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EASY MONEY

Bm M M .in IfaBML Ja&Sl
Money rates are at an extraordinarily low level. As is shown by 

the attached table, rates on various classes of loans and open-market in
vestments declined substantially between 1929 end 1936 and declined somewhat 
further since then. The most drastic declines have been in short-term open- 
market rates. Rates on Treasury bills and Treasury notes have approached 
sere and in certain periods these obligations have been selling at negative 
rates. Yields on bonds of all kinds hare also declined. Rates on commercial 
loans by banks in leading cities, which were exceptionally high in 19̂ 9» 
dropped abruptly between that year and 1936. Further declines have not been 
reported since that time, but many loans to well-established customers are 
being made at rates lower than those reported. All kinds of real estate 
loans have also declined in yield, but are still at levels that are rela
tively not low.

For Indomaents
For some time past the lower returns on first-class investments 

have constituted an acute problem for all kinds of endowed and fiduciary 
institutions. Insurance companies have difficulty in finding what they con
sider satisfactory investments} beneficiaries of trust funds have had their 
incases seriously curtailed, and universities and other institutions of 
learning, as well as charitable foundations and all kinds of other endowed 
organisations« have had difficulties in meeting their budgets. Some of the 
adjustments that have been made to the lower level of returns on investments 
are a necessary recognition of the fact that the economic position of the 
country has radically changed. From a debtor country it has become a credi
tor country* Instead of having a limited supply of reserve money it has a great abundance of reserve funds. Kates which were normal a decade or two 
ago would be clearly out of line with present-day conditions. The great in
crease in available capital has radically changed the relationship between 
the supply and the demand for long-term funds, and capital may well find it 
necessary to be satisfied with a lower return than was to be expected at a 
time when the country was still experiencing a scarcity of investment funds. 
The fundamental adjustment has now been made, however, and further declines 
endanger the functioning of the capitalistic system, a fundamental principle 
of which is that invested capital is entitled to a reasonable return.

There has been a good deal of criticism of easy money by banks 
which have viewed with apprehension the disturbance of the rate structure to 
which they have been accustomed. Nevertheless, it should be recognized that 
the readjustment downward of certain rates which have been too high was neces
sary, particularly in reducing the cost of money to local borrowers in smaller
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cities and in rural district*« It is also true that, as a result of avail
ability of Ciovemment securities, of the decline in losses and the increase 
in recoveries of items previously written off, together with reduced pay
ments of interest on deposits, banks have had reasonably good earnings in 
recent years* further declines of the higher long-term rates, however, and 
continuance of excessively low rates on large loans and open-market invest
ments make the problem & serious one for toe bariKS.
U i M U m n J m s s x

Aside fro« the point of view of the lenders as to returns on their 
money, the very low level of interest rates now prevailing may contribute to 
unhealthy inflationary developments if they should get started. The situs* 
tion is a very different one from the period of deflation «hen abundance of 
funds at as reasonable rates as possible was a means of combating the down
ward spiral» with business and employment increasing, with the prospect of 
a broad and rapid recovery, the possibility must be faced that the availa
bility of funds at excessively low rates would tend to encourage unsound 
expansion,

Reasons for Low Bates
In the light of these circumstances, a careful review of the 

reasons for the excessively low rates and of System policy in relation to 
it is appropriate, with a view to formulation of a policy for the immediate 
future and for the longer range.

the System's so-called *easy money* policy in the last ten or 
eleven years may be reviewed from several angles, the tern "easy money8 has 
four different meanings which ar« not always clearly distinguished. It is 
sometimes used in describing efforts to combat deflation» sometimes in refer
ring to the reduction of money rates, at other times it refers to a policy 
of providing abundant funds for lenders, and still another meaning is one 
that has reference to the possibilities of inflation, the System’s policy 
in general has been directed primarily towards the furnishing of abundant 
funds, without special reference to money rates.

In the four years from 1929 to 1933 the System was combating de
flation* Baring that period a rapid decline in money rates was encouraged 
by System policy. With the exception of a brief period in the autumn of 
1931# after England went off gold» the System pursued & policy of easing 
credit conditions and adding to the volume of available funds. This was for 
the purpose of helping to arrest the violent deflation which was under way. 
The System reduced its discount rates and made large purchases of Government 
securities. Most of the funds released by the System, however, did not in
crease member bank reserves» but merely helped the banks to meet the foreign 
demand for gold» and the domestic demand for currency for hoarding» and at 
the same time to reduce the member banks4 indebtedness to the Federal Reserve Banks. It was a period of tight not easy money in which the federal Reserve 
System was attempting to moderate existing bad conditions«
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By the autumn of 1933 toe banks had reduced their indebtedness to 
the Federal Reserve Banks to & small amount, gold and currency had begun to 
pour back Into the banking system, and funds began to accumulate in the form 
of excess reserves. In November 1933 member banks had #800,000,000 of re
serves in excess of requirements. Since tout time the System has not added 
in the net to its portfolio« bat on the contrary has substantially reduced 
it. The continuous growth of member bank reserves from 1933 to 1940 has 
been due chiefly to the inflow of gold from abroad and to a lesser degree to 
silver purchases by the Government. The banks have been out of debt and all 
the funds added to reserves have helped to support the growing volume of 
deposits and to build up an extraordinary volume of excess reserves.

The excess reserves« therefore, are attributable chiefly to toe 
gold inflow. As is veil known, much of the gold has come as the result of 
an export balance of trade, fte h&ve sold more goods than we have purchased,
AS a creditor nation to which payments are constantly being made from abroad 
on interest and principal of indebtedness, we would have to have an import 
balance of commodity trade if we do not wish to be recipients of gold. Our 
tariff policy, which was conceived at a time when this was a debtor nation, 
is not adapted to our new condition and its continuance has contributed in no 
small measure to toe inflow of gold. Much the greater part of gold, however, 
has come not in settlement of commodity trade balances, but in the form of 
capital seeking asylum from disturbed conditions abroad.

Large-scale Government expenditures financed to a considerable ex* 
tent by borrowing from banks has also been a factor in toe decline in rates, 
because it has created a large volume of deposits in the hands of the public 
available for investment, Government deficit financing does not increase 
member bank reserves, as is sometimes stated. On the contrary, it creates 
deposits and, therefore, increases the volume of required reserves and reduces 
excess reserves. It does, however, when it takes the form of borrowing from 
banks, create a large volume of funds in the hands of the public that presses 
on the investment market and tends to reduce yields on fixed interest obliga
tions.

All these factors have greatly contributed to the building up of a 
supply of funds. On the other hand« the demand has not been adequate to 
absorb this growing supply, B&nk loans have been in small volume owing to 
the low level of business activity. Investment has lagged behind, partly 
because of scarcity of opportunities and partly because of caution induced 
by lack of assurance of successful business operations. The situation has 
been one in which persons with adequate credit standing were not borrowing, 
while persons and institutions which wished to borrow lacked the necessary 
basis of credit.

A great deal has been done by the Government to relieve distressed 
conditions of borrowers on farms and urban homes and this has greatly im
proved not only the status of the borrower, but also toe financial condition 
of toe lenders. Nevertheless, the policy of Government agencies to borrow 
at toe low rates available to the Government and relend to the public at what 
looks like very low rates to business lenders has been one of the factors 
depressing money rates. ihile the emergency refinancing has done a great
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deal, o f good from the public point of view, even in the fie ld  o f Government 
credit agencies the time has come when the lending policy of these organiza
tions should be carefully reconsidered in the ligh t of changed condition«.

Becent System Policy

The System has shown continuously an awareness of the dangers of 
in flation and has not been interested in low rates as such, particularly on 
short money.

An indication of the System’ s attitude toward short-term open- 
aarket rates is  given by the fact that in 1939 i t  allowed it s  entire port
fo lio  o f $$00,0009000 of Treasury b i l l s  to mature in order to increase the 
supply o f these b i l l s  available and relieve the pressure that was forcing 
these rate« below a no-yield level*

The System has been interested in maintaining funds abundant for 
a l l  legitimate enterprises at a time when business recovery has been incom
plete. At the same time i t  has been aware of the possib ilities of inflation  
arising from an over supply of funds. In 1935 the power to raise reserve 
requirements was obtained in order to absorb some of the reserves on which a 
further expansion could occur. 3he power which Congress granted to the Board 
in tois matter was limited to doubling the reserves, and in 1936 and 1937 the 
System used this power to the fu l l .  In the spring of 1938 it  reduced require
ments by one-eighth as a part of a general government program for dealing with 
deflationary developments at that time. But this reduction was of no partic
u lar consequence because the System retained the power to reabsorb the re
serves thus released and because desterilisation and further large gold im
ports soon increased bank reserves to a point via ere the System** power was not 
adequate to control them. The Chairman of the Board of Governors opposed the 
s ilve r purchase policy, and tried  to obtain authority for discouraging the 
inflow of foreign capital which was the most important single cause of the 
growth of excess reserves. The Board has constantly pointed out to Congress 
and to the public the need for adequate powers fo r controlling reserve*. 
Particularly in its  annual report fo r 1938 the Board stated emphatically that 
i t  would not be in a position to discharge its  responsibilities unless it  
were given adequate authority to deal with reserves.

IZ2KEM

The important question, however, is  ufaat can and should be done now 
in order to prevent further declines in money rates and to increase somewhat 
those rate* that are excessively low* It  would seem that the f i r s t  necessary 
action would be to make strong representations to Congress for obtaining ad
ditional powers overreserves. In the second place the System should recommend 
the discontinuance of the policy of s ilv e r purchase*} th ird ly, i t  should give 
careful study to  the question of gold policy, particularly after active war
fare stops. I t  would seem that for the present purchases of gold are prin
cipally from England and there would be no support for depriving England of 
this means of obtaining necessary armament, After the war stop*, however, 
the question o f the gold purchase policy w ill  heve to be reconsidered in the
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light of world conditions as they merge from the conflict»
the System’* policy in regard to open-market operations has for 

some time past been one of attempting to maintain orderly conditions in the 
Government security market end indirectly in the entire capital market. 
Purchase* of Government bond* during the drop in the market after the out
break of the World War have been offset to a very large degree by «ale* mad* 
at times «hen the market has been strong and the demand for securities has 
exceeded the supply. Some further reduction in securities may be desirable 
and feasible, but it should be pointed out that if the System’s earning as
sets fell to the point «here it did not earn enough to meet its expenses, 
this would either diminish the System's financial independence or else make 
it necessary for it to discontinue or charge for many services to business 
which it now performs free of cost to them.. So long as membership in the 
Federal Reserve System is optional it is doubtful whether much can be ¿ac
complished in the way of service charges without encouraging some bank* to 
leave the System*

In the field of public finance it is clear that in present condi
tion* everything should be done to encourage such financing as is done by 
borrowing to come out of savings and not through the creation of additional 
bank credit. This means that the System should use its influence with the 
treasury in the direction of issuing long-term obligations which more gen
erally are purchased by investors rather than short-term obligations which 
are more likely to be absorbed by hangs* It should encourage the issuance 
of savings bonds with current income coupons in order to induce small savers 
who wish to have current income on their savings to purchase Government bonds.

Finally, the System should consider the point at which further 
governmental expenditures should be met out of taxation rather than from 
borrowing. This should be done as soon as it becomes clear that further 
addition* to the income stream through Government financing no longer in
creases the nation’s real income and is beginning to result in a rise in 
prices. It would appear that when the national income reaches the level of 
95 or 100 billion dollars it will become safe to balance the budget out of 
existing or newly imposed taxation. Provision for this situation should be 
made promptly since the formulation of tax measures is a lengthy process, 
and certain new taxes become fully effective only after a lapse of more than 
a year from the time the laws are passed. The System should be prepared to 
make its views on this subject known to the Congress.
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Open-market short-ter® rates*
Prime comaercial paper (4-6 mo.) 
0« S. Treasury bills (new Issues) 
U. S. Treasury nates (3-5 yr.)

1929 1936
Tannual averages)

High-grade bond yields*
U. 5« Treasury 
Municipal,
Corporate (Moody1» Aaa)

Bank Loan rat ess
Coamercial loans of eity banks:
New York City
7 Other Northern and Eastern cities 
11 Southern and Wèstern cities 

horn* of county national banks: 
Northern and Sastern States 
Southern and Western States

Lower-grade corporate bond yields 
(Moody's Baa):

Industrial 
Railroad 
Public utility

Farm loan rates! J/
Short-and int armediate-t ermi 
Production credit associations 
Banks for cooperatives 
Co&raodity Credit Corporation Mortgages:
Federal land banks
Federal Farm Mortgage Corporation
Large life insurance companies Lj

Urban real estate mortgage rates* J/ 
HOLC (home mortgages;
Insured by FHA (home mortgages)
Large life insurance companies

5.85

3.60
4.27
4*73

5.765.82
5*93
6.1
7.1

6.02
5.935.76

5.50*6.00
J/5.63

j/5.69

0.75
0.14
1.11

2.65
3.07
3.24

1.72
3*043.40
5.4
6.5

4.07
5.55
4.67

5.00
2.00-4*00

4.00

3.50
5.00
4.84

5.00
1/5.00
4*67

Sept. 1940 
{.monthly 

average) 
0.56 
0.02 
0.48

2.18
2.442.82

2/2.14S/<:.56
1 3̂.43

i/5.2 ¿/6.2

4.06
5.99
3*94

4.50
1 .50-4 .0 0

3.00

3*50
3*50

é/4.65

4*50
1/4.50
j/4.50

1/ Average yield' on 3-6 issfch' Treasury certificates*
¿[/ For commercial loans of city banks, figure for September 1940 quarter.

For loans of country national banks, figure for 1938; available data indica 
Interest rates in effect at end of year or month .Kittle change in 1939 &*4v 

hj Hearings before the Temporary National Iconomic Committee,76th Cong. «Third 
Sess., Part 10-A, Feb. 12, 1940* Average contract rate on new mortgages 
after deduction of any payments out of interest for commissions for ac
quisitions of mortgages: for farm mortgages as reported by 12 companies, and for urban real estate mortgages, by 24 companies.Figure for 1932« earlier figures not available*
Figure for 1938.
Haytmim rate, excluding insurance premium of 3/2 of one per cent.
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u
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Canada United State» U.S. on cm?
parable bhsle

i a
.. 11*3 millions 130 million*

6 billions 92 billion«
1.4* * 20 m 21 billions
1*9* - 26*5 m 28.5* *
1*5 « 12 m 22.5 •

,. 418* millions 14.5 * 6.2 s
3 billions 67 « 45 «

Adjusted Demand Deposits and
1.4 • 47d) « 21 •

♦If, as estimated, Canada must also finance about 900 millions of aid to 
Britain, her total outlays will be about 2.6 billions. On a comparable basis 

the United States would be spending 39 billions instead of 28.5.
The budget figures given above are taken from budget estimates (some re

vised) and are all for the fiscal year 1941-1942.
In June Canada floated a Victory Loan of 600 millions (10-yr, 33» bonds 

and 5*1/2 year 2.19$ bonds) and offered conversion privileges on 134 millions 
of maturing issues. They got 730 in cash and 106 was converted, making a 
totsl of 836 millions. On a comparable basis, we would raise 10.95 billions 

of ,BaMt.nwaay.jiwl...fi(«vggt..XiL59 billions, or a total of 12.5 billions.
(̂ )Xxclusive of 950 millions of Government deposits.

November 1?, 1941
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