
M O N E T A R Y  P O L I C Y  IN A R E C E S S I O N  P E R I O D '

IT  has been evident for some months now 
that the long postwar boom has been inter

rupted again, and that the American economy 
has once more entered the recession phase of 
the business cycle. Declining output in many 
fields, rising unemployment, reduction of the 
average workweek, lower corporate profits, a 
drop in sales, and many other indexes attest to 
the worsening of economic conditions since 
late last summer.

Cyclical economic fluctuations may be at
tributed largely to variations in the nation’s 
total flow of expenditures, since in a free en
terprise economy like ours it is primarily 
spending which determines what is produced, 
given the economy’s productive resources. It 
is buying by individuals, business firms, and 
government units that moves goods off the 
shelves and out of the warehouses, and there
by leads to the production of new goods.

Although most spending is done out of cur
rent income, an important part of it is done 
out of borrowed or saved funds. Individuals, 
firms, and governments can all spend more 
than their current income by borrowing; by 
saving, they can spend less. Hence, because 
of changes in the rates of borrowing and sav
ing, marked fluctuations in spending can oc
cur and the total demand for goods and serv
ices can at any time either exceed or fall short 
of the total value of current output. The at
tempt by businessmen to adjust their rates of 
output to such changes in demand results in 
those fluctuations in production, employment, 
and prices that we commonly call the business 
cycle.

While the process of creating and extin
guishing debt thus leads to a good deal of 
economic instability, it also provides the 
monetary authorities with a means of influenc-
1 Although this article is concerned with the economic situation 

as it presently exists, it may be useful to compare it with a 
prior article on monetary policy written during the boom and 
published in this Review, December 1956, pp. 150-154.

ing the general level of economic activity. 
Through its influence over the supply of bank 
credit and hence over borrowing and lending, 
a central bank can affect that portion of total 
demand which depends on or is related to 
borrowed funds. During a boom, for instance, 
when the public as a whole is trying to spend 
too much, the Federal Reserve System will 
normally attempt to discourage borrowing— 
and hence spending out of borrowed funds— 
by making such funds more difficult and costly 
to obtain. During a business recession, on the 
other hand, it will attempt to stimulate bor
rowing and spending by making credit cheaper 
and more plentiful. Thus, whereas an infla
tionary boom calls for a restrictive credit or 
“tight money” policy, a period of business re
cession calls for an “easy money” policy.

To ease credit conditions, the Federal Re
serve System can make use of any or all of 
the three traditional instruments of monetary 
policy: open market operations, changes in 
reserve requirements, and changes in the dis
count rate. All three of these have been em
ployed during the past half year.

The expression “open market operations” 
refers to the buying and selling of United 
States Government securities in the money 
market (that is, from or to securities dealers). 
The Federal Reserve System, taken as a 
whole, possesses a portfolio of such securities 
now valued at more than $23 billion, and it 
may at any time sell part of these or buy more. 
When it buys securities, its payments for these 
purchases put newly creatcd funds into cir
culation. These funds are normally deposited 
in various banks, which can use them as addi
tions to their reserves. Such reserves must be 
held by member banks of the System in 
the form of balances at their Reserve Banks 
amounting to certain specified proportions of 
their demand and time deposits. When the
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banks receive additional reserves, they are 
able to hold a larger volume of deposits and 
hence expand their loans and/or investments. 
Conversely, sales of securities by the System 
take funds out of circulation, which reduces 
bank reserves and compels the banks (if their 
deposits were up to the limits permitted by 
their reserves) to curtail their loans and/or 
investments. There are a number of other 
factors that affect bank reserves, too, such 
as movements of hand-to-hand currency into 
and out of the banks, gold purchases or sales 
by the Treasury, and changes in various types 
of deposits at the Federal Reserve Banks. 
Consequently, the System is not able to con
trol precisely the total volume of bank reserves 
through its open market operations. Never
theless, this is a sufficiently flexible and effec
tive monetary instrument so that it can do so 
within fairly close limits.

During the last three months of 1957, the 
Federal Reserve System provided the econ
omy with more than $1 billion in additional 
funds through purchases of United States 
Government securities. Most of this was to 
enable the banks to meet the normally in
creased demand for hand-to-hand currency at 
that time of the year, but part of it was intend
ed to provide them with additional reserves 
and thereby to ease the credit situation. Dur
ing January of this year, approximately the 
same amount of money— $1 billion—was ab
sorbed by the System through net sales of se
curities. This was done not to tighten the 
credit situation again but to offset in part the 
normal post-Christmas return flow of cur
rency to the banks, which amounted to more 
than $1.3 billion during January. Since such 
returned currency is credited to the reserve 
accounts of the banks in the same way as 
funds obtained from open market operations, 
the net result of these two factors during Jan
uary was to provide the banks with several 
hundred million dollars in additional reserves.

More recently the System has made use of 
its authority to change reserve requirements, 
that is, the minimum ratios of reserves to de
posits which member banks are required to 
maintain. These were reduced one-half per
centage point about the end of February 1958, 
and another one-half point near the end of 
March. Again in April they were reduced so 
that required reserve ratios now stand at 18 
percent of demand deposits for central reserve 
city banks (those in downtown New York and 
Chicago), 16Vi percent for reserve city banks 
(those in 48 other specified large cities), 11 
percent for the country banks (all other mem
ber banks), and at 5 percent of time deposits 
for banks in all three groups. Approximately 
$1.5 billion in reserves was released to the 
banks by the three recent reductions. These 
released reserves can serve as the basis for an 
increase of several billion dollars in total loans 
or investments, and thus in deposits of the 
banking system.

The third instrument of monetary policy, 
changes in the discount rate, is probably the 
one which receives the most attention from 
the public although it is not necessarily the 
most important of the three. The discount 
rate is the interest rate charged by a Federal 
Reserve Bank to its member banks when the 
latter borrow from it. Such borrowing is nor
mally done for short periods when the banks 
unexpectedly find themselves short of re
serves. A reduction in the discount rate makes 
it cheaper for banks to obtain additional re
serves in case of need. This may induce them 
to lend more freely and/or to reduce the in
terest rates they charge their own customers. 
For instance, on occasion there has been a 
very close timing relationship between changes 
in the discount rate by the Reserve Banks and 
changes by commercial banks in the prime 
rate (the interest rate charged the largest and 
best customers). However, the common belief 
that movements of all short-term interest rates
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or of bank loan rates alone correspond closely 
to movements of the discount rate is quite mis
taken. The latter is only one of many factors 
influencing the former. Interest rates are de
termined by all of the factors that affect the 
demand for and supply of particular types of 
credit.

Although the direct effects of changes in 
the discount rate are not as significant as many 
persons suppose, the psychological effects are 
sometimes very important. Last November, 
for instance, the Federal Reserve Banks re
duced the discount rate from V/z to 3 percent. 
This action was widely interpreted as repre
senting a shift from the previous so-called 
“tight money” policy to an “easy money” 
policy. Anticipating that this would result in 
lower interest rates generally and hence higher 
prices for bonds and other fixed-interest secu
rities, investors rushed to buy the latter. As a 
result, the prices of such securities rose sharply 
and interest rates plummeted during the suc
ceeding two months. The sharpness of this 
reaction at a time when the banks’ reserve po
sitions were not changing much was an indi
cation of the sensitivity of the credit markets 
to Federal Reserve actions, at least under cer
tain conditions. Further cuts in the discount 
rate this year have brought it down to 13A  per
cent. These reductions have had much less 
effect than that of November since they mere
ly indicated continuance of the credit easing 
policy rather than any reversal of policy.

The net effect of these various types of 
credit easing action taken by the Federal Re
serve System during the past half year has 
been to lower the general pattern of interest 
rates and to ease the banks’ reserve positions. 
The tightness or ease of the latter may be 
measured by comparing the banks’ excess of 
reserves over and above the amount required 
as backing against their deposits with the 
amount they have borrowed from the Federal 
Reserve Banks. If the excess reserves are

greater than the borrowings, the banks are 
said to have “free reserves.” If the borrowings 
are greater than the excess reserves, the banks 
are said to operate on “net borrowed re
serves.” Last summer, the banks were operat
ing on net borrowed reserves which often ran 
well over one-half billion dollars. By March of 
this year, their reserve situation had eased to 
the point where they had free reserves of 
about one-half billion dollars. There has thus 
been a net change of roughly one billion dol
lars in their reserve position.

Easier credit encourages borrow ing  
and spending in various w ays

To what extent and in what ways does a 
more plentiful supply of cheap credit stimu
late borrowing and hence spending? This is 
a difficult question and one to which the an
swers are far from certain. But we may get 
some clues to them by considering a few spe
cific types of borrowing and seeing how easy 
credit conditions have affected or might affect 
these.

The most immediate effect probably is on 
bank lending. During a period of tight money, 
banks not only charge higher interest rates 
but also ration the limited supply of credit. 
They do this in various ways: by raising their 
credit standards, by not taking on new custo
mers, by filling only part of their customers’ 
credit demands, etc. If credit is later made 
more plentiful, the banks are enabled to fill 
these previously unsatisfied demands. Of 
course, some of the latter disappear during a 
business recession, when some prospective 
borrowers change their minds about wanting 
credit, but they do not all disappear imme
diately. In addition to being able to meet part 
of these previously unsatisfied demands for 
credit, the banks can stimulate additional de
mand by lowering the interest rates they 
charge, since there are always some “mar
ginal” customers who are undecided whether

56

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

April 1958



April 1958 M O N T H L Y  R E V IE W

or not to borrow and who can be influenced 
favorably by a reduction in the cost.

One type of bank credit of particular im
portance is loans to business firms for the pur
pose of carrying inventories. Total business 
inventories have amounted to nearly $90 bil
lion recently, and a large part of these un
doubtedly were purchased with bank credit. 
During the past six months or longer, most 
firms have been trying to reduce the size of 
their inventories, partly because these had 
grown too large in many cases, partly because 
a leveling off or decline in sales (either actual 
or anticipated) had reduced the need for 
stocks, and partly because high interest rates 
had increased the cost of holding such stocks. 
Indeed, in its early stages at least the current 
business recession was mainly an inventory 
adjustment of the sort that our economy goes 
through every few years. Such adjustments 
probably cannot be prevented once invento
ries are considered to be excessive, but the 
pressure for liquidation can be lightened by 
a drop in interest rates, since this will reduce 
the cost of holding stocks. This should also 
hasten the day when businessmen will decide 
that they have cut their inventories far enough 
and that they can now afford to start placing 
new orders for goods.

Despite the recent easing of credit restric
tions, total bank loans increased somewhat 
less during the last two months of 1957 and 
decreased somewhat more during the first two 
months of 1958 than in the corresponding 
period of the two previous years. This is to 
be expected, since during a business recession 
many individuals and firms are reluctant to 
borrow in order to make purchases, and many 
of them repay bank loans, e.g., by cutting 
down on their inventories. This does not indi
cate that credit easing has had no effect; bank 
loans would undoubtedly have dropped even 
further if tight credit restrictions had re
mained in effect.

Although the banks’ total loans have de
clined recently, there has been an appreciable 
rise in their investments since last summer— 
that is, in their holdings of Government and 
other securities. This has been made possible 
both by the easing of reserve conditions and 
by the decline in loans. The purchase of se
curities by the banking system gives rise to 
deposits just as does the making of loans, and 
consequently the total volume of demand or 
checking deposits (which make up the bulk 
of the money supply) has not declined during 
the past six months and has even increased 
slightly (on a seasonally adjusted basis) dur
ing the first two months of this year.

When banks buy securities directly from 
the Government, they provide the latter with 
funds to cover its deficits. Indirectly, there
fore, they contribute to the total volume of 
spending of the economy, just as when they 
make loans to individuals or firms. If the 
banks buy Government securities from private 
parties instead, they furnish the previous hold
ers with liquid funds and thereby increase the 
total liquidity of the economy. Part of these 
additional funds will probably be used to re
pay bank loans, but some part of them will 
either be spent immediately or held in readi
ness to be spent when opportunities arise. 
Thus, credit easing has a stimulating effect on 
spending, not only if the banks make more 
loans but even if they merely buy Govern
ment securities.

Corporations and state and local govern
ments finance a considerable part of their 
capital expansion programs out of borrowed 
funds, usually by issuing bonds. Such bond is
sues are particularly sensitive to changes in 
interest rates because the interest has to be 
paid over a period of many years and because 
some Government units are subject to legal 
or political limitations ca the interest rates 
they can pay. The recent policy of monetary 
restraint was intended in part to encourage
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postponement of some of these security offer
ings, which were supporting an unparalleled 
capital boom and thereby contributing to the 
inflationary pressures. As a result, some bond 
issues that had been announced during 1956 
and 1957 were withdrawn because of the high 
interest rates that would have had to be paid 
on them, and probably others that were con
templated were never announced for the same 
reason. Although many local government 
projects were too urgent to be deferred, others, 
which were dependent upon revenues, such 
as certain toll roads, could be and were post
poned for a time.

During recent months, however, as a result 
of the sharp drop in interest rates, some of 
these bond issues have been dusted off and 
sold to the public, and the proceeds used to 
undertake expansion programs or public im
provements that had previously been post
poned. This has been particularly true of 
state and local government issues. Such offer
ings to raise new capital were at record levels 
during January and February of this year, and 
for the entire first quarter totalled nearly $2.3 
billion, as compared with $1.8 and $1.5 bil
lion in the first quarters of 1957 and 1956, 
respectively. Corporate security offerings 
(mostly bonds but including some stocks) are 
estimated at $3.2 billion for the first quarter 
of this year, down from the record $3.5 bil
lion issued during the same period of last year 
but considerably larger than any other quarter 
of 1956 or 1957. It is known that the reduced 
level of interest rates played an important 
part in the timing of a number of the recent 
offerings.

Mortgage credit is another type that is par
ticularly sensitive to changes in interest rates, 
because of legal limitations on certain types 
of mortgages and because such loans are 
usually made for lengthy periods. Interest 
rates on alternative investments above the 
fixed maximum rates on mortgages guaranteed

by the Veterans Administration and the Fed
eral Housing Administration undoubtedly 
held down somewhat the volume of residential 
construction during the boom of 1955-57. 
Since last summer, however, there has been 
a drop in the rates on conventional mort
gages, and a reduction in the discounts at 
which VA and FHA mortgages have been 
selling. Partly as a result of the reduced cost 
and increased availability of credit, applica
tions for FHA loans during the first three 
months of this year were at a rate consider
ably higher than during the same period of 
last year.

Other types of credit extension similarly 
tend to be stimulated by a general reduction 
of interest rates. It may be that the effects 
on any particular type of credit are likely to 
be only modest, since it is primarily the mar
ginal borrowers-—those who are not quite de
cided whether or not to borrow—-who are 
affected. Nevertheless, modest increases in 
many different types of credit can add up to a 
substantial over-all increase and have a sig
nificant effect on total spending.

M onetary  m easures not an 
economic cure-all

Useful as they can be if properly employed, 
monetary measures are not a cure-all for our 
economic ills. They cannot alone maintain a 
fully prosperous economy. Lower interest 
rates will not entirely prevent cutbacks in in
ventories if these have become excessive, nor 
will they prevent a reduction in new capital 
expenditures if businessmen become worried 
about the future. Once it becomes apparent 
that the boom is at an unsustainable level, and 
general economic conditions start to worsen, 
it is almost inevitable that inventory liquida
tion and other adjustments will continue for 
some time.

Nevertheless, a prompt and vigorous easing 
of credit conditions can do much to moderate
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a recession. It can, first of all, insure that the 
supply of bank credit is adequate to meet all 
legitimate demands for it and thereby avoid 
adding to deflationary pressures through 
credit restrictions. Secondly, by lowering in
terest rates it can attract marginal or unde
cided borrowers. Thirdly, lower interest 
rates can also attract after a time those 
potential borrowers whose spending proj
ects are postponable within limits (for in
stance, home buyers or business firms plan
ning capital improvements) and who, because 
they take a long-run view of economic trends, 
try to do their borrowing when interest rates 
are low. Finally, credit easing can set the 
stage for an early recovery by insuring that 
whenever business begins to improve it will 
not be hampered by unavailability or high 
cost of funds.

Because credit easing alone is not able to 
prevent or to cure the cyclical fluctuations of 
our economy, it needs to be supplemented by 
the proper fiscal policies and possibly by other 
types of measures. This may involve changes 
in taxes, expenditures, or other elements of 
Government policy. Whatever fiscal measures 
are taken, it is important that they be adapted 
to the particular situation being dealt with—

since each business recession differs from its 
predecessors— and that they be properly co
ordinated with the monetary measures taken 
so that they all pull in the same direction.

Even monetary and fiscal measures com
bined may not be immediately effective in 
bringing a business recession to an end. They 
require some time to make their effects fully 
felt and there are large sectors of the economy 
which, as a rule, are fairly insensitive to their 
influence. At the same time, care must be 
taken to insure that monetary or other anti
recession measures do not overshoot the mark 
and make more difficult the control of infla
tion once a recovery movement gets under 
way. Too much should not be expected of 
these measures, or else disappointment with 
their actual accomplishments may lead to 
complete rejection and a search for panaceas. 
Used properly, both monetary and fiscal meas
ures can do a great deal to moderate and 
shorten business recessions and, in general, 
to help contain economic fluctuations within 
tolerable limits. This is as much as can be 
expected of them in an enterprise economy, 
where individuals and business firms have a 
large measure of freedom to make their own 
decisions and their own mistakes.

Mem ber Bank Earnings in 1 957

To t a l  earnings of member banks in the 
Twelfth District for 1957 increased by the 

same percentage over 1956 as they did in 
1956 over the previous year.

This single statement conceals as much in
formation as it conveys, for significant changes 
in the structure of bank assets and in earnings 
from these assets took place during 1957. 
Member banks, which had been selling se
curities in order to expand their loan port

folios in 1955 and 1956, now began to ac
quire securities. An important factor affecting 
net current bank earnings was the sharp rise in 
expenses due principally to increased interest 
payments on time deposits. Table 1 summa
rizes the changes in the composite earnings 
statement for District member banks.

Total operating earnings of District mem
ber banks were up $123 million over 1956, 
but earnings on loans accounted for a smaller
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