over $183,740,000
of notes and the supply is being increased so as to
complete the amount in a few weeks. To this date there
has been issued $34,600,000 in denominations of $5
to '$100 inclusive, of which amount $34,420,000 now
outstanding are covered by a like amount of gold
deposited with the Federal Reserve Agent.

Ot course, the ability of the Reserve Banks to
increase their gold reserves, beyond the amount of the
member banks' deposits, is dependent upon their abil-
ity to issue notes against deposits of gold. This pro-
cess is now in successful operation, the New York bank
alone having issued, as stated, $34,920,000 of notes
against a like amount of gold deposited with the Fed-

- eral Reserve Agent, and all 12 of the Reserve Banks

show $58,291,000 of gold so held.

The New York Clearing House Association has
admitted the Bank to limited membership, thereby giv-
ing us facilities for clearing checks without imposing
liabilities which we are not authorized to assume; and
in all matters pertaining to our organization and the
development of our business, the clearing house has
given us loyal cooperation. The work of the Bank is
being carefully departmentalized under the direction of
experienced men. Owing to the simplicity of the work
to be performed and the machinery for handling it, |
am confident that in due time the Bank will be more
economically managed than any other bank of its size
in the world. Simplified methods of bookkeeping, and
permanent statistical records, are being studied and
adopted without, however, attempting to burden the
organization with unnecessary detail. Credit files have
been started to record the condition of our member
banks, as well as information gathered in regard to
paper offered for discount by those banks which avail
of our facilities. In time this record will be one of the
Bank’s most valuable assets, enabling it to promptly
and safely meet unusual demands that may be made
upon its members.

This brief review of the past seven months' work
must not give the impression that it has been an easy
task or accomplished without arduous labor. Everything
pertaining to the organization has been new and
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untried. It may be said that on October 26 the Bank’s equipped bank with an organization perfectly capable
equipment consisted of little more than a printed copy of meeting any emergency and is promptly transacting
of the Federal Reserve Act; whereas, today, it is a fully the business entrusted to its care.
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Federal Reserve Control of

Credit vy Benjamin Strong

In the early days of the Federal Reserve, changes in
the discount rate were the principal instrument through
which the central bank exercised control over credit
conditions In this address, Strong explains the use of
discount rate changes as a means of controlling the
volume of credit and influencing interest rate move-
ments He considers criteria for discount rate changes,
concluding that in the absence of gold movements
under a reestablished gold standard, policy makers
have no option but to look to general economic
conditions

Since the Federal Reserve Banks were established,
and, In recent years in increasing quantity, the reports
of the System have been so complete and have
described the operations in such detail that students of
banking require hardly more than the official reports to
gain a fairly complete knowledge of the business con-
ducted by the System

Even those who have not studied this hterature
understand that the Reserve Banks hold the banking
reserves of the country, that they discount paper for
their member banks, that they invest in bills or bankers
acceptances and In the securities of the United States
government, that they issue and redeem the principal
currency of the country and distribute the metallic
money coined by the mints, that they collect checks
and practically all other types of instruments of pay-
ment for their members, effect the settlement of the
domestic exchanges, and, in their capacity as fiscal
agents of the Treasury, borrow all the money required
for the Treasury’s operations, handle the Government
debt, receive on deposit the revenues, and pay checks
drawn by the disbursing officers

Address delivered before students of the Graduate College Harvard
University Cambridge Massachusetts November 28 1922

It 1s important that this business be visualized as to
volume as well as character Bearing in mind that the
Federal Reserve Bank of New York does about 40 per-
cent of the business of the whole System, its transac-
tions for the 10 months of this year were briefly as
follows It held an average of $1,150,000,000 of
reserves, practically all gold, discounted $46,000
pieces of paper aggregating $5,200,000,000 for its
members, purchased 81,000 acceptances for itself and
for other Reserve Banks and for member banks and
foreign banks aggregating $1,150,000,000, and for
account of all Reserve and other banks and of the Gov-
ernment and foreign banks purchased and sold
$2,400,000,000 of Government and other securities, it
counted and handled 315,000,000 pieces of paper cur-
rency aggregating $2,000,000,000 and handled a daily
average of 26 tons of coin, collected 118,300,000
checks, notes, drafts, coupons, and other negotiable
instruments aggregating $51,000,000,000, and affected
payments by telegraph, over the 15,000 miles of tele-
graph wires which the System now operates, aggregat-
ing $17,600,000,000 Its transactions for the Treasury
as the Government's fiscal agent were of too great a
volume and variety to express briefly in figures

These figures are recounted for the purpose of
emphasizing the character and extent of the contact of
the Reserve System with the credit and currency oper-
ations of the country and, consequently, the signifi-
cance of the functions which the Reserve Banks
exercise

As to the System’s policies and the purposes which
inspired them, there 1s now an extensive lterature In
the shape of critical books, magazine articles, and pub-
lic addresses It would be but repetition for me to go
over ground so fully discussed by so many competent
students and critics

There 1s, however, one function of the Reserve Sys-
tem the importance of which cannot be over-
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emphasized and which | have determined to discuss
tonight because it is, in fact, the heart of the System
upon which the operation of every other part depends.
I refer to the entirely new element which was superim-
posed upon our banking System in 1914 by the estab-
lishment of the Reserves Banks, which were given the
power to influence or to regulate or to control the vol-
ume of credit. Every other function exercised by the
Reserve Banks sinks into insignificance along side of
the far-reaching importance of this major function.

Without regard to the views which you may entertain
as to the various theories in regard to the purchasing
power of money, or what may be more popularly dis-
cribed as the quantity theory of money, there is hardly
anyone who is familiar with these matters who will not
agree that no influence upon prices is so great in the
long run as is the influence of considerable changes in
the quantity of money, by which | mean not only metal
coins and paper money, but bank deposits upon which
checks may be drawn. The Reserve Act did in fact,
whether by conscious design of its authors or not,
bring about an almost revolutionary change in three
important particulars in bank credit which may in turn
have had an important relation to prices. (1) The Act
originally reduced the reserve requirements of the
national banks, and, subsequently in 1917, reduced
them again. The effect of this was to make reserve
money more efficient in that it was permitted to sustain
a larger volume of loans and deposits than previously
had been permitted. (2) By conferring the so-called
clearing house functions upon the Reserve Bank, it
speeded up the whole System of payments; checks are
collected and paid more promptly; the course of cur-
rency shipments throughout the country has been
greatly shortened and currency passes more promptly
to points of redemption; and the countrywide clearing
house, known as the Gold Settlement Fund, operated
on the basis of daily telegraph settlements, has greatly
shortened the length of time required to effect settle-
ment of the entire domestic exchanges of the country.
(3) But the most important change, as | have stated, is
that conferring the power upon the Reserve Banks to
actually permit or influence changes in the volume of
money which serves as bank reserves or circulates as
currency. My thesis, therefore, is addressed solely to
this question of the regulation of the volume of credit
and to make clear what a change has taken place
because of the granting of this power.

Credit conditions before 1914

Let me refresh your memory as to how credit matters
operated prior to 1914: Practically all of the commercial
banks and trust companies of the country were subject
to various statutory limits as to the minimum amounts

of cash and redeposited reserve which they were
required to carry. Except by legislative change in
reserve requirements, there was no possibility of
increasing the supply of reserve money beyond what
arose through gold production or gold imports, neither
could the supply of reserve money be contracted
unless gold was exported. So it may be generally
stated that the total reserves of all the banks was inca-
pable of contraction except by paying it out to the pub-
lic or exporting it; and equally incapable of expansion
unless redeposited by the public or unless gold flowed
into the country from abroad or was produced from the
mines. Bear in mind I say total and not percentage.
This had serious consquences in its relation to that
mysterious phenomenon which is now being so care-
fully investigated and which we call the business (or, as
| would prefer to call it, the credit) cycle.

At one extreme of the cycle the reserves of the
banks regularly became impaired. With deficient bank
reserves we were liable to see rates for “speculative”
money advance to 100 percent or even more at times,
and the charge for credit to merchants and manufac-
turers became a severe burden upon production and
distribution. In such a situation almost any percussion
cap would start an explosion. In 1893-95 deficient reve-
nues of the government and an unfavorable trade bal-
ance which resulted in gold exports, coming at a time
when there was agitation for a change in our monetary
laws, led to great uneasiness. The reserves of the New
York Clearing House banks showed shortages from
$1,300,000 to $16,500,000. Fear developed that the
Treasury would not have sufficient goid to meet its
obligations and finally the crash came on June 21,
1893, resulting in the New York banks, and banks gen-
erally throughout the country, suspending currency
payments; very largely suspending cash settlements
between themselves for checks sent for collection not
only through the local Clearing House but throughout
the country. At that time a total of $41,490,000 Clearing
House loan certificates were issued.

Much the same thing happened in 1907, when after a
period of deficient banking reserves running from
$1,200,000 to $54,100,000, the extended condition of a
number of New York City banks caused alarm and gen-
eral suspensions of like character to those of the early
1890s throughout the country. Call money loaned as
high as 125 percent; currency went to 4 percent pre-
mium; and the domestic exchanges again were frozen.

Then again at the other extreme of the cycle, after a
period of liquidation, surplus reserves poured into the
money centers. After this same liquidation in the early
1890s the New York Clearing House banks at one time
showed surplus reserves of $111,600,000. And bear in
mind that at that time the total required reserves of the
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. New York Clearing House banks were but 27 percent of

what they now are. Money then loaned at less than
1 percent. And the same occurrence was witnessed
after the liquidation of 1907 when the surplus reserves
of the New York City Clearing House banks rose to
$71,000,000.

While under the conditions first described, every
bank was seeking to withdraw loans, under the condi-
tions last described, the banks were forcing money into
the market. Money would become almost unloanable
and the temptation to the speculator and his kind was
extreme. | personally recall making loans on the New
York Stock Exchange at 3/s of 1 percent.

These extreme credit conditions arose because there
was no stretch. When the period of surplus reserves
arose, funds poured into the speculative markets.
When the period of deficient reserves arrived, all the
banks sought to contract their loans to make good their
reserves and we witnessed the extremes of specula-
tion and of business embarrassment. There was nei-
ther control of the volume of credit, nor moderating
influence as to rates of interest. And, finally, there was
no control over the movements of gold in and out of the
country. | recall the Governor of the Bank of England
telling me in 1916 that one of the most menacing influ-
ences on their reserves position was the possibility of
a gold movement to America or from America as a
result of our erratic money market, which no influence
that they could exert was capable of stemming; of their
regarding our so-called free gold market as one of the
worst menaces to the stability of their own credit
position.

| have refreshed your memory as to the conditions
which prevailed under the old System in order to bring
out in contrast the extent to which it differs from pre-
sent conditions. As things are now, when a period of
business expansion arrives, whether it be an annual
and seasonal one, or whether it be due to a series of
tavorable crops at home and bad harvests abroad —in
other words whether it be the short cycle of seasons or
the long cycle of periods of years—such expansion,
whatever its cause, can now be easily financed
because of the power of the Federal Reserve System
to furnish the required reserve money as needed and
thereby permit the member banks in turn and in larger
volume to increase their loans discounts, and, corre-
spondingly, their deposits.

The Federal Reserve and credit

But now we come to one or two grave fallacies in
regard to the Reserve System. | fear there are many
people who still hold to the notion that some myste-
rious influence or process will operate when this
enlarged volume of credit is no longer needed so that it

will be induced, without any compulsion or persuasion,
complacently to walk back to the Reserve Bank and
surrender itself for cancellation. And possibly another
fallacy still prevails among those who believe that
because of certain very exacting requirements of the
Federal Reserve Act and the regulations of the
Reserve Board as to the type of loan which the
Reserve Banks may make or the character of the paper
which they may discount, that there is some control
exercised by the Reserve System as to the uses to
which the credit so extended by the Reserve Banks
shall be applied by the borrowing member bank. Practi-
cal experience in the operation of the Reserve System
seems to have disclosed something of importance as

‘to the way credit is extended; as to the way that credit

is retired when it is no longer needed; and as to the
impossibility of control of the use that shall be made of
it while it is in existence.

First as to the extension of credit, which may be
described as normal or seasonal or necessary and
legitimate. Practically the only motive which impels a
member bank to borrow from the Reserve Bank is to
make good an existing, or expected, impairment of its
reserve. | think you may accept my statement that this
is true, but let me give one illustration. Every member
bank is required by law to maintain a certain minimum
reserve on deposit with its Reserve Bank and, if it fails
to do so, it is subject to an interest penalty upon the
amount of the impairment considerably higher than the
regular rate of discount of the Reserve Bank. This
reserve in some cities is figured as a weekly average
and in the rest of the country as the average of a fort-
night. Every member bank must report its reserve posi-
tion and submit to penalty if the average is impaired.
Now, in practice, the way this works is very simple, and
I shall use the case of a large New York City bank to
illustrate: Early in the morning it sends its exchanges
through the Clearing House and, as the result, it has to
pay out reserve money Or receives surplus reserve
money according to whether it is debtor or creditor.
Throughout the day it has deposits made and with-
drawn; it makes new loans and has old loans repaid; it
buys and sells securities and foreign exchange and fur-
nishes currency to customers. And as the result of
these and other transactions, at some hour of the day
the member bank must make up what it calls its “posi-
tion.” If its reserve has become impaired as the result
of the day’s business, it borrows from us to make good
its reserve. If the day’s transactions give rise to a sur-
plus reserve with us, the proper thing for the member
bank to do would be to at once repay any funds which
it had already borrowed from the Reserve Bank,
although it may not do so. The chances are that if it
does not do so it will be because it has an opportunity

8 FRBNY Quarterly Review/Special Issue: 75th Anniversary



to employ the funds in some more profitable way than
in paying off the Reserve Bank —that is to say, it can
lend the money at a higher rate than the rate which it
pays us upon its loan, namely our discount rate.

You will observe that in every case, and practically
every day, the member bank, in gauging its reserve
position, must of necessity determine whether it shall
borrow, and it so how much, or whether it shall repay
borrowings already made, and if so how much, and the
alternative to borrowing or repaying is either withdraw-
ing loans from the market in some form, if it is short, or
making additional loans, if it is over, without recourse
to the Reserve Bank in either case. Now, in the long
run, it is my belief that the greatest influence upon the
member bank in adjusting its daily position is the influ-
ence of profit or loss; that while it may regularly borrow
to make good impaired reserves, it will repay its bor-
rowing at the earliest possible moment unless the
inducement of profit leads it to continue borrowing and
to employ any surplus that arises in fresh loans. It may,
therefore, be safely stated that as business expands
for seasonal reasons or for any other reason, member
banks will borrow from the Reserve Banks to make
good deficient reserves caused by the expansion of
their loans, provided the rate at the Reserve Bank is
not so high as to make that borrowing too costly. But,
on the other hand, if borrowing at the Reserve Bank is
profitable beyond a certain point, there will be strong
temptation to use surplus reserves when they arise for
the making of additional loans rather than for repaying
the Reserve Bank.

I shall discuss the question of rate control later, but |
wish first to emphasize this important fact: Practically
all borrowing by member banks from the Reserve
Banks is ex post facto. The condition which gave rise
to the need for borrowing had already come into exis-
tence before the application to borrow from the
Reserve Bank was made, and experience has shown
that large borrowings in New York City have in the past
usually been explained by the member bank as caused
by the borrowing operation of the Treasury, by sea-
sonal demands, but more frequently because of the
withdrawal of deposits.

Now as to the limitations which the Federal Reserve
Act seeks to impose as to the character of paper which
a Reserve Bank may discount. When a member bank’s
reserve balance is impaired, it borrows to make it
good, and it is quite impossible to determine to what
particular purpose the money so borrowed may have
been applied. It is simply the net reserve deficiency
caused by a great mass of transactions. The borrowing
member bank selects the paper which it brings to the
Reserve Bank for discount not with regard to the rate
which it bears, but with regard to various elements of

convenience, that is, the denomination of the paper, its
maturity, whether it is in form to be easily and inexpen-
sively delivered physically to the Reserve Bank or not,
and it makes little difference to the borrowing bank
what transactions may have caused the impairment of
its reserve, because the paper which it discounts with
the Reserve Bank may have no relation whatever to the
impairment that has arisen. To specify more exactly,
because this is an important point, suppose a member
bank’s reserve became impaired solely because on a
given day it had made a number of loans on the stock
exchange; it might then come to us with commercial
paper which it had discounted two months before and
which had no relation whatever to the transactions of
the day; and with the proceeds of the discount make
good the impairment. If it was the design of the authors
of the Federal Reserve Act to prevent these funds so
advanced by Federal Reserve Banks from being
loaned on the stock exchange or to nonmember state
banks or in any other type of ineligible loan, there
would be only one way to prevent the funds being so
used, and that is by preventing the member banks from
making any ineligible loans whatsoever, or deny it
loans if it had. And, in fact, during the peak of the
period of expansion | believe the amount of paper
which had been discounted with the Federal Reserve
Bank equalled only about 14 percent of the loans and
discounts of the member banks. The member banks
undoubtedly had a very much larger amount of eligible
paper than indicated by this small percentage, but,
beyond that, a great mass of ineligible loans, and
surely it cannot be claimed that the provisions of the
Act, which specify so exactly what paper is eligible,
can possibly have exercised any influence upon the
application of the proceeds of these loans by the mem-
ber banks.

| have eniarged upon this point so as to bring out
this fact: that the expansion of the loan account of the
Federal Reserve Banks, which as you know furnishes
the foundation for a much greater expansion of loans
and deposits of the commercial banks, can be brought
about as the result of any expansion in the banking
position of the country, no matter what may be its
cause. The eligible paper we discount is simply the
vehicle through which the credit of the Reserve System
is conveyed to the members. But the definition of eligi-
bility does not effect the slightest control over the use
to which the proceeds are applied.

Going a step further, this means that the Reserve
Banks will be subject to demands upon them,
expressed to be sure in the form of eligible paper but
which may have had their origin in any sort of expan-
sive development, stock speculation, real estate spec-
ulation, crop moving, building operation, foreign bond
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issues, or anything else. Such an influence can arise
through the borrowings not only of the United States
Government in the market, but indirectly through bor-
rowings of all kinds which have the effect of impairing
reserves.

Now going still one step further, let me emphasize
the contrast between the conditions which prevailed in
the old System and those which have now arisen. |
have pointed out how, in the extremes of the trade
cycle, we have on the one hand impaired reserves and
very high interest rates and on the other hand surplus
reserves and very low interest rates. That condition
has now quite disappeared. In actual operation, when
the reserves of the member banks become impaired,
they promptly borrow and they do not have to scramble
around among their customers or on the stock
exchange to call loans so as to make good the impair-
ment. So, on the other hand, when they have surplus
reserves, they are generally inclined to repay what they
may have already borrowed from us rather than make
new loans, provided of course our rates are properly
adjusted to market rates, and they will continue to do
so unless borrowing from the Reserve Bank becomes
so profitable as to be a temptation.

Now you will observe that under the old System we
experienced these periods of reserve deficiency and
extremely high rates for money and reserve surpluses
and extremely low rates for money, but under the pres-
ent System all that has changed. Broadly speaking,
there is no surplus reserve in the hands of the banks,
whether members of the System or not. When business
expansion or new loans cause impaired reserves, the
member banks borrow from us; when surplus reserves
arise for one reason or another, they repay to us. The
consequence of this is, of course, that we have no such
extraordinarily high or low interest rates as sometimes
obtained. The funds flow in and out of the Reserve
Bank day by day as sort of a leveling off process, so to
speak. Now in a banking System where 10,000 banks,
which represent over 55 percent of the banking
deposits of the country, have convenient access to a
source of borrowing such as the Reserve Banks, what
are the possibilities that this borrowing may get beyond
control; that the volume of credit may become danger-
ously enlarged and that in consequence we may be
guilty of furnishing credit which might only result in
marking up prices without any increase in production,
with all of the injustices which are sure to result?

The chances of such a development can only be
understood if one is familiar with credit conditions in all
parts of the country. They could well be expressed in
the form of a map upon which current local rates of
interest throughout the country would be expressed as
maps are shaded to indicate mountain ranges and their

peaks. It would be found that over a large part of the
south, considerable portions of the middle west, and
generally throughout the Rocky Mountain region, interest
rates are not only high, but in many cases as high as
12 percent. Not only do the usury laws of some states
permit banks to lend money as high as 10 percent or
12 percent, but in practice a very large number of the
smaller banks throughout the country in states which
permit high rates make practically ail of their loans at
rates ranging all the way from 8 percent to 12 percent,
and there are many banks that charge even higher
rates by various roundabout methods. But the rate ditfi-
culty becomes more acute when it is realized that even
within one Federal Reserve district of large area like
Kansas City or San Francisco, there may be sections
where rates as high as 12 percent are charged, but on
the contrary, in the money centers, especially in the
city where the Reserve Bank is located, the rates may
be little if any higher than those prevailing in New York
City.

Bearing in mind, however, that a member bank may
be impelled to borrow not only because deposits are
withdrawn but equally because it has made loans, in all
of those sections where the loaning rate is much higher
than the Reserve Bank rate, the temptation will natu-
rally be ever present to expand loans indefinitely so
long as the Reserve Bank is in a position to lend. This
situation, which prevails in some parts of the country,
is quite different from that in New York City, where the
vast bulk of bank loans are made at a fairly uniform
rate and where it is possible for the Reserve Bank, by
an adjustment of its rate, to exert some restraint upon
the extent to which its members borrow from it.

Discount rate changes and gold movements

Deferring until later any further discussion of methods
of control of borrowing, which means control of the vol-
ume of credit, let me now refer to what appears to me
to be the most perplexing difficulty in the exercise of
such control as may be possible through the discount
rate. It is a condition which has arisen as a result of
the war and it is appropriate to introduce this part of
the discussion by quoting from the report made by the
British Committee on Currency and Foreign Exchange,!
freqently called the Cunliffe report, as follows:

Whenever before the war the bank’s reserves
were being depleted, the rate of discount was
raised. This, as we have already explained, by
reacting upon the rates for money generally,
acted as a check which operated in two ways. On
1“Committee on Currency and Foreign Exchanges after the War,"”

better known as the Cunliffe Committee after its chairman Lord
walter Cunliffe, former Governor of the Bank of England.
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the one hand, raised money rates tended directly
to attract gold to this country or to keep here gold
that might have left. On the other hand, by less-
ening the demands for loans for business pur-
poses, they tended to check expenditures and so
to lower prices in this country, with the result that
imports were discouraged and exports encour-
aged, and the exchanges thereby turned in our
favor. Unless this twofold check is kept in working
order the whole currency system will be imper-
illed. To maintain the connection between a goid
-drain and a rise in the rate of discount is
essential.

Various influences were.set in motion by the war
which resulted in our receiving over $2,000,000,000 in
gold in excess of what we held before the war started,
..giving us now a total gold stock of about
$3,800,000,000, of which nearly $3,100,000,000 is held
by the Reserve Banks. This is roughly a billion and

three-quarters in excess of what the minimum legal,

reserve requirements of the Federal Reserve Act would
now require us to hold against our present deposit and
note liabilities. Under the provisions of the Federal
Reserve Act as originally passed by Congress, the
Federal Reserve Banks, when all of the reserves had
been paid in, would have .had a loaning power of
roughly $900,000,000. With this enormous mass of
gold now in our hands, we have a lending power at
present in excess of the billion and one-quarter of
loans and investments now made of roughly
$4,400,000,000. Had there been no war there would
have been no disturbance to the foreign exchanges.
With the foreign exchanges fluctuating within the gold
shipping points, any considerable expansion of credit
in this country which caused prices to sharply advance
would very probably have been penalized by a gold
export movement. With the exchanges as they now are,
that is, with the dollar at a premium practically the
world over, gold cannot be exported, certainly not in
large quantity except. after such a period of expansion
and rising prices in this country as would entail a veri-
table orgy of speculation; such a debauch in credit, in
fact, as would reduce the purchasing power of the dol-
far progressively, first possibly to the level of the cur-
rencies of the neutral countries, then to sterling, then
to the franc, etc. And this brings me to the point which
is of such importance to the management of the
Reserve System.

Before the war, as is set out in the Cunliffe report, a
large gold export movement was the visible and con-
vincing evidence, not only to the management of the
bank of issue, but to the country generally, that the
bank rate must be raised. To be sure, other conditions

than a gold movement could well justify increasing the
rate of discount of the bank of issue, but a large gold
export movement, such, for instance, as we suffered in
the early 1890s, which even impaired the gold reserves
of the Government of the United States, would require
little argument or explanation to convince the country
that the bank of issue must take steps to protect the
gold reserve.

As we are now situated, it is true that we may from
time to time lose small amounts of gold to those coun-
tries where the currency has not been greatly depreci-
ated. We have recently shipped some gold to Canada
and it was a natural movement because the Canadian
exchange had gone to a premium and dollars to a dis-
count as the result of a large loan which the Canadian
Government floated in this country. And from time to
time the currents of trade and the balance of interna-
tional payments may indeed result in small amounts of
our excessive gold holdings being withdrawn, but with
the currencies of most of the trading and banking
nations of the world so.much depreciated below ours —
ranging from 10 percent in the case of sterling to the
vanishing point in the case of Germany, Austria, and
Russia — it seems altogether unlikely that any consider-
able amount of our surplus gold will be taken from us.
Other than such a debauch of expansion as | have
described, the only possibilities of early losses in gold
that | can see would be through radical changes in the
monetary laws of those nations whose currencies are
greatly depreciated, implying, of course, the balancing
of their governmental revenues and expenditures.

In the absence of the possibility, | may say even the
remote possibility, of any such movement and in the
face of the conditions which | have described as to
interest rates in different sections of the country, what
should be the policy of the Federal Reserve System in
exercising this function which is of such supreme
importance of regulating or influencing the volume of
credit?

Methods of regulating credit volume

This brings us in fact to those important questions of
policy in which human judgment plays so large a part.
Various suggestions as to the policy of the Reserve
System have been advanced by critics and students.
They all seem-to lead back to the two methods of regu--
lation of credit volume which are, after all, fundamental.
One may be described as the exercise of discretion by
each Reserve Bank as to the amount which it is willing
or which it thinks wise to lend to borrowing members.
The .other is the exercise of such influence or control
as is possible through the fixing of the discount rate. It
might at first seem that these two methods of regula-
tion were in conflict with each other, but they are in fact

v
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both necessary and complementary; both have advan-
tages and limitations.

In a general way it is my opinion, although others
may differ from me, that so long as present conditions
exist, rate regulation will operate effectively in the long
run as to the great mass of American bank credit, that
is, as to those banks which hold the principal amount
of deposits and loans, provided the rates are wisely
established by all of the Reserve Banks, and especially
by those Reserve Banks which are located in the
larger cities of the East. It is in those centers that inter-
est rates are lowest and most stable and where the
range is narrowest between minimum and maximum
rates; but in the sections of the country more remote
from the money centers, where interest rates are
higher, as was earlier described, the exercise of a wise
discretion by the management of the Reserve Bank is
imperative, otherwise the facilities of the Reserve Sys-
tem might be abused by member banks borrowing
excessively for profit.

Let me describe some of the difficulties of exercising
discretion. First, the discretion, as | have earlier
described, must be exercised ex post facto. The trans-
actions giving rise to impaired reserves by the borrow-
ing members have already occurred when the
borrowing from the Reserve Bank is desired. Applying
discretion to the borrowings of members under these
circumstances really means that all one can do is to
scold them. If the funds are not advanced to make
good the reserve, then indeed the reserve balance is
used by the member just the same only the penalty
rate is higher. In the course of time that bank would
restore its reserve because the law would prevent its
paying dividends or making new loans until it is
restored. That type of scolding, however, generally
causes irritation.

A second difficulty is geographical. How can discre-
tion be exercised in the case of applications for loans
by member banks so remote that even the mail takes
four days one way?

A third difficulty arises as to the basis upon which
discretion shall be exercised. Who is to judge as to
whether the transactions which cause the reserve
impairment were justified or unjustified? A loss of
deposits, theoretically, would always justify borrowing,
but it the impairment arises because of loans made
how is a judgment possible as to any one loan without
judging equally of all loans made by a member bank?

Fourth, even assuming that such judgment were pos-
sible, who shall say how much each member bank shall
be permitted to borrow without exceeding the bounds
of prudence? Is it fair to assume that a member bank
should liquidate once a year, or twice a year, so that its
borrowing requirements are seasonal only, or should

we admit that a certain amount of borrowing from the
Reserve Banks may be permanent? Section 4 of the
Act provides that a Reserve Bank shall “extend to each
member bank such discounts, advancements and
accommodations as may be safely and reasonably
made with due regard for the claims and demands of
other member banks.” Much difficulty will be experi-
enced by the bank managers of any one district in
making these nice decisions as to its own district mem-
bers only but, extending this to all the managers of the
12 Reserve Banks, with the 10,000 members with
which they must deal, it would indeed appear to be
impossible to exercise such discretion with universal
justice. indeed it may well be that in the absence of a
Branch Banking System the Federal Reserve System
will be the vehicle for furnishing a certain amount of
credit permanently to those remote sections of the
country where interest rates are high and where liquid
capital is deficient.

A fifth difficulty appears to arise as to the regulation
of the total amount of credit for the whole banking sys-
tem, as distinguished from the total which any one
member may be allowed to borrow. Obviously the 12
Reserve Banks cannot work out such a nice mathe-
matical arrangement of credit as would serve the
requirements of all the banking System and work
smoothly, because these requirements vary greatly at
different seasons of the year and in different sections.

A sixth difficulty is at once obvious were the System
to assume responsibility for declining loans to mem-
bers which made it necessary for those members to
decline loans to customers. It has always seemed to
me that the primary responsibility for any loan made by
a bank to its customer should rest with the officers and
directors of that bank and that the Reserve Bank
should never assume that responsibility nor be willing
to accept the consequences of exercising it.

And a seventh and last difficulty, although this may .
not indeed be all of them, is one which | regard as
more serious than any of the others — The exercise of
powers conferred by the Reserve Act upon the
Reserve Banks by this rule of personal discretion, |
fear, would develop inevitably in time a bureaucratic
attitude of mind on the part of the managers of the
Reserve Banks which would be unfortunate indeed for
the welfare of the whole banking System. Power
excites appetite for more power. Bankers in time would
rebel and the public would rebel.

Now, on the other hand, it must be admitted that if a
member bank is able to loan all of its funds at 10 per-
cent or at 12 percent, and if it is paying as high as
5 percent interest upon its deposits and has the oppor-
tunity to discount paper at its Reserve Bank at 4'/2 per-
cent, the temptation to make the additional profit by
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enlarging its business and discounting freely cannot
well be escaped. Nor can the Reserve Bank charge
that member bank a rate which would operate as a
restraint to its borrowing without charging a like rate to
member banks in its own city or in the money centers
of its district, which would put the resources of the
Reserve Bank entirely beyond the reach of most, if not
all, of the large banks of the district. Therefore, how-
ever difficult may be the exercise of discretion, in some
Reserve districts that would appear for the present to
be the only means of exercising a regulatory influence.

On the other hand, et us see how the rate will oper-
ate. | think one should look upon the credit structure of
the country as an inverted pyramid at the base of
which is a foundation of bricks of gold which enjoy the
peculiar power of sustaining each its own proportion of
the entire inverted pyramid. Those bricks of gold are
the bank reserves held by the Reserve Bank. If one
brick is taken out of the base, the series of stones rest-
ing upon it, representing the volume of credit sustained
by that reserve brick, must inevitably come down. And
if a brick is added, by so much the pyramid is very
shortly enlarged. If the Reserve Bank rate is so low as
to be an inducement to borrowing, additional tiers of
bricks will be laid at the foundation and the pyramid will
be by so much enlarged; and the reverse is equally
true if the rate does not induce borrowing — the size of
the pyramid may be kept unchanged, or even reduced.

A rate control of the volume of credit has a variety of
advantages. One is that it is democratic. it applies to
all alike and it requires little, if any, expostulation and
remonstrance to make it effective. It must be admitted
that an advance in the discount rates by the Reserve
Banks will not necessarily influence promptly the
mountain peaks of high interest rates in some sections.
But | rather doubt whether it is necessary that it should
do so. Although not capable of statistical support, |
think the statement may be hazarded from past experi-
ence that a rate which is effective in checking borrow-
ing in the money centers, or even in reducing
borrowing, will indirectly be an influence in all sections
of the country. It certainly has the effect of what | might
describe as “driving borrowers back home.” It is cus-
tomary for many concerns which do a large business to
borrow in the cheapest money markets, no matter
where their offices and business may be located. If
New York, for instance, should advance discount rates
and member banks in turn advanced rates to their cus-
tomers, a certain number of these out-of-town bor-
rowers would go to their local banks for their loans if
the rates there are satisfactory so as to enable the bor-
rower to pay off in New York. This process | believe
would be found, could it be analyzed, to be many times
repeated, so that the effect of rate changes in the

12 Reserve cities is not confined alone to those cities
but extends throughout the country. ‘
Another point frequently overlooked in regard to the
effect of the rate is due to lack of understanding of the
way in which borrowing from the Reserve Bank origi-
nates, that is, through impaired reserves. Every bank
knows about what its.loanable funds cost it on the
average and about what it receives on all of the money
which it is loaning. It knows about what its expenses
and overhead amount to, and the difference is its profit.
When a bank’s reserve becomes impaired so that it
must borrow, it does not pick out a particular piece of
paper which it has discounted at a higher rate of inter-
est and then rediscount that paper at the Reserve
Bank rate and figure that it is making a profit, but it is
much more liable to see whether the borrowing from
the Reserve Bank at the Reserve Bank rate involives in
point of fact an absolute loss, or whether it may not be
less expensive to reduce loans or sell investments and
avoid borrowings. Expressing it differently, the rate at
which a Reserve Bank lends to its member bank has
no particular relation to the rate which a member bank
receives on any of its transactions, but it has a relation
to the average of all rates received by the member
bank and the average cost of all of its loanable funds.
And from this | have always concluded what | firmly
believe to be the fact, that a Reserve Bank rate in
order to be effective in restraining undue borrowing
does not necessarily need to be a penalty rate, that is
to say, a rate fixed so high that there will be no differ-
ential in favor of the borrowing bank on any paper which
it may have taken from its customers, even the highest.
rate paper. But an effective rate will likely be somewhere
within the range between the average cost of all its loan-
able funds, including overhead, and the average that it
receives upon all of its earning assets, with due
allowance, of course, for loss of interest on reserves.
The chief advantage of rate control, however, is in
the way it serves more definitely to regulate the total
volume of credit as distinguished from the total amount
of loans to any one individual member bank. | would
regard the determination of the amount to be locaned to
an individual member bank as a credit matter to be
determined just as any loan would be determined by
any bank to any customer. But on the other hand, |
would regard the rate policy of the Federal Reserve
System as a national credit policy more directly related
to regulating the volume of credit in the country so as
to maintain stable credit conditions.
. Finally, however, we must recognize that there are
many people who believe that moré money, and cheap
money, means prosperity and happiness. To those peo-
ple an advance of discount rates may at times be diffi-
cult to explain. It is on that account that the absence of
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natural movements of gold is most unfortunate; and it
is for that reason, as well as for many others, that the
world will be better off by a prompt return to the gold
standard and free gold payments.

Permit me now to make a brief resume of this long
argument: The Reserve Banks have been given the
power to create reserve balances and to a large extent
to regulate the volume of credit. That volume of credit
expands in response to ex post facto borrowing by
member banks; the mass of their transactions causing
the borrowing having already occurred, there is no
means by which the Reserve Bank can control the use
which is made of the funds which it loans to its mem-
bers. Credit so borrowed from the Reserve Banks is
less likely to return for cancellation when no longer
legitimately required if discount rates are too low, and
a high discount rate will operate to induce its return.
The present banking System has created a situation
where there is no surplus of banking reserves in the
country, and where there is not likely to be a deficiency.
The real reserve barometer is the reserve percentage
of the Reserve Banks. The impulse which will lead the
Reserve System to change rates must for the present

largely arise from general conditions, and it cannot be
expected that the impulse to advance rates will be
given by gold exports for a long time to come. There-
fore, the regulation of the volume of credit which is the
chief function of the Reserve System must be effected
by a combination of rate changes and due caution as
to members’ borrowings.

The Federal Reserve System has always impressed
me as being essentially a social institution. It is not a
supergovernment, it is simply the creature of Congress,
brought into being in response to a public demand. It
was not created only to serve the banker, the farmer,
the manufacturer, the merchant, or the Treasury of the
United States. It was brought into being to serve them
all. Its guiding influence is not profit. Practically all its
receipts over expenses go to the government. For
some the service it performs is direct, for others it is
indirect, but it is not less definite nor any less impor-
tant. It needs and asks that it be given the benefit of
intelligent study and enlightenéed criticism. Its future
depends upon its own good behavior and upon its suc-
cess in winning and holding the confidence of the
public.
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George L. Harrison
Governor, November 1928 to December 1940

Harrison was the Bank's chief executive during a
period of national economic hardship and financial
instability: the early years of his term coincided with
the stock market collapse of 1929, the Great Depres-
sion, and the bank failures that culminated in the bank-
ing crisis of 1933. In this speech, Harrison advocates
reforms to strengthen the U.S. banking system and
calls for the removal of remaining barriers to interna-
tional trade. He argues that domestic financial stability
in the major trading nations, along with a reestablished
system of fixed exchange rates and orderly interna-
tional payments, is crucial to stabilizing the world
economy.

Some Essentials of Monetary
Stability by George L. Harrison

The subject of this session of the Academy — Economic
Recovery and Monetary Stabilization —has exhausted
most of the day. It might easily exhaust most of the
night. Being scheduled as the last speaker, | shall
make sure that it does not.

The morning session was devoted to the domestic
aspects of these problems; the afternoon session to
the international aspects. | wish that it were possible
for me to tie together these two parts of this subject
and ,té-. present to the Academy a complete solution.

. =~ __ o#tfacking both the wisdom and the authority to present a

final program, | want merely to discuss some of the
basic essentials of monetary stability, as | see them, in
their relation to recovery and economic stability.

I think we will agree that monetary stability is not an
.. end in itself. What we desire is to promote and main-

Address delivered before the Semiannual Dinner Meeting of the
Academy of Political Science. New York City, April 2, 1936.

tain a prosperous level of trade and employment. Our
objective is economic stability, and monetary stability
is important only as a means to that objective. We all
know that money itself is not wealth — we cannot eat it,
we cannot wear it, it will not keep us warm (even
though at times it may burn our pockets!). But we know,
too, that we live in a money economy, and that a stable
mechanism of monetary exchange and a stable mea-
sure of value are essential to our economic life.

The importance of international trade

I am one of those who believe that the world has now
reached the stage where international trade — the
movement of goods from points of surplus to points of
shortage —is an important factor in maintaining eco-
nomic stability and in producing a higher standard of
living not only for the world in general but for this coun-
try too. It may be true that a nation can live within
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itself if it must do so, but the price of complete nation-
alism must be a lower, not a higher, standard of living.
In prehistoric time the family unit was the economic
unit; the caveman had to content himself with his own
ability to hunt for his living; he provided as best he
could for himself; his standard of living depended
entirely on his own powers to provide for himself. As
time went on, as the economic unit grew from the sin-
gle family to groups of families, or later on, as peoples
became organized into geographical or political units,
they too, owing to an inadequate mechanism for trade,
had to live largely within themselves and to be satisfied
with what they could grow or make for themselves.
After centuries of struggle, with the development of
transportation and communication to the point where
goods and people and opinions can be moved about
rapidly and cheaply, the world has learned to expect
and to demand much broader opportunities and a
much higher standard of living than was possible when
those facilities were lacking. Improved methods of com-
munication and transportation have not only made the
opportunities for distribution greater, but the press, the
telephone, and the radio have stirred the imagination
and enlivened the desires of peoples everywhere for
the products of other communities and other nations.
People are no longer content to accept only that which
their own nation affords them any more than people
within a nation are satisfied with the produce of their
own particular locality. It is true that there has been
much discussion and even advocacy of the ideal of a
closed economy. | cannot but feel, however, that we are
still far from taking seriously such a definition of our
ultimate goal —that it is a passing phase, an expres-
sion of the world's discouragement with the tangled
state of affairs resulting from the war and depression.

The difficulty of maintaining international

monetary stability

it was as a natural development of the growth of inter-
national trade, and of the recognition of the importance
of international monetary stability as a means to that
end, that the international gold standard was devel-
oped. Our problem today is not that international trade
is any less essential to the maintenance of a full eco-
nomic life, but rather that we have been compelled to
recognize by the events since 1914 that international
monetary stability has become far more difficult to
maintain than it was during the last century. The war
disrupted and dislocated previously existing economic
and monetary arrangements. We have been struggling
with the consequences ever since. Probably no mone-
tary system that human ingenuity could devise could
have withstood economic changes of such magnitude
and rapidity as the world has witnessed since 1914.

Just when and how we are to succeed in restoring
some definite workable arrangement is hard to tell.

Primarily, the specific responsibility for international
monetary stability rests with governments. The diffi-
culties cannot be dealt with by economists working
under laboratory conditions, nor by central bankers
alone. Rather, the solution of these difficulties depends
on a whole background of world conditions and on the
development of a public understanding of the problem
which will make it possible for governments to act, and
in turn discourage governments from doing those
things which will threaten the success of action once it
is taken. The solution requires a meeting of many
minds.

Anyone who has followed the course of international
negotiations since the war and up to this very moment
must realize how difficult it is to reach agreements
even under the most favorable circumstances. We all
remember the amount of worry and work, the amount
of international discussion, and the amount of patience
and goodwill that went into the effort to reestablish
international monetary stability in the 10 years after the
close of the war. In the light of that experience, we
have no reason to hope for a quick and easy solution
of our present problems.

The complete cure is not to be found in a single
international conference, nor in some flash of govern-
mental wisdom, but in persistent and painstaking
efforts over a period of time. Our efforts in the 1920s
temporarily achieved their objectives but failed of a
permanent solution. The question today is whether we
can do a better job with these puzzling problems than
we did in the 1920s. We start with a handicap of failure
behind us which in certain ways makes our task more
difficult. On the other hand, we should have learned
something from our experiences.

No meeting of minds on international stability can be
expected or desired without a favorable combination of
circumstances that will give a reasonable assurance
that any formal agreement which might be reached will
have a fair prospect of being sustained. At the moment,
with a large part of the world harassed by grave politi-
cal uncertainties, and many important governments,
whose budgets are already badly out of balance,
spending more and more borrowed money for neces-
sary reliet and for what | hope are unnecessary mili-
tary establishments, it is hard just now to foresee any
very early combination of circumstances that will per-
mit of definite world currency stabilization by interna-
tional agreement. We can only hope that there may
soon develop a quieter and more cooperative
atmosphere.

Already there is a favorable side to the picture. The
progress of world recovery since the middie of 1932 is
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now creating underlying economic conditions which
make international monetary stability more feasible.
During the depression the fall of world prices, the gen-
eral contraction of production, and the decline of
national incomes greatly accentuated the many ele-
ments of unbalance resulting from the Great War. Each
nation felt forced to resort to policies designed to pro-
tect its internal economy. The result has been a tan-
gled network of defensive measures such as the
depreciation of currencies, the arbitrary control of for-
eign exchanges, and the restrictions of trade through
embargoes, quotas, clearing agreements, licenses, and
tarifts.

All these defensive measures, while different in form,
were essentially of the same origin, purpose, and
effect. Whether they were necessary or unnecessary,
the general result was a progressive strangulation of
international trade, which in turn reacted seriously, in
many cases, upon domestic trade and employment. At
the lowest point, the total value of world trade was only
one-third that of 1929, and the physical volume of trade
had fallen by 25 percent, the largest decline in history.

On broad economic grounds one might now expect a
reversal of this process. For just as nations during the
depression cut themselves off from external deflation-
ary influences, they ought in recovery to seek, by a
removal of barriers, to share in the beneficial effects ot
a general trade revival. In other words, nature is now
on the side of the doctors.

It is a mistake, however, to suppose that the problem
will eventually solve itself, even when political condi-
tions become quieter. There is much that can and
should be done to pave the way for effective interna-
tional stability when governments determine, in the
light of both the political and the economic situation,
that the time is ripe to act.

The value of international monetary standards
One of the first things we may well do is to think
through and try to dissipate the philosophy of defeat-
ism which has been growing up with respect to the
possibility of operating an international monetary stan-
dard, even in modernized form. We must, | think, fairly
recognize that there is now a considerable school of
thought which is frankly skeptical about the desirability
of a return to the gold standard or to any international
standard. Their doubt arises in part from the general
drift towards national economic autonomy. It is more
largely derived, however, from theoretical considera-
tions as to the relation between domestic and interna-
tional stability, and these considerations have led many
to believe that there is a fatal antagonism between the
two.

I think that this belief has grown out of the prewar

theory of the gold standard and our experiences of the
past 20 years. The prewar theory of an “automatic”
gold standard carried the implication, in its abstract
logic at least, that economic disturbance, wherever
originating or whatever its nature, could be dissipated
and corrected by the flow of gold. There was a sound
core of truth in this view, but it also contained the dan-
gerous suggestion that all a country had to do was to
adopt the international standard and fold its hands in
the confident expectation that that beneficent system
would protect it from all economic ills.

That there were shortcomings in the gold standard,
as we have known it in the past, no one now questions.
But it was not the gold standard per se that failed us
after the war. World recovery was never soundly rees-
tablished. The reparations question, despite all that
was done to effect a settlement, refused to be settled.
War debts remained a source of disturbance. The eco-
nomic position of a number of the countries of Central
Europe was never really adjusted. The rates of stabili-
zation of some countries, such as England for instance,
were such as to require a greater economic readjust-
ment in those countries than could easily be achieved
with existing inflexibilities in those countries. America’s
new position in the world’s economy favored a flow of
gold to this country which weakened the position of a
number, of other countries and formed a basis for
excessive speculation here. These and other economic
causes for instability were back of the later financial
disasters. They were responsible in a large measure for
the tremendous volume of short-term funds washing
about the money markets of the world in defiance of all
the ordinary rules except the rule of fear.

It was against this background that the events of the
years from 1931 to 1933 succeeded in generating an
overpowering psychology of fear which became in itself
a disturbing element apart from its original causes.
Fear, following the failure of the Credit-Anstalt in
Vienna early in 1931, precipitated a crisis in Germany.
Fear then crossed the Channel to England and forced
the suspension of gold payments there. Fear of disas-
ter here began to draw gold from the United States in
vast quantities. As the focus of fear turned upon this
country, it found to feed upon a banking situation built
up very rapidly during the past three decades, when
weak unit banks were allowed to spring up like mush-
rooms all over the country. We know the results. When
such fear takes hold of the imagination of the people,
nothing will stop it until the structure itself collapses.

No one who went through the banking crisis of Feb-
ruary and March 1933 will ever forget the irresistible
rush of panic through thé country. On February 14 the
Governor of Michigan declared a state bank holiday
and then in rapid succession one state after another in
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different parts of the country took similar action until on
Saturday, March 4, practically every state in the Union
had closed its banks. In the period of about three
weeks from February 9 to March 3, the people of
America, in fear, had withdrawn approximately
$1,700,000,000 in money from their banks, an amount
which equaled about 35 percent of the total money in
circulation in the country, even in the boom days of
1929.

We shall never forget the first three days of March in
the Federal Reserve Bank of New York. On Wednes-
day, March 1, in that bank alone, we paid out
$51,000,000 of currency to our member banks; on
March 2 it was $80,000,000; on March 3 it was
$176,000,000. On that last day, March 3, we also lost
$87,000,000 through transfers of funds to other dis-
tricts, and $78,000,000 through gold exports and ear-
marking. In addition, the public crowded into our bank
corridors to withdraw gold. In those three days, they
carried off in bags, in suitcases, and in their pockets
over $100,000,000 in gold coin and certificates. The
movement was cumulative. Each day was worse than
the preceding one. This was a fear which would wreck
any sort of banking system. it was this situation which
President Roosevelt must have had in mind when he said
in his radio address to the nation at the end of the bank
holiday in March: “All we have to fear is fear itself.”

| do not suggest that the collapse of the gold stan-
dard in the early years of this decade was entirely due
to international maladjustments or to the psychology of
fear which spread through the world. We must also rec-
ognize the effects of an increased rigidity of the inter-
nal economic mechanism of many countries which had
been developing over a long period of time. The impact
of external forces, operating through gold flows, upon
the internal economy of these countries had become
much more painful than was formerly the case. It is not
too much to say that this increasing inflexibility has
become the central economic problem of our genera-
tion, the root difficulty, whether one is considering the
feasibility of international monetary stabilization or the
problem of how to achieve and maintain economic sta-
bility at home. Given a rigid internal price structure,
rigid costs of management and labor, there is danger
that the international gold standard may have exactly
the opposite effects from those which the gold stan-
dard theory contemplated. Instead of correcting eco-
nomic disturbance, instead of encouraging stable
prices, the gold standard may then become the chan-
nel of communication through which disturbances are
transmitted around the world, bearing the germs of dis-
ease rather than the serums of prevention and cure.

| think this becomes clear if we bear in mind the
fundamental distinction between rigid and state prices.

A rigid price structure is a static thing in a dynamic
world. It resists adjustment, and so intensifies malad-
justment. Stable prices, on the other hand, are
dynamic. The ship and the airplane offer no blind resis-
tance to the winds and currents but move steadily
through them by a process of constant adjustment.
They move, they have a destination, and they carry
passengers and freight.

Now, the increasing rigidity which we have witnessed
has been cited by some as proof that an international
monetary standard is no longer workable. That seems
to me the shallow and short-sighted conclusion. It
ignores the great dangers and hazards -of fluctuating
exchanges as well as the competition in defensive
measures to which they lead. Financial armaments, like
military armaments, are expensive and unsatisfactory.
Moreover, there is implied in this whole view the falla-
cious notion that nothing more is involved than a mere
act of choice; that we are entirely free to choose
between domestic monetary stability and international
monetary stability. It would be nearer the truth, in my.
judgment, to say that neither is possible without the
other. Unless each country is literally to build a wall
around itself, our economic problem will always be one_
of interplay between internal and external forces, and
no amount of choosing between fixed or flexible
exchanges will get around that fact.

Maintaining monetary stability at home
We are apt to think of the world as an abstraction, as

. something apart from the countries that make it up. If

we get beyond this, we are apt to think of it as consist-
ing of some 60 countries, all mutuaily and more or less
equally interacting upon each other. It is perhaps
nearer to reality to think of the world as consisting of a
few pivotal countries and their economic spheres. What
happens to the world depends primarily upon what
happens to these pivotal countries. From this point of
view is it not reasonable to conclude that the money
question is mainly one of the impact of internal mone-
tary conditions in these few countries upon the remain-
der of the world? If these countries could preserve
monetary stability at home, coupled perhaps with some
safeguards against excesses of international capital
movements, then fixed exchanges and gold flow would
provide a means of imparting to the rest of the world
the stabilizing influences developed and maintained in
the pivotal countries.

This approach focuses attention on the problem of
internal control in the leading commaercial countries. On
it would depend the achievement of both internal and
external monetary stability. There is, after all, nothing
very novel in this view. Stated in homely terms, it sim-
ply means that we who make up this group can do
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much to keep the world in order if we can keep our own
houses in order.

We in this country have already made some progress
in this direction. The dollar has been stabilized in
terms of gold since February 1, 1934. We have main-
tained the stability in relation to other gold currencies
by the free purchase or sale of gold at fixed prices.
Furthermore, responsible officials of our government
have indicated, in effect, that we are ready to consider
international currency stabilization when other coun-
tries are ready to do so.

We have enacted legislation designed to avoid a
recurrence of some conditions which contributed to our
own and to world difficulties. That is particularly true
with reference to the speculative apparatus which in
the late 1920s drew funds to this market from all over
the world —funds which we did not want and funds
which the rest of the world sorely needed.

In certain particulars we have amended .and, |
believe, strengthened our central banking mechanism
by giving the Federal Reserve System additional
powers of credit control, such as the powers to fix mar-
gin requirements and to change reserve requirements.
The exercise of these powers will call for wise judg-
ment and courage. It must be admitted, however, that
even though the powers of the Reserve System for
dealing with credit problems have been increased, they
are not complete in themselves, partly because other
governmental agencies also have vastly increased
powers. The System, therefore, cannot of itself assume
final or full responsibility, at least not until some of the
emergency laws dealing with monetary and credit mat-
ters have expired or have been modified or repealed.
These emergency laws not only divide responsibility.
Conceived in depression, they risk being real sources
of danger in recovery.

So, also, our commercial banking system, which col-
lapsed under the strain of 1931, 1932, and 1933, has
been safeguarded in various respects. After the bank-
ing holiday of 1933, only those banks believed to be
sound were permitted to reopen, so that many weak
banks were eliminated from the banking structure. Fur-
thermore, a large number of banks have since joined
the Federal Reserve System and are now under some
form of national supervision through the Federal
Reserve System or the Federal Deposit Insurance Cor-
poration. The capital structure of undercapitalized
banks has been restored through private subscriptions
and through the Reconstruction Finance Corporation.

Resolving problems in the domestic banking system

In spite of these steps, however, there aré still some
fundamental shortcomings in our banking system
which, to my mind, must some day be corrected if we
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Allan Sproul, the third chief executive of the New York
Federal Reserve Bank, once referred to central bankers
as “members of the silent service.”” George Harrison
was the least disposed of all the New York presidents to
make public statements—in fact, “Some Essentials of
Monetary Stability’’ appears to be the only full-length
address Harrison delivered during his term of office.
Reprinted below is a letter from Harrison explaining his
reluctance to give speeches.

Mr. Waiter B. French

Chairman, Speakers' Committee
Annual Convention

New Jersey Bankers Association

c/o The Trust Company of New Jersey
35 Journal Square

Jersey City, N.J.

Dear Mr. French:

Please let me thank you for your letter of March 19
through which you were good enough to ask me to
speak at the annual convention of the New Jersey
Bankers Association, to be held at Atlantic City in May.

| hope | may be perfectly frank with you. For years
now, in fact ever since | have held my present position, |
have made it a rule, with one unavoidable exception,
not to make any speeches. Many times | have been
tempted to do so but | have always declined, not so
much because of the burden of preparation as because
| sincerely feel that | can maintain currently a much
greater independence of judgment if | am not commit-
ted by some previous public statement. Whether | am
right or wrong about this is not so important now as the
tact that | am afraid | would be greatly embarrassed if |
were now to make an exception to the rule which | feel
has kept me out of a good deal of trouble in the past.
Some day | may have to change, but | will be most
grateful to you if you will understand my position and
excuse me Now.

| attended a part of the convention at Atlantic City
last year. You were all so cordial and hospitable that |
hope to join you again this year. | shall have to be in
New York on May 12 for my regular directors meeting,
but if | can satisfactorily arrange my plans, | shall cer-
tainly be there the last two days of your convention. |
shall look forward to seeing you at that time.

Faithfully yours,

George L. Harrison,
President




want to avoid future weakness.

Our commercial banking system grew up much like
Topsy. At the beginning of the depression it consisted
of about 24,000 separate unit banks, all organized and
operating under 49 different sets of laws — the Federal
law and the laws of the 48 states. Some of these banks
were members of the Federal Reserve System but two-
thirds of them were not. The Federal Reserve System
was superimposed upon this heterogeneous group of
banking institutions without any substantial change in
the basic system itself. No central banking system can
be made a substitute for a sound commercial banking
system. So, while many steps have already been taken,
we shall not be able to boast of a wholly adequate
banking structure until such time as it may be possible
to develop a more unified commercial banking system
with greater concentration of both authority and
responsibility.

This implies a greater uniformity of banking laws
between the different states, on the one hand, and
between the states and the federal government, on the
other. It implies greater consistency and effectiveness
of banking supervision, responsibility for which is now
divided among too many agencies. It implies the
necessity of improving the general character of bank-
ing management through the development of some
more liberal system of branch banking within appropri-
ate areas. It implies some satisfactory disposition of
the knotty problem of separating the commercial bank-
ing function from the savings banking function. The
combination of these two functions in the same institu-
tion has been one of the apparent causes of our bank-
ing troubles of the past. Lastly, it implies the ultimate
necessity of bringing all the commercial banks of the
country into the Federal Reserve System.

The precise answer to these questions is difficult to
determine either as to time or method. It will require
thoroughgoing and thoughtful study, and perhaps a
gradual solution; but we should not rest content until
the problem has been recognized and its solution
undertaken. | do not mean to imply that our banking
system today endangers the economic stability of the
country or the funds of its depositors. But | do mean
that it will never function to the full limit of its useful-
ness and safety until these questions are considered
and disposed of in some satisfactory fashion.

In this brief summary of some of the things which we
have done in this country and still need to do in setting
our house in order, | have referred altogether to the
financial aspects. To avoid misunderstandings, let me
add this general qualification that the financial sound-

ness of a country is not something independent from
the soundness of its whole economy. It is not possible
to have sound finance unless there is also a sound
industrial policy, a sound labor policy, a sound basis for
the distribution of the national income, and a sound
governmental fiscal policy. To a considerable extent the
financial well-being of a country is but the reflection of
its whole economic life. So | have been discussing not
the whole of the probiem but rather that part of it which
comes more within the direct sphere of the
responsibilities of a bank of issue. One of the results of
our complex existence is that responsibilities can never
be wholly segregated and fixed. No question of great
importance in terms of human welfare can be narrowed
down and dealt with in a single sphere. Each question
is dependent somewhat on the other.

it is obvious, therefore, that domestic problems will
not solve themselves any more than will international
problems. We should not be content to sit back and
wait complacently for the solution. Each nation, while
working for a removal of the international barriers to
stability, might profitably direct its course towards
domestic stability.

As | say, we in this country have made some prog-
ress, but we have more to do. The same thing is true of
others. Many nations have unbalanced economies,
drastic trade and exchange restrictions, problems of
relief and unemployment, or budgetary difficulties, quite
apart from political uncertainties. The solution of some
of these problems and the removal of at least some of
the existing obstacles to international trade might well
be undertaken promptly in order to facilitate world mon-
etary stabilization. If these things are not done, if gov-
ernments persist in stifling international trade for
uneconomic reasons, and if nations or whole groups of
people over too long a period are denied the right of a
decent standard of living because of manmade barriers
to the exchange of their goods and services, then, in
the light of past history, they will seek that right, some-
times ruthlesly and by force, just as men have done
from the beginning. If, on the other hand, nations now
persistently and vigorously apply themselves to a solu-
tion of these quesions, then when the time does come
for international monetary action, whether it be
between large groups of nations or simply between the
nations whose currencies are the principal media of
international trade, we can look upon whatever action
is wisely taken with a fair degree of confidence that it
will survive and contribute to the prosperity and happi-
ness of peoples everywhere and, not least, to our own
people.
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Allan Sproul
President, January 1941 to June 1956

From the early years of Sproul’s presidency until the
Treasury-Federal Reserve Accord of 1951, Federal
Reserve policy was subordinated to the Treasury's war-
time and postwar financing needs. In this 1955 speech,
Sproul speaks of the resurgence of flexible monetary
policy. He invites the academic economists in his audi-
ence to turn their attention to the study of central bank-
ing issues and to contribute in this way to informed
monetary policy decisions. Sproul's address provides
an overview of the structure, techniques, and objec-
tives of the Federal Reserve System and gives particu-
lar attention to the policy-making role of the Federal
Open Market Committee.

Reflections of a Central Banker

by Allan Sproul

When you invite someone who is not a professional
economist to speak on an occasion of this sort, there
is always the danger that he will try to talk like a pro-
fessional economist, and thus make a fool of himself
while failing to fool his audience. | am not a professional
economist. | hate to make a fool of myself. And | know
| could not fool you.

| may have to skate pretty close to what is, for me,
the thin ice of theoretical economics, however, because
although | am not a professional economist | am a
practitioner of an art which must draw inspiration from
the work of professional economists. Central banking is
largely practical economics, a sort of laggard son of
theoretical economics, and | have been practi.ing cen-
tral banking for the past 35 years. My long apprentice-
ship in the field is the excuse for the title which has
Address delivered before the Joint Luncheon of the American

Economic Association and the American Finance Association,
Commodore Hotel, New York City, December 29, 1955.

been given to my talk, “Reflections of a Central
Banker.” Maybe that sounds as if | were going to give
you some rocking chair stories of my experience, but
that is not my intention. | think it would be pretty dull.
What | would like to do is to discuss a few of the things
| have observed and thought about while | have been
an officer of the Federal Reserve System and which |
think might merit a larger measure of interest and
attention from you.

Monetary policy was in the doldrums for a number of
years prior to and during World War |l. It had been
running fast before a brisk breeze for quite a while
prior to that time, and then the wind died down and its
sails went slack. Big claims had been made for it as a
solvent of our economic ills, and when it couldn’t sup-
port these claims there was a tendency to discard it in
favor of more direct and what might seem to be more
powerful economic controls. | suspect that somewhat
the same pattern could be traced in the interest of
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economists, and particularly the younger economists,
in the problems of central banking. For a time, preced-
ing and following the passage of the Federal Reserve
Act in 1913, such problems attracted a lot of men. Then
it began to appear that more important work could be
done, or more hay could be made, in other branches of
economics, while interest in central banking suffered a
relative decline. Now there has been something of a
renaissance in the use of monetary policy as one of
the means of achieving greater economic stability with-
out sacrificing too much economic freedom. If we are
careful not to claim too much for it, it may hold its
place. And | am hoping that central banking problems
will similarly recapture the interest of a new generation
of economists.

Continuity and change in the Federal

Reserve System

Let me speak first and most particularly about the Fed-
eral Reserve System, its organization, its policies, and
its techniques. You all know the general organization of
the System, but you may not all be aware of the evolu-
tionary changes which have been taking place within
the general organization. The main outlines of the Sys-
tem are much as they were when the System was
established 41 years ago: a regional system, federal in
character, with a national coordinating and supervisory
body at Washington and 12 regional Federal Reserve
Banks which are the operating arms of the System in
their respective districts.

Within this framework, however, there has been a
definite tendency for power and influence to gravitate
toward the center, a corollary of developments in other
areas of social, political, and economic organization, as
well as a result of growing familiarity at the center with
the means of accomplishing things at the periphery.
Fortunately, | think, for the development of the System
and the good of the country, this tendency has not
gone so far as to destroy either the federal character of
the System in terms of policy formation, or its regional
character in terms of policy execution.

That this is so, is largely due to the development of
the Federal Open Market Committee, and its evolution
as a body in which the various parts of the System are
represented not by blocs, not by opposing groups of
members of the Board of Governors on one side and
Presidents of Federal Reserve Banks on the other, but
by individuals having equal statutory authority and
equal statutory responsibilities with respect to one of
the most important functions of the System, namely,
open market operations.

It is true that the means of credit control, other than
open market operations, are scattered about the Sys-
tem in what seems to be an illogical manner. Discount

rates are fixed by the Boards of Directors of the indi-
vidua! Federal Reserve Banks but are reviewed and
determined by the Board of Governors, and the setting
of reserve and margin requirements is wholly a charge
of the Board of Governors. But all of these measures of
credit control must be integrated and used as a com-
mon kit of tools. The Federal Open Market Committee
provides the forum where discussion of their coordi-
nated use can take place without unnecessarily infring-
ing upon the rights and duties of other parts of the
System. The illogical in terms of organization charts
and precisely drawn lines of authority becomes logical
in terms of the evolution of a body which appropriately
and effectively represents all parts of the System.

It may be useful to recall how this unique arm of the
System developed, not from some sudden inspirational
attack on the problem of bringing national unity to a
regional central banking system, but by trial and error
during a shakedown cruise of about 20 years-duration.
In the beginning, adjustments of the reserve positions
of member banks were made entirely through the dis-
count window. Early open market operations emerged
in the form of an attempt by individual Federal Reserve
Banks to supplement their earnings. It soon became
apparent that the effect of these purchases and sales
of government securities (and bankers bills) was to put
reserves into the banking system or to take them out
without regard for what might be credit policy at the
time. The first informal attempt to correct the situation
was the adoption by the Conference of Governors
(Presidents now) of Federal Reserve Banks, in 1922, of
a policy of buying and selling government obligations in
an orderly and systematic manner, and the appoint-
ment of a committee of five Governors to see that this
was done. This loose arrangement was tightened up
somewhat by the Federal Reserve Board in 1923, and
the rule was adopted, which has since become a statu-
tory principle of open market operations, that the time,
character, and volume of such operations must be gov-
erned with primary regard to the accommodation of
commerce and business and to their effect on the gen-
eral credit situation. In 1930 an open market policy
conference was created which included a representa-
tive of each of the 12 Federal Reserve Banks. Statutory
recognition of and restraint upon this particular method
of conducting open market operations was legislated in
1933, when the banking act of that year created a Fed-
eral Open Market Committee and prohibited open mar-
ket operations of Federal Reserve Banks except in
accordance with the regulations of the Federal Reserve
Board. The Federal Open Market Committee in its pres-
ent form came into being with the passage of the
Banking Act of 1935, which also made it mandatory for
Federal Reserve Banks to engage in open market
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operations in accordance with the directions and regu-
lations of the Committee.

So far so good. Evolution has proceeded by a pro-
cess of natural selection toward a higher form of
organism, which retains some of the desirable charac-
teristics of regional organization within a federal sys-
tem, while acquiring the powers necessary to a
coordination of national policy under present day con-
ditions. This organism has survived for 20 years and
given evidence of being able to adapt itself to environ-
mental change.

There are those, however, who see in the persistence
of present regional representation on the Federal Open
Market Committee a serious flaw in our credit control
machinery. They appear to believe that this has
enabled the poachers to remain on the Committee
along with the game wardens, in the person of the five
Presidents of Federal Reserve Banks who are mem-
bers of the Committee along with the seven members
of the Board of Governors. The Presidents of the Fed-
eral Reserve Banks, they say, are selected by the
directors of the Banks—to be sure, with the approval of
the Board of Governors. The nine men who serve as
directors of Federal Reserve Banks include six men
elected by the member banks of their district, and
three of these men are bankers. Ergo, the Presidents
of Federal Reserve Banks are the representatives of
the member banks and, in political terms, must be
responsive to the wishes of their constituents or they
won't be Presidents very long. And so, it is claimed, the
group which is supposed to be regulated and con-
trolled has at least one hand on the controls, or at least
five fingers in the pie.

This line of chain reasoning has its appeal if you
believe that the Presidents of Federal Reserve Banks
are so beholden to commercial bankers for their jobs,
and so lacking in awareness of their statutory
responsibilities, that they cannot honestly serve the
public interest as members of the Federal Open Market
Committee. The fact is, however, that the relation
between a President of a Federal Reserve Bank and
the bankers of his district is not that of an elected rep-
resentative and his constituents or an employee and
his employer. The present somewhat complicated
arrangements for the election and appointment of
directors of Federal Reserve Banks, and for the
appointment of Presidents of Federal Reserve Banks
by these directors, have instead a double virtue. First,
they inject into the System’s conduct of its everyday
affairs the standards of efficiency and practical judg-
ment that well-chosen business executives can provide
from their own experience—and that includes every-
thing from judging the fitness of a man to administer
the complex operations of a Federal Reserve Bank to

the maintenance of its plant and equipment. This has
contributed- to an operating performance which has
protected Federal Reserve Banks from much of the
criticism which is leveled against other institutions not
prodded toward efficiency by the profit motive. Second,
these electoral arrangements keep the Presidents of
Federal Reserve Banks directly in touch with men who
are aware of banking and credit conditions and eco-
nomic developments in their districts and who can help
to interpret credit policy to the banking, business, and
agricultural community, without making the Presidents
subservient to whatever may be the selfish interests of
any group in the community.

On the even more important level of policy formation,
the problem is not comparable to that faced by a gov-
ernment regulatory body fixing rates and conditions of
service under monopoly or semimonopoly conditions,
nor to the problems of an administrative tribunal watch-
ing over observance of the law. The main problem of
the central banking system is the appraisal of major
developments affecting the whole economy and the for-
mulation of a policy which will influence the money and
credit sector of that economy so as to contribute to the
stability of the economy as a whole. This is a public
service which requires of its practitioners continuous
contact with economic processes, and with people in
the market places of the country as well as with the
representatives of government at its political center. It
requires practitioners with an awareness of the prob-
lems of an economy which is neither wholly private nor
wholly public in character. It requires practitioners who
are insulated against narrow partisan political influence
on the one hand, and against narrow selfish private
influence on the other, but who are responsive both to
broad government policies and to the importance of
private initiative and private enterprise in giving sup-
port to those policies. In my view there has been devel-
oped in the Federal Reserve System in general, and in
the Federal Open Market Committee in particular, a
unique contribution to the democratic administration of
such a task. There is no conflict of interest in this
administration.

I have spoken of this matter of organization at some
length because | think it is vital to the preservation of a
Federal Reserve System which retains regional vigor in
a national setting, and because attempts to destroy the
Federal Open Market Committee, as presently constitu-
ted, have been made from time to time. In fact, a bill
has been resting in a congressional committee for the
past year which would abolish the Federal Open Mar-
ket Committee and transfer its functions to an enlarged
Board of Governors of the Federal Reserve System.
That way lies a revolution in the organization of our
credit control machinery. | believe that this is a ques-
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tion which goes well beyond the mere mechanics of
organization and which needs and deserves your clos-
est scrutiny as citizens, as well as economists and men
of finance.

Federal Reserve policy objectives

So much for organization. Now for a reference to poli-
cies. The preamble to the Federal Reserve Act says
that the Federal Reserve System is to be concerned
with the provision of an elastic currency, aftording a
means of rediscounting commercial paper, and estab-
lishing a more effective supervision of banking in the
United States, and for other purposes. Well, the “other
purposes” have long since stolen the show, as must be
the case when the manifold objects of an economic
experiment are compressed into a few words, no mat-
ter how well chosen. We are all now engaged in an
attempt to prevent the occurrence of wide and deep
economic fluctuations and to mitigate the hardships of
the smaller cyclical fluctuations and the necessary
internal adjustments of a dynamic, growing, relatively
free-choice economy.

The role of the central banking system in this attempt
to achieve better balance in our economy has never
been spelled out specifically, and probably cannot be.
We were not specifically mentioned in the Employment
Act of 1946, which gave expression to the present gen-
eral concept of the economic role of government, but
our share of the general responsibility derives largely
from that expression of national policy. | have always
felt, however, that if we are to be true to the explicit
requirements of our own charter, we must emphasize
the implicit requirements of this broader charter by
combining stability of the purchasing power of the dol-
lar with the promotion of the most effective possible
utilization of our resources. We must be alert to oppose
both inflationary and deflationary pressures, either one
of which can upset the precarious balance of a high-
employment, high-production, high-income economy.

Controlling Inflationary pressures

We are pretty much all of one mind, | take it, when it
comes to opposing deflationary forces which threaten a
waste of human and material resources. But there is no
such unanimity when inflation — usually trotted out as
mild inflation —is in prospect or in being. Here is a
central banking problem with respect to which we
should, perhaps, have had more help from you than
you have so far given us. Are we right in the belief that
stability of the dollar and a growing high-level economy
are compatible? Or, at least, are we right in our belief
that there are so many forces in the economy which
now exert inflationary pressure as to make it likely that
our role will generally be to resist those pressures in

the interest of sustained economic growth? The siren
song of gradual modest inflation, if it be that and not
the music of the spheres, appeals to many groups,
political and economic. There is a tendency to relax
and enjoy the sound of more money in the cash regis-
ter and the appearance of more dollars in the balance
sheet and in the pay envelope. The problem has
become a fundamental one in the administration of
monetary policy, and your advice and counsel and,
indeed, your leadership are needed.

There are those, of course, who think the answer has
already been given, and that our powers have been
reduced to exerting a gentle tug on the reins from time
to time, which is_really administered by the horse. With
that | cannot agree; | cannot bear witness to the impo-
tence of our central banking system. It still has consid-
erable power, even though we recognize, as | think we
must, that general monetary controls can no longer be
used so drastically as to bring about a severe restric-
tion of the money supply with restriction of incoms, pro-
duction, and employment in its wake. In this we would
only find support if we were faced with a runaway infla-
tion due solely or primarily to monetary causes. That is
an emergency we have not had to face and certainly
do not have any desire to face, even though the actual
experience of such a catastrophe might subsequently
make for broader public understanding of the anti-
inflationary steps we must take from time to time. In
developed countries which have experienced hyper-
inflation the central bank has only to mention the word
inflation to bring a large measure of public support to a
restrictive credit policy. When we mention inflation as a
reason for trying to restrain a boom which shows signs
of temporarily exhausting physical capacity to increase
the supply of goods and services, and in circum-
stances when further injections of bank credit are likely
to show up largely if not entirely in increased prices,
we are apt to be charged with crying wolf when there is
no wolf, to be denounced as apostles of deflation. And
if actual inflation does not develop, perhaps because
we have done our job of helping to curb its develop-
ment, the accusation against us seems to gain
increased validity. You can see why | would like to have
aid and comfort in resolving doubts about our ability to
combine a stable dollar with a growing, expanding,
high-level, peacetime economy.

The exercise of Individual judgment

Another aspect of policy formation which concerns me
is whether or not undue reliance is now being placed
upon the judgment of men, and whether we- should
seek some automatic or mechanical guides to policy
action. | do not think that we have been led too far
astray by reading our press clippings. When it is said of
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the Federal Open Market Committee that “these 12
men have more financial power than any other official
body in the United States history,” we may think it will
impress our children and grandchildren, but we are
also humble enough to recognize that the power we
wield is a circumscribed one which cannot be wielded
arbitrarily or capriciously. In the first place, it is a power
exercised by a group of individuals of differing back-
grounds and talents and with differing approaches to
the policy actions upon which they must finally agree.
There are checks and balances such as are charac-
teristic of our whole concept of government, which give
assurance that decisions will be reached by a delibera-
tive process and that power will not be wielded by an
individual who might acquire the habits of a despot. In
the second place, it is power exercised in the white
light of full disclosure: weekly, monthly, and annually
our actions are publicly reported for all to examine and
to judge. Finally, it is power exercised within the limits
of national objectives and public tolerance, which
would not permit the Committee to indulge a sense of
power or to experiment rashly with it, even if it were so
inclined.

But to recognize the limitations of our powers is not
to deny their importance. We must and do take them
very seriously. We realize that we are trying to mea-
sure and adjust the flow of credit in a money economy,
and we are steeped in the belief that whether the
economy works well or poorly depends in part on our
success or failure in discharging our responsibilities.
And therein, | think, lies a danger. The oppressive char-
acter of such a heavy responsibility leads men to seek
some automatic or mechanical device as a guide to
policy action, in order to remove the risk of exercising
fallible human judgment. The gold standard, as it exis-
ted during the latter part of the nineteenth century and
the early years of the present century, largely per-
formed this role in those countries which had central
banks and which looked first and almost entirely to the
state of their balance of payments and the size of their
gold reserves in formulating ¢entral bank policy. Those
“good old days” began to pass into history, however,
when central bankers began consciously to interfere
with the effects of inflows and outflows of gold upon the
domestic credit situation and, through it, upon the
" domestic economy. They receded further into limbo as
national policy became more and more oriented toward
the maintenance of high levels of production and
employment at home, and tried to fit together the inter-
national and the domestic situation without subordinat-
ing one to the other.

And yet there have been and no doubt are serious
students of central banking who believe that it cannot
function properly without a “norm” of behavior, or a

mathematical equation, which will tell its human guides
what to do and when to do it. In the present state of
our knowledge of the functioning of the economic
world, and despite the flood of available statistics which
never seems to be out of spate, | do not believe that
we can now devise a “norm” or an equation which will
relieve us in any substantial and consistent way of the
necessity of exercising human judgment in discharging
our responsibilities. What we need is not just a cata-
logue and synthesis of symptoms but an appraisal of a
whole situation, including the complex reactions of
human beings — businessmen, labor leaders, con-
sumers, politicians. Early in my career in the Federat
Reserve System | read a statement by Allyn Young!
which impressed me then and impresses me now:

In fact, we can be certain that reliance upon any
simple rule or set of rules would be dangerous.
Economic situations are never twice alike. They
are compounded of different elements —foreign
and domestic, agricultural and industrial, monetary
and nonmonetary, psychological and physical —
and these various elements are combined in con-
stantly shifting proportions.

“Scientific” analysis, unaided, can never carry
the inquirer to the heart of an economic situation.
Judgment and wisdom — the power to take a com-
plex set of considerations into account and come
to a balanced view of them—are quite as much
needed as facts and theories. The Federal
Reserve System needs to operate in the light of all
the information it can get, and it needs to have this
information organized and analyzed in such a way
as to give the maximum amount of illumination. But
it also needs the guidance of that practical wisdom
which is born only of experience.

If in our time, however, with increasing knowledge of
how credit policy works, we can discover a “norm” of.
action, or a mathematical guide to_policy, our task
would be greatly simplified. To do that, we shall have to
know more than we yet know about how monetary and
credit policy actually affect the economy, as a whole
and in its various parts, and with what leads and lags.
This wilt mean deep probing into the operations of our
money and banking system as it is now constituted,
and into the effects of changes of monetary and credit
policy upon the whole economy working through the
banking system. Until this job is further along, a good
motto for central banks may continue to be the lines of
the poet:

JAmerican economist and university professor (1876-1929).
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Our stability is but balance
And wisdom lies in masterful
administration of the unforeseen.2

Open market operations

| am now going to turn to one of the techniques of
execution of central bank policy, partly because it has
importance from a general economic standpoint which
transcends its purely technical trappings, and partly
because it has been the subject of some public com-
ment and discussion during the past year or two. | refer
to the range of open market operations: whether such
operations should be rigidly confined to short-term gov-
ernment securities, except under the most unusual cir-
cumstances, or whether a willingness at times to
operate over the whole range of maturities of govern-
ment obligations would provide a better means of mak-
ing credit policy effective. | am not going to reiterate all
of my own views, which are already in the record and
which are distinctly minority views within the Federal
Open Market Committee. There are as yet no abso-
jutes in this business, however. Those who advocate,
and | who oppose, the present techniques of the Fed-
eral Open Market Committee are merely climbing the
hill on opposite sides, trying to reach the same summit
of knowledge and effectiveness.

But | do think that the question is one worthy of the
attention of at least some of you who are here today,
not merely as a matter of casual comment in panel
discussions, or writings on other subjects, but as some-
thing which has real economic significance and
deserves serious study. And | am encouraged in this
opinion by the articles which have appeared in the jour-
nals during the past year. If the present technique
derives from a too rigid application of supposed classi-
cal economics to problems of money and credit, we
need enlightenment from you.

| had supposed that the classical economists, the
men of private property and free markets, didn't think
that free markets could provide everything necessary
to the public good, and that if they were our contem-
poraries they might have thought of the market for
money and credit as something separate and apart
from other markets, and as an appropriate area of
intervention by government or agencies of government
—intervention at that cross-section of the economy
where the public need for some overall economic guid-
ance toward stability could be provided with a minimum
of direct intrusion into the details of production and dis-
tribution. And | had supposed that this would mean
central bank action to help the market in determining
the significant characteristics of the maturity structure

2Robert Bridges, "The Testament of Beauty.”

of interest rates implied by the kind of credit policy
being pursued —not to try to set decimal points on
daily quotations, nor to peg a curve, but to nudge the
market in the direction sought by credit policy. And
finally | had supposed that the effects of increases or
decreases in capital values, arising from changes in
long term rates of interest, were becoming more and
more important in an economy in which public as well
as private debts have become so large a part of our
so-called assets, and that some direct intervention in
this area might at times be appropriate. ‘Whether or not
these or contrary suppositions are true, it seems to me
that this matter of open market techniques involves
problems of economic significance beyond its immedi-
ate technical application and that it deserves your
study and your published findings.

There is another area of credit administration which
can be brought under the loose heading of techniques.
That is the problem of selective credit controls, and
particularly the control of consumer instalment credit. |
suppose that all of us who have a bias against detailed
planning “from above” would prefer that credit policy

. accomplish its major aims by general quantitative con-

trols which work impersonally but pervasively and with-
out interfering directly with individual transactions. But
if there has grown up a form of credit extension which,
no matter how prodigious its contribution to mass pro-
duction and mass consumption, is also introducing a
dangerous element of instability in our economy, and if
it is difficult to reach this credit area by general credit
measures without adversely affecting all of the less
avid users of credit, is there not a case for a selective
credit control? Thackeray says in Vanity Fair:

Everybody must have observed how well those
live who are comfortably and thoroughly in debt;
how they deny themselves nothing; how jolly and
easy they are in their minds.

Well, | am not jolly and easy in my mind. | am disturbed
by the present situation in consumer instalment credit,
just as | was concerned, under different conditions and
for different reasons, about stock market credit until the
Board of Governors was given power to establish, and
to vary, margin requirements. | am disturbed not by the
total amount of consumer credit, but by the fact or the
indication that successive relaxation of terms has been
largely responsible for keeping the ball in the air. This
is a process which cannot go on indefinitely, and when
it ceases there will come a time when repayment of old
debt will catch up with new extensions of credit. The
special stimulus of a rapidly increasing net supply of
consumer credit, which has contributed so much to the
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record production and distribution of consumer durable
goods during the past year, will then be gone, at least
temporarily. Will it then become clear that we drove our
productive capacity to unsustainable limits —for the
present —by borrowing consumer demand from the
future?

This is a subject on which many voices have
expressed many views, but usually they have not been
views which seem objective enough to help resolve the
question in the best interest of society as a whole. |
know that there are those who believe that selective
credit controls are a dangerous step on the road to
general overall planning, and | have no desire to
become a fellow traveler on that road. But | do believe
that there is a temptation to abuse consumer credit in
boom times, that it can thus become a serious source
of instability in our economy, and that we would not
jeopardize our general freedom from direct controls by
giving the Federal Reserve System permanent author-
ity to regulate consumer credit. | freely admit, however,
that this view would be better held if it were based
more firmly on objective study and research into the
place of consumer credit in our economy and less on
observation and opinion. That is the sort of basis for
consideration and action which you could provide.

The same or something similar might be said of
mortgage financing, but | shall not try to go into that.
Economics and social objectives become intermingled
so fiercely when housing is discussed as to make
calmness and objectivity a handicap, if not a badge of
moral delinquency.

The basic question involved in both cases is whether
an attempt should be made through regulation of these
specific types of credit to exert a stabilizing influence
on areas of the economy which, in the past, appear to
have been major sources of instability of employment
and production, or whether we should be content with
efforts to regulate the overall availability and cost of
credit, hoping that fluctuations in the major areas of the
economy will balance out. Our experience, thus far,
suggests to me that general credit controls can exert
an effective influence on these particular types of
credit only with a considerable lag and that we cannot
rely upon countervailing forces in the economy to
maintain overall stability.

Perhaps you can see where | have been heading in
these somewhat random remarks, which have touched
on a few aspects of central banking organization, poli-
cies, and techniques, while not mentioning others of
equal or, perhaps, even greater importance. In general,
my purpose has been to frame a plea for help. A plea
that theoretical economics come more steadily and
effectively to the aid of practical economics in such
fields as central banking.

A public role for theoretical economics
| recognize that theorsetical economics is the basis of
practical economics. And | recognize that theoretical
economists, in our time, seem mostly to have preferred
to work on general principles, or on building models of
economic performance, rather than on economic poli-
cies and their effects. | have not the competence to
chalienge the value of their work, but | question
whether it is enough. | question whether economists
individually and as a group can fulfill their obligations
as citizens, as well as students and scholars, if they do
not try to bring these interests together. | would say we
need a revival of political economy, and | would invite
you to look on central banking as a good place to start.
The economists of an earlier day did not hesitate to
jump into the thick of battle over current issues, and it
did not seem to lower their academic standing then nor
should it now. They were pamphleteers, they organized
and participated in public meetings and discussion
groups, they brought their influence to bear in any way
they couid on public officials and private citizens. They
were pungent and provocative in debate. Macaulay
said of James Mill and his followers on one occasion,
“These smatterers whose attainments just suffice to
elevate them from the insignificance of dunces to the
dignity of bores.” Perhaps that sort of thing is a little
too violent for our present mood and condition. But it
might be better than withdrawing completely into a
realm of esoteric jargon, or indulging in an excess of
politeness in dealing with your peers and your public,
so that issues are seldom drawn clearly enough to
attract public attention and promote public under-
standing. By your studies and your research and your
application to the problems of economic theory, you
have earned the right to be heard and to give some
sense of continuing direction to official action and to
public opinion. | would like to see that right more vig-
orously exercised.

| feel that it could be exercised more vigorously and
to advantage in the field of central banking. We have
excellent research staffs in the Federal Reserve Sys-
tem, able economists and. statisticians and devoted
students of money and banking problems. But their
work needs more cross-fertilization and critical anal-
ysis by thoughttul and disciplined minds outside the
System who can apply their talents to this special field
without the bias of an organizational viewpoint. Not
enough work has been done, | would say, on the mone-
tary problems of a mixed government-private economy,
on the functioning and form of a fractional reserve
banking system in such an economy, on the growing
importance of other financial institutions, which criss-
cross both the fields of commercial banking and invest-
ment banking, and on the performance and charac-
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teristics of our money and capital markets. These are
subjects which are becoming critical in the develop-
ment of central banking.

You have tended, | venture to say, to occupy your-
selves too much with the refinement of old ideas which
are no longer wholly relevant, with the cataloguing of
new economic processes, with the application of math-
ematical equations to situations too dependent on
human behavior to be amenable to such treatment, or
with building utopian models of the dream world of the
future, while neglecting the hard but rewarding task of
studying the present in a way which would contribute
effectively to public policy and private well-being. If you
will not use it against me, | would say that you have left
the latter task to the improvised judgments of practi-
tioners who have lacked the time or the equipment
needed to work out a coherent and consistent basis for
the actions which they must take.

It is said that there has been a renaissance of mone-
tary and credit policy in recent years. in fact, some
extravagant claims are again beginning to appear con-
cerning the power and influence of monetary measures

in curing or ameliorating our economic ills. Govern-
ments may be tempted to commit or condone economic
errors, in the hope that monetary policy can redress
the balance and in the hope that the central banking
system will stand as a buffer between the government
and an electorate which chafes at restraint. We shall
have to guard against asking too much of monetary
policy. But it is a fact that monetary measures have re-
established themselves, and rightly so, as one of the
principal means used by governments to try to keep
national economies in order without the stifling restric-
tions of more direct physical controls.

What | would now like to see is a renaissance in the
study of money and banking in general and of central
banking in particular. | would like to see a fresh and
thorough examination of our existing banking and
credit machinery and our money and capital markets. |
would hope that out of such study and examination
would come new ideas and new proposals which would
give shape and direction to future public policies and
private actions. It would be a task worthy of the best
talent you can bring to bear on it.
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Aifred E. Hayes
President, August 1956 to August 1975

During Hayes' tenure as president, the dollar-centered
Bretton Woods system of fixed exchange rates
matured, then collapsed, prompting a transition to
floating exchange rates. In this address, Hayes dis-
cusses the development of international cooperation in
foreign exchange market intervention and the pros-
pects for reform of the international monetary system.
He recommends that countries work together to ensure
exchange rate stability, orderly balance-of-payments
adjustment, and the financing of imbalances resulting
from the first energy crisis.

The International Monetary
System-Retrospect and
Prospect vy Affred E. Hayes

Today | would like to share with you a look at the
development of the international monetary system
since World War 1l, together with a brief attempt to see
what may lie ahead. Let me state at the outset, how-
ever, that visibility has rarely been lower than it is now.
The whole world economy is being subjected to strains
greater than would have been imaginable a few years
ago. And, as you know, the International Monetary
Fund’s Committee of 201 found it impossible to give the
recent annual meeting of the Fund's governors a full

1The “Committee on Reform of the International Monetary System and
Related Issues,” better known as the Committee of 20, was created

by the Board of Governors of the IMF in 1972 to study proposals for
the reform of the international monetary system.

Address delivered before the Business Forum and the Money
Marketeers, New York University, New York, November 13, 1974.

blueprint of a new system. In light of this very uncer-
tain state of affairs, it is especially hard to distinguish
those tendencies that are likely to be embodied in
whatever new system will emerge some years in the
future. However, | think the effort is worth making.

My vantage point for these observations is a favor-
able one. The Federal Reserve Bank of New York is
the operating arm of the Federal Reserve System in
the international area and we participate in the Federal
Open Market Committee’s formulation of policies. The
Bank also acts as agent for the Treasury in carrying
out most of its foreign exchange and other international
transactions. We enjoy close relations with virtually all
the central banks and other monetary authorities in the
world.

In our vaults are $17 billion of gold (valued at the
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official price) held in custody for these monetary
authorities —the largest concentration of gold in the
world — as well as the bulk of their holdings of U.S.
Treasury securities, $60 billion, well over 10 percent of
the total U.S. public debt. A very large proportion of
their dollar payments pass through our books, and last
year the security transactions we carried out for them
came to almost $300 billion, about three times the
huge total -effected for the System Open Market
Account.

Since my coming to the Bank in 1956, our interna-
tional transactions have expanded greatly in volume
and our overall international activities have grown in
importance. This is one area of our responsibilities that
over recent years has involved much of the time and
attention of the Bank’s top executives. One aspect of
this involvement that deserves particular attention is
the development of the Federal Reserve swap network.

The early years of the Federal Reserve swap
-network

This network has turned out to be a major contribution
to the international monetary system. In general, it is
fair to say that the Federal Reserve swap network has
proved its worth under both fixed-rate and managed
fioat arrangements and will probably remain an indis-
pensable feature of whatever may be the future inter-
national financial system.

I don't have time to go into the mechanics of the
swap transactions, but the essence of the operation is
a renewable short-term credit of, say, 90 days’ duration
from one central bank to another. Before the inception
of the Federal Reserve swap network in 1962, such
central bank swap transactions had been arranged
from time to time on an ad hoc basis, notably during
the run on sterling in 1961.

In early 1962, the Federal Reserve, with the strong
support of the U.S. Treasury, concluded that there
would be a continuing and probably increasing need
for central banks to help each other out by providing
short-term credits to partner central banks whose cur-
rencies might come under selling pressure from time to
time for a broad range of reasons, from seasonal weak-
ness to unwarranted speculative attacks. It seemed to
us in the Federal Reserve that the best way of dealing
with this problem was to arrange well in advance for
reciprocal lines of credit linking up the major central
banks in the world with the Federal Reserve, whose
currency, the dollar, was the intervention currency for
our foreign central bank partners. We felt, and | think
correctly, that by setting up these reciprocal lines of
credit in a highly visible way, and in advance rather
than waiting until they were actually needed, we could
provide an assured reinforcement of the international

financial system. | hasten to add that neither the Fed-
eral Reserve nor any of its central bank partners in this
endeavor ever had any illusion that the swap network
could do more than provide such a reinforcement. After
all, the continued operation of any stable international
financial system depends fundamentally upon the abil-
ity of the United States and other major trading nations
to maintain reasonable equilibrium in their balance of
payments.

From April 1962 until the closing of the gold window
in August 1971, the Federal Reserve swap network
grew from a single $50 million swap arrangement with
the Bank of France to a $11.7 billion credit system
embracing 14 central banks and the Bank for interna-
tional Settlements. During this decade, many countries
saw their balance of payments swing from surplus into
deficit and back. As various currencies came under
temporary selling pressure, the swap network was
c¢alled upon to make available an overall total of $27.1
billion of swap credits. Of this total, $11.8 billion were
drawings by the Federal Reserve, and $15.4 billion
drawings by our partners. In general, the swap credits
accomplished their purpose of enabling countries to
ride through speculative squalls and other short-term
difficulties, and the repayment record was generally
excellent.

The defense of sterling in the 1960s

Of the many financial events of the 1960s in which the
swap network played a role, the defense of sterling
merits special attention. From the restoration of con-
vertibility in 1958 until Britain's devaluation of sterling
in 1967, sterling was the currency that caused by far
the greatest concern in financial circles. Sterling’s mal-
ady was not a steady one, for it was punctuated by
periods of strong recovery and restored faith —only to
be followed by new difficulties. | shall not try to analyze
the reasons for sterling’s recurrent weakness. But since
it had a reserve currency role second only to that of
the dollar, its fate involved the whole monetary system
and was a matter of keen interest to other countries.
There was wide recognition of the danger that a devai-
uation of the pound would prove to be a prelude to
speculative attacks against the dollar. As it turned out,
these fears were borne out almost immediately after
sterling was actually devalued. In recognition of this
interdependence, the Federal Reserve participated
with other major central banks in the defense of ster-
ling. Naturally only the country whose currency is in
question can make the basic political decision to
devalue or revalue. But as long as the will to defend
the sterling parity continued within the United Kingdom,
| believe our concerted efforts in its behalf were thor-
oughly justified.
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During this period, the drawings by the Bank of Eng-
land on the Federal Reserve swap network and on
other ad hoc central bank credit arrangements fluctu-
ated quite widely as sterling moved up and down. The
reliance on central bank credit did not obscure the
question of exchange rate adjustment. In fact, six
months before the devaluation of sterling in November
1967, the Bank of England had completely paid off all
outstanding central bank debt. Incidentally, in the case
of the dollar, the major buildup of swap indebtedness of
the Federal Reserve, totaling more than $3 billion at
the time of the closing of the gold window, was incurred
only during the very last weeks of dollar convertibility.

The inconvertible dollar

The relative trade position of the United States had
begun to deteriorate in the late 1950s and early 1960s,
and vast sums were already moving abroad for invest-
ment to take advantage of faster growing markets and
lower costs and to jump Common Market barriers. But
it was the sharp acceleration of U.S. inflation after
mid-1965, together with the sterling devaluation, that
really brought dollar convertibility into serious doubt.
Whether or not the decision of August 1971 could have
been avoided or deferred through timely measures by
all the major trading nations before the final specula-
tive wave struck the dollar will be debated for a long
time. In any event, cutting the tie between the dollar
and gold had a traumatic effect on the international
monetary system from which it has not yet recovered.
Because of its primacy as a trading and investment
currency, the dollar had become by far the principal
medium for official intervention in the exchange mar-
kets and also by far the largest component of monetary
reserves except for gold.

With all respect for the valiant and painstaking
efforts to establish the SDR as an acceptable substi-
tute, it cannot take the dollar’s place as the chief vehi-
cle for official intervention. Moreover, it must be
acknowledged that gold still represents the most cher-
ished form of monetary reserves in a great many
countries.

After the tie to gold was cut, it came to be quite
widely held that we need feel no concern as to how low
the dollar might sink in the exchange markets, even
under periodic speculative attacks, because a cheaper
dollar would assure a better competitive trade position
for U.S. products. The philosophy of “benign neglect”
overlooked the serious inflationary impact that a depre-
ciation of the dollar could have, and indeed did have,
on the domestic price level. It also neglected the fact
that the bulk of the world’s trade was denominated in
dollars, the largest financial markets were dollar mar-
kets, and most countries of the world still looked to the

dollar as their main monetary anchor. An anchor that
bobbed about wildly in the heavy seas was not very
helpful. Furthermore, this philosophy posed the danger
of encouraging a spirit of competitive exchange rate
adjustments and .monetary controls, which if it had
developed, could have destroyed much of the fabric of
economic cooperation that had been woven so care-
fully in the years following World War .

The Federal Reserve swap network lay dormant for
slightly more than a year after the closure of the gold
window while the negotiation and launching of the
Smithsonian Agreement2 got under way. By. July of
1972, however, it had become clear that the United
States could not leave the entire burden of supporting
the Smithsonian dollar rate to foreign governments,
and so the Federal Reserve resumed intervention in
the exchange markets, again relying upon the swap
network to meet its needs for foreign currencies.

In early 1973, another tidal wave of speculation
swept through the exchange markets, and in February
1973 it was decided to devalue the dollar for the sec-
ond time. A modest amount of Federal Reserve swap
debt incurred just prior to the devaluation was quickly
repaid, but intervention was not resumed as both the
United States and the major European countries
agreed in March 1973 to let the dollar float. Unfor-
tunately, the dollar did not float, but sank precipitously,
as speculative pressures cumulated. By early July 1973
exchange trading in the dollar was grinding to a stand-
still. At this critical juncture, the Federal Reserve was
again called upon by both the U.S. and European gov-
ernments to resume exchange market intervention,
backed up by a major enlargement of the swap network
to nearly $18 billion. (The total now stands at almost
$20 billion.) The very announcement of this policy shift
from a free to a managed float of the doliar brought
about an immediate strong recovery of dollar rates.
From then on the tide began to turn.

Over the succeeding year, Federal Reserve interven-
tion to support the dollar amounted to somewhat more
than $1 billion, mainly financed by drawings on the
swap network, all of which were repaid in less than six
months’ time. Today, as the markets realize that the
authorities are fully prepared to show their presence,
violent speculation has subsided and exchange mar-
kets are orderly. The oil embargo and skyrocketing oil
prices have, of course, contributed to sizable swings in
the exchange rates over the past year.

2The Smithsonian Agreement of December 1971 realigned currencies
by devaluing the dollar against gold and revaluing major foreign
currencies against the dollar. The Agreement also established the
freedom of countries to declare central exchange rates against
foreign currencies rather than parities against gold and provided for
a wider band of permissible exchange rate fluctuations around
central rates.
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The financial aspects of the energy crisis

The quadrupling of the price of oil has altered the
whole international financial outlook more violently than
any other event in many decades. | need not remind
this audience that the magnitudes involved in the pro-
spective shift of monetary reserves to the oil-producing
countries really stagger the imagination. No wonder
there is widespread pessimism about devising arrange-
ments that can handle such flows. Even the most suc-
cessful arrangements would still mean overwhelming
burdens of debt service for many countries, both devel-
oping and developed, that could not be carried indefi-
nitely. This prospect underlines the great need to bring
about — through cooperative measures by oil producers
and consumers alike —a reduction of this huge imbal-
ance in international payments as rapidly as possible,
with a view to its elimination in the foreseeable future.

This may seem a dreamer’s objective, but | see it as
the only way out and | would hope that the joint eftorts
necessary toward this end will get under way before
too long. The aim should be a two-pronged reduction
of the imbalance: to reduce the volume of oil payments,
and in the longer run, to speed up the oil-exporting
countries’ purchases of goods and services.

Regarding the gross flow of oil payments, much has
been said of the need to achieve a lower level of oil
prices, and | endorse this aim. | would also like to see
a greater emphasis on effective measures to conserve
fuel, however unpopular they might be, and on the
development of alternative energy sources.

The other side of the imbalance, the inability of the
oil-exporting countries to spend their newly found
wealth promptly on imports from abroad, is clearly even
more difficult to tackle and has to be viewed in a longer
context. A great deal of skepticism prevails regarding
the possibility of ever raising the level of the oil-
exporting countries’ imports anywhere near the value
of their oil receipts. Their imports, however, are already
rising at a surprisingly rapid rate. And for the future,
massive international programs of economic develop-
ment not just in individual countries, but in entire
regions, such as the Middle East, should make it possi-
ble for the oil-consuming countries to make the trans-
fers of resources necessary to pay for the oil they
require. At the same time, of course, such programs
would help the oil-exporting countries speed their
efforts to utilize their underground resources for the
benefit of their coming generations.

In the meantime, while the large imbalances con-
tinue, the world must find better ways for financing
them. So far, private markets and institutions have
taken care of most of the oil payments without undue
difficulty. But it would be a bad mistake to assume that
they can continue to do so much longer. For one thing,

the oil payments are now running at a much higher rate
than even in the first half of the year, apparently at
least 50 percent higher. No doubt the commercial
banking system will retain a‘role, but from now on a
variety of public channels will have to be relied upon to
an increasing extent. This will be necessary if we are
to avoid serious dislocations in the weaker —but not
necessarily the smallest —nations, and the conse-
quences these would entail for the trading and invest-
ing world in general.

The term “recycling” has become very popular in
recent months. To me it is a misnomer — or worse — for
the problem at hand. It tends to conceal the basic
question of who should assume the credit risk in lend-
ing to the countries beset with economic difficulties.

Notwithstanding the risks and difficulties involved, if
the United States receives a large share of the invest-
ment flows from the oil producers, as a good many
market observers think quite likely, careful thought will
have to be given to means of channeling some portion
of these flows to less fortunate countries experiencing
big oil deficits — and this will call for political awareness
as much as technical skill.

More fundamentally, the oil-exporting countries will
have to take on themselves an increasing share of the
risk of the financing of the oil deficits through bilateral
credits and grants. There are already some encourag-
ing signs to this effect. These countries will probably
also wish to undertake a growing volume of the oil-
deficit financing through international organizations.
There would thus seem to be a major role in the financ-
ing of the oil deficits for these organizations, such as
the International Monetary Fund and the World Bank
and their affiliates, or even for new bodies.

Reflections on Bretton Woods
Before | attempt to look further ahead at the prospects

for reshaping the international monetary system, |
should like to reflect on Bretton Woods.

In the last few years, views as to the merits of greater
“fiexibility” in the international monetary system have
exhibited substantial swings. The Bretton Woods sys-
tem, based on mutually agreed and preestablished par
values for all currencies, embodying a clear code of
international monetary behavior, monitored and guided
by the International Monetary Fund and shared in by
all the principal countries of the non-Communist world,
was widely disparaged after the closing of the gold
window in August 1971. For a while it was the conven-
tional wisdom to welcome a brave new world in which
exchange rates would no longer be instruments of eco-
nomic policy but would be left largely to seek their own
levels in the market. This new world, it was thought,
would no longer have to fear exchange “crises” in
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which the dams finally break after large-scale efforts of '

central banks to maintain untenable rates prove futile.
Moreover, it was claimed, governments would no longer
have to compromise domestic economic policies to
protect exchange rates. Inflationary consequences of
large payments imbalances could be avoided, as sur-
plus countries would no longer face the need for huge
support operations. At the same time, deficit countries
could escape having to restrain domestic spending to
stem vast losses of reserves.

However, it didn't work out that way. In the first place,
during the brief periods since the end of Bretton
Woods when exchange markets were on their own, it
was not surprising that speculative pressures tended to
cumulate and exchange rates were driven far from any
likely equilibrium levels. Thus serious exchange trou-
bles were not banished but took the form of violent
movements of exchange rates rather than violent
movements of exchange reserves. To be sure, surplus
countries did not have to face the inflation potential of
unwanted reserve gains. But excessive exchange rate
swings aggravated inflation in deficit countries without
bringing fully corresponding price moderation to the
surplus countries whose exchange rates were appre-
ciating. The experience also showed that the hope of
freeing domestic policies from external constraint was
largely illusory.

In any event, after the Bretton Woods system was
abandoned, it became clear that exchange rates were
still a matter of major political and economic impor-
tance in every country. Hardly any government or its
monetary authority was willing for very long to_let its
own currency float entirely in response to market
forces. In fact, since March 1973 (when floating began)
official intervention in the exchange markets to mode-
rate exchange rate fluctuations has totaled some $52
billion by the Group of Ten countries alone.

Thus, in my view, the recent experience has under-
lined some of the positive aspects of the Bretton
Woods system. By providing an international framework
for exchange rate changes, with the backing of sub-
stantial amounts of credit, both automatic and discre-
tionary, that system made it possible for such changes
to be made without international discord and with a
minimum of restrictions on the international movements
of goods, services, and capital. To be sure, as time
went on, exchange rate stability sometimes turned out
to be rigidity. It is, of course, a truism that no interna-
tional system can either compensate for the inability of
sovereign member states to manage their affairs prop-
erly or offset their unwillingness to pool some of their
sovereignty for the benefit of a wider community. More
fundamentally, what brought the Bretton Woods system
to an end were the asymmetries in the adjustment pro-

cess that increasingly came to the fore: on the one
hand, the asymmetry between the strong pressures
exerted on debtor countries and the weaker pressures
felt by creditor countries, and on the other hand, the
asymmetry in the meeting of deficits of reserve cur-
rency countries and countries without such currencies.
But as we look ahead, these shortcomings should not
blind us to the old system’s very considerable contribu-
tions to an unprecedented growth in world commerce.

Prospects for the international moneiary system
As | said at the outset, the past year’s events have

made it even more difficult than before to foresee the
shape of tomorrow’s monetary system. | was always of
the view that, once the key element of the postwar sys-
tem no longer existed, that is, the link between the dol-
lar and gold, it would not prove possible to agree in
advance to a complete new system. Rather it would be
necessary to rebuild gradually on an ad hoc, experi-
mental basis, with various blocks of the new system
being put in place as they proved their worth. The oil
problem merely strengthens my conviction in this
regard. If asked to mention specifics of the system that
will eventually develop, about all | can do is to cite a
few principles that | think must be adhered to and to
point out some areas that call for special attention and
study.

We need agreed-upon rules of conduct and balanced
pressures to help enforce them. The area of exchange
rate policies is crucial to the well-being and growth of
the world economy, and fortunately it is one where we
can begin promptly, building upon our recent experi-
ences. A country’s exchange rate is too vital an ele-
ment of its economic welfare to be left in the hands of
often capricious exchange markets. At the same time, it
affects other countries as well, particularly among the
major trading nations. As a result, exchange rate rela-
tionships bear the seed of conflicting national interests.
Unless: these are reconciled, no monetary system can
function properly. A framework of greater exchange
rate stability is one that lends itself best to such a rec-
onciliation. But reasonable exchange rate stability
should be a primary aim in its own right. With it,
exchange markets can function better, world trade and
payments have a more assured basis on which to grow,
and national governments have the opportunity to carry
out domestic policies in a climate of relative certainty.
And it must not be forgotten that such stability is in the
interest of the developing countries, as well as of the
major industrial powers. The developing countries have
in recent years been seriously exposed to violent
swings of exchange rates that were not of their making.
No wonder they have been quite vocal in urging a
return to a system in which there is some reasonably
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stable framework to which they can tie their own
currencies.

As we move toward greater exchange rate stability,
and | believe we are doing so, we must not overlook
the need for orderly procedures for changes in rates.
The balance-of-payments adjustments that are neces-
sary as the world economy grows and develops, at
times at a different pace in individual countries, cannot
always be made through domestic policies alone. But
to give such policies a chance to be effective requires
international credit lines that can be utilized as and
when needed. The IMF quota facilities, the Common
Market's Fund, the Federal Reserve swaps, and other
central bank credit lines are essential components of
an orderly monetary system.

Thus, as | see it, exchange rate stability, orderly
balance-of-payments adjustments, and a solid network
of international credit arrangements are some of the
building$é blocks for the new system. Beyond this, a
multitude of problems such as the role of multinational
corporations and banks, surveillance of the Eurocur-

rency markets, better coordination of national monetary
policies, and the plight of the poorest among the devel-
oping countries need thorough attention.

Progress on all these fronts is unlikely to be as rapid
as we would like. Unfortunately, the oil problem and the
worldwide disease of virulent inflation, and now the
fears of recession, enhance the risk that short-sighted
nationalistic tendencies might come to the fore.

Of one thing | am certain, however. The world we live
in is one where interdependence is a vital reality that
we cannot afford to overlook. We must bend every
effort to find cooperative and durable answers to our
major economic problems. In the specialized area of
financial and monetary cooperation, the world's mone-
tary authorities have made a good start in the past few
decades. In particular, | can attest from personal expe-
rience that central bankers have learned to work
together intimately and effectively in matters involving
the exchange markets. | see every reason to believe
that effective means of international cooperation will be
found in this very difficult new world we face today.
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Paul A. Volcker
President, August 1975 to August 1979

During Volcker’'s presidency, the role of monetary
aggregates as a guide to policy came under increasing
public discussion. In this speech, Volcker discusses
the advantages and pitfalls of a strategy of targeting
monetary aggregates and alternative operating pro-
cedures. He argues that monetary targeting imposes a
beneficial discipline on Federal Reserve policies. He
also notes, however, that instability in velocity over
horizons relevant for policy and the possibility of credit
market disturbances make attention to other sources of
information imperative.

The Contributions and
Limitations of “Monetary”
Analysis by Paul A. Volcker

Larry Klein's invitation to address this annual joint lun-
cheon of the American Economic and Finance Associa-
tions is a special honor. But for one engaged in policy
making, it also presents a special challenge. He may
like to think of himseif as a practical man but certainly
not, as Keynes once put it, the “slave of some defunct
economist.” At the same time, he can hardly regard
himself as “quite exempt from intellectual influences.”

In that spirit, | would like to take this opportunity to
consider some of the approaches and practices of cen-
tral banking in the light of modern economic analysis.

Now, | fully realize that neither central banks as a
genus nor the species Federal Reserve — nor even that

Address delivered before the Joint Luncheon of the American
Economic Association and the American Finance Association, in
Atlantic City, New Jersey, on September 16, 1976.

special variety known as the Federal Reserve Bank of
New York —have had a reputation of moving in the van-
guard of professional opinion. Nor would | apologize for
a certain intellectual conservatism. What we do must
take account of human attitudes and institutional set-
tings that necessarily change slowly. Sorting out what
is true and valid from what is fashionable is never easy,
and we have no laboratory apart from the American
economy itself.

Yet, as one who spent almost 20 years outside the
Federal Reserve before returning last year, | can testify
directly about how much has changed over that period.

| learned my economics and my central banking in
the first full flush of the General Theory. Perhaps sym-
bolically, in the mid-1950s it was still something of a
challenge to calculate a meaningful money supply
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series from the mass of statistics issued by the Federal
Reserve, while markets hung on the latest release of

data on free reserves or bank loans. Today, the situa- -

tion is almost reversed. Our computers spew out Mis in
seemingly infinite variety and with great rapidity. Mean-
while, analysis of the asset side of financial balance
sheets seems relegated pretty much to a few special-
ists —or to bank examiners and the SEC.

We need not look to “defunct economists” to help
explain the change but to a school of thought that is
very much alive and well!

Monetarists and monetary targeting

| know one always treads on dangerous ground in
using a shorthand label to describe any school of eco-
nomic thought. | will therefore run a risk of oversim-
plification and even injustice in characterizing some of
the views of the monetarists today — assessing the
contributions and limitations of that analysis. But | don’t
think there can be much doubt that that school — for all
the differences within it —has helped bring a distinctly
different flavor to much macroeconomic policy making
and analysis in recent years.

Certainly, it has helped bring a new focus on the rel-
evance of monetary policy —the proposition that the
stock of money does matter. To be sure, relatively few
economists — and almost no central bankers — have
openly argued the opposite proposition. But implicitly
or explicitly, there was a rather common assumption
_two or three decades ago that while the money supply

did have an effect on credit markets and interest rates
that received so much attention, the induced effects on
the economy were not terribly powerful in most situa-
tions. Changes in the supply of money moved us along
a rather elastic liquidity preference schedule and the
investment demand function was thought to be rela-
tively insensitive to interest rates. We therefore need to
look at fiscal actions and to other exogenous forces as
the main determinants of economic activity.

As | shall suggest later, the idea that, at least in the
short run, the supply of money and interest rates are
related still seems relevant today. But the monetarists
have usefully emphasized the danger of confusion
between nominal and real rates and the role of price
expectations. They have forcefully made the case for
the view that in the long run velocity is not related to
the stock of money and that, in the same long run, an
excess supply of money contributes not to real income
or wealth, but simply to inflation.

That latter point is, of course, one of the oldest prop-
ositions in the history of economic thought. But there is
no doubt that too often we have lost sight of it amid
the urgent search for solutions to immediate policy
problems.

The further extensions of the idea — that the rate of
monetary expansion can have relatively little effect on
the real rate of interest over time, and hence on the
mix of consumption and investment — are certainly con-
troversial in their more extreme form. But certainly
there is more awareness today of the real limitations on
the possibilities for manipulating the mix of fiscal and
monetary policies to achieve our objectives.

More generally, while the insight is hardly ¢onfined to
monetarists, modern analysis has typically emphasized
the length —and probable variability —in the lags
between policy action and the effect on the economy.
As a result, there is less faith in our ability to make
short-term adjustments —to “fine-tune’” the economy.

These lessons have not been lost on central banks,
in the United States or eisewhere. In shaping their poli-
cies and policy pronouncements, monetary officials
have provided tangible evidence of the new emphasis
in the greater prominence given the behavior of broad
monetary aggregates. ,

At the same time, central banks have long shared an
understandable human interest in wanting to hedge
against an uncertain future. They want to retain the
ability to respond flexibly to emerging developments, to
probe experimentally with new policy measures, to test
market reactions, and to learn from those reactions
before fully committing themselves to new directions.
Indeed, this flexibility to act and react has long been
considered a great strength of monetary policy. Con-
cern that a needed degree of flexibility might be
impaired accounted, | believe, for some initial reluc-
tance by the Federal Reserve in adopting the practice
of publicly specifying explicit goals or targets for mone-
tary aggregates for any substantial period of time
ahead.

More than a year ago, however, responding to con-
gressional intent, the practice of each quarter announc-
ing such targets a year ahead was adopted — always
retaining the right to change the targets in the light of
emerging developments. :

From my viewpoint, this experiment in *“practical
monetarism” has proved useful. it has assisted in com-
municating our intentions both to the political authori-
ties and to the marketplace. | suspect it has provided a
focus for more informed and constructive public
debate. Indeed, | am hopeful that by claritying the
nature of the policy choices and dilemmas and by more
clearly relating today’s decisions to a longer term hori-
zon, the temptation to engage in more purely political
debate about policy choices has been moderated.

But most important, | think, is the discipline it pro-
vides for our own debate within the Federal Reserve. In
my experience, each of our short-term decisions has
needed to be justified and rationalized in our own
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minds against our earlier and broader judgment about
what growth in money seems appropriate over a longer
period. The pressure to react, and the temptation to
overreact, to each new piece of information must be
filtered through that earlier judgment and longer
perspective.

The Federal Reserve is not alone among central
banks in adopting that sort of approach. In that sense,
we have all been influenced by the monetarist debate.
But a consensus on the usefulness of that approach
does not, of course, imply consensus on the substance
of policy —just where the targets should be set, the

circumstances under which they might be changed or

temporarily set aside, and the degree of importance
accorded other variables, including interest rates.
Moreover, there is no general agreement on which
monetary aggregate is most relevant —a matter of
some importance since both the trend and short-term
fluctuations frequently diverge.

Implementation of monetary targets

Policy is made up of a succession of short-run deci-
sions. In making those decisions we face the simple
tact that, whatever the stability in the relationship
between money and nominal income in the longer run,
there is considerable instability in the relationship over
time horizons relevant to policy makers. Certainly the
relationships between money interest rates and nomi-
nal income have been unusual over the year or so
since | rejoined the Federal Reserve. Specifically, over
the first year of an economic recovery that has proved
very close to the average of postwar recoveries, the
velocity of M1 grew substantially more rapidly than his-
tory or most econometric analysis would have sug-
gested, taking account of the stability of interest rates.
Indeed the phenomenon of stable or even declining
interest rates taken alone is highly unusual during the
first year of recovery.

Suppose an approach had been followed since the
spring of 1975 that sought to set aside judgment in
favor of the statistical rule book. Presumably a mone-
tary target would have been set significantly higher
than the roughly 5 percent growth that actually
occurred, assuming of course a desire to achieve a
similar pattern of growth. Those who, in contrast to the
monetary school, emphasized last year the desirability
of roughly stable interest rates to promote vigorous
recovery have seen that objective materialize. But
members of this group typically grossly overestimated
the monetary growth that would prove consistent with
that scenario. | can only conclude that in periods such
as that we have just been through, we need to be alert
to possible shifts in the demand for money. Movements
in interest rates are an essential source of information

about those shifts in money demand and other relevant
developments and at times remain a useful, if not
uniquely useful, guide to appropriate policy.

Recognition of the broad relevance and desirability
of longer term monetary targets also has left unre-
solved important tactical issues as to just how these
targets should be achieved. This is a matter vigorously
debated by monetary economists out of concern that
the choice of technique biases the result. | reveal no
secret when | say that the subject returns again and
again in the discussions of the Federal Open Market
Committee and is a major preoccupation of the work of
the supporting staffs at the Board and the Reserve
Banks.

The Committee's record of policy actions, now
released about a month after each FOMC meeting,
reflects the results of discussion of the appropriate tac- _
tical approach adopted by the Committee at each
meeting. (I might note in passing that the amount of
information provided in these records probably sets a
standard among the major central banks of the world
and represents a degree of openness entirely unknown
to a central banker of an earlier generation.)

These policy records show that while the precise
approach varies with circumstances, recent practice
typically involves numerical “tolerance” ranges for key
monetary aggregates for the period immediately
ahead. While influenced by the immediate economic
circumstance, these ranges are designed to be gener-
ally consistent with the one-year targets, allowing for
the short-term volatility of the numbers and expecta-
tions about their near-term behavior. A range is aiso
established for the federal funds rate, taking into
account the evidence we have about the interest rate-
money supply relationship. Then the Open Market
Account Manager has the job of providing reserves on
a week-by-week basis at a rate that is expected to pro-
duce a federal funds rate (and related money market
conditions) within the given range, typically moving
higher or lower within that range as the aggregates
appear to be relatively strong or relatively weak in
terms of the objectives for those magnitudes.

I have not found anyone in the Federal Reserve who
is wholly satisfied with this technique. To me, one prob-
lem is that it has encouraged a high degree of sensi-
tivity throughout financial markets to even relatively
small and potentially transient movements in the fed-
eral funds rate, because this rate is felt by the market
to reflect so heavily official intentions. But the relevant
question, as always, is not whether the present tech-
nique is problem free, but whether more satisfactory
approaches can be devised. No doubt, improvements
are possible and will come. But no one shouid be
under the illusion that any tactical change will end con-
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troversy that, in the last analysis, stems more from dif-
ferent judgments about relevant policy variables than
about operating techniques.

The proposal is frequently made that the Federal
Reserve would be more successful in achieving
desired aggregates within relatively short periods if it
simply adopted a target path for bank reserves, the
monetary base, or some variant thereof. These reserve
magnitudes (at least those exclusive of member bank
borrowings) are more or less directly under our control,
and they can be related to the money supply by pro-
jections of the “money multiplier.” Usually, the concept
is that these targets would then be adhered to, almost
regardless of short-term money-market implications.

One technical question arises immediately. While |
do not pretend to econometric expertise, | do know that
a massive amount of research has been conducted in
this area. The apparent result is that the relationship
between money and reserve aggregates, particularly in
the short run, appears no more reliable than the rela-
tionship between interest rates and money. In either
case — whether one uses money market conditions or
reserve measures as the immediate tactical targets —
one comes up against two hard facts: first, the mone-
tary aggregates are going to be subject to consider-
able short-run uncertainty, and second, changes in the
week-to-week tactical targets will have their impact on
monetary aggregates only with a significant (and
uncertain) lag.

Let me be more explicit. When short-term tactical
objectives are couched in terms of money market con-
ditions, it is necessary to forecast what the demands
for the various categories of bank deposits and cur-
rency are likely to be under given money market condi-
tions. Alternatively, if the short-term tactical procedures
are couched in terms of some reserve aggregate, such
as nonborrowed reserves, it is necessary to forecast
the reserve-deposit multipliers for the various monetary
aggregates — and of course one must also successfully
forecast and offset market factors affecting reserves in
order to hit the reserve target.

We have techniques to make the needed forecasts
with both the interest rate and reserve approaches.
The trouble is the forecast errors are large no matter
what procedure is used, particularly over periods of
pne to three months. Indeed, unimpressive as they are,
| am told some of the correlations observed in histori-
cal data between reserve measures and monetary
measures would prove to be spurious under a regime
of rigid reserve targeting.

These uncertainties are likely to make precise mone-
tary control elusive under any set of procedures. A
common characteristic of the two approaches is that
the effect of changes in either operating target—

interest rates or reserves —on the various monetary
aggregates takes time to have its full impact, and the
largest impact is not the closest time horizon.

The relevancy of these twin problems of forecasting
errors and lags — whatever the tactical approach —is
that we must constantly balance the danger of under-
reacting to deviations of the aggregates from target
paths against the danger of overreacting. Ciearly, there
are risks in not responding to bulges or shortfalls in the
money supply relative to objectives. For example, it
growth in the monetary aggregates falls short of objec-
tives, but the shortfall is treated as a momentary aber-
ration and no action is taken, a cumulative shortfall
may develop, making it harder to retrace our steps. At
times, the bulges or shortfalls may reflect important
underlying developments, such as an unforeseen
change in business activity that we would ignore at our
peril.

But the danger of overreacting to deviations in the
aggregates from targets is just as real. Statistically,
there is a high probability that any deviation from target
—even of considerable size — will prove temporary.
Attempts to respond immediately by shifting reserve
availability and allowing the money market abruptly to
tighten or ease could therefore easily result in whip- -
sawing of the market. More confusion than light might
be thrown on our intentions as short-term gyrations in
open market operations obscured any more sustained
strategy.

The problem is not a negligible one if one thinks in
terms of a really substantial month-to-month smooth-
ing. Since only a relatively small fraction of the impact
of a given move in reserve availability or money market
conditions is reflected in the behavior of the monetary
aggregates in the short run, very large movements in
reserves and money market conditions might be
needed to correct short-term aberrations. Worse, the
lagged effect of these moves might then have to be

_offset by even larger movements in the opposite direc-

tion in the subsequent period —a process that could
easily lead to a serious disruption of the whole
mechanism.

To take a recent example, it is not easy to contem-
plate what degree of money market tightness might
have been needed to prevent the 15 percent rate of M1
growth that emerged this past April — or the implication
of that degree of tightness for growth in subsequent
months as lagged effects continued to be felt. Similarly,
one wonders if the outright declines in M1 that have
occurred in some individual months could have been
prevented consistent with any positive tederal funds
rate or, alternatively, through any feasible injection of
nonborrowed reserves within that month.

| recognize that few, if any, stili seriously push the
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need or practicality of keeping monetary growth rates
on track month by month. The significance of these
response lags comes in a somewhat longer run con-
text. But the general proposition remains: There are
risks in quickly adjusting our tactical sights, and risks in
delay, when the aggregates move off course.

I know of no purely mechanical procedure to avoid
these risks —to ensure just the right degree of respon-
siveness to deviations from targets. Whether and how
much to respond will, | think, always be a difficuit mat-
ter of judgment and won't be helped much by choice of
tactical approach.

Obviously, the search for improved tactical tech-
niques will and should go on. Perhaps the continuing
effort to achieve better econometric models of the mar-
kets through which open market policy operates will
help — although | must say frankly that the experience
we have had does not encourage me to expect any
startling breakthroughs. There may be alternative ways
of formulating and presenting longer term targets that
would improve upon present procedures. Even on the
basis of what we know now, we need to consider care-
fully ways in which reserve targets could be more
extensively used as part of our tactical procedures;
indeed, the FOMC has done extensive work on this
issue in recent years.

Limitations of monetary targets
As we immerse ourselves in these tactical questions,
however, we need to realize the larger question is not
tactical but substantive —how much weight to put on
the monetary aggregates as opposed to other consid-
erations. Concentration on the problems of chasing
aggregate targets should not cause us to neglect their
limitations.

| have already suggested that the normal relation-
ships between the aggregates and the economy can
break down over time horizons long enough to be
highly significant for policy formulation. There are also
times when market conditions may deserve attention in
their own right. One thinks immediately of those occa-
sions when markets are unusually disturbed to the
point that a potential impact on business sentiment and
financial availabilities cannot be ignored. At other
times, relatively small changes in the apparent posture
of the Federal Reserve may trigger undesired expecta-
tions in the market out of proportion to any presumed
gain in tracking monetary targets. | think, too, we have
seen plenty of evidence of the potential sensitivity of
international financial markets to interest rate differen-
tials —that floating exchange rates cannot by them-
selves eliminate that dimension of policy concern.

More broadly, | think the inteliectual emphasis on

monetary aggregates that developed through the 1960s _

threatened to —and on some occasions did —go too far
in implying that credit markets, broadly defined, “don't
count” —that they are never or seldom a source of dis-
turbance in the economy or a legitimate concern of
policy. Indeed, | suspect the relatively little attention
directed toward serious and systematic analysis of the
role of credit markets, toward the financial complexities
of the economy generally, and toward their disruptive
potential is a common failing of most modern theoriz-
ing, regardiess of the intellectual starting point.

We have had many occasions in the 1970s to pay the
closest possible attention to particular financial prob-
lems and to the potential vulnerability of various credit
markets. | would remind you of the recurrent concerns
about thrift institutions and the mortgage market, Penn
Central and commercial paper, Herstatt and the Euro-
dollar market, New York City and the municipa! bond
market, and the rising level of commercial bank loan
losses a year ago. Some of these situations had in
them the potential for grave problems. Happily, they
have been contained and dealt with through a variety
of techniques, more or less of an ad hoc nature.

But is it sheer coincidence that so many of these
problems have arisen in so short a period? And what is
the present significance of such phenomena as the
shifting proportions of debt and equity for the nature
and strength of our recovery, for the vulnerability of the
economy to inflation or to -new shocks at home or
abroad, and therefore for monetary and fiscal policy?

Perhaps answers to questions like these can be
traced back in some ultimate sense to the behavior of
money. But | doubt it: the explanation is much more
likely to be found in other phenomena, including
changes in social and economic attitudes stimulated by
the earlier period of relatively stable prosperity.

| would go further and raise a question about the
practical policy implications of the central policy theme
of monetarism: that “inflation is always and everywhere
a purely monetary phenomena.”

I do not want to be misunderstood. Central bankers,
as custodians of a nation’s money, commonly share the
observation and intuition that pressures to increase the
money supply to serve some presumed short-term
objective are a basic source of inflationary pressure.
Certainly, excessive monetary expansion is a sufficient
condition for inflation, and in the longer run, it is equally
clear that no important inflation can be sustained with-
out money rising substantially faster than real income
(taking into account trend velocity). There is always
some rate of monetary growth (perhaps zero) that will
in principle achieve price stability. But in the world in
which we live, | don't think we can draw much comfort
from those principles as a full explanation of where we
are and a guide as to how to proceed.
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Take, for instance, the period since inflation began to
accelerate after the mid-1960s, with the rate reaching a
peak during 1974 unprecedented for peacetime. Do we
really have an adequate explanation of this develop-
ment in terms of an acceleration in the rate of mone-
tary expansion alone?

To be-sure, there was in that period a faster rate of
money growth. The two events were not unrelated. But
as a technical matter, it is also true that as we got into
the 1970s, the money relationships were not stable, so
that monetarists did not succeed better than others in
anticipating the full force of double digit inflation.

Plainly, even over a period of years, the relationship
between money and inflation is complex and the statis-
tical association rather loose. We do not need to look
far to find other, and supplementary, explanations of
price developments in the 1970s —the oil situation,
some crop failures, the spread of unions into some new
areas, and shortages in particular industries that ran
up against capacity pressures before the economy as a
whole reached full employment.

We can theorize that such developments affect only
relative prices and need have no effect on the general
price level if monetary growth is held steady. But the
argument rests on the assumption of a highly flexible
and quickly reacting price system. If to the contrary,
relative price adjustments in circumstances like these
are typically slow in coming and resisted, economists
would agree that monetary growth at a noninflationary
rate would depress the level of real activity. The ques-
tion is which view is better according to observations of

reality, and there seems to me a lot of evidence that it .

is the latter.

More generally, | think we have to ask ourselves
about the nature of the economic, social, and political
forces and attitudes that seem to have aggravated the
difficulties of reconciling full employment with price
stability.

It is hardly a satisfactory answer to say that central
banks in principle can always resist inflationary pres-
sures by simply refusing to provide enough money to
finance them. Set against persistent expansionary
pressures, aggressive wage demands, monopolistic or
regulatory patterns that resist downward price adjust-
ments, and other factors affecting cost levels, such an
approach would threaten chronic conflict with goals of
growth and employment that must rank among the
most important national objectives. in a democracy, the
risk would be not just the political life of a particular
government, but the democratic way of government
itself.

In this larger social and political setting, we should
perhaps think of central banks themselves as “endo-
genous” to the system. A theory of chronic inflation

that points only to the money supply is not going to
prove adequate to understand — or deal with — inflation
in today's world. The danger is that it may discourage
the search for particular remedies for particular
problems.

There is no doubt in my mind that we must persist in
finding an answer to our inflationary problems. We can
take satisfaction in the progress of the past year. The
current underlying rate of 6 percent or so is half that of
1974, and it has been maintained in a period of rather
vigorous recovery. It feels better, and it is better.

But perhaps thé greater test lies ahead. | hear from
many directions the argument that individuals and insti-
tutions have pretty well adjusted to the current rate of
inflation. Further progress, it is said, may be difficult
without an unduly depressed economy. Perhaps, the
argument goes, the better part of wisdom would be to
live with the current rate rather than to try to reduce it
further, aiming ultimately at the restoration of price
stability.

Now, | recognize that it is possible to conceptualize
about fully anticipated inflation being equivalent in its
real effects to confidence in price stability. But | also
question whether our institutions or individuals are in
fact fully adjusted, or really can be expected to adjust,
to the current rate of price increases or to any sizable
rate of inflation. In any case, such an adjustment, once
initially made, would not help us to deal with those
forces that upset price equilibrium in the past. Indeed |
suspect the job of dealing with these forces would be
much more difficult, for the difference between a goal
of, say, living with 6 percent or a goal of evolving toward
stability seems to me profound from a psychological
point of view. Willingness to settle for just so much
inflation, but no more, would simply lack creditability
with the public at large, or indeed, with policy makers
themselves. Resistance to increases in the name of
short-term advantages could only be weakened, and
we would be off again. And | think we have learned
enough to see that in those circumstances, even our
employment goals will fall by the wayside.

My theme today is simple. As we look back over the
evolution of thinking about monetary policy and macro-
economic policy generally over the postwar years, we
can see the dangers of overly simple and overly confi-
dent views of the way the economic world works. Even-
tually, simple doctrine comes up against complex and
harsh reality.

Back in the days when | was learning economics and
central banking, the General Theory had cast fresh
light on old problems. The intellectual contributions
were immense. But popularized, bowdlerized, and
pressed to extremes, it lost fashion for good reason.

The monetarists — emphasizing old truths in modern
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clothing — have provided a large service in redressing
the balance. It is in pressing the point to an extreme
that the danger lies —the impression that only money
matters and that a fixed rate of reserve expansion can
answer most of the complicated problems of economic
policy.

In a way, | suppose full confidence in a simple, uni-
fied view of economic policy is a comforting ‘thing: a
kind of security blanket in an uncertain world. But
Alfred North Whitehead, in a different context, once

pointed to the danger: “There are no whole truths; all
truths are half truths. It is trying to treat them as whole
truths that plays the devil.”

He overstated the case. The practical man cut adrift
from our sense of what is the greater truth—
distinguishing, if you will, the one-eighth truths from
the seven-eighths truths — will soon lose his way. But in
assessing those truths, he can never afford to lose
sight of the messy reality of the world in which we live.
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Solomon held the office of president during a period of
notably successful anti-inflationary monetary policy as
well as rapid financial innovation and deregulation. In
this speech, he discusses monetary strategy —in par-
ticular the targeting of monetary aggregates, interest

_rates, and nominal GNP —in light of trends in inflation

and the uncertainties introduced by changing financial
markets.

Unresolved Issues in Monetary
POlicy by Anthony M. Solomon

It is an honor and a pleasure to join the distinguished
list of speakers who have appeared here in the George
Eccles lecture serigs. The pleasure has to be espe-
cially pointed for a Federal Reserve official since
George’s brother, Marriner, was, of course, one of the
great figures in our central banking history.

| want to talk today on the interrelated topics of infla-
tion and the strategy of monetary policy in dealing with
it. By the beginning of this decade, inflation had
reached its highest peacetime level in American expe-
rience. This represented the culmination of an irregular
upward movement of some 15 years' standing. The
main task of monetary policy over the past four years
or so has been to bring this inflation under control.
Monetary policy has had no significant help from other
types of policy in this fight. The climate has not been
right for any type of incomes policy. And fiscal policy
has not, to say the least, been of much help either!

George S. Eccles Distinguished Lecture, Utah State University,
Logan, Utah, Aprii 12, 1984.

We have nevertheless had a major success on the
inflation front. As of 1983, most measures of prices and
wages suggested that 15 years of acceleration have
been reversed. Inflation last year was pushed back to
the lowest levels since the mid-1960s. There has of
course been some step-up from the extremely low
rates prevailing right around the trough of the reces-
sion. This was inevitable. And some further accelera-
tion is likely this year. Nevertheless, the basic situation
is far better than it has been for a long time.

To be sure, the cost of this success, in the form of a
deep recession, has been heavy. But that price has
been paid and is behind us. We are obviously having a
very good economic expansion and | think the pros-
pects for its continuation are also good. Indeed, the
principal worry at this point is that it may not have set-
tled down yet to a sustainable rate.

In the meanwhile, the highly volatile interest rate
environment that prevailed while inflation was being
brought down seems to have disappeared over the last
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year and a half. Interest rates have of course fluctu-
ated, rising most recently. But the range of variation
day to day, week to week, and quarter to quarter has
been much narrower in the past year and a half than it
was from late 1979 to late 1982.

Of course people worry as much about the average
level of interest rates as about their volatility. And there
is no denying that interest rates remain high in longer
historical perspective. There are still some peopls,
probably a minority by now, who lay the blame for high
interest rates at the door of monetary policy. This com-
plaint is unjustified. For one thing, despite the progress
on inflation, the inflation premium in long-term rates
remains exceptionally high. Some of the available evi-
dence suggests that the long-term inflation expectations
of financial market participants may be still as high as 6%s
percent as they look out over the next several years.
These kinds of inflationary expectations are of course
reflected in the yields on long-term debt instruments.

The skepticism that markets show about the future
prospects for price stability reflects mainly two things.
The first is our whole checkered history on inflation.
The markets wonder if the inflationary experience we
have had doesn't point to a basic weakness of modern
industrial democracies in coping with this problem. But
skepticism about our ability to deal with inflation has
been greatly intensified by our problems with the fed-
eral budget. The level of anxiety about the deficit and
its longer run implications for inflation has clearly
heated up again in the markets this year. The fears of
future infiation that are holding up interest rates will
only come down, | am convinced, in the face of pro-
tracted experience with actual low inflation and with
clear signs that the budget has come under control.

Obviously everybody would prefer a world with lower
federal deficits and lower interest rates. But some
seem to be suggesting that we can get the lower inter-
est rates and their attendant blessings without pro-
gress on the fiscal front. The “solution” they seem to
be proposing is much faster growth in money engi-
neered by a more expansionary monetary policy. In my
view, such an approach would be nothing short of
calamitous. Such a policy would represent precisely
the combination of budgetary disorder and monetary
complicity that has produced most of the world’s clas-
sic examples of runaway inflation. Instead, the solution
to high interest rates has to come from the fiscal side.
For monetary policy to abandon the approach that has
made possible our progress on inflation would be a
very sad mistake after all we have been through in the
last few years.

Monetary targets and financial change
But while we can take satisfaction in the results of pol-

icy in calming inflation, the conceptual and strategic
underpinnings of monetary policy have to some degree
become less clear over the past two or three years. By
the mid- to late 1970s, protracted experience with infla-
tion had convinced the Federal Reserve and other cen-
tral banks that we needed to find a way to refocus
attention on the primary, indeed the only possible,
longer run objective of central banks: stability in the
value of money.

The result of the search for a new approach here and
abroad was something new in central banking practice:
annual growth rate targets for monetary and credit
aggregates. The reasons for turning to this approach
are straightforward. Thus it was clear when monetary
targeting was first introduced — as it remains clear now
— that control of inflation requires, as a necessary con-
dition, slowing in money growth. There may be, and
certainly are, many underlying causes for inflation. And
there are many kinds of policies that may help in its
control. But restoration of money growth rates to levels
consistent with the economy’s longer run capacity to
produce is the essential monetary condition for reason-
able price stability. Moreover, when the monetary tar-
geting approach was adopted, there was a general
belief that a reasonably stable relationship existed, at
least over the intermediate to longer run, between
money growth and nominal aggregate demand. So the
long-run strategy was framed in terms of seeking
steady but fairly gradual reduction in money growth
rates to bring nominal demand into line with our real
capacity to produce.

While inflation has indeed been brought down, the
events of the last two or three years have somewhat
undermined confidence in this formulation of monetary
strategy. And indeed, actual monetary behavior has not
been altogether consistent with it. The year-to-year
path of monetary growth has not always followed the
script of steady but-gradual decline.

Implementation problems aside, the basic reasons
for deliberate departure from this strategy are well-
known. At root, they basically reflect the wave of finan-
cial innovation and deregulation affecting the markets
for money and near money instruments we have been
experiencing. Innovation and deregulation have been
significantly changing the character of the money mea-
sures. The narrow money measure (M1) has been
affected by the spread of NOW accounts, by the intro-
duction of Super NOWs, and by other developments.
The broad money measures, M2 and M3, have been
radically transformed by the spread of the money mar-
ket funds and by the virtually complete deregulation of
time deposit interest rates that has proceeded in
stages over the last several years.

The result of these developments has been changed
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relationships between the money measures and the
economy. One obvious sign of this change was the
unusual weakness of velocity, especially of M1 velocity,
during the recession and early recovery periods. The
velocity of M1 showed an unusually sharp decline dur-
ing the recession and a delayed and unusually weak
rise during the early quarters of recovery.

Another sign of change is the much weakened
response of the broader money measures to changes
in interest rates. Over much of the postwar period, the
cyclical performance of these measures was deeply
affected by the rise and fali of interest rates above and
below regulation-imposed ceilings on time deposit
rates. Growth in the broader aggregates would be
slowed sharply when market rates rose above the ceil-
ing rates and would accelerate sharply when rates
once again fell below these ceilings. These so-called
“disintermediation’ and “reintermediation” phenomena,
once such a dominant feature of broad money growth
patterns, have largely disappeared. Consequently, the
recent behavior of these money measures has been far
different from what would have been expected in the
past under similar interest rate conditions.

Now it is possible that the departures from past
norms in the behavior of the various money measures
are purely transitional. In that case, we might expect a
return to past patterns once the recent institutional
changes have been fully absorbed. | think this is hardly
likely in the case of the broader money measures, and
| am skeptical even in the case of M1. But even if only
a transition period is invoived, it may be a long one.
For one thing, further interest rate deregulation is due
— under current law for regular NOW and savings
accounts, and under proposed regulation, even for
demand deposits. And just as important, it may take
substantial experience with the new money measures
as they evolve to get a firm sense of what has become
“normal” once the transition has been completed.

So in continuing to use the framework of monetary
targeting, we in the Federal Reserve have labored —
and are laboring —under some difficulty. At the level of
monetary strategy we have responded to these prob-
lems over the past year and one-half with some mod-
ifications in the settings of our target ranges, with some
adjustments in the base periods to which the growth
rate targets refer, and with some shifts in the relative
importance attached to the various money measures.
Moreover, in 1983 we added a monitoring range for a
broad credit measure to the ranges for the money mea-
sures we target.

At the level of tactics, we have also made some mod-
ifications in our operating procedures. Thus the pro-
cedures adopted in October 1979 provided for some
automatic response of interest rates to short-run move-

ments in the money measures, especially in M1, when
these measures seemed to be deviating from their tar-
get paths. Under this approach, above-path money
growth would automatically result in upward pressures
on short-term rates. Similarly, below-path growth would
tend to result in some easing of rates. The aim was of
course to quickly set countervailing pressures in
motion whenever money growth strayed from path. Not
surprisingly, this approach added to short-run interest
rate volatility. And with the apparent loosening of the
relationship between the money measures and the
economy in 1982, automatic responses to short-run
movements in these measures no longer seemed
appropriate. Consequently, since late 1982 we have
been using a day-to-day approach that neither targets
interest rates directly — as we did before October 1979
—nor causes them to respond automatically to short-
run movements in money.

Alternative monetary policy frameworks

But despite the various modifications we have made,
both in the targets themselves and in our tactical
approach to hitting them, we have retained the basic
framework of monetary target ranges in formulating our
monetary strategy. The basic appeal of this approach
remains. It is just as true now as it was when this
approach was introduced that we need a procedure for
focusing attention —both our own and the public's —on
the long-run objective of reasonable price stability. And
it is just as true now as before that price stability in the
long run requires slowing money growth to rates com-
patible with our real growth potential. The problem is
that the recent changes in the character of the money
measures have increased the difficulties of translating
this approach into concrete numerical ranges. The
increased uncertainty about the economic results that
can be expected from any given rate of money growth
means that we shall continue to have to respond flexi-
bly to emerging changes in the behavior of the money
measures. And as we gain further experience, we may
want to change the menu of measures we target or
further adjust the weight we give to the different
measures.

In particular, some.have advocated that we give
major weight not to any of the money measures, but to
a broad measure of credit. The broad credit measures
clearly have some advantages. They are pretty much
immune to the recent innovation and deregulation
problems that have affected the money measures. And
their statistical relationship to GNP seems to be not
demonstrably inferior to that of the money measures.
Moreover, movements in the growth of the broad credit
measures appear to be less volatile than that of the
money measures. So this is a proposal that deserves
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further consideration.

But the drawback of the broad credit measures is
that they are little more directly controllable by the
main instruments of monetary policy than is GNP itself.
Indeed, they can be thought of as basically a some-
what imperfect proxy for nominal aggregate demand.
So perhaps we need to confront the issue of nominal
GNP targets for monetary policy head on. This is a
concept that has been attracting increasing attention
lately, and not just in this country. Interestingly, it is an
idea that gets a lot of support from academics and
from some journalists and congressmen. But in my
experience, the response of central bankers, both here
and abroad, tends to be less than enthusiastic.

The conceptual case for nominal GNP targets is easy
enough to state. Monetary policy seeks over the longer
run to provide reasonably stable nominal values. And
nominal GNP, as a measure of nominal aggregate
demand, has a more powerful and direct impact on
nominal values generally than any of the intermediate
financial measures, whether of money or credit. You
don't have to worry about the velocity problem with
nominal GNP targets, or about such related matters as
innovation and deregulation in financial markets. And at
least at a conceptual level, you could frame a long-run
anti-inflationary strategy in terms of gradually declining
growth in nominal GNP, ultimately to a rate in line with
long-run real growth trends.

But the problems with nominal GNP are just as clear.
The first is that the central bank cannot deliver on a
GNP target. To be sure, it cannot deliver in any very
direct way on some of the money and credit measures
either — especially the broader ones. But the order of
magnitude and nature of the control problem is differ-
ent with respect to GNP. The financial magnitudes are
at least determined in markets where central bank
instruments impinge directly. GNP outcomes of course
depend on policy levers not under the control of the
central bank — most notably on fiscal policy —as well
as on many things outside of policy control. Central
bankers, understandably, do not want to be held to
objectives on which they can't deliver.

But perhaps even more fundamentally, under our
system of central bank independence, it is simply not
appropriate for the Federal Reserve to set broad eco-
nomic goals. That is the task of elected officials. The
anomaly involved in the Federal Reserve setting broad
goals for the economy would become even more pain-
fully obvious if GNP targeting were to further evolve
toward setting separate objectives for the price and
real output components of GNP —and | am afraid such
an evolution would be hard to resist.

However this latter problem were resolved, the ten-
dency to set GNP goals chronically too high would be

very strong. Nobody would want to set forth a set of
figures as a target that said, in effect: “If we don't get
restraint on inflation, we're going to aim for subnormal
or even negative real growth.” And yet history suggests
there may well be times when this kind of tough stance
will be needed.

Finally, | think GNP targeting would risk the loss of
longer run objectives in a futile chasing of short-term
goals. We have to remember that monetary policy oper-
ates on GNP only with a lag. And these lags may be,
as Milton Friedman has argued, “long and variable.” If
this quarter's GNP growth is below its target path, the
temptation would be to push on the gas pedal hard
enough to get quick and visible results. In fact, the out-
come is likely to be overshooting and instability.

So to me, it is far better for our central bank to seek
a general financial environment compatible with long-
run objectives for financial and monetary stability than
to be loaded down with the impossible task of seeking
to hit specific economic outcomes on a year-by-year
basis.

Of course this doesn't mean we don't have to keep
an eye on the actual performance of the economy as
we go about our business. The need for explicit atten-
tion to ongoing developments in the economy is exactly
the lesson taught by our recent problems with velocity.
But | believe formal GNP targets — whether determined
by the Federal Reserve itself or imposed on it by the
Congress — could ultimately undermine the institutional
conditions in which an overall climate of monetary sta-
bility is possible.

Let me be a bit more specific about what | think we
have to do in the circumstances in which we find our-
selves. First, we should continue to set and use money
and credit target ranges, but only with a willingness to
make adjustments in them whenever we see our
expectations about their “normal” behavior going awry.
Obviously | am no fan of making the policy levers
respond automatically to short-run developments in the
aggregates. But longer run deviations from target,
when the targets themselves continue to seem valid,
clearly do require a response.

Second, interest rates are obviously very important,
both operationally and in the way we think about our
impact on the economy. But even granting the prob-
lems with the monetary aggregates, interest rate objec-
tives are just no way to structure monetary policy. We
simply don't know at all what interest rates will prove to
be appropriate under given circumstances. The recent
ability of the economy to rebound vigorously while
rates have remained historically high is clear evidence
of this.

Third, the one place where interest rates may help us
in formulating long-run monetary strategy is, | think, in
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the valid general rule that short-term interest rates
should normally be above the current inflation rate. In
other words, real short-term rates should be positive.
When they are not, as was often the case in the 1970s,
the result is almost certainly going to be inflationary
since credit demands are sure to explode. On the other
side, however, | do not think we can state an appropri-
ate upper bound for real interest rates. In normal times,
with a budget that is in rough balance, historical expe-
rience may be a reasonably good guide. But under pres-
ent conditions, it almost certainly is not.

Fourth, as | have already said, | do not think formal
GNP targets are helpful, but | do think we have to keep
our eyes on the economy. Indeed, under current condi-
tions, the performance of the economy has to be a
matter of first-rank importance. Experience has shown
us that we can't have enough confidence in the aggre-
gates to focus on them alone, blind to all other
considerations.

Finally — and on this | may depart from some of my
colleagues — | think we have to pay more attention to
the international implications of domestic monetary pol-
icy. We are only beginning to grasp in this country the
implications of the foreign sector —of the trade and
exchange rates — for our domestic real growth, our
financial markets, and our inflation performance. In
other countries, the trade and exchange rate implica-
tions of any and all monetary policy decisions are likely
to get prime attention. In this country, international
considerations have most of the time been put in a
separate compartment labeled “exchange market inter-
vention.” We can't afford this kind of thinking anymore.
Domestic monetary policy has a far more powerful
influence on exchange rates and the international
economy generally than does exchange rate interven-
tion when its potential money supply effects are ster-
ilized. This is certainly true at the present highly
restricted scale of intervention, and it may well be true
at any practical level of intervention.

Inflation prospects and anti-inflation policies

Overall, the approach to monetary strategy we taxe
should provide the needed degree of longer run disci-
pline. Money and credit targets can continue to fill that
role, as long as appropriate allowance is made for their
changing characteristics when and as these emerge.
More generally, | think there is an increasing and unfor-
tunate tendency to think that the problem of creating a
reasonably noninflationary world is mainly a problem of
devising the right kind of monetary strategy. The propo-
nents of monetary rules —whether of strict monetary
targeting or of some mechanical response to changes
in the price of gold or of some commodity price index
—seem to think our problems with inflation
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are mainly technical. They are not. They are rooted in
major structural teatures of our modern world, both
economic and political. These features tend to make
policies that will ultimately prove inflationary attractive
in the short run. On the other side, inflation, once
begun, is very expensive to bring under control —
we have certainly seen.

A basic feature of our economy is that most prices
and wages respond only sluggishly to changing
demand conditions. So when monetary policy is used
to slow aggregate demand, the main initial response is
not slower prices and wages, but reduced output and
employment. The improvement on prices comes only
later, and only after real activity has been slowed.
Under these conditions, slowing inflation always
imposes a cost, temporary but sometimes heavy. Much
of the public discussion of the inflation problem, at
least until fairly recently, gave proper emphasis to ways
of changing the economic structure to reduce the cost
of using aggregate demand policies to contain inflation.

Some ideas on how to do this have been around for
a long time —and are no less valid for that reason.
Some involve removing government impediments to the
ability of prices to respond promptly to restraint on
aggregate demand. Others seek to improve the func-
tioning of the labor market so that wages also respond
more flexibly and so that we can opgrate the economy
at lower unemployment rates without risking inflation-
ary pressures. We have made a little progress on some
of these things. Rate deregulation in spome industries is
an example. But there would have to be a large number
of such changes to produce a really significant
improvement in the performance of our pricing mecha-
nism. And implementation of these changes often
involves disturbing vested interests. So it is sometimes
easy to get discouraged about the feasibility of imple-
menting enough of these ideas to have a sngnmcant
impact. b

Other ideas for reducing the ‘cost of keeping infiation
under control are newer: One such idea is the suggestion
that wage inflation could be r)"tade less impervious to
demand restraint if multiyear wage contracts that lock
in past high inflation rates were eliminated. Another
idea would tie wage increases more directly to demand
conditions by having some part of them take the form
of profit sharing. These ideas definitely deserve a hear-
ing. They offer the prospect that aggregate demand
policy could slow wage inflation with much less impact
on employment than it has now. A number of recent
wage agreements have in fact incorporated some ele-
ment of profit sharing. But at the leve! of public policy,
the climate doesn’t seem at all conducive at the
moment to a major reexamination of our wage and
price practices. Perhaps that will continue to be the



case as long as inflation remains under reasonably
good control.

As | suggested earlier, some acceleration of inflation
during economic recovery from recession lows is inevi-
table. The problem during the late 1960s and 1970s
was that each inflation peak was higher than the one
before it. Our task is to reverse that overall trend.
When we do take the longer view, there is clearly one
large negative in the prospects for further progress on
inflation over the next few years, the federal deficit.
And make no mistake about it, this is going to be a
very serious negative indeed if the problem is not
addressed vigorously and promptly.

But the deficit aside, there may also be some good
things going for us on the longer run inflation outlook.
Demographics, plus the fact that much of the absorp-
tion of women into the labor force is behind us, means
that we will have a more experienced workforce. This
means, in turn, that the unemployment rate at which
inflation tends to accelerate is likely to drop from the
levels that have proved to cause problems in the past
decade or so.

Moreover, partly because of these changes in the
characteristics of the workforce and partly for other
reasons, we seem likely to get an improvement on the
very slow productivity growth we suffered in the 1970s.
Indeed, at least some students of this problem think we
could approach the rapid growth we enjoyed for sub-
stantial stretches earlier in the postwar period. Any
improvement on productivity would help the inflation

problem. It would permit us to run the economy at
higher operating rates without risks of overheating. it
would also help to satisfy workers’ desires for rising
living standards without the need to press for inflation-
ary wage increases.

Finally, it is clear that some significant fraction of the
inflation of the 1970s reflected the two oil shocks, one
triggered in 1973 by a realignment of power within the oil
industry, the second by the Iranian Revolution in 1979. A
little luck in avoiding repeats of such shocks would be a
major help on the inflation front in the years ahead.

With luck —and it will take some of that plus a reso-
lution of the deficit problem — inflation, nominal GNP
growth, and interest rates could settle down to much
lower average levels and narrower ranges of variation
than we have seen in recent years. If this does happen,
the technical issues and problems of monetary policy
that have so bedeviled us recently will seem less
pressing. After all, earlier in the postwar period, mone-
tary policy was a relatively simple business of “leaning
against the wind,” and money and credit growth rates
were in fact a lot lower and more stable than they have
been in the past 10 or 15 years.

Not that the risks of resurging inflation will ever
entirely disappear. Like so many problems of the mod-
ern world, the risk of reigniting inflation is something
we will have to learn to live with on a year-by-year
basis. But | am optimistic that our prospects are
brighter than they have been for some time, and that is
perhaps reason enough for satisfaction.

FRBNY Quarterly Review/Special Issue: 75th Anniversary 47



E. Gerald Corrigan
President, January 1985 to present

In this speech, made shortly after the stock market
crash of October 1987, President Corrigan identifies
imbalances in the U.S. and the world economy that
contributed to financial market instability. He emphas-
izes that the reduction of U.S. federal budget deficits
and the removal of barriers to international trade are
prerequisites for adjustment, and he ends by drawing
some implications for the supervision of financial
markéts.

Securing a More Balanced
Global Econ_omy by E. Gerald Corrigan

Good afternoon, ladies and gentlemen; it is a pleasure
for me to have this opportunity to address the Cana-
dian Club of Toronto.

| think you will all understand that this is not the eas-
iost of times for a central banker to be making public
appearances; indeed, there is an old adage that central
bankers should be seen and not heard. In these turbu-
lent days | am inclined to the view that we should be
neither seen nor heard. Since that is not a practical
alternative, the next best thing is to be careful and
measured in what we do and in what we say. Consis-
tent with that, let me say right at the outset that | will
have absolutely nothing to say this afternoon about
possible near-term changes in interest rates, exchange
rates, or stock prices! However, | do want to take this
opportunity to provide something of a broad overview
of the economic challenges that lie ahead—with partic-

Address delivered before the Canadian Club of Toronto,
Toronto, Canada, November 16, 1987.

ular emphasis on the adjustments which must take
place over time if we are to succeed in restoring better
balance in the U.S. and the world economy.

Having said that, obviously | cannot ignore the recent
period of unprecedented volatility in financial markets
around the world. In the wake of these developments,
there is a natural and appropriate desire to better
understand what happened, why it happened, and what
it implies for the future. | would not be so foolish to try
to answer any of those questions at this time. 1 say that
in part because meaningful answers will come only
after the dust settles and only with the benefit of the
perspective that will come with the passage of time.
However, it is important that we learn all we can about
exactly what happened on Monday, October 19, when
the Dow fell by 500 points, including the answers to
such questions as whether programmed trading or
highly leveraged positions in stock futures and options
played an important role in unleashing those events or
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in aggravating them once the initial downward momen-
tum developed. But to cite just one example of
perspective, let us also keep in mind that stock prices
in countries other than the United States where those
particular institutional arrangements are far less impor-
tant than they are in the United States have fallen by
even greater amounts than the drop in the United
States.

Let us also keep in mind that when we look carefully
at the period betwsen late August, when the Dow
peaked at about 2700, and mid-October, when the Dow
had reached its recent low of just above 1700, it is not
easy to conclude that there was any one event or even
any combination of events that can satisfactorily
explain all that has happened over that interval. To be
sure, from a U.S. perspective the dollar was under
pressure in the exchange markets; interest rates, espe-
cially long-term rates, had risen; inflationary expecta-
tions were building; and there were signs of strains in
the process of international economic policy coordina-
tion. While these developments were disturbing, indi-
vidually or collectively, it is not clear that they should
have been decisive, especially since over this same
period economic performance was, in several crucial
respects, better than earlier expectations. The U.S.
budget deficit for fiscal 1987 turned out to be smaller
than even the most optimistic expectations; spurred
importantly by growth in exports, economic activity in
the United States—including in the manufacturing
sector—was stronger than expected; growth prospects
abroad were no worse than earlier and, in the case of
Japan, were actually better; and developments on the
inflation front—while warranting careful and continuing
vigilance—were in no way indicative of a significant
outburst of inflation.

In short, as hard as we may look, it is by no means
clear to me that we will find in these recent weeks a
smoking gun or guns that can explain why stock prices
plummeted so sharply and so abruptly in the United
States and around the world. Let us also not lose sight
of the fact that stock prices in the United States and
elsewhere had reached historic heights in both abso-
lute and relative terms in this general time frame.
Indeed, the rise in stock prices during 1987 was such
that even now stock prices in the United States are
above their year-end 1986 levels.

Imbalances in the U.S. and the world economy

What | am suggesting, of course, is that the underlying
.causes of the recent financial market disturbances are
not to be found in the events of the past several weeks
or months but rather in the cumulative weight of events
- over a much longer time frame. Looked at in that light,
it seems to me that the important conclusion to be

drawn from recent experience is that the financial mar-
kets are sending us a message, and that message is in
the form of a warning that despite a long period of
satisfactory, if not quite extraordinary, economic perfor-
mance, there are serious imbalances in the United
States and world economy that simply must be
remedied and remedied without further delay. Indeed,
to the extent recent market developments have been
fueled by any one thing, that thing may have been a
growing doubt as to whether the policy process—
domestically and internationally—was capable of
mounting the necessary policy initiatives to deal with a
series of problems which were certainly not new.

While the nature of these problems is not new, allow
me as a matter of emphasis to cite several examples of
things that from a U.S. perspective lie at the heart of
our difficulties:

® In the late 1970s, general government budget defi-
cits in the United States consumed, on average,
only about 10 percent of our net private domestic
savings. By 1986, and despite large surpluses in
state and local governments, overall government
deficits were consuming almost two-thirds of net
private domestic savings, with the federal deficit
eating up an astonishing 90 percent of net private
savings. While these figures have come down
somewhat this year, they remain far, far too high by
any reasonable standard.

® As recently as 1981, the United States was the
world’s largest net creditor nation. We are now its
largest net debtor and sometime in 1988 our net
external indebtedness will cross the $500 billion
threshold. To put it differently, by the end of 1988
our net external indebtedness will reach or exceed
the accumulated public debt of the United States
from its inception through 1974,

® Since the last quarter of 1983, nonfinancial corpo-
rate America has retired a cumulative total of $270
billion in equity while over the same interval corpo-
rate debt has increased by a staggering $600
billion.

® On a global basis, the U.S. trade and current
account deficits, and their mirror-image surpluses
in several of our major trading partners, are of
unsustainable proportions.

These examples reflect the harsh reality that for too
long we in the United States have been borrowing
more than we save and consuming more than we pro-
duce in an environment in which debt, deficits, and
leveraging have become a way of life for government,
for business, and for individuals. Fortunately, we have
both the underlying economic strength and the oppor-
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tunity to remedy these problems—but only if we heed
the warnings of the recent past and get on with the
task now.

Yet, as we approach that task we must be realistic.
There are no quick fixes; for example, we in the United
States must recognize that for a period of time our
standard of living must rise at a slower rate than would
otherwise be the case. We must also be realistic in our
expectations; for example, we can all look back with
fondness at the interest rate environment of the 1950s
and early 1960s and wish that we could quickly and
easily return to such a tranquil setting. The reality,
however, is that no country with our recent track record
of debt, deficits, and inflation should expect such a
result to emerge quickly or painlessly. Finally, let us
also remain mindful of the risks and dangers on all
sides. For example, there can be no doubt that the
exchange rate is a crucially important variable in the
current setting, but just as there are dangers with an
exchange rate that is too high, there are dangers with
one that is too low. Indeed, at the end of the day, there
is no exchange rate which, unto itself, can solve our
current problems in an orderly way.

Policy initiatives

All of that is simply a long-winded way of saying that
imbalances in the U.S. economy are an important con-
tributing force to the imbalances we see in the world
economy. But the existence of these problems in the
U.S. economy does not mean that the burden of adjust-
ment lies exclusively with the United States. To the
contrary, any realistic appraisal of the current situation
must recognize that directly or indirectly the rest of the
world has been the beneficiary of the U.S. trade deficit
as output, employment, and income growth elsewhere
have been supported by consumption in the United
States. In other words, adjustment in the United States
of necessity implies adjustment elsewhere and espe-
cially in the large surplus countries. There is no mys-
tery to that. Nor is there any mystery in the kinds of
policy initiatives that are needed to produce the neces-
sary adjustments. Those essential policy initiatives
including the following:

e We in the United States must sharply reduce and,
in a relatively short period of time, eliminate our
domestic savings gap. That domestic savings gap
is the difference, relative to GNP, between our net
domestic savings and the claims on those savings
stemming from the combination of financing private
investment and financing the government’s deficits.
In recent quarters, that savings gap has been aver-
aging well in excess of $100 billion, or more than
3 percent of GNP. Looked at in that light, the prob-
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lem with the U.S. budget deficit is not so much its
size relative to GNP but rather its size relative to
domestic savings.

However, there are only three ways our savings
gap can be eliminated: first, by reducing private
investment which, if anything, is already too low;
second, by increasing net domestic savings which,
while desirable over time, simply does not seem to
be in the cards in sufficient time or amounts to
produce the needed result in an orderly way; and
third, by reducing the financing needs of the
government.

As a practical matter, cutting the budget deficit is
the only real choice we have, and even that is not
really a choice but is rather a question of whether
this generation pays the freight for failing to act or
whether we will pass that burden on to future gen-
erations. The equivalent of a macroeconomic free
lunch, like other free lunches, simply does not
exist.

One silver lining behind the cloud of recent mar-

ket developments appears to be an encouraging
and bipartisan willingness on the part of the politi-
cal leadership in the United States to mount a
fresh and vigorous attack on the budget deficit. To
the extent that effort can produce a credible pro-
gram of deficit reduction which, as an illustration,
could roughly eliminate the domestic savings gap
in an intermediate time frame, the consequences
for markets and for the economic outlook should
be constructive.
We in the United States must also accept, for a
period of time, a slower rise in our standard of liv-
ing than would otherwise be the case. By that |
mean, of course, that the rate at which the U.S.
economy consumes goods and services must slow
in absolute terms and in relation to GNP. To put it
in slightly ditferent terms, if real GNP growth were
to average 3 percent over the next several years—
a result | would consider quite satisfactory—the
only way net exports can rise is if domestic
demand is growing at a slower rate than GNP
itself.

it would be nice to think we could have a suffi-
ciently high growth in GNP to accommodate both a
rise in net exports and a rate of growth in domestic
demand commensurate with historical experience.
Unfortunately, it is most unlikely that such a result
could emerge without running grave and, in my
judgment, wholly unacceptable, risks of renewed
inflationary momentum. Indeed, when one takes
account of the fact that the bulk of the external
adjustment in the U.S. trade deficit must come via
higher exports and lower imports of manufactured



goods, there are inflationary risks inherent in even
the most optimal pattern of adjustment.

® Adjustment in the United States is crucial but it
must be supported by complementary develop-
ments in other countries, especially in those indus-
trialized and newly industrialized countries that
have large trade and payment surpluses. That
requires that those countries must go through a
period in which their domestic demand increases
faster than their GNPs even as GNP growth rates
are maintained at otherwise satisfactory rates. To
some extent, the process is already taking hold,
especially in Japan. However, without singling out
any one country, a question naturally arises as to
whether this process could not be further strength-
ened by additional stimulus—especially on the fis-
cal side. Indeed, in a context in which fiscal
stimulus is being reduced in the United States, the
case for some increased fiscal stimulus elsewhere
has natural appeal. This is especially so since
there are ways in which temporary moves on the
fiscal side—~which need not jeopardize longer term
objectives of budget discipline and price stability —
can be very helpful in the transition to more bal-
anced growth in the world economy.

® The other remaining major link in this chain of
needed policy initiatives is in the area of trade pol-
icy. Protectionism is simply not the answer to our
economic woes. History tells us that in a blunt
fashion. But just as we must strongly resist protec-
tionist pressures in the United States, other coun-
tries must move decisively in opening their
markets to imports, including imports from the
United States. The recent dramatic gains in pro-
ductivity in the U.S. manufacturing sector and the
not unrelated surge in U.S. exports of manufac-_
tured goods suggest that U.S. firms can compete
in world markets, especially in a setting in which
artificial barriers to imports are being reduced
around the world.

A more open and market-driven world trading
system is what we want and what we need. In that
regard, the bilateral efforts between Canada and
the United States to adopt a major liberalization of
trading arrangements between our two countries
can serve as a model to the rest of the world. |
recognize, of course, that final adoption of that

\ trade pact faces obstacles on both sides, but I sin-
cerefy hope we can quickly get on with the process
of ratification, not just because it would be benefi-
cial to. both our countries but also because of the
message it sends to the rest of the world.

To summarize, the nature of the imbalances in the

United States and the world economy is well known.

More importantly, there now seems to be a widening con-
sensus in the United States and elsewhere as to the
kinds of policy initiatives that can remedy these imbal-
ances in an orderly way. To the extent that assessment is
accurate—and | certainly believe it is—the prospects for
the world economy are brighter indeed. However, the
clock is also ticking; delay and procrastination in getting
on with the execution of the necessary policies carry with
them the clear and present danger of slippage in both
economic performance and prospects. The benefits from
cooperative and concerted actions are clear, but so too
are the costs of inaction.

Structure and behavior of financial markets

At the risk of exhausting your patience, allow me to
close with a few remarks about the implications of
recent events for the structure and behavior of our
financial markets and institutions. It is possible to look
at the recent period of turmoil in financial markets and
observe that those markets and institutions performed
remarkably well under enormous strain. In one sense
that is obviously true. But however true it may be, |
think it would be a serious mistake to have passed
through this' episode and not to have learned from it. In
that regard, let me briefly mention a couple of things
that stand out in my mind:

e First, the financial wizardry that has been so much
in vogue in recent years carries with it new and
often very complex elements of risk to market par-
ticipants and institutions alike. Long periods of bull
markets tend to bring about a subtle but certain
relaxation of standards of caution and prudence if
not a tendency, at least for a few, to allow greed to
be substituted for common sense. When those ten-
dencies are coupled with technologically-driven
innovations in the financial marketplace that dra-
matically increase the speed, volume, and com-
plexity of transactions, new elements of risk and
volatility can come into play.

® Efforts aimed at reform of national banking and
financial market systems—such as those well
under way here in Canada—should not be post-
poned or delayed. The case for progressive reform
is still there but so too is the case for insisting that
the process of reform be accompanied by appro-
priately strong supervisory arrangements.

® The global character of financial markets has been
a reality for some time. But it seems to me that
recent events have demonstrated just how closely
intertwined those markets have become. That real-
ity carries with it the clear and pressing need to
achieve a much higher degree of harmony among
nations with regard to the supervision of banking
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and capital market activities. On the banking side,
the G-10 central banks are well advanced in efforts
to arrive at a common multilateral approach to
bank capital adequacy standards for internationally
active banking organizations. Hopefully, that effort
can be completed in the near term since it would
constitute a very important step forward in interna-
tional cooperation that would make sense both on
competitive and prudential grounds. But as impor-
tant as it is, it is only a beginning in the larger task
of seeking to adapt national standards of banking
and capital market practices and supervision to
what are clearly international markets.

To summarize, the current economic and financial sit-
uation in the United States and around the world

should be a matter of concern to all of us. But our fate
is in our own hands. We have the tools, the knowledge,
and the underlying strength to forge|the necessary
adjustments that can permit a return to a more bal-
anced and sustainable pattern of etonomic perfor-
mance. That opportunity has not been lost; to the
contrary, recent events may well have worked in the
direction of enhancing prospects that the needed pol-
icy initiatives—nationally and internationally—will be
forthcoming. Indeed, even before recent market devel-
opments, important initial elements of that transition
were beginning to take hold. Building on those develop-
ments and wi}h a renewed sense of purpose, | believe
we can seize this opportunity and cooperatively man-
age our way through this transition in a manner that
will yield a more secure and more stable future for all.
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