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Bond prices h a v e  increased  as  
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Program of Ease Affects Bank Loans, 
Home Values, Capital Issues

Monetary conditions during the first ten months of 1954 continued 
to be dictated by the policy of ease adopted in the late spring and 
summer of 1953. Although actions taken by the Open Market 
Committee, the Board of Governors, and the twelve Federal Re
serve Banks were relatively unspectacular during most of the year, 
their effect probably reduced the impact of the seventeen-month 
old recession. District banks and local business generally felt these 
effects, but they may not have easily identified them as the product 
of monetary policy.

All Three Reserve Weapons Used in 1954
The Reserve System has three weapons at its command which it 
can use to alleviate the swings in the business cycle— open market 
operations, reserve requirements, and the discount rate. During 
1954, all three of the weapons were used in an attempt to slow 
the slide in economic activity and, if possible, turn it the other way.

Open m a rke t opera tions  during the year aimed at providing 
banks with ample reserves to satisfy the credit demands of the 
economy without so flooding the money and capital markets with 
presumably temporary funds that the long-term requirements of 
savers and investors would cease to be served and users of funds 
would gain little advantage from a further artificial lowering of 
rates and superabundance of credit. During the first part of the 
year, pursuit of this policy meant that the System sold securities 
in order to offset the seasonal decline in credit demand. As the 
fall seasonal credit demand began to appear, the System com
menced to purchase securities and between the first of September 
and mid-October added about three-fourths of a billion dollars 
to bank reserves through this route.

On two different occasions since the first of the year re se rve  
requ irem en ts  were reduced. In mid-June a reduction of one per
centage point in reserve requirements on demand deposits of banks 
in New York and Chicago and one percentage point on time 
deposits of all banks made 600 million dollars available to banks. 
In late July and August, a further reduction in reserve requirements 
released an additional 900 million dollars, actually making neces
sary open market sales of securities to prevent an unduly easy 
money market.

Early in February and again in April, discount ra tes  were 
reduced. The February reduction from 2 to 13A  percent in the 
rate charged by Federal Reserve Banks lending to commercial 
banks was followed by an announcement that commercial banks 
in major cities were reducing the rate of interest charged to prime 
business customers. The second reduction, from 13A  to IV 2 percent, 
however, produced no similar reaction.

Commercial Banks Affected Directly
Monetary policy during 1954 has been aimed at easing  re se rv e  
positions  of commercial banks so that lack of reserve funds did 
not, in itself, tend to restrict the expansion of bank credit if demand 
for such an expansion existed. Commercial banks in general have 
substantially reduced their debt to Federal Reserve Banks, and 
some commercial banks— principally those in smaller cities— have
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increased the amount of reserves held idle. At present, if 
all excess reserves of member banks were utilized, a three- 
to four-billion dollar increase in the volume of credit out
standing would ensue.

The abundance of reserves lo w ere d  the ra te s  o f ea rn 
ings on new  in vestm ents . Eased reserve positions, of 
courses, increased the supply of bank funds available for 
purchases of investments, and partly as a result security 
prices rose and yields fell. Yields on long-term Government 
bonds have fallen about one-tenth since the end of 1953 
and on medium-term securities about one-fifth. Treasury 
bill yields, however, have fallen by one-third or more. Both 
in the District and elsewhere member banks have begun to 
feel a shrinking in this source of income, causing them to 
cast about for other earning opportunities.

A  rise  in cap ita l va lu es  of previously purchased securi
ties in bank portfolios acted to encourage shifts out of in
vestments and into loans, whenever loan demands justified, 
at the same time that declining interest rates were acting 
to reduce the rate of earnings on new investments. In 
particular, banks in smaller cities during 1954 were prob
ably encouraged to expand loans because they could sell 
securities at a capital gain.

Banks React in Loan and  
Investment Policies

Despite eased reserve positions some banks felt a reduced 
demand for credit by their customers, although in the 
Sixth District total member bank loans continued to ex
pand during 1954. In other sections, however, when the 
volume of loans declined, commercial banks in creased  
secu rity  ho ld ings  by as much or slightly more than the 
drop in loans. As a result total bank deposits expanded in 
spite of a comparatively mild loan demand.

The expansion of total bank deposits, approximating 
six billion dollars in the 12 months prior to October, in 
itself acted to encourage bank lending. Particularly in 
smaller banks the recent deposit trend is probably more 
important than any other single factor in determining 
lending policy. In 1954 loan expansion continued in 
banks located in smaller communities, and although cus
tomer loan rates in these communities probably were 
not greatly different from those prevailing in 1953, in 
major cities business loan ra te s  fe ll  during the year.

Loan policies of commercial banks during 1954 showed 
changes not only in the average rate of interest charged to 
borrowers but also in the typ e  o f b o rro w ers  they were 
willing to accommodate. Here the evidence is very uncer
tain. Nevertheless, if there is any association between size 
of loan and size of borrower, small business must have 
been accommodated more this year than last. There was 
a 10-percent increase in loans of $1,000 to $10,000 size 
from December 1953 to September 1954 in the face of 
declines in larger size loans at a sample of banks in 19 
cities throughout the country reporting lending volume 
data by loan size.

Other Institutions Similarly Affected
All types of financial institutions, of course, felt the effects 
of an easy money policy. The reduction in interest rates

and the improved availability of credit were probably 
stimulating to the economy in two ways.

First, in spite of the success of the construction industry 
in reducing the postwar physical housing shortage, the 
volume of homebuilding remained extremely high in 1954. 
One immediate cause of high homebuilding volume has 
undoubtedly been eased money conditions, which have 
resulted in relatively sta b le  p rices o f n ew  hom es. Be
cause of declines in yields on market securities, the relative 
attractiveness of mortgages improved in 1954 and many 
nonbank lending institutions were encouraged to grant 
more favorable terms to would-be purchasers of homes. 
The result was an increase in the number of families able 
to meet credit standards of lenders and therefore able to 
bid for housing. In the short run, stable housing prices thus 
encouraged speculative building, much of which would not 
have materialized in a period of falling housing prices.

Second, falling interest rates during most of the last 
half of 1953 and so far in 1954 have undoubtedly con
tributed to the r ise  in p rices  o f  co rpo ra te  equ ity  secu ri
t ie s . Income-earning assets in general are subject to price 
increases in periods of falling interest rates because a fixed 
return is capitalized for a greater sum at a lower, rather 
than a higher, rate of interest and the stock market fre
quently reacts in the same general manner as the markets 
for other income-earning assets. Rising prices in corporate 
equities, of course, have encouraged stock flotations and 
perhaps aided in maintaining a high level of corporate 
investment. Deterioration of security markets which has 
been conspicuous in previous recessions has been equally 
conspicuous by its absence during 1954.

In a moderate recession such as the present one, mone
tary policy performs a useful service by so assuring plenty 
of low-cost credit that particular sectors of the economy 
still enjoying a high demand for their product find it easy 
and profitable to expand production facilities. If these 
sectors are important enough in the total economy or if 
a new stimulus to expansion occurs, the decline in eco
nomic activity can perhaps be reversed. During the first 
ten months of 1954, although no enormously important 
stimulus to economic expansion appeared, monetary policy 
has undoubtedly been successful in aiding the maintenance 
of high rates of activity in several major sectors of the 
economy.
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