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This book was written primarily for the beginning college course
on money and banking. It is expected that students will have com-
pleted one or two semesters in the principles of economics. But,
recognizing that the backgrounds of students will be varied and that
some time may have elapsed since their introductory course work, I
have provided review materials in key places and a glossary at the
end of the book. Mathematical equations in the text are restricted to
elementary algebra and are always accompanied by verbal descrip-
tions. Other student aids include cross references between chap-
ters, problems and suggested readings at the ends of chapters, and
extensive applications of concepts to historical and current events.
Many applications and supplementary readings in the book are
drawn from The Wall Street Journal. 1 have found the Journal to be
extremely valuable for student parallel readings during a course, so
I have provided a student’s guide to The Wall Street Journal in an
appendix at the end of the text.

The content of this text is distinguished from the standard text in
several ways. First, it devotes several chapters to more detailed
analysis and description of the credit markets, including specific
vield calculations and major credit market instruments. Instructors
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teaching business majors may find this particularly valuable
material, and it may make the text a suitable addition to a capital
markets course. At the same time, instructors who wish to concen-
trate on topics in monetary theory and policy can skip this material
(Chapters 4 through 7) without interrupting the flow of the book.

A second area receiving more exhaustive treatment is the analy-
sis of alternative monetary systems and the supply of money—
important material for courses emphasizing money, particularly in
view of the recent revival of interest in the gold standard. For
courses where these topics are less important, Chapters 9 through
12 can be omitted. It should be noted that the text is up-to-date on
important changes in 1979 and 1980, including the Federal Re-
serve’s shift to a reserve aggregates strategy in October 1979 and the
Depository Institutions Deregulation and Monetary Control Act
of 1980.

Other distinguishing features are an early chapter presenting a
simplified supply-and-demand-for-money analysis (Chapter 3); an
earlier-than-usual placement of a chapter on international finance
(Chapter 8); and the incorporation of a chapter on aggregate supply
(Chapter 18) within the standard material on the Keynesian model.

This book was written over a span of seven years which bridged
academic and business occupations for the author. During the first
three years, I was a member of the faculty at Pennsylvania State
University, and during the past four years I have worked principally
as a business economist and financial forecaster in New York City.
In the course of drafting and redrafting chapters, I have benefited
from the suggestions of many students, colleagues, reviewers, and
friends. Two students, Jeffrey Sanderson and Toby Kimura, read the
complete text and provided detailed comments of great value.
Among colleagues and friends who read the text or parts of it, I am
particularly indebted to Frederick Meltzer, Bluford Putnam, Sykes
Wilford, James Rodgers, Lucy Edwards, and Paul Brody. Review-
ers included Edward Day, Stephen Miller, David Schutte, Anthony
Santomero, William Wilbur, and Robert McLeod. My beloved
wife, Evelyn, was an important contributor as an editor, glossary
and index compiler, and, above all, chief source of encouragement
despite the severe encroachment of the project on family time. The
two principal typists of the final draft, Carla Kanatake and Manny
Lopez, also deserve thanks.

My intellectual debts are many, but Leland Yeager was a most
important mentor, both as an exemplary teacher and as a monetary
theorist. None of the foregoing credits, of course, in any way ab-
solves me from responsibility for any errors or deficiencies which
remain.

Charles D. Cathcart
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Introduction

The study of money and credit may appear in your college catalog
as just another field in economics or finance, but it is an especially
important field which involves some unique and interesting prob-
lems and which encompasses some heated controversies. Contro-
versies in this field are due to the special importance of money and
credit to the economy, to the institutional characteristics of the
monetary system, and to the various interests that have evolved in
the financial sector.!

Many issues in money and credit will be dealt with in relative
isolation in various chapters of this book. However, there are two
broad, related problems which will be of concern throughout this
book. These are: (1) what government regulations and policies are

'Serious misunderstandings of material covered in this book often arise because of
confusion regarding definitions of terms being used. This is especially true of the
term money.

Webster includes the following among other definitions of money: “wealth reck-
oned in terms of money” and “the first, second, and third place winners in a horse or
dog race” (Webster's New Collegiate Dictionary, 8th ed., € 1973 by G & C Merriam
Company, s.v. “money”). Other, more colloquial definitions abound. The problem is
not helped by the fact that economists and financial analysts often use the term in
different senses (though not as the winners of a horse race) and, as explained in the
next chapter, there are even different definitions of money within the limited sense
of the term as used in this book. (continued on next page)
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Introduction

required to keep the financial sector from excessive fluctuations and
possible collapse? and (2) what are the government policies in the
area of money and credit which will produce the least inflation (or
deflation) and lost output in the overall economy? Unhappily, there
have been periods when government regulations have been inade-
quate and periods when government policies have tended to
destablilize the economy. The section below describes one particu-
larly severe example of government regulation and policy failure. It
is presented in this chapter to illustrate the importance of the mate-
rial covered in the text.

THE GREAT DEPRESSION AND THE BANK HOLIDAY OF 1933

Beginning in the summer of 1929, the U.S. economy suffered
probably the worst decline in its history. The banking system played
a role in this decline as banks were affected by the weakening econ-
omy and, in turn, contributed to the fall in income. Banks passed
through a series of serious crises as the economy deteriorated. The
final and most severe crisis occurred in early 1933.

During the Great Depression and earlier crises, fears of bank
failures led to runs on banks. In a run, depositors convert deposits
into currency, causing banks to call loans and contract credit.

As you probably already know, banks keep reserves equal to only
a small fraction of their deposits; hence no bank has enough reserves

Runs on banks

to meet a run by all of its depositars. Once a bank showed signs of and bank

weakness during the Great Depression, this was a signal to deposi-
tors to get their money out before it was too late. Depositors’ fear of
a bank failing was capable of causing even an ordinarily sound bank
to fail unless it was permitted to restrict withdrawals temporarily. In
late 1932, runs spread to such a degree that governments of many
states instituted special bank holidays which permitted banks to sus-
pend or restrict withdrawals of deposits temporarily. Tt was hoped
that this would give time for panic to subside.

During the three years prior to 1932, over 5,000 banks had gone
out of business, many with insufficient assets to cover their liabili-
ties. (See Figure 1-1.) As a result, depositors lost almost $800 mil-
lion in savings.? Those banks which had not failed became increas-

To avoid confusion in the discussion ahead, the term money will always refer to
whatever is used in making payment in transactions in the economy, unless other-
wise indicated. In particular, money is not credit, and it also is not income or spend-
ing.

Other important terms with which the reader is assumed to be familiar include
GNP, the price level, real income, capacity output, and the business cycle. An appen-
dix to this chapter provides a review of conceptual and empirical definitions of these
and some related terms. For a general, quick reference for definitions of terms en-
countered frequently in the text, see the glossary at the end of the book.

*One problem, as we will explain more in a later chapter, was that there was no
deposit insurance in those years.

holidays



Chapter 1

The lack of
meaningful policy
response

International
aspects of the
crisis

FIGURE 1-1
Number of commercial banks in the United States
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Note: Much of the decline in the number of banks in business which
began in 1920 and accelerated in 1929 represented mergers with no loss to
depositors.

SOURCE: Historical Chart Book (Board of Governors of the Federal Re-
serve System, 1973).

ingly unable to convince depositors that deposits were safe. Savings
and loans and other thrift institutions were also experiencing heavy
withdrawals and failures with losses to their depositors. By late Feb-
ruary 1933, fear among institutions and depositors was so pervasive
and strong that there seemed to be nothing that could prevent a
collapse of the whole financial system.

The Federal Reserve, the nation’s central bank which had been
created in 1913 mainly to prevent such bank panics, could not de-
cide what to do, and its officials took no ameliorative action. The
Hoover administration was also stymied. Because he was about to
end his tenure, Hoover felt constrained unless a concerted plan
could be worked out with President-elect Roosevelt; but the incom-
ing president did not want to be associated with the previous admin-
istration or its policies.

Further complicating and compounding the problem of the pub-
lic’s fear of bank failures was a second fear—a fear that the United
States under Roosevelt was going to abandon the gold standard.
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Under the gold standard, the government was committed to ex-
change a fixed quantity of gold (coin or bullion) for its paper and
deposit money liabilities on demand. If this commitment were
abandoned by the new administration and Congress, the value of
paper and deposit dollars might fall in terms of gold. Fearing this,
foreigners and many Americans rushed to convert these dollars into
gold, reducing gold reserves in the Federal Reserve Bank of New
York to 2 level below the then legal minimum. (More will be said
about the gold standard in later chapters.)

On Saturday, March 4, 1933, in an atmosphere of extreme crisis,
Franklin D. Roosevelt was inaugurated. Acting swiftly and dramati-
cally, at 1:00 a.M., Monday, March 6 he issued a proclamation
which ordered every bank in the country closed for all but essential
transactions for a period of four days. All banks were to be exam-
ined, and those determined to be sound would be licensed by the
federal government to reopen. Withdrawals and exports of gold,
silver, or currency were prohibited under maximum penalty of
$10,000 or 10 years in prison.® Subsequently, the bank holiday was
extended to a week to allow more time for banks to be certified to
reopen.

During the business week of March 6-11, the country had to
make do without transfers or withdrawals of bank deposits except for
limited, essential needs. Personal credit and scrip (emergency
currency—not permanently legal tender) partly cushioned the
shock, but most normal transactions were disrupted. Over the next
few weeks most banks were permitted to reopen, and in place of
runs, many depositors returned their hoards of gold and currency to
the banking system.

However, at the end of the year more than 1,500 banks still re-
mained closed by government order and another 1,000 had gone out
of business causing severe losses to depositors. Partly because of
bank closures and partly because of panic reactions of the public and
banks, there had been a sharp reduction in the nation’s supply of
money and credit. The fall in the money supply between mid-1929
and the spring of 1933 was about 28 percent. This decline in the
money supply unquestionably contributed to the severity of the
depression.

By the spring of 1933, the economy was reeling with an unem-
ployment rate of 23 percent, production at only two thirds the 1929
level, and prices 25 percent lower than they were in 1929. If more
money and credit had been provided to stimulate demand, produc-
tion and prices probably would have declined less severely and re-
covered more rapidly. Instead, financial and monetary collapse ex-

Roosevelt claimed authority to issue these orders based on the Trading with the
Enemy Act of 1917. Congress, in a special session, validated that claim four days
later.

Moves to restore
confidence

The effect on the
supply of money

The effect of the
money supply on
the economy
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acerbated the economic collapse.

Recovery from the Great Depression was agonizingly slow. By
1940, the unemployment rate was still 15 percent, and full employ-
ment was not reached until the nation mobilized for World War II.

INTRODUCTION TO ARTICLE

Since the Great Depression, failures of banks and other depository
institutions have never reached anywhere near the proportions expe-
rienced during those grim years; however, depository institutions still
fail. When they do, most depositors of “insured’’ institutions are cov-
ered by Federal deposit insurance which was introduced in the mid-
1930s and which now guarantees deposits up to $100,000.

Despite this protection for most depositors, the safety of the de-
pository institution system cannot be taken for granted. As the follow-
ing article in The Wall Street Journal describes, losses among thrift
institutions as a result of high interest rates and doubts about the
capacity of the federal insurance agencies to rescue the system were a
source of considerable concern and a spur for new legislative initia-
tives in the spring of 1981. There is probably little chance that a crisis
of confidence and a full-fledged financial panic on the order of the
Great Depression will again grip our economy, but such an event can-

not be ruled out altogether.

Saving Plan: Bill to Aid Sick S&Ls Could Eventually Lead To

Interstate Banking

To handle growing insolvencies among sav-
ings institutions, uneasy federal regulators are
seeking potentially radical changes in the way
that they and the whole financial system oper-
ate. ’

From its founding during the Depression
until last year, the Federal Savings & Loan In-
surance Corp., the main insurer of deposits at
savings and loan associations, had to deal with
an average of about one thrift-institution failure
a year. It did so either by liquidating the S&L
and reimbursing depositors or by paying an-
other S&L to take over part or all of the insol-
vent concern. Sometimes, the FSLIC itself
would buy the loan assets of a failed thrift if
their yields were so far below market rates that
disposal of them would cost the agency a bun-
dle.

But no longer is sole reliance on these tac-
tics possible, because of the sheer number of
S&Ls being endangered by high interest rates.

In March alone, the FSLIC added 114 S&Ls to
its problem list—increasing the total of trou-
bled thrifts 86% to 246. The agency concedes
that 120 may be left with little or no net worth
by year-end and that another 100 could be in
the same fix in 1982.

“The FSLIC is swamped,”’ says a former offi-
cial of the Federal Home Loan Bank Board, the
agency’s parent body.

Problem of confidence

Testifying before the Senate Banking Com-
mittee last month, Richard Pratt, new chairman
of the Bank Board, acknowledged that the
amount of the FSLIC's spending this year
“could have an unsettling effect upon public
confidence in the insurance fund.”” He added,
“We are at the point . . . where truly significant
increments of assistance must come from Con-
gress.”

The thrift regulators, including the Federal



