
Monetary Policy and the Economy
Monetary policy decisions in 1956 were made against a 
background of an economy pressing against capacity. 
Spending in many sectors increased more than goods and 
services did, forcing prices to rise, and demands for credit, 
which further boosted spending, were greater than savings 
could supply. More credit, however, would have produced 
little more goods and would have pushed prices up even 
further. Actions of the Federal Reserve System, there
fore, were designed to keep money and credit from ex
panding too rapidly by restricting the supply of bank 
reserves.

Federal Reserve Policy in 1956
Although monetary actions in 1956 were continually di
rected toward credit restraint, the Federal Reserve System 
modified its policy from time to time. Whenever uncer
tainties developed in the economic outlook, the System 
moderated the degree of restraint somewhat. On the other 
hand, it tightened the reins whenever it appeared that 
the economy was becoming too exuberant.

Last spring, businessmen revealed that they were going 
to spend more for plant and equipment than they had 
previously indicated, and they began borrowing more 
heavily from commercial banks. Moreover, there were 
indications of a future increase in consumer spending; and 
prices were moving upward. Ten Federal Reserve Banks, 
therefore, including the Atlanta Bank, increased the 
discount rate in April from 2y2 to 2%  percent; the 
other two raised it from 2 ^  to 3 percent.

Production and employment, which had slackened 
somewhat in early summer, picked up again sharply after 
the steel strike was settled in July. Interest rates likewise 
advanced, and credit demands continued large. Higher 
wages and prices of steel and machinery led some ob
servers to fear that a wage-price-spiral might be develop
ing. In this environment, the ten Reserve Banks that 
still had a 2% percent discount rate in August increased 
it to 3 percent.

For the year as a whole, open market operations re
sulted in a slight increase in reserves. From time to time, 
however, the System sold securities, which had the 
effect of absorbing reserves that banks had gained from 
seasonal and other factors; on other occasions, the Sys
tem helped meet seasonal needs by purchasing securities.

Impact on Commercial Banks
In adjusting to Federal Reserve policies, some member 
banks continued to borrow from the Federal Reserve 
Banks in 1956. Throughout the nation, these borrowings 
averaged greater than the year before, but in this District, 
they were no greater than in 1955. In general, however, 
member banks had to satisfy the strong loan demand 
largely by selling securities. Nevertheless, bankers sold 
less securities than in 1955, partly because they felt that 
the securities they had already sold had reduced their 
liquidity as much as they deemed desirable.

In 1954, member banks throughout the nation had, on

the average, 55 percent of their total assets in cash, 
balances with other banks, or Government issues that can 
be quickly turned into cash. By mid-1956, such assets 
had declined to 47 percent of the total, and loans made 
up a larger proportion than in 1954. District banks showed 
a more favorable liquidity position in mid-1956 than 
banks throughout the nation.

Banks’ increasing reluctance to sell investments was 
influenced by the behavior of security prices. Between 
the summer of 1954 and end of 1956, prices of Treasury 
issues, especially the longer maturity issues, declined 
almost steadily. Since many banks had exhausted their 
short-term obligations by late 1955, they realized in
creasingly greater losses on sales of their relatively longer 
Treasury issues. The narrowing in differentials between 
yields on investments and interest rates on loans also 
diminished the incentive to shift to loans, especially since 
loans frequently involve greater credit risks. Bankers, 
therefore, probably scrutinized more carefully the loan 
requests of their regular customers and were increasingly 
reluctant to accommodate new ones.

Accompanying the slackening in the loan expansion 
and security liquidation was a slowing down in the 
growth of the money supply. Demand deposits plus cur
rency outside banks rose slightly less than one percent 
last year, compared with about 3 percent in the two pre
ceding years.

Other Effects of Tight Money
While the growth in the money supply slackened, the 
public used its money more actively; that is, the same 
deposits did more work. Many businessmen found it in
creasingly attractive to keep their bank balances to a 
minimum because of the yields available on short-term 
securities. Others managed with less borrowing by drawing 
down their bank accounts.

Corporations needed a great deal more money to 
finance inventories, receivables, and plant and equipment 
than they could get by economizing cash or by using 
funds set aside for such purposes or by borrowing from 
banks. They obtained over 10 billion dollars from selling 
securities last year, which was appreciably more than 
in any previous year.

With demands for credit greater than savings could 
supply, interest costs increased almost steadily throughout
1956 and, as a consequence, some would-be borrowers 
decided to postpone or forego their financing plans. The 
amount of proposed security issues that was postponed 
was apparently larger for state and local governments than 
for corporations, partly because administrative limita
tions kept would-be state and local government bor
rowers from paying the rates set by the market. A sizable 
number of previously postponed issues, however, was 
sold, and state and local governments still spent more 
money for schools and other facilities in 1956 than 
in 1955.
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How System Policy Affected Banks 
in 1956 and 1957

Bank Reserves Rose Only Slightly, After Seâ  
sonal Adjustment . . .

And Liquidity Positions Continued to Weaken.

To Meet the Increased Loan Demand, Banks 
Had to Sell Government Securities . . .

1954 1955 1956 1957

But This Became Somewhat Less Profitable.

Mortgage lenders reduced the flow of funds into Fed
erally insured or guaranteed mortgages carrying rela
tively lower fixed interest rates and increased their ac
quisitions of conventional mortgages on which yields were 
growing increasingly attractive.

Conditions in 1957
Economic conditions thus far in 1957 have in many ways 
been similar to those in late 1956. Consumer prices, 
employment, output, and spending have reached or stayed 
near record highs, and a few economic sectors that were 
weak last year have continued so. Some additional soft 
spots appeared, notably cutbacks in appliance production 
and reductions in raw material prices to pre-Suez levels. 
Advances in inventories and plant and equipment expendi
tures have slowed down and retail sales have declined 
slightly, which have caused some observers to conclude 
that the economic expansion has stopped. Mindful of 
rising wages and Government spending, others are still 
worried about inflation.

There is also disagreement over what the behavior of 
bank loans means. In the first quarter of 1956 business 
loans at all commercial banks increased 1.3 billion dollars; 
in 1957, they rose only 300 million. At that time of year, 
however, loans have declined more often than they have 
increased. Interest rates charged by banks on business 
loans have stabilized and money rates have shown a 
declining trend since late December. Some persons say 
that reduced liquidity positions made banks increasingly 
reluctant to make new loans. Others explain that the 
inventory slow-down and less buoyant economic condi
tions brought about the decline in the rate of loan growth.

What the easier tone in the capital market means 
has also been interpreted in various ways. Despite a 
record-breaking volume of capital issues for this time 
of year, yields on outstanding corporate, municipal, and 
Treasury obligations so far in 1957 have been somewhat 
lower than in late 1956. It has also become somewhat 
easier to sell corporate and municipal issues than it 
was last winter. Greater uncertainty about the economic 
outlook was responsible for the change in bond markets 
and the somewhat less enthusiastic behavior of stock 
prices, according to some observers. Others view these 
events merely as a technical correction between yields 
of bonds and stocks.

Discount rates, which when changed are often heralded 
as the Reserve System’s way of recognizing a fundamental 
change ifl business or credit conditions, have not been 
changed further in 1957. Open-market operations, mean
while, have been carried on in the light of seasonal factors 
and other circumstances. During January and February, 
the System reduced its holdings of total Government 
securities by 2 billion dollars. In March and early April, 
open-market operations did not supply enough reserves 
to take care of the increase in required reserves accom
panying the growth in bank credit and the drain on re
serves from other factors. As of late April, reserve posi
tions of banks were roughly comparable to those pre
vailing in early autumn 1956. H arry B randt
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