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Governor  C. Canby Ba lde r s ton ,  Vice C h a i r m a n ,  Board  of Gover -  
nors ,  of the F e d e r a l  R e s e r v e  Sys tem,  was born  in Kennett  Square ,  
P e n n s y l v a n i a ,  1 F e b r u a r y  1897. He has  been  awarded  the fol lowing 
d e g r e e s :  B .S .  in Economics ,  U n i v e r s i t y  of P e n n s y l v a n i a ,  1921; A. NI., 
1923; P h . D . ,  1928; and L L . D .  (Hon.}, 1955. Dur ing  1925-31 he was 
a s s i s t a n t  p r o f e s s o r  of i ndus t ry  at the U n i v e r s i t y  of P e n n s y l v a n i a  and 
f rom 1931 to 1954, p r o f e s s o r .  F r o m  1941 to 1954 he was dean of the 
Whar ton  School of F inance  and C o m m e r c e .  F r o m  1942 to 1945 he was 
ch ief  of the War  Depa r tmen t  Wage A d m i n i s t r a t i o n  Agency,  and of the 
Wage A d m i n i s t r a t i o n  Section,  H e a d q u a r t e r s  A r m y  Serv ice  F o r c e s .  
F r o m  1943 to 1953 he s e r v e d  on the Board  of D i r e c t o r s  of the F e d e r a l  
R e s e r v e  Bank of Ph i l ade lph i a  and was deputy c h a i r m a n  f rom 1949 to 
1953; m e m b e r ,  Board  of Gove rno r s ,  F e d e r a l  R e s e r v e  Sys tem s ince  
1954, Vice C h a i r m a n  s ince  1955. He is  the author  of m a n y  books on 
prof i t  sha r ing ,  group incen t ives ,  i n d u s t r i a l  r e l a t i o n s ,  and wage se t t ing ,  
and co -au tho r  of s e v e r a l  books on m a n a g e m e n t .  He was p r e s e n t e d  the 
Excep t iona l  Civ i l i an  Se rv ice  Award by the War D e p a r t m e n t  in 1944. 
This  is his  second l e c t u r e  at the Indus t r i a l  Col lege .  
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THE F E D E R A L  R E S E R V E  SYSTEM AND ECONOMIC STABILITY 

7 F e b r u a r y  1962 

G E N E R A L  QUILL:  A d m i r a l  R o s e ,  G e n t l e m e n :  Dur ing  th i s  unit  of  
i n s t r u c t i o n  we f r e q u e n t l y ,  in our  e x a m i n a t i o n  of the  v a r i o u s  c o n t r o l  
m e a s u r e s  fo r  s t ab i l i z a t i on ,  m a k e  r e f e r e n c e  to a v e r y  i m p o r t a n t  agency ,  
ou r  F e d e r a l  R e s e r v e  S y s t e m .  We m a d e  r e f e r e n c e  to it y e s t e r d a y  in 
o u r  d i s c u s s i o n  by Mr.  R o o s a  f r o m  the  T r e a s u r y ,  and you wi l l  r e c a l l  
that  l a s t  S e p t e m b e r ,  in the  B a s i c  E c o n o m i c s  C o u r s e ,  we s t u d i e d  the  
o r g a n i z a t i o n  and o p e r a t i n g  m e t h o d s  of t he  F e d e r a l  R e s e r v e  S y s t e m .  

Th i s  m o r n i n g  we sha l l  t ake  a c l o s e r  look  at the  o p e r a t i o n s  of the  
S y s t em,  f r o m  the po l i cy  l e v e l .  We a r e  h o n o r e d  to have,  as ou r  s p e a k e r  
today ,  a m a n  who has  he lped  shape  the  p o l i c i e s  of the  F e d e r a l  R e s e r v e  
S y s t e m ,  as  a M e m b e r  of the  B o a r d  of G o v e r n o r s  s i n c e  1954, and Vice  
C h a i r m a n  of the  B o a r d  s i n c e  1955. In add i t ion  you wi l l  have  no ted  f r o m  
his  b i o g r a p h y  that  t h roughou t  h is  e n t i r e  c a r e e r  he has  b e e n  i n t i m a t e l y  
a s s o c i a t e d  with the  w o r l d  of m o n e t a r y  and f i s c a l  a f f a i r s .  

At th i s  t i m e  I am p r i v i l e g e d  to p r e s e n t  fo r  h is  s e c o n d  l e c t u r e  at 
t he  Co l l ege ,  G o v e r n o r  C. Canby B a l d e r s t o n ,  who wi l l  s p e a k  on "The  
F e d e r a l  R e s e r v e  Sys tem and E c o n o m i c  Stabi l i ty .  " Mr .  B a l d e r s t o n .  

MR. BALDERSTON:  A d m i r a l  R o s e ,  G e n t l e m e n :  My t a lk  wi l l  c o v e r  
the  fo l lowing  po in t s :  (1) d i r e c t  c o n t r o l  of m a t e r i a l s ,  p r i c e s  and wages ,  
and s e l e c t i v e  c o n t r o l  o v e r  c r e d i t ;  (2) g e n e r a l  f i n a n c i a l  c o n t r o l s ,  bo th  
m o n e t a r y  and f i sca l ;  (3) d i f f e r e n c e s  in the  i m p a c t  of m o n e t a r y  and f i s c a l  
po l icy ;  (4) the  a d v e r s e  b a l a n c e  of p a y m e n t s .  

Dur ing  W o r l d  War  II, s e l e c t i v e  c o n t r o l s  o v e r  c r e d i t  w e r e  e m p l o y e d  
a long  wi th  d i r e c t  c o n t r o l s  o v e r  m a t e r i a l s ,  p r i c e s ,  and wages .  Again ,  
d u r i n g  the  K o r e a n  war ,  a long  with the  r e v i v a l  of  d i r e c t  c o n t r o l s  tha t  we 
a s s o c i a t e  with the  r a t i o n i n g  fa~nily, the  r e g u l a t i o n  of c o n s u m e r  i n s t a l l -  
m e n t  loans  was r e i m p o s e d  to r e s t r i c t  the  p u r c h a s e  of c o n s u m e r  d u r a -  
b l e s  such  as  au tos  and r a d i o s .  The a d m i n i s t r a t i v e  d i f f i cu l t i e s  g r o w i n g  
out of the  i m p o s i t i o n  of such  d e t a i l e d  r e g u l a t i o n  m a y  be v i s u a l i z e d  when  
you r e m e m b e r  that  r e g u l a t i o n  W app l i ed  to 200, 000 r e t a i l  f i r m s .  
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U n f o r t u n a t e l y ,  not  a l l  of t h e s e  w e r e  i m b u e d  wi th  the  p a t r i o t i c  f e r v o r  
to m a k e  such  r e g u l a t i o n  a u t o m a t i c .  

A l though  s e l e c t i v e  c r e d i t  c o n t r o l  did he lp  to d a m  up c o n s u m e r  de -  
m a n d s  d u r i n g  the G r e a t  W a r ,  it  did not p r e v e n t  an  e v e n t u a l  o u t b u r s t  of 
p r i c e s  once  the  w a r  was  o v e r  and the  c o n t r o l s  w e r e  r e m o v e d .  S ince  
W o r l d  W a r  II, n a t i ons  have  s h a k e n  off s u c h  c o n t r o l s .  By the  end of 
1958 the  p r o g r e s s  a c h i e v e d  t o w a r d  c u r r e n c y  c o n v e r t i b i l i t y  by B r i t a i n  
and  by the  W e s t e r n  E u r o p e a n  na t i ons  m e a n t  tha t  fo r  a l l  p r a c t i c a l  p u r -  
p o s e s  it was  an  a c c o m p l i s h e d  fac t .  F o r  i m p o r t e r s  to be ab l e  to pay  in 
c u r r e n c i e s  of t h e i r  own c o u n t r i e s  fo r  goods  tha t  t h e y  had bought ,  was  
o b v i o u s l y  a boon to i n t e r n a t i o n a l  t r a d e .  

Tha t  y e a r  of 1958 m a y  have  m a r k e d  the  t u r n i n g  poin t  in the  e c o -  
n o m i c  a f f a i r s  of ou r  c o u n t r y .  Not only did c u r r e n c y  c o n v e r t i b i l i t y  
c o m e  o v e r  the  h o r i z o n  at  the  end of that  y e a r  m a k i n g  it p o s s i b l e  fo r  
funds  to f low f r o m  one f i n a n c i a l  c a p i t a l  to a n o t h e r ,  but  it was  at  about  
tha t  t i m e  tha t  we c e a s e d  b e i n g  the  s o l e  l a r g e  l e n d e r  of funds  in the  p o s t -  
w a r  w o r l d  and s t a r t e d  to b e c o m e  a b o r r o w e r .  And so,  at  V ienna ,  in 
the  n e g o t i a t i o n s  of l a s t  f a l l  we w e r e  not t e l l i n g  t h e m  a n y m o r e ,  we  w e r e  
a s k i n g .  And the  f ina l  d e c i s i o n  a s  to the  t e r m s  u n d e r  w h i c h  we cou ld  
b o r r o w  f r o m  the  fund d e p e n d e d  upon the  t h ink ing  and the  good wi l l  of 
c o u n t r i e s  l ike  F r a n c e ,  G e r m a n y ,  and I t a ly .  The  d i s c a r d i n g  of w a r t i m e  
c o n t r o l s  in f a v o r  of g e n e r a l  c o n t r o l s ,  both  f i s c a l  and m o n e t a r y ,  m a r k e d  
a r e t u r n  to f r e e  e n t e r p r i s e  and to the  d e c e n t r a l i z e d  d e c i s i o n  m a k i n g  
tha t  it p e r m i t s ;  a v e r y  f u n d a m e n t a l  point .  

I r e m e m b e r  an o b s e r v a t i o n  about  H i t l e r  G e r m a n y ,  tha t  the  d e c i s i o n  
m a k i n g  had b e e n  so  c e n t r a l i z e d  by H i t l e r  tha t  the  on ly  m i s t a k e s  he  cou ld  
m a k e  w e r e  m a j o r  ones .  The  f r e e d o m  to m a k e  p r i v a t e  e c o n o m i c  d e c i -  
s i o n s  is  a v i t a l  p a r t  of o u r  s y s t e m  of e c o n o m i c  and g o v e r n m e n t a l  o r g a n i -  
za t ion .  It is e s s e n t i a l  to the f r e e d o m  of the  i n d i v i d u a l .  But f r e e d o m  can  
be  p r e s e r v e d  only  so  long as  it  is  a c c o m p a n i e d  by w i s d o m  and  r e s t r a i n t .  
E a c h  t i m e  we e l e c t  to s p e n d  we shou ld  c o n s i d e r  how the  b i l l  wi l l  be  pa id .  
To  m e ,  a l e s s o n  tha t  we have  not  ye t  l e a r n e d  in th is  c o u n t r y ,  is  tha t  
wi thou t  b o r r o w i n g  a b r o a d  a na t ion  c a n n o t  spend  and lend m o r e  than  it 
e a r n s  t h r o u g h  p r o d u c t i o n .  

Goods c o n s u m e d  have  to be  p r o d u c e d  by  s o m e o n e ' s  s w e a t  and in-  
v e s t m e n t  s u p p o r t e d  by s o m e o n e ' s  s a v i n g s .  T h e  r o l e  of m o n e t a r y  po l i cy ,  
a s  d i s t i n c t  f r o m  f i s c a l  po l i cy ,  is  to r e g u l a t e  the  r e s e r v e s  a v a i l a b l e  to 
c o m m e r c i a l  banks ,  so  as  to p r o m o t e  e c o n o m i c  g rowth ,  h igh l e v e l s  of 
e m p l o y m e n t ,  and r e a s o n a b l e  s t a b i l i t y  of p r i c e s .  It is  th i s  r e s p o n s i -  
b i l i t y ,  so  v i t a l  to the p r o t e c t i o n  of the  i n t e g r i t y  of the  d o l l a r ,  tha t  has  
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b e e n  d e l e g a t e d  by the C o n g r e s s  to the  F e d e r a l  R e s e r v e .  That  is our  
p r i m a r y  job.  Yet ,  the  F e d e r a l  R e s e r v e  r e g u l a t e s  m o n e y  and c r e d i t  
only as to t h e i r  to ta l  supply;  not as  to t h e i r  a l l oca t i on  a m o n g  f i r m s  
and i nd iv idua l s .  Sucb a l l o c a t i o n  is lef t  to the  c o m p e t i t i v e  f o r c e s  of 
the  m a r k e t  excep t  w h e r e  C o n g r e s s  i n t e r v e n e s  th rough  t axes ,  a p p r o -  
p r i a t i o n s ,  or  g o v e r n m e n t a l  g u a r a n t e e s .  Th is  is qui te  in c o n t r a s t  to 
the  p r o c e d u r e  in m a n y  c o u n t r i e s  w h e r e  the  c e n t r a l  bank i n t e r v e n e s  in 
the  a l l o c a t i o n  of c r e d i t  to a g r i c u l t u r e ,  to e x p o r t e r s ,  etc .  

Thus ,  in the  ma in ,  d e c e n t r a l i z e d  d e c i s i o n  m a k i n g  of ind iv idua l  
b o r r o w e r s  and l e n d e r s  d e t e r m i n e s  the  u se  of our  e c o n o m y ' s  r e s o u r c e s .  
The  g r e a t  va lue  of m o n e t a r y  po l icy  as  a c o n t r a c y c l i c a l  d e v i c e  is i ts  
f l ex ib i l i t y .  Th is  f l ex ib i l i t y  m a k e s  the  t i m i n g  of m o n e t a r y  ac t i ons  m o r e  
p r e c i s e  and  m a n a g e a b l e  than is  the  c a s e  with f i s ca l  po l icy .  The  c h a r t  
on page  4, which  I wi l l  be  d i s c u s s i n g  a l i t t l e  l a t e r ,  shows  without  c a r e -  
ful e x a m i n a t i o n  at  a l l ,  what  I m e a n  by a f l ex ib l e  m o n e t a r y  po l icy .  The  
f i r s t  i m p r e s s i o n  you ge t  f r o m  that  c h a r t  is  one of m o v e m e n t ,  of f l ex i -  
b i l i ty .  

Now, f i s c a l  pol icy ,  which  is  the  T r e a s u r y ' s  j o b - - t h e  job of S e c r e -  
t a r y  Di l lon  and U n d e r  S e c r e t a r y  R o o s a - - e m b r a c e s  debt  m a n a g e m e n t ,  
F e d e r a l  s p e n d i n g  and tax ing .  Al though  in the long run  it m a y  p r o v e  
m o r e  po ten t  in he lp ing  p r o m o t e  e c o n o m i c  g rowth  and s t ab i l i t y  than is  
m o n e t a r y  pol icy ,  inab i l i ty  to t i m e  i ts  i m p a c t  m a k e s  d i f f icu l t  i ts  e f f ec -  
t i v e  i m p l e m e n t a t i o n  to c o m b a t  c y c l i c a l  v a r i a t i o n s .  It m a y  be  sa id  that  
our  p r e s e n t  f i s c a l  s t r u c t u r e  p o s s e s s e s  t r e m e n d o u s  c o u n t e r c y c l i c a l  
aut  o m a t i c i t y  wi th  s u b s t a n t i a l  d e f i c i t s  d e v e l o p i n g  even  in m i l d  r e c e s -  
s i o n s  and d i s a p p e a r i n g  with r e c o v e r y .  

Yet ,  any m o r e  d e l i c a t e  a d j u s t m e n t  to c o m b a t  c y c l i c a l  m o v e m e n t s  
t h r o u g h  changes  in g o v e r n m e n t a l  s p e n d i n g  and tax ing  is d i f f icu l t .  The  
i m p a c t  is  so  d e l a y e d  tha t  s t i m u l a t i o n  is  l i ke ly  to be fe l t  a f t e r  the  p r i -  
v a t e  s e c t o r  has  a l r e a d y  r e c o v e r e d .  The  r e s u l t ,  then,  is to p y r a m i d  
d e m a n d s  to the  point  w h e r e  r e s o u r c e s ,  h u m a n  and o the r ,  a r e  p laced  
u n d e r  s t r a i n ,  and of c o u r s e  p r i c e s  a r e  pushed  upward .  F o r  e x a m p l e ,  
the  c o n g r e s s i o n a l  a p p r o p r i a t i o n s  of 1958, w h o s e  e f f ec t s  w e r e  i n t ended  
to be c o n t r a c y c l i c a l ,  a c t u a l l y  a c c e n t u a t e d  the  b o o m  in the  p r i v a t e  s e c -  
t o r  of the  e c o n o m y  a y e a r  l a t e r ,  e v e n  though the  an t i c i pa t i on  of F e d -  
e r a l  s p e n d i n g  m a y  have  s h o r t e n e d  the  d e c l i n e  that  c a m e  to an end in 
A p r i l  1958. 



."+:310 

4 

,<e,., .--. 

IL._l  ~.. 
. 'e ,  -" 

,-", r I ~ ! A ~  
~ V  

,-,,- I I I I I I " ~ 1  I ~  m 

I I I I I I ~"-~- I I .,.,~ 

= l , o , , - , - - o ,  - . _ _ i ~ _ , i , , , ~ , ~ / ~  ~ " - / ~  ~ ~ ~ " ' ~  - 

l l l l r  l l i l  

v 

lul'~i 

Z 
i_, ,J  
X 

i l l - I l l  

Iml-~ 

. _ J  

m 

W o" 
i i i i  I I i i  

I I" -"  ~ li,l'~ 

Z. 
T _ _  

. - - . J z  
o ,~,11:2 i m 

. , . , j  J 

w_X,- 

N 

~ l l l l  

W 
I 

I i i-1 

u 

m .,._- 

O'lt  

l 
u 

i m  
. I I , r~  . ' m  

m 
i 

i 
. l i t  
I m  

m 

" W  
. I I , r i  

m 



,311 

5 
M o r e o v e r ,  th is  g o v e r n m e n t a l  s p e n d i n g  in e x c e s s  of r e c e i p t s  

f o r c e d  the  T r e a s u r y  to have  to b o r r o w  $11 b i l l i on  ne t  in the  cap i t a l  
m a r k e t s  d u r i n g  1959. This  c o m p e t i t i o n  fo r  s av ings  wi th  p r i v a t e  in-  
d u s t r y  and with State  and m u n i c i p a l  g o v e r n m e n t s  f o r c e d  i n t e r e s t  r a t e s  
to peak  l e v e l s  at  the end of that  y e a r .  You r e c a l l  the  " m a g i c  f i v e s "  
i s s u e d  by the  T r e a s u r y  at that  t i m e .  Well ,  they m a r k e d  the  h igh  l e v e l  
to which  i n t e r e s t  r a t e s  w e r e  pushed .  Uni ted  States  i n t e r e s t  r a t e s  then  
w e r e  at  the  h i g h e s t  l e v e l  in 30 y e a r s .  The  e f f ic ien t  f low of funds f r o m  
s a v e r s  to b o r r o w e r s  d i r e c t l y  and t h r o u g h  i n t e r m e d i a r i e s  does  not c o m e  
about  wi thout  a p r i c e .  Somehow th is  l e s s o n  gets  f o r g o t t e n  by our  p e o -  

ple .  

Th is  p r i c e ,  the  r a t e  of i n t e r e s t ,  r e p r e s e n t s  a pena l ty  to t h o s e  who 
use  s o m e o n e  e l s e ' s  m o n e y  and a r e w a r d  to t h o s e  who s a v e  and r i s k  
t h e i r  funds on loans  on i n v e s t m e n t s .  The s i x - y e a r  r e c o r d  of s h o r t -  
t e r m  i n t e r e s t  r a t e s  and of f l ex ib l e  m o n e t a r y  po l icy  a r e  p o r t r a y e d  by 
the  cha r t .  If you wi l l  look at the  l ine  at the  top you wi l l  s e e  how the  
T r e a s u r y  b i l l s  r e s p o n d e d  to the  g r e a t e r  a v a i l a b i l i t y  of r e s e r v e s  in the  
s p r i n g  of 1958. The  F e d e r a l  R e s e r v e  was  then  f igh t ing  the  r e c e s s i o n  
that  ended  in Apr i l ,  m a k i n g  m o n e y  a v a i l a b l e  so that  bank  c r e d i t  m i g h t  
expand,  and the  b i l l  r a t e  r e s p o n d e d  by going  down to f i v e - e i g h t h s  of 1 
p e r c e n t .  It went  t h r o u g h  the  f loo r .  I would l ike  to l ive  that  y e a r  o v e r  
a g a i n  b e c a u s e  it s e e m s  to m e  that  that  b rough t  s ide  e f fec t s  l ike  s o m e  
m e d i c i n e s  a r e  sa id  to do, that  w e r e  unfo r tuna te .  I r e f e r  to the  f luc -  
tua t ions  in the  bond m a r k e t  of that  y e a r  that  i nduced  s p e c u l a t o r s  to 
o p e r a t e  in G o v e r n m e n t  bonds .  S o m e  m a d e  money ,  and s o m e  did not.  

Now, in the  l as t  y e a r  and a hal f  you wi l l  no t i ce  that  the T r e a s u r y  
b i l l  r a t e - - I  r e f e r  h e r e  to the  r a t e  of 91-day  b i l l s - - h a s  r e m a i n e d  f a i r l y  
s t a b l e  b e t w e e n  2 .25  and 2 .5  p e r c e n t .  That  has  b e e n  b r o u g h t  about  
t h r o u g h  the  c o o p e r a t i v e  e f fo r t s  of the T r e a s u r y  in k e e p i n g  up the sup-  
ply of b i l l s  o f f e r ed  to the  m a r k e t - - a n d  the  F e d e r a l  R e s e r v e ,  in t r y i n g  
to k e e p  the  r a t e  f r o m  b e i n g  pushed  downward  by  i ts  own o p e r a t i o n s .  A 
c o o p e r a t i v e  e f for t  b e t w e e n  the  T r e a s u r y  and the  F e d e r a l  R e s e r v e  has  

h e l p e d  on the  supply  s ide .  

Now, on the  d e m a n d  s ide ,  d e s p i t e  the  heavy  buying  of b i l l s  by the  
c o m m e r c i a l  banks ,  c o r p o r a t e  t r e a s u r e r s  have  found o t h e r  ou t l e t s  fo r  
c o r p o r a t e  funds ,  l ike  R P ' s - - t h a t  i s ,  r e p u r c h a s e  a r r a n g e m e n t s - - p l a c -  
ing funds in London  and o t h e r  f o r e i g n  c o u n t r i e s .  And the  d e m a n d  tha t  
you m i g h t  have  e x p e c t e d  f r o m  the  c o r p o r a t e  s e c t o r  has  b e e n  s o m e w h a t  
d i m i n i s h e d  t h e r e b y .  Anyhow,  t h rough  the  he lp  of c i r c u m s t a n c e  and in -  
t e n d e d  pol icy ,  b i l l  r a t e s  have  r e m a i n e d  f a i r l y  s t ab l e  fo r  a y e a r  and a 
half ,  in r e s p o n s e  to the  need ,  which  I wi l l  be  d i s c u s s i n g  l a t e r ,  to avo id  
too l a r g e  a r a t e  d i f f e r e n t i a l  b e t w e e n  th is  c o u n t r y  and o t h e r  c o u n t r i e s .  
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The  l o w e r  ha l f  of the  c h a r t ,  f r o m  the  b o r r o w i n g  l ine  down,  r e f l e c t s  
in the  s i m p l e s t  f o r m  I can  g ive  you,  the o p e r a t i o n s  of the  F e d e r a l  R e -  
s e r v e - - t h e  m o n e t a r y  p o l i c y  a c t i o n s .  You wi l l  n o t i c e  the  top l i ne  r e -  
f l e c t s  the  b o r r o w i n g s  tha t  c o m m e r c i a l  and m e m b e r  banks  m a k e  f r o m  
the 12 F e d e r a l  R e s e r v e  b a n k s .  In t i m e s  when  m o n e y  is l e s s  e a s y ,  
t h o s e  b o r r o w i n g s  have  r e a c h e d  $1 b i l l i on ,  o r  s l i g h t l y  o v e r .  D u r i n g  
th i s  l a s t  y e a r  t h e y  have  b e e n  r u n n i n g  at  only  $50 to $75 m i l l i o n .  The  
w h i t e  a r e a  b e t w e e n  the  l ine  tha t  p o r t r a y s  the  b o r r o w i n g s ,  and the  j a g -  
ged  a r e a - - t h a t  wh i t e  i n t e r v a l  o r  d i s t a n c e  r e p r e s e n t s  the  e x c e s s  r e -  
s e r v e s  of the  m e m b e r  b a n k s .  U s u a l l y ,  th i s  e x c e s s  r u n s  s o m e w h e r e  
a r o u n d  a ha l f  b i l l i o n  d o l l a r s ,  m o s t  of it  in the  c o u n t r y  b a n k s .  S o m e -  
t i m e s  i t  wi l l  ge t  up to $600 m i l l i o n ,  but  it  o r d i n a r i l y  is f a i r l y  c o n s t a n t  
a t  a r o u n d  a ha l f  b i l l i on .  

Th i s  e x c e s s  is the  d i f f e r e n c e  b e t w e e n  the  r e s e r v e s  m a d e  a v a i l a b l e  
by the  F e d e r a l  R e s e r v e  and  t h o s e  r e q u i r e d  to be kep t  by the  c o m m e r -  
c i a l  banks  b a s e d  on t h e i r  d e p o s i t s  a t  the  m o m e n t .  T h e y  m u s t  k e e p - - i f  
t h e y  a r e  b ig  banks  in the  c i t i e s - - 1 6 . 5  p e r c e n t  of t h e i r  d e m a n d  d e p o s i t s  
and  5 p e r c e n t  of t h e i r  t i m e  d e p o s i t s .  In the  c o u n t r y  banks  the  f i g u r e s  
a r e  12 and  5 p e r c e n t .  T h o s e  a r e  t h e i r  r e q u i r e d  r e s e r v e s .  And tha t  
wh i t e  a r e a  r e p r e s e n t s  the  e x c e s s  b e t w e e n  tha t  r e q u i r e m e n t  and  wha t  
the  F e d e r a l  R e s e r v e  m a k e s  a v a i l a b l e .  

Now, when  the  b o r r o w i n g s  f r o m  the  F e d e r a l  R e s e r v e  a r e  high,  as  
t hey  w e r e  in 1959, and l a r g e r  than  the  e x c e s s  r e s e r v e s ,  then  t h e r e  is  
wha t  we  c a l l  "ne t  b o r r o w e d  r e s e r v e "  s h o w n  by the  a r r o w .  D u r i n g  s u c h  
an  i n t e r v a l  c o m m e r c i a l  banks  a r e  u n d e r  s o m e  p r e s s u r e ,  bo th  f r o m  the  
F e d e r a l  R e s e r v e  and  f r o m  t h e i r  own bank ing  t r a d i t i o n ,  to r e d u c e  t h e i r  
i n d e b t e d n e s s  to the  c e n t r a l  bank,  which ,  h e r e  a s  in o t h e r  c o u n t r i e s ,  is  
the  bank  of l a s t  r e s o r t .  C o n v e r s e l y ,  when  b o r r o w i n g s  f r o m  the F e d e r a l  
R e s e r v e  a r e  s m a l l ,  as  t h e y  have  b e e n  r e c e n t l y ,  and b a n k s  have  ne t  f r e e  
r e s e r v e s  s h o w n  by the  b l a c k  a r e a s ,  banks  s e e k  l end ing  o p p o r t u n i t i e s  
m o r e  a v i d l y  and i n t e r e s t  r a t e s  t end  to d e c l i n e  o r  to s t a y  low.  Th i s  ex-  
p l a in s  the  n e a r  r e c o r d  e x p a n s i o n  of bank  c r e d i t ,  w h i c h  is  not  s h o w n  on 
t h e  c h a r t ,  d u r i n g  th i s  pa s t  y e a r - - 1 9 6 1 .  Bank  c r e d i t  r o s e  in tha t  y e a r  
by n e a r l y  $15 b i l l ion ,  o r  7 .5  p e r c e n t .  

Now I t u r n  to r e c e n t  sh i f t s  in e m p h a s i s  in the  m a n a g e m e n t  of the  
m o n e t a r y  and  f i s c a l  a f f a i r s  of our  c o u n t r y .  O t h e r  i n d u s t r i a l i z e d  n a -  
t i ons  s u c h  as  G r e a t  B r i t a i n  have  long r e c o g n i z e d  the  n e c e s s i t y  of m a i n -  
t a i n i n g  i n t e r n a t i o n a l  e q u i l i b r i u m  in t h e i r  b a l a n c e  of p a y m e n t s .  But  in 
the  Un i t ed  S ta tes  the  p r o b l e m  was  d i f f e r e n t ,  b e c a u s e  th is  c o u n t r y  he ld  
the m a j o r  p o r t i o n  of the  gold s t o c k  of the  W e s t e r n  W o r l d  and a l s o  p o s -  
s e s s e d  the  p r o d u c t i v e  c a p a c i t y  to r e e q u i p  the  d e v a s t a t e d  n a t i o n s .  So, 
until 1958--that turning point--the United States was concerned about 
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a problem diametrically opposite to our present international worry. 
The two wars had so dissipated the productive capacities of industrial- 
ized nations and their financial stability as to create a dollar gap. 

You remember all the articles written about the dollar gap and 
how it inhibited our exporting. Well, the war-torn countries, though 
they needed our exports of material and American-made equipment to 
rebuild their economies, did not have the dollars with which to pay for 
them. The problem of the United States at that time was to make our 
allies and former enemies into viable customers again. We sought to 
bridge the dollar gap through private investments in and governmental 
loans and guarantees to these countries. So well did we succeed with 
the Marshall plan that it is recognized as a signal success. By the 
late 1950's the other industrialized countries had rebuilt their manu- 
facturing plants and improved their management techniques so greatly 
that they were not only in a position to supply more of their rapidly 
growing domestic demands, but to compete vigorously for the export 

markets of the world. 

One effect of the emergence of new productive capacity here and 
abroad is downward pressure upon the prices of such physical goods 
as move in world trade. Our firms have begun to appreciate that ex- 
cess productive capacity is a powerful brake upon price advances. No 
longer can they float off the effects of imprudent wage-setting in the 
form of higher prices, because new choices have been opened up to the 
consumer in the form of alternative sources and substitute products. 
Steel is not immune to the competition of aluminum, etc. Gradually 
the idea that an upward price-drift is inevitable has been dissipated as 
wholesale prices have moved slightly downward. 

The disappearance, for the time at least, of the expectation of 
price inflation has permitted the Federal Reserve to continue to foster 
the expansion of bank credit in a way that would not have been prudent 
for our country if price advances had stimulated inventory-building 
and other forms of speculative ebullience. You will see that from the 
black area in the lower right-hand corner of the chart. Although the 
removal of direct and selective controls by other countries as they re-  
covered from the damages of war was a great advance for them and for 
world trade in general, it created fresh problems and challenges for 
the United States. Once the currencies of leading countries became 
convertible, funds could flow from one financial capital to another with 
alacrity. Their movement was impelled by such forces as interest- 
rate differentials and speculation. And so this basic change has caused 
our fiscal and monetary policymaking to reflect the need to maintain 
world confidence in the integrity of the dollar. Serving as a reserve 
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c u r r e n c y  and t h e r e f o r e  as  an a l t e r n a t i v e  to gold,  the  d o l l a r  p lays  s u c h  
a v i ta l  r o l e  in l u b r i c a t i n g  i n t e r n a t i o n a l  t r a d e  that  loss  of c o n f i d e n c e  in 
it would be d a m a g i n g  both to the  W e s t e r n  Wor ld  as  a whole  and  to the  
Un i t ed  Sta tes .  An a d v e r s e  ba l ance  of p a y m e n t s  m e a n s  to a f o r e i g n  ob-  
s e r v e r  that  our  e x p o r t i n g  is not l a r g e  enough to pay fo r  the  i nves t i ng ,  
l ending ,  and s p e n d i n g  that  our  G o v e r n m e n t  and i ts  c i t i z e n s  do ab road ,  
and  that  our  i n d u s t r y  is f a i l i ng  to a t t r a c t  the  d o l l a r s  that  a r e  a v a i l a b l e  
in the  wor ld .  

The  i m p e r a t i v e  need  to i m p r o v e  our  a d v e r s e  b a l a n c e  of p a y m e n t s  
m e a n s  that  e i t h e r  the  Un i t ed  Sta tes  m u s t  have  m o r e  he lp  f r o m  the  in-  
d u s t r i a l i z e d  na t ions  in c a r r y i n g  the m i l i t a r y  and e c o n o m i c  b u r d e n s  of 
the  W e s t e r n  Wor ld ,  or  our  m a r g i n  of expo r t s  o v e r  i m p o r t s  m u s t  be  
i n c r e a s e d .  Our  coun t ry  has had an a d v e r s e  b a l a n c e  in each  y e a r  s i n c e  
1950 excep t  for  the one y e a r  of 1957. D u r i n g  each  of the  l a s t  four  
y e a r s  the  f i g u r e  has  b e e n  b e t w e e n  $3 and $4 b i l l ion  if one e x c l u d e s  
p r e p a y m e n t  of debt .  The  c o n s e q u e n t  a c c u m u l a t i o n  of f o r e i g n  c l a i m s  
upon our  l iquid  d o l l a r  a s s e t s  has i n c r e a s e d  e s p e c i a l l y  fas t  when  i n t e r -  
e s t  d i f f e r e n t i a l s  induced  A m e r i c a n  and f o r e i g n  h o l d e r s  of funds to in -  
v e s t  t h e m  e l s e w h e r e ,  or  when s p e c u l a t o r s  p r e f e r r e d  to hold  gold or  
s o m e  f o r e i g n  c u r r e n c y  i n s t ead  of d o l l a r s ,  or  s o m e  f o r e i g n e r  d e l a y e d  
debt  r e p a y m e n t  to an A m e r i c a n  f i r m  in the  e x p e c t a t i o n  that  the  d o l l a r  
would b e c o m e  c h e a p e r .  At t i m e s  the  outf low of gold was s t r o n g ,  as  in 
1958, when  the  f i g u r e  r e a c h e d  $2 .3  bi l l ion;  at  o t h e r  t i m e s ,  as  in 1959, 
the  outf low was s m a l l  even  though f o r e i g n  c l a i m s  con t inued  to moun t .  
F o r t u n a t e l y ,  our  expor t s  have  been  e x c e e d i n g  our  i m p o r t s  by a h e a l t h y  
m a r g i n ,  thanks  to the  boom in E u r o p e  and Japan .  But this  s i z a b l e  ba l -  
a n c e  in our  c u r r e n t  accoun t s  has not been  su f f i c i en t  to of fse t  the  out-  
f low of p r i v a t e  cap i t a l  that  has  r e s u l t e d  f r o m  A m e r i c a n  i n v e s t m e n t  
ab road ,  and f r o m  the b o r r o w i n g  by f o r e i g n e r s  f r o m  our  A m e r i c a n  
banks ,  plus  our  vas t  g o v e r n m e n t a l  e x p e n d i t u r e s  and l end ing  a b r o a d .  

Induc ing  o the r  na t ions  to a s s u m e  a s i g n i f i c a n t  p o r t i o n  of the  m i l i -  
t a r y  e x p e n s e s  of the W e s t e r n  Wor ld ,  and of the cap i t a l  n e e d s  of u n d e r -  
d e v e l o p e d  c o u n t r i e s ,  is the  t a sk  fo r  our  State and D e f e n s e  D e p a r t m e n t s ;  
it is beyond  the c o m p a s s  of my  d i s c u s s i o n  and so I sha l l  t u r n  to the  o t h e r  
s i d e  of the equat ion ,  the i n c r e a s i n g  of our  t r a d e  b a l a n c e  so that  we can 
i m p r o v e  our  ab i l i t y  to pay fo r  our  f o r e i g n  inves t i ng ,  spend ing ,  and 
l end ing .  

The  e s s e n t i a l  point  is that  our  expor t s  m u s t  e x c e e d  our  i m p o r t s  
s u f f i c i e n t l y  to pay  fo r  our  new i n v e s t m e n t s  ab road ,  plus the  m i l i t a r y  
e x p e n d i t u r e s  of, say,  $2 .5  b i l l ion ,  and e c o n o m i c  a id  a c r o s s  the  s e a s  
that  our  wor ld  l e a d e r s h i p  s e e m s  to en ta i l .  This  m e a n s  p r o d u c t s  of the  
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r i g h t  d e s i g n  and qua l i t y  o f f e r e d  at the  r i gh t  t e r m s  and p r i c e s .  The  
p r i c e s  tha t  count  a r e  the  expor t  p r i c e s  of the w o r l d  and not the  p r i c e s  
at  h o m e .  I t ' s  i m p o r t a n t  to e n c o u r a g e  A m e r i c a n  i n v e n t i v e n e s s  to c r e a t e  
new p r o d u c t s  fo r  the m a r k e t s  o v e r s e a s .  Our  c o u n t r y  is r i c h  in r e -  
s o u r c e s  and in m a n a g e m e n t  k n o w - h o w .  But how m u c h  it can  i nves t ,  
spend ,  and l end  a b r o a d  d e p e n d s  b a s i c a l l y  on how m u c h  m o r e  it e x p o r t s  
t han  it i m p o r t s .  Th i s  m e a n s  tha t  o u r  f i r m s  m u s t  be c o m p e t i t i v e  in the  
w o r l d ' s  m a r k e t p l a c e s ,  wh ich  a r e  co ld ly  r e a l i s t i c .  E x p o r t  m a r k e t s  
have  no e m o t i o n a l  t i e s  s u c h  as l o y a l t y  to keep  c u s t o m e r s  w e d d e d  fo r  
long  to A m e r i c a n  s u p p l i e r s .  F o r e i g n  c u s t o m e r s  a r e  not i n t e r e s t e d  in 
why an A m e r i c a n  f i r m  fa i l s  to o f f e r  a b e t t e r  p r o d u c t  at a l e s s e r  p r i c e  
than  f i r m s  in s o m e  o t h e r  c o u n t r i e s .  Nor  can  s e n t i m e n t  fo r  long  hold a 
d o m e s t i c  c u s t o m e r  who can  get a b e t t e r  b a r g a i n  e l s e w h e r e .  

It is  t i m e ,  t h e r e f o r e ,  to t ake  s t o c k  of o u r  w a g e - s e t t i n g  and p r i c i n g  
p o l i c i e s  to the  end that  the p r i c e s  quoted  m a y  p r o m o t e  the  e x p o r t  t r a d e  
n e e d e d  to f i n a n c e  ou r  c o u n t r y ' s  o b l i g a t i o n s  as  a l e a d e r  of the  W e s t e r n  
W o r l d .  The  p r o b l e m  is  s i m i l a r  wi th  r e s p e c t  to i m p o r t s  e n t e r i n g  o u r  
m a r k e t s .  It c anno t  be  s o l v e d  by r a i s i n g  t a r i f f s  and o~her o b s t a c l e s  to 
f r e e  c o m p e t i t i o n .  Such d e v i c e s  do not c u r e  the cos t  d i f f e r e n t i a l s  tha t  
a r e  the  s e a t  of o u r  d i f f i c u l t i e s .  M o r e o v e r ,  we cannot  e x p o r t  f r e e l y  if 
we  do not i m p o r t  f r e e l y ,  b e c a u s e  na t i ons  would  e r e c t  r e t a l i a t o r y  b a r -  
r i e r s  and p r e v e n t  us f r o m  a c h i e v i n g  the  t r a d e  s u r p l u s  n e e d e d  to f i n a n c e  

o u r  o v e r s e a s  a c t i v i t i e s .  

I ' m  r e m i n d e d  of m y  f r i e n d  who r e t u r n e d  to London  f r o m  the  Midd l e  
E a s t  in the  c o u r s e  of  the  b l i t z .  As he w a l k e d  a long  the  s t r e e t  he s aw  a 
g r o u p  t r y i n g  to he lp  at a h o u s e  tha t  had b e e n  knocked  down by a b o m b .  
By the  t i m e  he  a r r i v e d  a l i t t l e  o ld  l ady  e m e r g e d  f r o m  the  b a s e m e n t ,  
and  as  she  b r u s h e d  h e r s e l f  off and  r e a r r a n g e d  h e r  c lo th ing  she  s a id  to 
h i m ,  " T h e s e  ' e r e  b o m b s  s u r e  t ake  a b o d y ' s  m i n d  off the  w a r ,  don ' t  t h e y ? "  

What  I ' m  s u g g e s t i n g  is  fo r  the  co ld  w a r ,  w h i c h  s e e m s  d e s t i n e d  to 
l a s t  a long  w h i l e .  T h e s e  th ings  tha t  I 'm  t a l k i n g  about  a r e  the  r e a l  fun -  
d a m e n t a l s  to the  e c o n o m i c  h e a l t h  and  s t r e n g t h  of o u r  c o u n t r y .  D r .  
A r t h u r  B u r n s  w a s  t a l k i n g  to the  A m e r i c a n  I r o n  and  S t e e l  I n s t i t u t e  l a s t  
y e a r  and he  gave  t h e m  the fo l lowing  p r e s c r i p t i o n  w h i c h  s e e m s  to m e  

w o r t h  not ing:  

U n l e s s  the g o v e r n m e n t  m o v e s  p r u d e n t l y  in i n c r e a s i n g  the  
m o n e y  supp ly  and i ts  own r a t e  of spend ing ;  u n l e s s  t r a d e  union 

o f f i c i a l s  keep  t h e i r  d e m a n d s  fo r  wage  i n c r e a s e s  f r o m  e x c e e d -  
ing  i m p r o v e m e n t s  in g e n e r a l  p r o d u c t i v i t y  ~ o t i c e  he sa id  " g e n -  
e r a l  p r o d u c t i v i t y ~  u n l e s s  the  g o v e r n m e n t  r e f r a i n s  f r o m  p a s s i n g  
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l a w s  t ha t  r a i s e  w a g e s  o r  p r i c e s ;  u n l e s s  b u s i n e s s  f i r m s  and  
t r a d e  u n i o n s  j o in  in e f f o r t s  to  r e m o v e  r e s t r i c t i v e  l a b o r  p r a c -  
t i c e s  and  the  f e a t h e r b e d d i n g  in w h i c h  bo th  e x e c u t i v e s  and  
w o r k e r s  s o m e t i m e s  i n d u l g e ;  u n l e s s  the  g o v e r n m e n t  r e f o r m s  
o u r  t ax  s y s t e m  in the  i n t e r e s t  of s t i m u l a t i n g  g r e a t e r  e f f o r t ,  
m o r e  p r o d u c t i v e  i n v e s t m e n t  and  h i g h e r  e f f i c i e n c y ;  u n l e s s  
b u s i n e s s m e n  i n n o v a t e  v i g o r o u s l y  and  l o w e r  p r i c e s  w h e n e v e r  
p o s s i b l e ;  u n l e s s  t h e s e  t h i n g s  a r e  d o n e  and  a l i b e r a l  p o l i c y  
t o w a r d  i m p o r t s  is  c o n t i n u e d ,  we wi l l  no t  a v o i d  new and  s u c -  
c e s s i v e  r o u n d s  of i n f l a t i o n .  

T o  m e ,  a m o r e  i m m e d i a t e  t h r e a t  is  the  r i s k  t h a t  if t h e s e  s t e p s  a r e  
no t  t a k e n ,  f unds  wi l l  f low a b r o a d  t ha t  o t h e r w i s e  wou ld  s e e k  i n v e s t m e n t  
a t  h o m e  and t h e r e b y  h e l p  to  c r e a t e  s o m e  j o b s .  T h i s  o u t c o m e  wou ld  no t  
be  r e m e d i e d ,  but  w o r s e n e d  by an  o v e r l y  l i b e r a l  f i s c a l  p o l i c y  and  by too  
e a s y  m o n e y .  On t he  c o n t r a r y ,  t he  t a s k  t h a t  f a c e s  o u r  c o u n t r y  i n v o l v e s  
h a r d  t h i n k i n g  and  h a r d  d e c i s i o n s  b o t h  f o r  g o v e r n m e n t  and f o r  b u s i n e s s  
a n d  l a b o r .  A s  K e n n e t h  B o u l d i n g ,  t he  e c o n o m i s t ,  h a s  o b s e r v e d ,  " W i t h -  
out  t he  h e r o i c ,  m a n  ha s  no m e a n i n g ;  w i t h o u t  t he  e c o n o m i c ,  he  h a s  no 
s e n s e .  

T h a n k  you  v e r y  m u c h .  

QUESTION:  G o v e r n o r  B a l d e r s t o n ,  d u r i n g  t he  p e r i o d  of the  d o l l a r  
gap  it s e e m e d  to m a k e  s e n s e  f o r  us to  loan  m o n e y  and  g r a n t  m o n e y  
o v e r s e a s  to  a l l o w  s o m e  o t h e r  c o u n t r i e s  to  a f f o r d  o u r  g o o d s  w h e n  t h e y  
c o u l d  no t  o t h e r w i s e  do i t .  Wha t  e c o n o m i c  j u s t i f i c a t i o n  is  t h e r e  f o r  c o n -  
t i n u i n g  t h e  a id  p r o g r a m ?  

GOVERNOR B A L D E R S T O N :  Of c o u r s e ,  we c a n n o t  c u r e  the  s i t u a -  
t i o n  t ha t  I s k e t c h e d  by e l i m i n a t i n g  a n y  s i n g l e  i t e m  f r o m  o u r  e x p e n d i -  
t u r e s .  If  we w e r e  to  d r o p  t he  a id  p r o g r a m  of, s a y , ' $ 3 . 5  o r  $4 b i l l i o n  
we w o u l d - - b y  j u s t  b l u e - p e n c i l i n g  i t - - a l s o  e f f e c t  o u r  e x p o r t s .  So t ha t ,  
t h e  s o l v i n g  of t he  p r o b l e m  is not  a s i m p l e  one  tha t  c a n  be r e a c h e d  by 
d e c i d i n g  tha t  s o m e t h i n g  l i k e  m i l i t a r y  e x p e n d i t u r e s ,  if  d r o p p e d ,  w o u l d  
be  a c o m p l e t e  s o l u t i o n ,  o r  t ha t  l o a n s  to  u n d e r d e v e l o p e d / c o u n t r i e s  wou ld  
be  a c o m p l e t e  s o l u t i o n .  I wou ld  t h i n k  t ha t  f o r  t he  long  pu l l  t he  U n i t e d  
S t a t e s  c o u l d  not  r e m a i n  an  e c o n o m i c  i s l a n d  in t he  m i d s t  of w o r l d w i d e  
m i s e r y .  T h a t  is  a p o l i t i c a l  d i c t u m ,  I s u p p o s e .  If i t  be  t r u e ,  t h e n  t he  
f a s t e r  we can  d e v e l o p  and  b r o a d e n  w o r l d  t r a d e ,  t he  m o r e  c h a n c e  we  
h a v e  of p r o v i d i n g  m a r k e t s  in  c o u n t r i e s  now c a l l e d  " u n d e r d e v e l o p e d .  " 

A s  we d e v e l o p  t h o s e  m a r k e t s ,  t h e r e  wi l l  be  e x p o r t i n g  o p p o r t u n i t i e s  
f o r  us  and  f o r  o t h e r  c o u n t r i e s  of t he  W e s t e r n  W o r l d .  On b a l a n c e ,  I 
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wou l d  s u p p o s e  tha t  the  r e a s o n s  a r e  bo th  p o l i t i c a l  and e c o n o m i c ,  if  
you  a r e  t a l k i n g  abou t  the  long  pu l l .  Ou r  p r o b l e m ,  l ike  t h a t  of t he  
d r u n k ,  is  to  ge t  f r o m  h e r e  to t h e r e .  At  t h e  m o m e n t  we a r e  no t  e a r n -  
i ng  e n o u g h  to pay  fo r  t he  l e n d i n g  and  the  s p e n d i n g ,  and  the  p r i v a t e  in -  
v e s t i n g  t h a t  we a r e  d o i n g  a b r o a d ,  and tha t  is  ou r  p r o b l e m  as  I s e e  i t .  

T h e  W e s t e r n  W o r l d  a s  a who le  m u s t  c e r t a i n l y  s u p p l y  t h e s e  u n d e r -  
d e v e l o p e d  c o u n t r i e s ,  o r  t h e y  wi l l  t u r n  e l s e w h e r e .  My  own f e e l i n g  is  
t ha t ,  j u s t  a s  we h a v e  b e e n  p u t t i n g  $900 m i l l i o n  a y e a r  i n to  G e r m a n y ,  
w h i c h  is  a l m o s t  the  p r e c i s e  a m o u n t  by  wh ich  G e r m a n  r e s e r v e s  h a v e  
b e e n  m o u n t i n g ,  so  i t  is  a h e l p f u l  t h i n g  t ha t  G e r m a n y  s h o u l d  now,  fo l -  
l o w i n g  n e g o t i a t i o n s ,  be w i l l i n g  to do s o m e  of h e r  m i l i t a r y  b u y i n g  in 
o u r  c o u n t r y .  Now,  if  s h e ,  F r a n c e ,  H o l l a n d ,  e t c . ,  wou ld  a l s o  t a k e  
c a r e  of s o m e  of t he  l o n g - t e r m  l e n d i n g  to s o m e  of the  u n d e r d e v e l o p e d  
c o u n t r i e s ,  t ha t  would  l i g h t e n  o u r  b u r d e n .  As  you wi l l  n o t i c e ,  t he  
p r a c t i c a l  p r o b l e m s  a r e  twofo ld .  N u m b e r  one,  i n t e r e s t  r a t e s  a r e  
h i g h e r  a b r o a d  t h a n  t h e y  a r e  in  New Y o r k  Ci ty ,  e x c e p t i n g  in one  c o u n -  

t r y - -  S w i t z e r l a n d .  

N u m b e r  two,  the  c o u n t r i e s  l i ke  S w i t z e r l a n d ,  G e r m a n y ,  and  Hol -  
l and ,  do no t  h a v e  the  h i g h l y  d e v e l o p e d  f i n a n c i a l  m a r k e t  t ha t  we h a v e  
in  New Y o r k .  And so ,  w h e n  the  B a n k  of J a p a n  n e e d e d  to  b o r r o w  l a s t  
N o v e m b e r ,  it  of c o u r s e  wen t  to New Y o r k  and  m a d e  a r r a n g e m e n t s  
w i t h  o u r  t h r e e  b ig  A m e r i c a n  b a n k s  t ha t  h a v e  b r a n c h e s  in J a p a n .  T h a t  
was  the  p l a c e  w h e r e  s u c h  a r r a n g e m e n t s  cou ld  be w o r k e d  out ,  b e c a u s e  
the  f i n a n c i a l  m a r k e t  is  e s t a b l i s h e d  and  go ing .  And b e s i d e s ,  t he  in -  
t e r e s t  r a t e s  w e r e  l o w e r  in  New Y o r k  t han  in o t h e r  p a r t s  of t he  w o r l d ,  
e x c e p t i n g  S w i t z e r l a n d .  Now,  if  the  s a m e  h i g h l y - d e v e l o p e d  a r r a n g e -  
m e n t s  c an  e m e r g e  in W e s t e r n  E u r o p e ,  t ha t  would  f a c i l i t a t e  s o m e  of 

t h i s  l o n g - t e r m  l e n d i n g  t ha t  I would  l i ke  to  s e e .  

Y o u r  q u e s t i o n  is  a h a r d  one  to a n s w e r  b e c a u s e  I c a n n o t  s a y  to  you 
d r o p  the  $ 3 . 5  o r  $4 b i l l i o n  t h a t  we a r e  s p e n d i n g  fo r  u n d e r d e v e l o p e d  
c o u n t r i e s  and  o u r  p r o b l e m  would  be  s o l v e d .  I do not  t h i n k  it  wou ld ,  
e c o n o m i c a l l y ,  l e a v i n g  out  of a c c o u n t  the  o b v i o u s  p o l i t i c a l  p r o b l e m .  

QUESTION:  You m e n t i o n e d  t he  15 .5  p e r c e n t  r e q u i r e m e n t  f o r  t he  
c i t y ' s  F e d e r a l  R e s e r v e  r e q u i r e m e n t .  Have  t h e r e  b e e n  any  c h a n g e s  in 
tha t  s i n c e  19607 And  a l s o ,  would  you  e x p l a i n  t he  s i g n i f i c a n c e  of the  

h a t c h e d  a r e a  on t h i s  c h a r t ?  

G O V E R N O R  B A L D E R S T O N :  T h e  l a s t  c h a n g e s  t ha t  w e r e  m a d e  in 
r e s e r v e  r e q u i r e m e n t s  w e r e  m a d e  in 1960 in  an  e f f o r t  to  s u p p l y  r e -  
s e r v e s  to  o f f s e t  t he  r e c e s s i o n .  C o n g r e s s ,  in  i t s  a c t  d e a l i n g  wi th  
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reserves, had stipulated that central Reserve banks, namely those in 

Chicago and New York, were no longer to be in a separate category. 

The reserve requirements for the banks in those two cities, there- 
fore had to be brought down to the level of the banks in what used to 
be called "Reserve cities." 

Also, Congress authorized the Federal Reserve to count vault 
cash. That is the cash thai the banks keep on hand to take care of 

your check cashing, etc. It permitted us to count vault cash as part 

of the reserves. We asked Congress to permit that for two reasons. 
One, we thought it was only fair for banks geographically removed 
from our Federal Reserve banks to be able to count as reserves the 
vault cash that they have to keep on hand for the convenience of their 
customers. Second, we felt that as a civil defense measure some- 

thing might be gained in the event of an atomic accident, if the cur- 

rency of the country were distributed widely enough so that there 

would be no difficulty on account of large supplies of money being too 

hot to use. That has had some effect. And the vault cash kept by the 
country banks has increased both last year and the year before. 

So much for the change in reserve requirements. 
made changes since the year to which you refer--1960. 
we made several. 

We h a v e  n o t  
In  t h a t  y e a r  

A s  to  t h e  h a t c h e d  a r e a  a t  t h e  t o p  of t h e  c h a r t ,  t h a t  m e a n s  t h a t  
s o m e  of  t h e  12 R e s e r v e  b a n k s  c h a n g e d  t h e i r  d i s c o u n t  r a t e s  b e f o r e  
o t h e r s  d i d .  You  s e e ,  t h e r e  a r e  12 R e s e r v e  b a n k s .  E a c h  of  t h e  12 
b a n k s  m a y  r e c o m m e n d  to  t h e  B o a r d  of  G o v e r n o r s ,  c h a n g e s  in  t h e  d i s -  
c o u n t  r a t e  of t h a t  p a r t i c u l a r  d i s t r i c t .  T h e  B o a r d  of  G o v e r n o r s  h a s  t h e  
o b l i g a t i o n  to  r e v i e w  and  d e t e r m i n e .  If t h e r e  a r e  d i f f e r e n c e s  i n  t h e  
e c o n o m i c  s i t u a t i o n  a s  b e t w e e n  h e a v y  i n d u s t r y  d i s t r i c t s  l i k e  C l e v e l a n d ,  
a n d  a g r i c u l t u r a l  d i s t r i c t s  l i k e  K a n s a s  C i t y  a n d  A t l a n t a ,  t h e y  t e n d  to 
g e t  r e f l e c t e d  f o r  a s h o r t  t i m e  in d i f f e r e n c e s  in  t h e  d i s c o u n t  r a t e .  B u t ,  
s i n c e  we  h a v e  a n a t i o n a l  m a r k e t  a n d  f u n d s  c a n  f l o w  r e a d i l y  f r o m  one  
d i s t r i c t  to  a n o t h e r  by  w i r e  t r a n s f e r ,  i t  d o e s  no t  t a k e  l o n g  f o r  t h e  s i t u -  
a t i o n  to s e e m  to  c a l l  f o r  a u n i f o r m  r a t e .  

T h e  h a t c h e d  a r e a s  do  r e f l e c t  t h a t  f l e x i b i l i t y  p r o v i d e d  by  t h e  l aw .  

Q U E S T I O N :  G o v e r n o r ,  do  we  k n o w  to  w h a t  e x t e n t  o u r  a i d  p r o -  
g r a m s ,  o u r  f o r e i g n  l o a n s ,  a n d  o u r  m i l i t a r y  e x p e n d i t u r e s  a b r o a d ,  c a l l  
f o r  U . S .  e x p o r t s ?  In  o t h e r  w o r d s ,  do  we k n o w  to  w h a t  e x t e n t  t h o s e ,  
w h a t  we  c a l l  " a i d  p r o g r a m s "  d o  r e s u l t  in  f r e e  d o l l a r s  h e l d  by  f o r -  
e i g n e r s  t h a t  c a n  t h e n  b e  u s e d  to  c a l l  ou t  g o l d ?  W h a t  I a m  t r y i n g  to  
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g e t  a t  i s  j u s t  h o w  m u c h  do  we  h a v e  to  i n c r e a s e  o u r  e x p o r t s  to  c o v e r  
t h e  e f f e c t s  of  t h e  a i d  p r o g r a m ?  

GOVERNOR BALDERSTON: I would suppose that we know the 

answer to your question only in part. Harold Linder told you about 
the operations of Export-lmport Bank yesterday. We are financing 

the export of things made in this country, and so parts of our lending 

are now tied to purchases made in this country. But where we do not 

know the answer, it seems to me, is where a loan without strings is 
made to a country like India. 

India is free to buy wherever the prices seem best; perhaps Ger- 
many, perhaps England, perhaps in Switzerland; wherever it may be. 
If the loan that we make to such a country is used to buy in a third 

country, then obviously the supplier in that third country, be it Brit- 

ain, Holland, Germany, or Switzerland, has dollars as a result. If 

he chooses not to hold those dollars he turns them in to his central 

bank for sterling, Swiss francs, or whatnot. Then that central bank, 

if it has a policy of drawing gold whenever its reserves get up to a 

certain level--if it has had that as a tradition or as a formal policy-- 
the acquisition of dollars will tend to cause that central bank to buy 
gold, and an outflow from here results. So, the answer to your ques- 

tion is, I think we can tell only in part. 

QUESTION: Governor, simple economic theory to which we have 

been exposed is that you cannot for long conduct international trade 
with large excesses of exports over imports, or vice versa. Yet, 
each speaker we have heard this week has exhorted us to export, ex- 
port, export. And yet, to eat, countries like Great Britain export or 
die, how long can you do this without getting caught up somewhere 
along the line? 

G O V E R N O R  B A L D E R S T O N :  W e l l ,  we  h a v e  d o n e  i t  f o r  12 y e a r s  
n o w  by  l e n d i n g  t h e m  t h e  m o n e y  w i t h  w h i c h  to  b u y  o u r  g o o d s .  As  y o u  
i n d i c a t e ,  t h e r e  a r e  o t h e r  c o u n t r i e s  in  a d d i t i o n  to  t h e  U n i t e d  S t a t e s  t h a t  
w a n t  to  e x p o r t  m o r e  t h a n  t h e y  i m p o r t .  I w a s  in  J a p a n  in  N o v e m b e r ,  
a n d  I w a s  in  H o n g  K o n g  on t h e  s a m e  t r i p ,  a n d  t h e r e  i t  is  c e r t a i n l y  t r u e  
t h a t  t h e y  m u s t  e x p o r t  t o  l i v e .  A n d  in B r i t a i n ,  a s  y o u  s a y ,  t h e y  h a v e  
to  e x p o r t  to  e a t ,  o r  a t  l e a s t  t o  e a t  w e l l .  In  c o n t r a s t ,  s o m e  c o u n t r i e s  
l i k e  I n d i a  w i s h  to  i m p o r t  m o r e  t h a n  t h e y  e x p o r t .  

On the other hand, not all countries have the obligations of a 

world leader that we are trying to carry. If the industrialized nations, 

of which there are about six, would share those burdens, then the 
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imbalance we are talking about might be diminished. Either we have 
to export more, or the burdens have to be lightened; one or the other a 
or both. 

If Germany buys a half billion dollars worth of military hardware 

in this country, that is an assist. I_f she would do some of the lending 
to underdeveloped countries, that would be an assist. But obviously, 
they have to pay for what they buy from us. The way they pay is by 

shipping stuff into our country, which represents one of our imports. 
The imbalance has to be resolved somehow, if you are thinking about 
the long pull and the world as a whole. 

C O L O N E L  H A R V E Y :  G e n t l e m e n ,  w e  a r e  g o i n g  to  h a v e  to  b l o w  a 
s h o r t  w h i s t l e  t h i s  m o r n i n g .  G o v e r n o r  B a l d e r s t o n  i s  d u e  in  j u s t  20 
m i n u t e s  to  s h o o t  f o r  a r e c o r d  in  t h e  m o n e y  m a n a g e m e n t  f i e l d ,  a t  a 
m e e t i n g  of  t h e  B o a r d  of  G o v e r n o r s .  

G o v e r n o r ,  on  b e h l a f  of y o u r  a u d i e n c e  I w o u l d  l i k e  to  e x p r e s s  o u r  
a p p r e c i a t i o n  f o r  a v e r y  f i n e  i n s i g h t  i n t o  t h e  o p e r a t i o n a l  p o l i c i e s  of  t h e  
F e d e r a l  R e s e r v e  S y s t e m .  T h a n k  y o u  v e r y  m u c h .  

(12 J u l y  1 9 6 2 - - 7 , 6 0 0 ) H / m r : i j k : e n  


