
The Function of Interest Rates
How many of us have not at one time or another complained about 
the high cost of borrowed money? Probably most of us have, because 
no home buyer, businessman, or other borrower likes to pay a lot of 
interest when he has to borrow money. On occasion some of us may 
have had the opposite complaint of not getting a high enough return on 
our savings or on the money we lend to others. But other than for these 
personal considerations, most of us have probably given little or no 
thought to what determines the price of borrowed money and the 
reward for saving, which is known as the interest rate. And even fewer 
of us have given any thought to what purpose interest rates serve in 
this complex economic world of ours. If we think about it for a while, we 
find that the interest rate is, in fact, an important actor on the economic 
stage. It would, therefore, be wise to know more about its role and 
how well it performs.

What Is An Interest Rate Anyway?
Before we can understand what the interest rate is supposed to do, we 
should have a clear idea what the interest rate is. In simple terms, it is
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nothing more than the price charged for the use of a sum 
of money for a certain period of time. Like any other 
object in the market place, it is influenced by supply and 
demand. Or, more specifically, the determining factors 
are the supply and demand for funds available in the 
credit market.

We are all familiar with what happens to prices when 
there is a rush to buy: They usually go up. The same 
thing can be said for interest rates. They tend to rise 
when the demand for funds increases. Prices of goods, 
on the other hand, tend to decline if more goods become 
available for purchase, and if demand has not increased 
along with supply. Similarly, borrowers can often look 
forward to lower interest rates if the supply of available 
funds increases but demand does not.

When people borrow money, they ordinarily do so in 
order to spend it. And they usually borrow more in times 
of prosperity than in other times. Take the typical busi
nessman: Heavy demand for his product gives him a 
strong incentive to expand his factory or to build a new 
one. He can, and often does, use retained profits for this 
purpose, but borrowed funds finance much plant and 
equipment spending at all times. Inventory building, com
mon during periods of business expansion, frequently 
necessitates additional borrowing. The consumer also 
tends to borrow more when his income is high, as he then 
becomes more confident about the future. This is particu
larly true when he buys homes and automobiles, which 
are financed chiefly through credit. Demands for more 
public services force state and local governments to go 
into debt. And whenever taxes fall short of appropriations, 
the United States Treasury joins the rank of active bor
rowers.

On the supply side, savings are the largest single source 
of loanable funds, with the amounts saved determined
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by millions of individuals, businesses, and governmental 
units. These savings are then channeled to the ultimate 
borrower either by the saver directly or by a savings 
institution.

The Federal Reserve and Interest Rates
How does the Federal Reserve System and commercial 
bank credit fit into the picture? The Federal Reserve can 
add to the supply of funds that commercial banks have 
available for their lending and investing activities. Yet, 
even without help from the Reserve System, the banks 
can add to the funds flowing into the credit markets if 
their cash reserve position is large. When necessary, banks 
can also turn to sales of Government securities in order 
to finance customers with strong loan demands.

Interest Rates Affect Spending and Saving
Events during the last recession and current business 
expansion illustrate how readily interest rates respond to 
supply and demand forces. In late 1957 and the first half 
of 1958, a recession period, demands for borrowed money 
declined, as capital spending, home building, and other 
activities normally supported by credit slackened. The 
decline in interest rates that followed was reinforced by 
the Reserve System, which added greatly to bank reserves. 
But the summer of 1958 saw a turnabout in rates and by 
September 1959, rates had reached the highest level since 
the early 1930’s.

The increase occurred because demands for loanable 
funds exceeded the supply available from current savings 

and bank credit. Heavy borrowing by the Treasury to 
finance its $12 billion deficit was one of the major 
contributing factors to the rise in rates. But there were 
others: The slowing down in savings, and on the demand 
side, a rapidly rising mortgage and consumer debt, in* 
ventory borrowing, and substantial capital spending by 
industry and state and local governments. It would follow
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Marketable Debt and Nonfarm Residential 
Mortgage Financing
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An exceptionally strong demnnd for funds accompanying the 
business expansion has been largely responsible for the 
increased rates. Some of the heaviest demand for funds came 
from the Federal Government and the mortgage sector, 
reflecting the large Treasury deficit and high level of home 
building.

that the rise in rates will end only if savings increase 
sufficiently to match investment, if investment plans are 
reduced to the level of available savings, or if the System 
creates reserves enough to satisfy all credit demands.

The Reserve System—The Culprit?
The Reserve System supplied banks with additional re
serves, but not enough to meet the demands of all potential 
bank borrowers. Since savings, supplemented by some 
additional Federal Reserve credit, did not match the 
demand for funds, the net result was that potential 
borrowers bid against each other for the available money. 
Those unwilling to pay the higher rate that resulted from 
this bidding did not get the funds and consequently had to 
curtail their spending plans.

Also, the higher interest rates must have encouraged 
some groups to save a larger share of their incomes. To 
the extent that savers did curb their spending, they made 
productive resources available to others. And their re
duced demand acted to keep down price advances that 
were encouraged by a shortage of various goods and 
services.

Net Savings and Federal Reserve Credit
United States,
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Since the increased demand for fends could not be satisfied 
by savings generated in the economy and additional credit 
supplied by the Federal Reserve, interest rates rose.

Interest Rates Allocate Funds
So far only the influence of interest rates on total spend
ing and saving has been mentioned. Yet, in a free society, 
interest rates perform the additional function of influencing 
the amount of credit that flows into specific channels 
within our economic system. A potential investor expects 
a certain rate of return before going ahead with his in
vestment plans. Since interest is one of the costs of doing 
business, an increase in interest lowers future profits, un
less it is passed along by a rise in the selling price. High 
interest costs are a particular deterrent to speculative 
business ventures and to businessmen whose profit mar
gins are very narrow. Thus, the interest rate mechanism 
under ideal conditions becomes the cutting edge that per
mits some to obtain funds when others cannot.

Where Interest Costs Have the 
Greatest Impact

The rate impact is obviously not the same in every sector 
of the economy. Interest considerations loom fairly large 
in a field like construction because there interest consti
tutes a fairly large proportion of total costs. On the other 
hand, a fractional rate increase on a small personal loan 
would increase monthly payments so little that few persons 
would be discouraged from borrowing. However, even 
those not disturbed by the additional cost of borrowing 
money might, to their chagrin, find that they are not able 
to borrow money at all because of the scarcity of funds.

When funds are limited and demands are high, lending 
institutions often become more selective in their choice of 
loan customers. Or again, they may scale down loan re
quests or shorten the maturity of loan contracts.

Banks may be under heavy pressure to “ration” credit 
when the securities they need to sell in order to raise 
funds can be sold only below cost. Even if it is profitable 
to make the switch from investments to loans, a bank may 
hesitate if its loan portfolio is swollen or if its investments 
are inadequate to meet potential deposit losses.

Imperfections in the Allocation Process
Whether interest rates allocate resources perfectly or not 
may be debatable. But one thing is sure: When interest 
rates have had a greater impact on some economic 
sectors than on others, the reason often is that they 
were not allowed to move freely in response to the 
supply and demand for funds. The rate on VA mort
gages, for instance, is fixed at 5 percent—a rate of 
return which is unattractive to most lenders. When state 
and local governments have not obtained funds, it has 
frequently been because of statutory or other limitations 
on the rate that they are permitted to pay. Here is 
another example: The Treasury has not been able to sell
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new bonds because the 414  percent maximum rate it is 
allowed to pay on such offerings is viewed in today’s 
market as being too low, compared with alternative in
vestments. Consequently, in recent months it has had to 
borrow only on a short- and intermediate-term basis and 
was prevented from competing with other borrowers for 
long-term savings.

It has been said that the impact of higher interest rates 
is felt more by the small than by the large businessman. 
Small loans to small businesses do customarily bear 
higher rates of interest because they are usually greater 
credit risks and for other reasons. This is true whether 
money is “easy” or “tight.” Studies show that when a 
small businessman cannot obtain funds, however, more 
often than not it is because he is too great a credit risk, 
not merely because he is a small businessman. Size of 
business per se seems to have had little, if anything, to 
do with it.

Higher interest costs have also been blamed for raising 
prices of goods and services. When included in the sales 
price, an increase in interest will indeed have that result. 
But this is a minor influence compared with general price 
increases that are likely to occur if a credit spree during 
a boom is not controlled.

Some of those who are opposed to allowing increased 
demands for funds to force up interest rates have argued 
that the Reserve System should supply banks with enough 
funds to keep interest rates low no matter how much the 
demand for funds increases. But overlooked in this 
argument is that when the economy is operating at or

near capacity, a large increase in the supply of funds may 
increase output only a little, and that the small increase 
in output could probably be obtained only at the expense 
of a substantial rise in prices. Also, would not an artifi
cially low rate discourage savers from providing funds to 
the private economy?

The Choice
Granted that the interest rate mechanism may not func
tion perfectly at all times, if we do not rely on it, then 
on what should we rely? Allocation of resources by a 
Government Bureau? Forced loans? Price and wage 
controls or similar regulations? Except in wartime, meas
ures such as these are unacceptable in a democratic 
society. An arrangement whereby some Bureaucrat de
cides who is to get the available credit is not only ob
jectionable, but it is grossly inefficient.

A reliance on the interest rate mechanism to limit the 
demand for funds to the financial resources available 
from savings, to allocate available resources among po
tential borrowers, and to encourage savings and capital 
formation implies that it should be permitted to do the 
job without interference so far as possible. Only by this 
means can our free society avoid the many economic 
difficulties that would otherwise develop in the long run 
and thus also avoid having to adopt a system of rigid 
economic controls. A freely functioning interest rate is an 
essential element of an economic system, such as ours, 
whose purpose is to provide freedom of choice in free
markets. TTH a r r y  B ra nd t

jBank Announcements
The Commercial Bank at Fort Pierce, Fort Pierce, Flor
ida, a newly organized nonmember bank, opened for 
business October 30, and began to remit at par for 
checks drawn on it when received from the Federal 
Reserve Bank. Officers are L. W. Scott, President; Fred 
L. Wagner, Executive Vice President; and Henry M. 
Jernigan, Cashier. Its capital totals $400,000 and sur
plus and undivided profits, $200,000.

On November 12, The Airport Bank of Miami, 
Miami, Florida, a newly organized nonmember bank, 
opened for business and began to remit at par. Officers 
are Charles E. Buker, President; Edmund F. Eckert, 
Vice President and Cashier; and Robert E. Hesterberg 
and Jack M. Copeland, Vice Presidents. Its capital 
totals $100,000 and surplus and undivided profits, 
$100,000.

On November 14, the Citizens Bank & Trust Com- 
pany, Selma, Alabama, a newly organized nonmember 
bank, opened for business and began to remit at par. 
J. Bruce Pardue is President, and Wallace R. Hill is

Vice President and Cashier. Capital totals $250,000 
and surplus and undivided profits total $375,000.

The Santa Rosa State Bank, Milton, Florida, a newly 
organized nonmember bank, opened for business De
cember 1, and began to remit at par. Officers are Claude 
E. Locklin, Sr., President; Robert L. F. Sikes, First 
Vice President; John S. Pittman, Second Vice Presi
dent; Rex E. Bond, Executive Vice President ond 
Cashier; and Gerald Martin, Assistant Cashier. Capitol 
totals $210,000 and surplus and undivided profits, 
$140,000.

Another newly organized nonmember bank, the 
Bank of Orange Park, Orange Park, Florida, opened 
for business December 1, and began to remit at Par- 
Officers are John H. Pace, Jr., Chairman; E. 
McDaniel, Jr., President; Walter G. Odum, Vice Presi
dent and Cashier; and Elizabeth M. McKnight, Assistant 
Cashier. Capital stock is $172,000 and surplus and un
divided profits, $129,000.
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