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Lower Interest Rates and 
Easier Credit

( C h a n g e s  in  e c o n o m ic  a c t i v i t y  usually  arouse controversy  over in -  
terest rates. The present recession has been no exception. Differences of 
opinion, however, have not been confined merely to how low interest 
rates ought to be and what should be done to lower them. There has 
even been confusion as to the changes in rates and their implication.

One thing is certain: Interest rates have declined from their peak of 
last fall. The United States Government, for example, has found it much 
cheaper to raise money. Last October, it paid 3.66 percent to borrow 
for ninety-one days; by late May the rate at which it sold three-month 
Treasury bills had fallen below one percent. Corporations with high 
credit ratings that sell commercial paper in the open market now pay 
about 2y2 percent less than they paid last autumn. Commercial banks 
have shaved the rates they charge their customers. Long-term rates, like 
mortgage rates and yields, or net income to maturity of U. S. Treasury 
and corporate bonds, have likewise come down. Many find it signifi
cant that these have declined less sharply than short-term rates, that is, 
the price of borrowing for less than one year.

Drop in Short-Term Rates Dramatic
That interest rates have declined is not surprising, because they usually 
do so in a recession. What is unique is how much short-term rates have 
fallen since last October. Not even in the corresponding months of 1929 
and 1932, did short-term rates drop so much.

The spark setting off the spectacular decline in short-term rates was 
the lowering of the discount rate by the Federal Reserve Banks in mid- 
November from 3y2 to 3 percent. Reducing the fee the Reserve Banks 
charge on loans to member banks at that time was a way of saying that 
the Reserve System regarded recession as a more immediate danger than 
inflation. Many persons thought that the Federal Reserve System would 
follow up the reduction in the discount rate with actions that would 
supply the banks with additional reserves, which would in turn bring 
about a general decline in interest rates. These expectations made for a 
greater drop in yields than that which would ordinarily follow from a 
change in the discount rate.

The recent decline in interest rates would have slowed down if the 
System had not increased the amount of loanable funds to the banks. 
The Reserve System contributed to further declines by adding to mem
ber bank reserves in two ways: First, it bought Government securities, 
and, secondly, on three separate occasions it reduced the reserves which 
member banks are required to keep with Federal Reserve Banks.
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Yields and the Prime Rate
1953-54 and 1957-58

Banks React to Easier Credit
With their extra funds, commercial banks have repaid 
most of what they owed the Federal Reserve Banks and 
have bought Government and municipal securities. From 
November 1957 to April 1958, their holdings of these 
securities expanded about 7.8 billion dollars. That is a 
large sum of money considering that in the like period of 
the previous year these same banks sold 300 million 
dollars of securities.

Apart from Federal Reserve policy, loanable funds be
came more plentiful when borrowing fell off. From last 
November to April loans at all commercial banks fell 
some 200 million dollars; the previous year, they went up 
1.5 billion. Banks in the larger cities felt the drop in de
mand for loans most of all, whereas the country banks 
experienced increases this year. Loans probably would 
have declined more than they did had it not been for 
the easier reserve positions of the banks.

Banks in major cities moved more quickly in lowering 
the prime rate (the fee charged their customers with the 
best credit rating) after the drop in interest rates in this 
recession than in the 1953-54 one. The January reduction 
in discount rates was followed by a 0.5 percent decline 
in the prime rate. A second cut in the prime rate in April, 
from 4 percent to 3 ^  percent, came after the discount 
rates were lowered for the fourth time.

Long-Term Rates Come Down Too
For long-term rates to have dropped less than short-term 
rates in this recession is not unusual. Long-term rates are 
to some extent influenced by what investors think short

term rates will be during the life of a bond. It is partly 
because such expectations seldom change from week to 
week that long-term rates fluctuate less than short-term 
rates. Another reason is that demands for long-term funds 
usually change less sharply during booms and recessions 
than demands for short-term funds.

By comparative standards, the drop in long-term rates 
has been sizable. Indeed, yields on long-term Treasury 
and corporate securities have already dropped more from 
their peak of last autumn than in the entire 1953-54 
stretch of falling interest rates. There have been, since 
World War I, only two comparable periods of general in
terest rate declines— 1921 and 1932— during which the 
recent seven-month old decline in corporate bond yields 
was surpassed.

Often overlooked is that corporate treasurers have 
found that the cost of borrowing has come down more 
than the yields on bonds they sold some years ago. Re
offering yields on newly issued Aaa corporate bonds, for 
example, averaged 1.09 percent less in April than in 
mid-1957, when the high point was reached; yields of 
outstanding issues of like quality were quoted at only 0.58 
percent below their peak.

That long-term rates have dropped so much is all the 
more remarkable because capital markets have had to ab
sorb large amounts of new public and private bond offer
ings. After having stayed out of the long-term market 
since 1955, the Treasury has raised cash through the sale 
of bonds four times since September. This has held down 
declines in yields on bonds previously sold by the Treasury. 
Yields on short-term obligations might not have dropped 
as much had the Treasury not refinanced part of the short
term debt that came due with securities of over five years 
maturity.

Between January and April, corporations sold stocks 
and bonds in an amount only slightly smaller than in the 
same period last year. State and local governments ac
tually borrowed one-fifth more than in the like period 
of 1957.

The easing in long-term money, in the face of large cap
ital offerings, suggests that the System, even though il 
bought only short-term securities, can take credit for bring
ing long-term rates down a notch. The funds that the Re
serve System put into the hands of the banks and those ob
tained from the repayment of bank loans found their waj 
into Government and municipal securities, at lower yields 
and have eased strains in the investment markets. More 
over, credit ease encouraged state and local government: 
to borrow and stimulated housing activity. Of additiona 
significance is that monetary policy avoided any semblanc* 
of setting either the prices of securities or interest rate 
that are associated with direct intervention in the long 
term market.

H arry B randt

• 2 •Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

June 1958


