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F or the economy to grow and prosper, an increasing amount of 
money and credit is necessary. Insufficient credit would starve the econ
omy for one of its most essential raw materials and would result in 
decreased production and fewer jobs. But under certain conditions, too 
much credit may be just as bad as too little. When the economy is 
hard-pressed to turn out more goods and services with the amount of 
resources available, more credit has the undesirable effect of raising 
prices instead of output. Indeed, long before that point is reached, too 
much credit may have undesirable results. It may make for speculation 
or push the economy into high gear too fast—a situation called “boom 
or bust” by some, “unsustainable growth” by others.

To maintain just the right amount of money and credit and thereby 
help assure a rising standard of living, adequate job opportunities, and 
a stable dollar is a difficult job for the Federal Reserve System. Since 
the volume of money and credit in use is governed by the reserves that 
banks are required to keep against their deposits, the Federal Reserve 
must first of all determine what reserves are needed to support what is 
considered an appropriate volume of bank credit. Then, in the second 
place, it must choose what seem to be the best methods of achieving 
that reserve position. To do so, searching analyses of the underlying 
economic and financial conditions are necessary. The System may then 
add to or subtract from bank reserves by buying or selling Government 
securities. It may change reserve requirements, or it may change the 
interest rate charged on money lent to member banks, which is known 
technically as “the discount rate.” Sometimes it uses these instruments 
in combination.

When the discount rate is changed, the System often tips its hand 
that it is changing the direction or intensity of policy. Sometimes, how
ever, the rate is changed only because it has gotten out of line with 
other rates of interest, the purpose being to maintain the existing degree 
of credit restraint or ease. Changes in the discount rate made since last 
autumn show how these principles have been followed in practice.

First Two Rate Increases After 
Upturn Became Evident

In mid-August of 1958, the discount rate was raised from 1% to 2 
percent after four consecutive reductions. This increase was widely 
interpreted to mean that the System no longer encouraged extension of 
bank credit and monetary expansion in the manner it did during the 
recession.

At the time the rate was changed, it was evident that economic activ
ity had reached its low point in April or May, although several sectors 
had not yet turned upward. Mindful of the 1954 upturn, when there 
were several months of ups and downs, many thought that businessDigitized for FRASER 
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activity would not rebound quickly and might even fall 
back. On the financial front, stock prices had zoomed 
upward in the face of the improved business situation and 
had revived fears of inflation. Under these conditions, the 
Board of Governors on August 4, 1958, raised margins 
on stock purchases from 50 to 70 percent. On October 
15, it further increased margin requirements to 90 per
cent; and most recently it clamped down on certain kinds 
of margin trading.

The second round of discount rate increases—a half 
point rise—to 2x/2 percent, started on October 23, 1958. 
Some writers thought this was merely a technical adjust
ment because Treasury bill yields had risen substantially 
above the discount rate. In addition, the discount move 
coincided with sharply improved economic conditions. 
Previous fears that the recovery might wilt had pretty 
well disappeared. Impressively, recovery had been quick 
and more vigorous than it had been in the 1954 upturn. 
The report from the Commerce Department—Securities 
and Exchange Commission survey taken in August that 
businessmen would just about maintain their capital 
spending in coming months was a pleasant surprise. Many 
had expected further declines because much plant capacity 
was still idle. Also fostering confidence was the belief 
that inventory liquidation would soon give way to ac
cumulation, which would boost output.

Optimism, nevertheless, was tempered by lagging em
ployment and by considerable unemployment. In con
trast to a 9-percent gain in industrial production between 
April and September, the number of factory workers had 
increased only 2 percent. The tendency for output to 
rise more sharply than employment is typical of economic 
upturns, as operations can then be quickly expanded from 
low levels with few additional workers; also, cost-saving 
devices begin to pay off. Still, employment in relation to 
production had improved more slowly than in other post
war upturns, and unemployment had declined less.

"Round Three"
When discount rates were raised from 2y2 to 3 percent 
in early March of this year, many called it a “technical” 
move. But again the change was made against a back
ground of plenty of encouraging news. Aggregate output 
of goods and services exceeded the 1957 high; physical 
volume of industrial production was within a shade of 
its pre-recession peak. Expanded incomes encouraged 
consumers to increase their spending, and to plan on 
spending even more in the months ahead.

Unemployment had not receded much, yet it was 
evident that joblessness was concentrated in certain 
industries that at the time had recovered less than others. 
Productivity had increased in many of these same indus
tries. For the System to have stimulated spending in these 
lagging sectors enough to create more jobs probably 
would have required an extremely heavy dose of money 
and credit. The vigorous recovery already under way and 
ample amounts of money already available were used as 
arguments against this.

Adding to the problems of the System was a $12 million 
Federal deficit for the fiscal year ending mid-1959. As 
other demands on capital markets were heavy and few 
persons seemed interested in buying more United States
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Government bonds, this deficit had to be largely financed 
with short-term borrowing. More money was raised out
side the banking system than was thought possible. But 
even that source of financing conflicted to some extent 
with credit restraint, since holders of short-term issues 
can demand cash at maturity. In addition, the System had 
to take into account the many trips the Treasury had to 
make to the market.

New Records Cause Fourth Rise
At the time of the most recent discount rate increase, 
from 3 to 3% percent in late May, most economic 
measures had set new records. Even unemployment had 
dropped a good deal since the first of the year and was 
concentrated in particular areas of the country.

Indeed, only the foreign market remained as a major 
depressing influence. Our balance of payment deficit has 
been large, not only because exports have declined, but 
also imports have increased, and private capital (notably 
investments abroad) has continued to flow out. As a 
result, foreign nations have acquired more dollars and 
gold.

Actually, we have had periods of declining exports and 
gold losses before, but the feeling has grown that over 
many years the price rise of many goods in this country 
has been relatively greater than abroad. If that is true, it 
argues for credit restraint.

Since last spring, the cost of living has changed little, 
but only because food prices have fallen; most of the 
other things consumers buy have crept upward. It is well 
to keep in mind that in the past, the cost of living did not 
always turn up until long after business activity had im
proved significantly. It should also be remembered that 
higher costs are not the only things that can push prices 
up. Increased spending, whether financed by money or 
credit, may have the same effect. Money in the hands of 
the public (demand deposits and currency) between 
January and April this year rose at the rapid annual 
rate, seasonally adjusted, of 6 percent. This increase 
partly reflects Treasury deficit financing, and partly an 
accelerated advance in bank lending that began in early

1959. As corporations and others economized in the use 
of cash balances, the money supply worked harder, a 
factor that has also made possible a step-up in spending.

Other Restrictive Credit Moves
The System has done more than make member bank bor
rowing more costly, although this has been a useful way 
of signaling that money and credit may be expanding too 
rapidly. It also has kept a tight lid on reserves. The 
degree of pressure placed on bank reserves has been in
creasingly strong and has often been timed with discount 
rate increases. During the last four months of 1958, the 
System was niggardly in supplying banks with reserves 
needed to meet the seasonal rise in borrowings. In early 
1959, the System tightened reserve positions by selling se
curities. In April and June, open market purchases did 
not supply enough reserves to take care of the increase in 
required reserves accompanying the growth in bank loans.

Banks have tried to adjust to these pressures by reduc
ing their excess reserves and by increasing their borrow
ings from the Federal Reserve Banks. Those outside the 
bigger cities (country banks) already are borrowing more 
money than in the spring of 1957, a time when System 
policy was probably tighter than at any other time in the
1955-57 boom. Because banks are traditionally reluctant 
to borrow from the System and because they can, except 
in certain circumstances, do so only temporarily, they 
have had to sell large amounts of Government securities. 
When they disposed of long-term issues, which are selling 
as much as 17 points below par, their capital losses were 
large.

Those banks that hold short maturities, of course, can 
sell them with little or no loss. But by and large, their 
liquid positions are already down to historical lows. One 
commonly used ratio—loans to deposits—is now the 
same for all member banks in the nation as it was at the 
pre-recession peak. Banks may sell off their securities, 
therefore, and expand their loans more hesitantly than 
they did during the 1955-57 boom. If they do, they 
will reinforce the System’s efforts as it leans against the 
winds of inflation. Harry Brandt

Employment Setting New Records
Generally speaking, District employment is back in its 
pre-recession habit of setting new records. Seasonally ad
justed nonfarm employment, after declining in the eco
nomic recession of late 1957 and early 1958, has recov
ered steadily since April 1958. By last October, more 
people were employed in nonfarm establishments in Sixth 
District states than ever before, according to recently re
vised figures. Little further change occurred in November 
and December, but in each of the first five months of this 
year, nonfarm employment has edged upward to set suc
cessively new records. In May, employment was 4.4 per
cent above its recession low and 2.4 percent above the 
pre-recession peak established in August 1957.

Gains Widespread Among Types of 
Employment

A closer look at the District picture reveals that the new 
records have been set because of widespread gains in both 
manufacturing and nonmanufacturing activities since the 
recession low of April 1958. In manufacturing, about
84,000 people have been added to Sixth District payrolls, 
after seasonal adjustment, while additions in nonmanu- 
facturing activities have amounted to about 124,000 peo
ple. Although the number added is smaller for the manu
facturing activities, it actually represents a larger percent
age increase than that for nonmanufacturing, 6.7 percent 
compared with 3.5 percent.
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