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USE OF MONETARY INSTRUMENTS SINCE MID-19521

At any given time the Federal Reserve Sys-
tem pursues the policy it believes appropriate
for the credit and economic situation. It
has three major instruments available for
effectuating its policy—open market opera-
tions, discount policy, and changes in reserve
requirements. These instruments are com-
plementary and mutually reinforcing. Ex-
tent of reliance on any one of the instru-
ments depends upon the System's judgment
as to what may be most appropriate under
the circumstances to further the general
credit policy being pursued.

DESCRIPTION OF THE INSTRUMENTS

Open market operations are carried out
at the initiative of the System by making
purchases or sales of United States Govern-
ment securities in the market. Purchases of
securities supply reserves to member banks.
Sales of securities absorb or extinguish mem-
ber bank reserves. These operations can be
used to offset losses or gains in reserves from
changes in such factors as currency in cir-
culation or gold stock or to expand or reduce
the volume of bank reserves.

1 Reply of the Chairman of the Board of Governors to the
following question submitted by the Subcommittee on Eco-
nomic Stabilization of the Joint Committee on the Economic
Report, in connection with Subcommittee hearings on De-
cember 7, 1954: "How has the emphasis in the use of mone-
tary instruments changed during the period since mid-1952?
For example, how have the various instruments—open mar-
ket operations, discount policy, and reserve requirement
changes—been used under varying conditions? Has there
been any reliance on moral suasion during this period?"

Discount policy relates to Federal Reserve
Bank lending to member banks. The initia-
tive in such credit extensions is taken by
individual member banks when it is neces-
sary for them to build up their reserve posi-
tions to required levels. The discount rates
at which the Federal Reserve Banks will lend
to member banks are established by each
Reserve Bank from time to time, subject to
review and determination by the Board of
Governors, in accordance with the credit and
economic situation.

Member banks, as a matter of well-estab-
lished banking practice, are generally reluc-
tant to operate on borrowed funds, or to
stay long in debt. Therefore, under ordi-
nary circumstances, borrowing at the Fed-
eral Reserve by individual banks is usually
on a temporary, short-term basis. In unusual
or emergency situations, of course, Federal
Reserve discount credit may be outstanding
to individual banks for longer periods. The
general principles governing Reserve Bank
administration of the discount window arise
out of law, regulation, and Federal Reserve
discount experience.

By raising or lowering reserve require-
ments of the various reserve classes of mem-
ber banks—within specified limits for each
class as permitted by law—the Federal Re-
serve at its initiative may diminish or en-
large the volume of funds which member
banks have available for lending. Action
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of this type thus influences the liquidity posi-
tion of banks and their ability to expand
deposits in relation to their reserves. By
their nature, changes in reserve requirements
affect at the same time and to the same ex-
tent all member banks within each reserve
class subject to the action.

INTERRELATIONSHIP OF THE INSTRUMENTS

Although any one of these three major
instruments will tighten or ease credit con-
ditions, each of them has a somewhat unique
role in carrying out System credit and mone-
tary policy. Open market operations have
become the chief instrument by which the
System influences on a current basis the
volume of unborrowed reserves of member
banks. Such operations are also actively
used to exert important restrictive or expan-
sive pressure on bank credit conditions when
the economic situation calls for fundamental
change in these conditions. Since a purchase
or sale of Government securities by the Sys-
tem adds to or subtracts from the reserves of
the member banks, it will be reflected ini-
tially, other things unchanged, in the volume
of excess reserves held by member banks or
in the volume of reserves that member banks
need to obtain by borrowing at the Federal
Reserve Banks.

Reflecting the reluctance of member banks
to incur indebtedness or remain long in debt,
changes in the volume of member bank ex-
cess reserves or borrowing are promptly re-
flected in conditions of credit availability and
interest rates in the money market. Bank
credit is restricted as banks become increas-
ingly indebted and is eased as the volume
of that indebtedness is diminished or the
amount of excess reserves is increased. Open
market operations are thus a flexible means
for helping to achieve whatever condition of
credit tightness, ease, or moderation may
be appropriate.

The Federal Reserve discount rate is a
pivotal interest rate in the credit market.
In particular, short-term open market rates
tend to array themselves in relationship to
the Federal Reserve discount rate, except in
a period when the reserve positions of mem-
ber banks are so easy as to obviate the need
for borrowing at the Reserve Banks. When
through open market operations bank re-
serve positions have been put under pressure
(or have been allowed to get under pressure
as bank credit and deposits expand), money
rates will tend to range higher in their rela-
tionship to the discount rate. Conversely,
as bank reserve positions ease, they will be
lower in relation to that rate.

In a period, for example, when restraint on
bank credit and monetary expansion is
needed, open market operations and changes
in the discount rate need to be used to rein-
force each other. In the first instance, in-
creasing pressure on bank reserve positions
(increased need for borrowing) may be
developed through use of the open market
instrument alone. At a point, however, it
will become appropriate to support the ef-
fectiveness of this open market action by
an increase in the discount rate, strengthen-
ing the reluctance of member banks to re-
main indebted to the Federal Reserve by
making borrowing more expensive as a
means of adjusting bank reserve positions.
Such discount rate adjustments tend to lag
behind adjustments in market rates in a
tightening credit situation. With an upward
adjustment of the discount rate, market rates
may shift further upward over a period of
time as they reform around the new and
higher discount rate.

In a period when it is appropriate to ease
credit conditions, open market operations
may be undertaken to supply reserve funds.
Member banks may use these funds initially
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to reduce their borrowing. Since this action
will put banks in a stronger position to in-
crease their lending and investing activities,
it will tend to be reflected in a stronger tone
in money markets and in lower market rates
in relation to the discount rate. To rein-
force this credit-easing action, it may be
appropriate at some stage to lower the dis-
count rate, thereby keeping the cost of using
this avenue for the temporary adjustment of
bank reserve positions more nearly in line
with the cost of making these adjustments
through the sale and subsequent repurchase
of market paper or securities.

Changes in reserve requirements can be
used, like open market operations, to tighten
or ease bank reserve positions. As with open
market operations, the effect shows up ini-
tially in changes in the volume of member
bank excess reserves and borrowing at the
Reserve Banks. The impact on the money
market and the availability of bank credit is,
therefore, similar in many respects to that of
a comparable open market action.

The reserve requirement instrument, how-
ever, is not interchangeable with the open
market instrument. Unlike open market
operations, the results affect immediately
and simultaneously all banks in each reserve
class. Changes in requirements, moreover,
cannot be made frequently—especially on
the up side—without unduly disturbing the
operations of individual banks, since in our
country adherence to reserve requirements is
a basic rule to be observed in conducting a
banking business. Changes in reserve re-
quirements are, therefore, made infrequently
and typically involve a fairly sizable volume
of funds. The effects tend to be large and
concentrated within a short period of time.

The instrument is more appropriate for
making a major change in the volume of
available bank reserves than it is for short-
run adjustments. It is not adaptable to af-

fecting bank reserve positions on a day-to-
day and week-to-week basis, as are open mar-
ket operations. Nor is the instrument as
sensitive and flexible a means of affecting
general credit conditions as is the combined
use of open market and discount operations.
In fact, it may be desirable to engage in
partially offsetting open market actions in
order to cushion the impact of reserve re-
quirement changes in credit markets.

USE OF THE INSTRUMENTS SINCE MID-1952

In the tabulation on pages 1242-1244, the
various credit actions taken by the Federal
Reserve after mid-1952 are set forth, together
with a summary of the surrounding credit
and economic circumstances. The follow-
ing chart shows the interrelated effects of
these actions on member bank borrowings
and excess reserves. Examination of these
measures will make clear the interaction and
interrelation of the major instruments fol-
lowing a pattern similar to that described
above.

As may be seen from the chart, the System
did not fully meet through open market
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operations the heavy demands of banks for
reserves in the fall of 1952, with the result
that there was a build-up in the volume of
discounts. This pressure on bank reserves
was reflected in a rise in interest rates, partic-
ularly in the short-term sector. The restric-
tiveness of this development was reinforced
in early 1953 by an increase in the discount
rates of the Reserve Banks from 1% to 2
per cent. Restraint on bank reserve posi-
tions was maintained over the first several
months of 1953. Reflecting the very strong
demand for credit from a variety of sources,
interest rates, both long- and short-term, rose
further.

The revival in this period in the use of the
discount instrument, little used since the
early 1930's, raised some problems of discount
administration for the System. Through a
lapse of time some member banks had lost
familiarity with the principles of law and
regulation relating to the appropriate occa-
sions for borrowing at the Reserve Banks.
Under the excess profits tax law then in ef-
fect, it was profitable for member banks in
excess profits tax brackets to borrow to in-
crease their tax base, and, in order t^ improve
their tax situations, a few of these banks
began to rely on borrowing at the Reserve
Bank, rather than on adjustments in asset
positions, in maintaining their reserve posi-
tions. Some other banks seemed willing to
remain indebted at the Reserve Banks for
extended periods in order to profit from
differentials between market rates of interest
and the discount rate. As these develop-
ments became apparent, they were dealt with
administratively by the Reserve Banks on a
case-by-case basis.

With signs of an abatement of the infla-
tionary threat in the spring of 1953, the Fed-
eral Reserve modified its credit policy. Eas-
ing actions were first undertaken through

open market purchases begun in early May
and made on an increasing scale through
June. These open market purchases were
supplemented at mid-1953 by a reduction in
reserve requirements. Taken together, these
actions made available sufficient reserve funds
to meet seasonal reserve drains and credit
needs at the midyear, including large Treas-
ury needs, and at the same time greatly to
ease pressures on bank reserve positions and
to reduce member bank borrowing needs.

Additional open market actions were
taken over the second half of 1953 to ex-
pand further the supply of reserves available
to member banks in accordance with usual
seasonal factors. Actual credit demands did
not come up to seasonal expectations, how-
ever, and member banks used surplus reserve
funds to reduce their borrowings at the Re-
serve Banks. By early 1954 banks were
largely out of debt to the Reserve Banks and
over the first half of the year excess reserves
increased steadily, largely reflecting seasonal
factors. Easing actions by the open market
instrument were supported by reductions in
the discount rates of the Reserve Banks first
in February and again in April and May.
Interest rates declined sharply over the pe-
riod in response to this combination of ac-
tions and the reduced demand for short-
term credit.

In May of 1954 the Federal Reserve again
began to supply bank reserves through open
market operations, and around midyear re-
serve requirements of member banks were
further reduced. This action was taken in
order to promote further bank credit and
monetary expansion and to make available
funds to meet seasonal reserve drains and
credit needs, including those of the Treasury.
It was foreseen that the action would supply
more reserves than were called for at the
time and accordingly open market sales were
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made to absorb a part of the funds. It was
anticipated that these funds would be re-
leased to the market over the fall months,
as needed, by open market purchases and
this was done. The dovetailing of reserve
requirement and open market actions in the
summer of 1954 illustrates how the impact
of a change in reserve requirements may be
cushioned and spread over time by tem-
porarily offsetting open market measures.

SELECTIVE CREDIT ACTIONS

In addition to its general credit instru-
ments, the System had during this period one
continuing instrument of selective credit ac-
tion, namely, margin requirements on stock
market credit.2 Margin requirements estab-
lished by the Board of Governors limit the
amount which brokers, dealers, and banks
may lend to customers in order to purchase
or carry securities. Their statutory purpose
is to prevent undue use of credit for stock
market transactions. From the standpoint of
credit and monetary administration, margin
requirement regulation serves to minimize
the bearing that stock speculation might
have on the use of the general instruments
of System policy discussed above.

In February 1953 margin requirements on
stock market credit were reduced from 75

2 At times during the past the Board has also had tem-
porary authority to regulate the terms of consumer and real
estate credit. Most recently, for example, regulation of con-
sumer credit was undertaken in the early fall of 1950 under
temporary authority granted by the Defense Production Act.
The Board suspended such regulation in May 1952, and in
the Defense Production Act amendments, approved June 30,
1952, Congress repealed the authority to regulate consumer
credit. In the fall of 1950 the Board was also given tem-
porary authority to regulate real estate credit terms. Such
regulation was begun in midfall of that year and suspended
in September 1952 to conform with the provisions of the
Defense Production Act as amended. That Act continued
the authority for real estate credit regulation until mid-1953,
but required that the regulation be relaxed earlier if the
estimated number of dwelling units started in each of three
successive months was below a seasonally adjusted annual
rate of 1,200,000.

to 50 per cent. The 75 per cent margin re-
quirement had been set in January 1951 as a
preventative measure during that inflationary
period. The action in early 1953 was taken
in the judgment that a 50 per cent require-
ment would be adequate to prevent an ex-
cessive use of credit for purchasing and carry-
ing securities.

USE OF MORAL SUASION

Moral suasion is generally taken to refer
to oral or written statements, appeals, or
warnings made by the banking and mone-
tary authorities to all or special groups of
lenders with the intent of influencing their
credit extension activities. During the pe-
riod under review only minor use was made
of this instrument within the Federal Re-
serve System.3

The term moral suasion is sometimes given
a broader meaning to include any public or
private statements made by Federal Reserve
officials in the discharge of their respon-
sibilities. As so defined it would include
statements made to promote awareness and
understanding of current credit and mone-
tary problems on the part of the public and
the financial community. It would also in-
clude conferences with member banks, in-
dividually and in groups, and with others in
connection with the administration of vari-
ous System functions, including particularly
the discount function. On the basis of this
broader definition, it may be said that moral
suasion is constantly being employed by the
System to promote public understanding of
System actions and to ensure compliance
with the law and with regulations issued
pursuant to the law.

3 For example, the Federal Reserve Bank of Boston, on
May 15, 1953, addressed a letter to all commercial banks
in the First Federal Reserve District calling attention to
relaxation of credit standards taking place in the market for
instalment credit.
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USE OF FEDERAL RESERVE INSTRUMENTS, JULY 1952-OCTOBER 1954

Date

September
1952

July-December
1952

January-April
1953

January
1953

February
1953

Action

Suspension of regulation of
real estate credit.

Limited net purchases of
U. S. Government securities in
open market to 1.8 billion dol-
lars.

Sold in open market or re-
deemed 800 million dollars net
of U. S. Government securities.

Raised discount rates from
1% to 2 per cent and buying
rates on 90-day bankers' ac-
ceptances from 1% to 2Y8 per
cent.

Reduced margin require-
ments on loans for purchasing
or carrying listed securities
from 75 to 50 per cent of mar-
ket value of securities.

Purpose of action

Intent with
respect to
effect on
credit and
money

None

Restrictive

Restrictive

Restrictive

None

Explanation

To conform with the terms of the
Defense Production Act, as amended, re-
quiring suspension of regulation if hous-
ing starts in each of three consecutive
months fell short of an annual rate of
1,200,000 units, seasonally adjusted.

To meet seasonal and other reserve
drains only in part, requiring banks to
borrow some of the reserves needed so
as to restrain bank credit and deposit
expansion at a time when credit demand
was very large and the economy was
fully employed.

Purchases in August and September
were made primarily at times of Treas-
ury refunding operations and were off-
set in part by subsequent sales.

To offset seasonal changes in factors
affecting reserves and thus to maintain
pressure on member bank reserve posi-
tions.

To bring discount rates as well as buy-
ing rates on acceptances into closer align-
ment with open market money rates and
to provide an additional deterrent to
member bank borrowing from the Re-
serve Banks.

To reduce margin requirements from
the high level imposed early in 1951, in
the judgment that the lower requirement
would be adequate to prevent excessive
use of credit for purchasing and carry-
ing stocks.
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USE OF FEDERAL RESERVE INSTRUMENTS, JULY 1952-OCTOBER 1954—Continued

Date

May-June
1953

July
1953

July-December
1953

January-June
1954

February
1954

April-May
1954

Action

Purchased in open market
about 900 million dollars of
U. S. Government securities.

Reduced reserve require-
ments on net demand deposits
by 2 percentage points at cen-
tral reserve city banks and by
1 percentage point at reserve
city and country banks, thus
freeing an estimated L2 billion
dollars of reserves.

Made net purchases in open
market of U. S. Government
securities totaling 1.7 billion
dollars.

Limited net sales of U. S.
Government securities in open
market to about 900 million
dollars.

Reduced discount rates from
2 to 1% per cent and buying
rates on 90-day bankers' accept-
ances from 2Ys to 1% per cent.

Reduced discount rates from
1% to ll/2 per cent and buying
rates on 90-day bankers' accept-
ances from 1% to 1/4 per cent.

Purpose of action

Intent with
respect to
effect on
credit and
money

Relief of
credit
market
tensions

Expansive

Expansive

Expansive

Expansive

Explanation

To provide banks with reserves and
to permit a reduction of member bank
borrowing from the Reserve Banks at
a time when such borrowing was high,
credit and capital markets were show-
ing strain, and seasonal needs for funds
were imminent.

To free additional bank reserves for
meeting expected seasonal and growth
credit demands, including Treasury fi-
nancing needs, and to further reduce the
pressure on member bank reserve posi-
tions.

To provide banks with reserves to
meet seasonal and growth needs and to
offset continuing gold outflow with little
or no additional recourse to borrowing.

This action and the following one
were taken in pursuance of a policy of
active ease adopted in view of the busi-
ness downturn.

To absorb only part of the reserves
made available by seasonal deposit con-
traction and return flow of currency,
thereby further easing bank reserve posi-
tions.

To bring discount rates as well as
buying rates on bankers' acceptances into
closer alignment with market rates of
interest and to eliminate any undue
deterrent to bank borrowing from the
Reserve Banks for making temporary
reserve adjustments.
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USE OF FEDERAL RESERVE INSTRUMENTS, JULY 1952—OCTOBER 1954—Continued

Date

June-October
1954

Action

Reduced reserve requirements
on net demand deposits by 2
percentage points at central
reserve city banks and by 1
percentage point at reserve city
and country banks, and require-
ments on time deposits by 1
percentage point at all member
banks, thus freeing about 1.5
billion dollars of reserves in the
period June 16-August 1.

Sold in open market or re-
deemed U. S. Government se-
curities totaling about 1.0 bil-
lion dollars in July and August.

Made net purchases in open
market of about 400 million
dollars in September and Octo-
ber.

Purpose of action

Intent with
respect to
effect on
credit and
money

Expansive

Cushioning

Explanation

To supply the banking system with
reserves to meet expected growth and
seasonal demands for credit and money,
including Treasury financing needs.

Reductions in reserve requirements
were offset in part by temporary sales
of securities in order to prevent excess
reserves from increasing unduly at the
time, but security purchases were re-
sumed as need for funds developed.
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