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The Financing of Government Securities Dealers*

The United States Government securities market is onc
of the key financial markets in this country. In this mar-
ket, the United States Trcasury raises new money for
Government operations and refinances outstanding securi-
ties. The Fedcral Reserve uses the market as the vehicle
for its conduct of opcn market operations, onc of the
major instruments of monctary policy. And many groups
of private investors use the Government securitics market
as a means of making adjustments in their liquidity posi-
tions and as an outlet for investment funds. In 1963, trad-
ing volume in United Statcs Government sccurities totaled
$429 billion (excluding direct acquisitions of ncw issues
from the Treasury and redemptions of Treasury issues,
which also run in the hundreds of billions of dollars).

The bulk of the transactions in this market is effected
through a group of dealers (including both banks with
dealer departments and nonbank dealer firms) who make
markets by buying and selling securities for their own
accounts. For such a market to function cffectively,
dealers must be willing and able to maintain large inven-
torics of securities and thus to accommodate customers
when there are no immediate offsetting transactions. With
Government securities as collateral for loans, the dealers
are able to rely very hcavily on short-term borrowings to
finance their inventorics. Since the nonbank dealers’ posi-
tions arc carried largely on borrowed funds, the cost of
financing is a major detcrminant of profits. The search for
rclatively cheap sources of financing is, therefore, a key
aspect of the dealers’ daily work. In fact, without acccss to
a country-wide and financially attractive supply of bor-
rowed funds, the dealers’ ability to carry an inventory and
make markets in Government sccurities would be seriously
impaired and the Government securities market could not
function as it does today.

A large portion of the dealers’ borrowings are arranged
on a day-to-day basis. The daily routine of arranging
new loans and repaying outstanding loans has several
important consequences. It influences (and is in tum
influenced by) the terms on which banks and other lenders

* Louise Freeman had primary responsibility for the preparation
of this article.

and borrowers adjust their liquidity positions. In addition,
it redistributes bank reserves, provides a link between sec-
tors of the money markct, and helps transmit the effects of
monetary policy throughout the country. Yet, the daily task
of financing dcalcr inventories of Government securities is
carried out so smoothly and unobtrusively that few persons
arc aware of the significance of thesc financing arrange-
ments for the moncy market. To provide some perspective
on the impact of dealer financing on the money market, this
article describes dealer financing arrangements and the
major sources of funds for dealers in the early 1960’s.

The statistics used include all short-term financing of
United States Government and Federal Agency securitics
arranged by bank and nonbank dcalcrs who report to the
Market Statistics Department of the Federal Reserve Bank
of New York.! Thesc statistics cover collateral loans (a
type of financing under which the dealer retains title to the
sccurities but transfers them to the lender or his agent as
collateral for the tecrm of the loan), repurchase agreements
(an arrangement under which the dealer actually sells the
securities but simultaneously commits himself to re-
purchase them at a price fixed at the time of the initial
transaction), and “own bank funds” (money allocated to
the dealer department of a dealer bank by the bank itsclf).

In responsc to changes in the relative cost and availability
of funds, the nonbank Government securitics dealers shift
their financing among a wide varicty of lenders, including
New York City banks, other banks, nonfinancial corpora-
tions, agencies of foreign banks, state and local govern-
ments, insurance companies, and a number of other finan-
cial institutions, In addition, the Federal Reserve makes re-
purchase agrcements with nonbank dealers when open
market policy considerations make such contracts desirable.
Bank dealers, on the other hand, tend to rely primarily on
internal funds but may also utilize repurchase agrecements

1 Since mid-1960 thc Government securitics dealers have been
cooperating in a statistical program that has included the daily re-
porting of their positions, financing, and transactions. Somc of the
dealers had prcvnou.-.ly reported to the Securities Department of the
New York Federal Reserve Bank. Most of the statistics in the article
arc released regularly by the Federal Reserve Bank of New York
and published in the Federal Reserve Bulletin.
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to attract low-cost funds from corporations and other
lenders, as well as to accommodate their customers by pro-
viding them with an investment for temporarily idle funds.

The total volume of the decalers’ daily financing require-
ments is large and highly volatile. Total dealer financing
outstanding grew from a daily average of $2.7 billion in
1961 to $3.6 billion in 1963. In addition, the actual daily
level of dealer financing runged from a low of $1.7 billion
to a high of $5.4 billion between September 1960 and
December 1963. These sizable short-run variations in total
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® Includes shurt-term financing for United States Government and
Federal Apency secugltics.

1 Includes mainly stule und local govermments, agencics of foreign
banks, insurance companics, and other financial institutions.

t Repurchase agfeements matuting in fiftecn days or less.
& Repurchasce agreements maturing in sixteen days or more.

|| Includes funds raised through repurchase agreements by dealer de-
partments to linange their positions as well as “own bank funds™.

financing are illustrated in the top pancl of thc accompany-
ing chart, although the chart in fact smooths the fluctuations
since monthly averages of daily data rather than actual
daily figures are plotted. The variation in total financing that
is shown in the chart reflects incrcascs and decreases in
dcalers’ positions, mainly in Treasury bills.

As a result of the sharp changes in total dealer financing
and the constant search for lower costs by dealers and for
better yields by lenders, the sources of dcalcr financing
change from day to day. The greatest vanations have
occurred in financing supplied by New York City banks;
the actual daily level of such financing has ranged from $2.3
billion to $179 million. On the same basis, financing from
nonfinancial corporations also has fluctuated a good deal—
from as much as $2.2 billion a day to as little as $620
million, while borrowing from banks outside New York
City has fluctuated betwecn $1.5 billion a day and $174
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million. This variation in the three largest sources of funds
for dealers is also reflected in the monthly averages of
daily data shown in the chart.

In the early 1960’s, however, the short-run shifts
among various sources of financing have tended to evcn
out over a year. During the 1950's there had been a
gradual shift in decaler financing away from New York
City banks to other lendcrs and away from loans to re-
purchase agreements, as dcalers gradually developed new
sources of financing. This process was largely completed
by the end of the decade. Thus, when annual averages of
daily data are calculated, the distribution of dealer financ-
ing by source, by type of instrument, and by type of
dealer is found to have been rclutively stable during 1961-
63 (scc table). Among the major sources of funds, non-
financial corporations provided over 40 per cent of the
dealers’ financing requirements in cach of the three years;
the New York City banks furnished roughly 25 per cent;
other banks supplied around 20 per cent; and the Federal
Reserve and other lenders contributed the rest. In each year,
repurchase agreemcnts accounted for about five eighths (or
$1.7 billion to $2.2 billion per day) of all funds raised by
dealers, while collateral loans and internal funds of bank
dealers together averaged about three cighths (or $1.0
billion to $1.3 billion per day). About four fifths of the
total represented financing of nonbank dealers and one
fifth the financing of bank dealers.

THE CHARACTERISTICS OF
DEALER FINANCING IN 1963

In deciding where and how to finance his position, a
dcaler has to consider several characteristics of the loan.
What type of funds will be provided? When will the loan
mature? Will he have the right of substitution of collateral?
What will it cost him?

TYPE OF MONEY PROVIDED. There are two types of money
that Government sccurities dealers can borrow: Federal
funds and New York Clearing House funds. When a
dealer obtains a Federal funds loan, he receives a draft on
the reserve balances of the lender’s bank at its Federal
Reserve Bank. A transfer of reserve balances occurs on
the same day as the loan, and the dealer thercfore can use
the money immediately. If the dcaler obtains a loan in
Clcaring House funds, on the other hand, he receives a
certified check on a New York City bank. This check
must be presented at the New York Clearing House, and
payment out of reserve balances of the drawee bank is
not effected until the next day. Hence, the funds cannot
be used until that day, except in transactions requiring
settlement in Clearing House funds.
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Bcefore the mid-1950's, New York City banks made col-
lateral loans to nonbank dealers only in Clearing House
funds, but three of the five major New York City banks
making dealer loans now regularly extend both Federal
funds loans and Clearing House loans. In recent years, Fed-
eral funds loans outstanding have accounted for over half of
the total collateral loans of New York City banks. More-
over, the daily change in Federal funds loans usually has
becn much larger than the change in Clearing House
loans. Similarly, agencies of foreign banks in New York
City make dealer loans in both Federal funds and Clearing
House funds. On the other hand, virtually all loans or
repurchase agreements with other lenders holding deposits
in New York City are made in Fecderal funds. Almost
invariably, borrowings from out-of-town lenders (both
banks and corporations) ar¢ Federal funds loans, because
the funds are transferred the samc day over the Federal
Reserve wire facilities. Repurchasc agrcements with the
Federal Reserve always involve Federal funds,

The use of both Federal funds loans and Clearing Housc
loans arises from the fact that both types of payment arc
used in United States Government securitics transactions.
The more recent practice of paying for short-term securi-
tics in Federal funds arosc in part because it facilitates im-
mediate adjustments in bank reserve or portfolio positions.
Naturally, it is convenient for a dealer to do his financing by
the same method by which the securitics transaction is
settled. Nevertheless, it is possible to use a Clearing House
loan to finance purchases settled in Federal funds (and
conversely). This usually involves the dealer in a purchase
and sale of Federal funds as well as in the loan arrange-
ment, but sometimes actual or expected rate diffcrentials
between rates on Clearing House and Federal funds loans
or between present and future rates on Federal funds make
this extra work worthwhile.?

MATURITY. Dealer loans also differ with respect to
maturity. Most loans and some rcpurchase agreements
(particularly repurchase agreements with banks outside
New York City) are day-to-day or demand obligations
that have no specified maturity and can be terminated at

2 In order to finance a Federal funds purchase with a Clearing
Housc loan, the dealer must buy Federal funds with the Clearing
House check received in the loan. In other words, he exchanges the
Clearing House check for another New York City bank's draft on
its reserve balance at the Federal Reserve Bank of New York. Of
course, in this case the dealer has to pay for the Federal funds at
the market rate, as well as for the dealer loan. This extra cost, how-
ever, is usually offset when the loan is repaid, if the Federal funds
rate has not changed. When the dealer sclls the securities, he por-
mally receives Federal funds, which he also sells; and he uses the
Clearing House check received in the sale of Federal funds to repay
the Clearing House loan.
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any time by either borrower or lender. The New York
City banks, however, rarely make use of this right on
collateral loans, preferring instead to discourage loan
rcnewals by raising their loan rates. Other lenders and
the dcalers do reduce demand loans at their discretion,
although thc other party to the tramsaction is usually
given notice early in the day.

Collateral loans with specified maturities of several days
are sometimes available, especially during Treasury financ-
ings; and many rcpurchase agreements (particularly those
with corporations) have specific maturity dates ranging
from one day to sevcral months. The statistics on repur-
chase agreements, however, provide only two maturity cate-
gories, those with a current maturity of fifteen days or less
and those maturing in sixteen days or more.® Long repur-
chasc agreements—those with sixtccn days or more to
maturity—have constituted between one quarter and one
third of total dealer financing during the three completc
years for which such data arc available (see tablc). The
rest of dcaler financing, consisting of short repurchase
agrecments, collateral loans, and own bank funds, has al-
most always had a maturity of fiftcen days or less. Most of
the long repurchase agreements have been with nonfinancial
corporations; a few have been with banks and other lenders.

The Federal Reserve makes repurchase agrcements with
nonbank dealers for specified periods, ranging from one to
fiftccn calendar days. United States Government sccuri-
ties which mature in two years or less arc acceptable col-
lateral for such contracts, and the dealcr cannot substitute
collateral.* Thc Federal Reserve dctermines the original
maturity of the repurchase agreement; either party may
terminatc the contract beforc maturity. In practice, the
Federal Reserve seldom cxercises its right to terminate re-
purchase agreements before maturity. In contrast, other
lenders ordinarily do not allow the decalers to terminate
rcpurchase agreements with specified maturity dates beforc
maturity, but substitution of collatcral may be permitted.

raTes. The basic rate in the cost structurc of nonbank
dealers is the rate (or rates) on collateral loans at New York
City banks. Every morning each of the five New York City
banks regularly making dealer loans posts at lcast two
dealer loan rates: one for renewals and one for new loans.*

T3 The dividing line between short and long repurchase agreements
is arbitrary; this division was sclected in part because all repurchase
apreements with the Federal Rescrve mature in fifteen days or less.

+ The Fcderal Reserve also makes repurchase agreements (with
a maximum maturity of fifteen days) with nonbank dealers on
bankers’ acceptances maturing in six months or less,

6 Sometimes a bank may post two rates for new loans, one for
Clearing House loans and the other for Federal funds loans,

On any given day the ratcs may vary from bank to bank, and
occasionally a bank may change its rate during the day.
These rates arc available to nonbank Government securi-
ties dcalers on loans secured by United States Government
securities or by other collatcral (such as Federal Agency
sccurities, ncgotiable time centificates of deposit, and
bankers’ acceptances) as stipulated by each bank at any
given time.

The rates charged by the New York City banks are
usually higher than the rates available from other lenders.
Rates charged by these banks also are frequently above
the yield the dealers are earning on the collateral, so that
dealers have a so-called *“negative carry”. This situation
also occurs occasionally, but to a lesser degree, with regard
to funds obtaincd from other sources.

The rate on funds obtaincd through repurchusc agree-
ments with private lenders is a matter of negotiation
between dealcr and lender. Rates are not posted, nor are
they published anywhere. Both lenders and dealers,
however, can get some idca of the market by “shopping
around”, and the dealers also get a fcel for the market as
lenders accept or reject the rates they offer. Moreover,
thc money market framework within which rates on
rcpurchase agreements are set—the Federal funds rate,
the dealer loan rates at New York City banks, and yields
on Treasury bills—is known to all market participants.

A nonbank Government securities dealer can usually
satisfy his credit needs from the¢ New York City banks
as a group at their posted rates, although thc volume of
loans he can obtain from any onc bank will be limited.
Accordingly, the maximum rate a nonbank dealer would
pay to another lender on a demand, or one-day, repur-
chasc agrcement depends on the dealer loan rates at New
York City banks minus the additional costs involved in
obtaining the loan elsewhere (see section on “Other Costs™).
For a bank dcaler, the maximum rate would usually be the
discount rate. The minimum rate a dcaler would find is, of
course, the yicld the lender could obtain on alternative
investments. For commercial banks this alternative is the
sale of Federal funds. For business corporations therc are
fcw, if any, suitable alternative one-day investments; but
for slightly longer periods they can buy short Treasury
bills, finance company paper, or similar securities.

Within these limits, the rates paid by a dealer on
repurchase agrcements of the same maturity may differ
on any given day because of the sizc of the loan, the
lender’s willingness to accept longer term collateral or to
allow substitution of collatcral, the time of day the loan
is arranged, or the other business the lender has to dis-
tribute. From one day to the next, the relationship of
the ratc on day-to-day repurchase agrcements to the basic

o

o
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(‘ money market rates will vary with the dealers’ financing

requirements and the supply of funds available from
lenders. In periods when the dealers expect the costs of
day-to-day money to remain unchanged, the rate offered
for a rcpurchase agrcement of a few days' duration may
be the sume as that for a demand, or one-day, agreement.

Rates on longer repurchase agrecments with specific
maturity dates—agreements that are made primarily with
corporations—are usually based on the yield on Treasury
bills with a maturity close to that of the repurchase
agreement. The rate on a long repurchase agreement
would almost invariably be lower than the dealer’s
yield on the bills serving as collateral, since the dealer
would prefer to finance securitics involving a negative
carry on a day-to-day basis so that they can be sold
readily. The spread between the rate on the repurchasc
agrecment and the rcturn on bills of comparable maturity
mainly dcpends on the yield accruing to the dealer on
the collateral, his expectations regarding yields and bor-
rowing costs, the supply of loanable funds, and the
dealer’s financing rcquirements. If the dealer is not
allowed to substitutc collateral, the rate paid the lender
would probably be lower than otherwise.

The rate charged by the Federal Reserve on repurchasc
agreements with Government sccurities dealers is usually
equal to the discount rate—it may not be lower than the
discount rate of thc Ncw York Reserve Bank or the issu-
ing rate on the latcst issue of three-month bills, whichever
is lower; there is no prescribed maximum.® A rate other
than the discount rate of thc Fedcral Reserve Bank of
New York has, in fact, been charged on only fifty-threc
days between 1955 and 1963.

The rates dealers pay on collateral loans with domestic
commercial banks outside New York and New York agen-
cies of forecign banks are somewhat below rates charged by
New York City banks, but are probably higher than rates
on repurchase agreements. The procedure varies for charg-
ing dealer departments of commercial banks for own bank
funds and for the proceeds from repurchase agreements.
Such charges, if allocated, probably would not exceed the
Federal Reserve discount rate.

oTHER cosTs. In addition to interest, the dealers have
a number of other expcnses in arranging financing, includ-
ing costs of locating funds and clearing charges. Usually
they also have to meet margin requircments.

Most of the nonbank dealers channel their securities

¢ For the latest published refcrence, see the “continuing authority”
directive of the Federal Open Market Committec in the 1963 Annual
Report of the Board of Governors, pp. 48-49,

transactions through a clearing bank. This bank accepts
and makes payment for the securitics purchased by the
dealer and, in effcct, makes a temporary (or day) loan
to the dealcr until he is able to arrange overnight financ-
ing. If the dealcr arranges a Clearing House loan when he
in fact needs Federal funds, the clearing bank may also
provide him with the necessary Federal funds. Similar
services arc provided when the dealer sells or refinances
securities. Generally, the fec for these services is a flat
dollar amount per million dollars of securities delivered.
This clecarance fec—which is imposed each time securities
are delivered—applies to outright sales, repurchase agree-
ments, and some collateral loans with out-of-town banks,
but not to collateral loans with Ncw York City banks. For
any one dcaler the fec varies with the type of sccurities
involved (lowest for bills and highest for bonds). The
fee also varies among dealers, essentially because of differ-
cnces in the cost of servicing the accounts; dealers with
the largest dollar volume of trading pay the least per dollar
of transactions. In the case of a one-day repurchasc
agreement or loan these fces add a substantial amount to
the cost of financing, but they declinc as a percentage of
carrying costs, of course, as the maturity of the repurchase
agreement increases.

In all financing arrangements, except for the occasional
unsecurcd loan, the dcalers transfer collateral or securities
to the lenders. In fact, the dealers usually provide the
lenders with collateral valued at more than thc amount of
the loan—i.e., they provide margin—and thus tic up some
of their capital. Margin requircments on collateral loans
vary among banks, but at all banks they increase with the
maturity of the collatcral. On loans at New York City
banks, for example, the margin is zero or close to zero on
the shortest securities, whilc even on the longest bonds the
dealers rarely put up margin of morc than 3 per cent.

The margin provided to private lenders on a repurchase
agreemcnt probably tends to be less than that on coliateral
loans with New York City banks. Indeed, some corpora-
tions value Treasury bills at par for repurchase agree-
ments, which in effect gives them a negative margin since
bills arc discount securities and trade below par. Other
corporations require no margin and value bills at markct
prices. When margin is provided, it tends to incrcase with
the maturity of the sccurity sold under rcpurchase agree-
mcat. The Federal Reserve always requires margin for
repurchase agreements with dealers.

REPURCHASE AGREEMENTS WITH CORPORATIONS

Nonfinancial corporations, one of the most important
sources of financing for Government securitics dealers,
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supply funds almost entirely through repurchase agree-
ments. In 1963, funds provided by corporations averaged
$1.5 billion a day, or 41 per cent of all financing of bank
and nonbank dealers, as shown in the table. To corpora-
tions, rcpurchase agreements with Government securities
dealers are a liquid assct peculiarly adapted to certain of
their needs. To the dealers, rcpurchase agreements with
corporations are a relatively cheap source of financing,
which also provides their corporate customers with a de-

sirable asset.
REASONS WHY CORPORATIONS MAKE REPURCHASE AGREE-

MENTS. Corporations hold cash and interest-bearing liquid
asscts for a number of reasons. First, they need cash or
liquid assets that can readily bc converted into cash to
meet incomc and other taxes, dividends, payrolls, and
other scheduled business expenditures. Since the timing
and the approximate amount of many of these payments
are known well in advance, corporations can accumulate
assets in anticipation of the payments as income is eamed.
Corporations may also accumulatc liquid asscts in periods
when their net cash flow is large, thus building up a gen-
eral liquidity rescrve against unspecified nceds.” Sometimes
the proceeds of bond or stock issues may be temporarily
invested in liquid assets until the funds are needed in the
business. In addition, interest ratcs may influence decisions
to hold liquid assets in a number of ways. For cxample,
relativcly high interest ratcs may induce corporations to
hold morc of their liquid assets in the form of earning as-
sets; interest rate differentials may influence their choice
among earning assets; and expectations of rising rates may
cause them to shorten maturities or increase cash holdings.

Corporations may hold repurchase agreements for any
of these reasons, but repurchase agreements have advan-
tages over other asscts which make them an especially
suitable form in which to accumulate funds for specific
payments.® First, the maturity of the rcpurchase agree-
ment can be tailored to thc corporation’s payment sched-
ule, thus eliminating thc market risk implicit in holding
liquid asscts that would have to be sold. This factor is
especially attractive when a corporation expects prices of
money market assets to fall. Second, repurchase agree-

7 In the 1950's, for cxample, corporations built up these liquidity
reserves in business recoveries when retained earnings and deprecia-
tion tended to exceed cxpenditures on inventories and plant and

uipment. In the later stages of expansion and during recessions,
when capital expenditures tended to surpass retained earnings and
depreciution allowanccs, liquid assets were reduced to meet expendi-
tures.

81t should be recognizcd. however, that the corporation assumes
the credit risk, remote though it may be, that the dealer will fail to
live up to his contract to repurchase the securities,
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ments can be arranged whencver the corporation has the ‘

funds. Finally, they may provide relatively attractive yields.

Direct purchases of Treasury sccuritics are sometimes
less desirable than repurchase agrcements, because a cor-
poration cannot always obtain a maturity date which fits
its schedule of payments. To be sure, tax anticipation bills
—which can be turned in for payment of Federal income
taxes—are usually available for March and June tax
dates and occasionally also for September and December
tax dates; special bills maturing on the fifteenth of Jan-
uvary, April, July, and October were available in the period
under review; and a new scrics of bills with month-cnd
maturities was introduced in August 1963. The regular
weekly Treasury bills, however, mature only on Thurs-
days. Furthermore, a corporation in need of an investment
outlet may not always be able to buy bills with dcsirable
maturities at going rates in thc sccondary market,

Finance company paper, another altcrnative short-term
investment, has some of the advantages of repurchase
agreements. For example, the corporation can select the
maturity date, within the range offered by the finance
companies. Moreover, corporations can obtain finance
company paper whenever wanted, since financc companies
prefer to regulatc the volume of paper by adjusting their
rates rather than by refusing to scll paper. Also, the yields
on finance company paper are higher than those on re-
purchase agreements except when finance companies are
trying to discourage corporations from buying paper.
There is, however, a modcst increase in credit risk with
finance company paper and, in contrast to rcpurchase
agreements, short maturitics (less than five days) are
seldom availablc.

Negotiablc time certificates of deposit (C/D’), issucd
by commcrcial banks, have been available since early
1961 either on original issue or in the sccondary market,
The corporation can obtain any maturity date it wishes if
the C/D is purchased on original issue from a bank, but
usually the rates have not been competitive with rates on
close substitutcs on maturitics under three months or at
times six months. Shortcr C/D maturitics can be pur-
chased in the secondary market at better yields, but the
amounts available are usually limited and the desired
maturity date may bc unobtainable.

That corporations do indced use repurchase agreements
as a means of accumulating funds to meet specific pay-
ments is shown by the sharp dccline in repurchase agree-
ments with corporations on thc major tax and dividend
dates and on other payment dates. Corporate repurchasc
agreements have also moved with sales of manufacturing
corporations, probably reflecting the tendency for cor-
porate outlays to vary with sales,
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(‘ THE DFALERS' ATTITUDE TOWARD REPURCHASE AGREE-

MENTS WITH CORPORATIONS. From the point of view of
thc nonbank dcalers the major advantage of short re-
purchase agreements with corporations is, of course, their
low cost, compared with loans from New York City banks.
Bank dealers may also at times find repurchase agree-
ments with corporations the cheapest or most acceptable
source of funds,

In the case of long repurchase agrcements, the cost is
sometimes less than the cost of day-to-day repurchase
agrccments and of collateral loans. In addition, long re-
purchase agreemcnts with the privilege of substitution
of collateral may be an especially attractive method of
financing when dealers cxpect day-to-day borrowing costs
to rise. There are also, howcver, long repurchase agree-
ments that are not regarded as a financing method at all
but rather as a transaction in which the dealer acquires
securities he would not otherwisc hold in order to accom-
modate a customer who wishes to arrange a repurchase
agrecment. In such a case, of course, the dealer expects
to make a profit on the spread between the yield on the
securitics and the ratc he pays the customer.

In making long repurchase agreements the dealer as-
sumes a pricc risk, particularly if the rcpurchase agree-
ment runs for several weeks or more, if the maturity of

"\ the collateral appreciably exceeds that of the rcpurchase

agrcement, and if substitution of collateral is not per-
mitted. In such a case the dcaler is unable to scll the
collateral should its price fall, so that a loss may be in-
evitable. Dealcrs, thercfore, prefer to have the right of
substitution of collatcral in a long repurchase agreement,
which gives them the chance to shorten the maturity of
the underlying collateral if they sec prices declining. Even
without the right of substitution, however, the dcalers can
sell the sccuritics for future delivery or sell short, thus
hedging against possible losscs although at additional cost.

FINANCING FROM
NEW YORK CITY COMMERCIAL BANKS

The commcrcial banking system as a whole supplies
thc Government securities dealers with a larger volumec
of funds than corporations, but the banking system is not
composed of a homogeneous group of lenders. The views
and actions of New York City banks in regard to dealer
loans differ sharply from those of most banks outside New
York City, as do the characteristics of financing provided
by these two groups of banks. In addition, the impact of
dealer loans from banks on the moncy market is not the
same in the two cases. For these reasons, New York City
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banks and other banks are considercd as scparate groups
of lenders. It should also bc noted that the aggregate data
on financing obtained from all New York City banks reflect
by and large the behavior of those five banks which regu-
larly make loans to nonbank dealers, and that of the dealer
banks. (The latter groups partially overlap.)

New York City banks ulone provided dealers with a
daily average of $0.9 billion in 1963, as the table shows.
Although this was a larger dollar volume than in 1961
and 1962, it represented approximately the same propor-
tion of total dealer financing requirements as in those
years—roughly one quarter. The funds supplied by New
York City banks included collateral loans to nonbank
dcalers, a very small amount of repurchasc agreements,
and funds allocated by the New York City dcaler banks
to their own dealer departments.

DEALER LOANS AND RESERVE ADJUSTMENT. For com-
mercial banks, loans to nonbank Govermment securitics
dculers are an integral part of rescrve management—the
task of adjusting short-term bank asscts and liabilities to
kecp cash reserves at the desired or required levels. Mem-
ber banks of the Federal Reserve Systcm must maintain
a fixed purcentage of their time deposits and nct demand
dcposits® in the form of either vault cash or balances at
their Federal Reserve Bank. These requirements have to be
covered on an average basis over a week for reserve city
banks and over two weeks for other banks. Since reserve
balances arc constantly fluctuating, each bank must make
offsetting adjustments in short-tcrm assets and liabilitics
to restore the required or desired level of reserves. The
means most suitable for such adjustments are Federal funds
(balances at the Federal Reserve Banks), Treasury bills,
dealer loans, correspondent balunces, and, if and when ap-
propriate, borrowing from the Federal Rescrve Banks.

The choice among these alternatives will depend on
their relative costs, the length of time the surplus (or
deficiency) is expected to last, the availability of the in-
struments, and the preference of the bank. The return on
dealer loans is frequently equal to, or higher than that of,
other reserve adjustment media (usually with the excep-
tion of longer maturitics of Treasury bills). For banks as
well as for corporations, dealer loans have the merit of
being suitable for either one-day or longer term invest-
ment, In contrast, the transactions cost of buying and
selling Treasury bills—reflected in the dealers’ spread
between bid and asked prices—discourages the use of
Treasury bills for very short-run adjustments, while the

o Gmss dcmand deposits minus cash items in process of collection
and minus demand balances at other domestic banks.
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costs of repeating paper work every day is a disadvantage
of using Federal funds for rcserve adjustments lasting
several days. The possibility of making dealer loans, how-
ever, may be limited when dealer positions are low. Morc-
over, dcaler loans arc usually limited, in practice, to the
larger banks because dealers naturally prefer arranging for
a small number of large loans.

THE NEW YORK CITY BANKS’ POLICIES TOWARD DEALER
Loans. When the New York City banks that are active in
dealer financing seek to adjust their rcserve positions
through dealer loans, they do it primarily by changing their
new and rencwal dealer loan rates. After considering its
expected rescrve position, the structure of money market
rates, and the dealers’ probable nceds for loans, each of the
five major lending banks decides every morning whether to
encourage or discourage dealer loans. The dealer loan rate
is set accordingly: when it is well above the expected Fed-
eral funds rate, for example, dealer loans will be dis-
couraged. (The Fedcral funds rate represents the cost to
the bank, if it has to borrow to finance the dcalers, and the
alternative yield it gives up in undertaking such financing;
and it also approximates the ratc the dealers pay on short-
term repurchase agrcements with other lenders.)

Even if a bank has set rates that hopefully will discour-
age dealer loans, it stands rcady to make loans at these
rates. Some of the New York City banks may at times limit
the volume of loans they are prepared to make at posted
rates, but at lcast one bank is almost always willing to make
an unlimitcd volume of Federal funds loans at its posted
rates to the dealers as a group (while nevertheless limiting
the volume of loans to any one individual dealer—as banks
do with any borrower). The New York City banks, in other
words, are willing to make dcaler loans, even though such
loans may cause reserve deficits that have to be offset by
borrowing or by sclling money market assets. A rise in
dealer loans at the New York banks does, in fact, often
result in an increase in their borrowings in the Federal
funds market as reserve losses are offset. Similarly, a reduc-
tion in dealer loans frequently has the opposite effect. In
such cases, the five New York City banks thus accommo-
date dealers “at the expense” of their own reserve positions,
although at rates profitable to themselves.

NEW YORK CITY BANKS AS LENDERS OF LAST RESORT. As
a result, thc New York City banks as a group have come
to serve as the lender of last resort for Government securi-
tics dealers. Collateral loans at New York City banks are
a considerable convenience for the dealers, primarily
because loans can be arranged even late in the day and
because collateral is easily recovered from these banks.
Indeed, to facilitate cash trading—payment and dclivery
on the day the contract is concluded—most dealers re-
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serve part of their financing for New York City banks even U

if funds are readily available at lowcr costs clsewhere. In
addition, as noted carlier, the transactions costs on col-
lateral loans at New York City banks are rclatively low.
Nevertheless, short-term money is usually available to the
dealers outside the New York City banks at rates low
enough to compensate for the higher clcaring costs and
lesser convenicnce of such financing,

As a result, the normal procedure each moming is for
the nonbank dealers to borrow as much as possible of the
day’s requircments (above a certain minimum) from
lenders other than New York City banks as long as costs
are below the rates charged by these banks. The residual
is then financed at New York banks. Sometimes, of course,
the renewal ratc or new loan rate of some of the New
York banks will be low enough to induce dealers to bor-
row from them early in the day without scarching for
other lenders. As a general rule, however, thc New York
City banks are residual lenders to whom the dealers turn
when other lenders cannot provide enough money to
finance a large increase in total borrowings or to offsct
periodic withdrawals of funds by corporations. The simi-
larity betwecn movements in total dealer borrowing and
borrowing from New York City banks is illustrated in the
top panel of the chart on page 108, while the bottom panel
shows that the sharc of dealer financing obtained from
New York City banks has been high when reliance on
corporations has been low.

OTHER SOURCES OF FUNDS

OTHER COMMERCIAL BANKS. Banks outside New York
City have also been a major source of funds for Govern-
ment securities dealers, supplying a daily average of
from $0.6 billion to $0.8 billion (20 to 23 per cent) of
dealer financing in each of the last three years (1961-63).
More than half of these funds were provided through re-
purchasc agreements, while the remainder represented
funds allocated by the Chicago dealer banks to their dealer
departments and collateral loans to nonbank dealers.

The willingness of banks outside New York City to
supply funds to Government securities dealers dcpends
primarily on the reserve position of the banks and on the
rclative return on dealer loans. Those banks outside New
York that make any dcalcr loans at all arc usually adjust-
ing their own positions (and hence may be termed
“adjusting” banks) because they change the volume of
dealer loans in order to restore reserves to the desired level.
In contrast to New York City banks, these banks typically
do not accommodate the dealers by increasing dealer loans
if they expect such an increase to force them to borrow
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: @nore heavily. There are somec out-of-town banks, how-

ever, which do borrow in the Federal funds market to
maintain a minimum level of dealer loans. With any
given amount of short-tcrm surplus rescrves, the volume
of dealer loans made by thesc banks will vary with the
relative yield and availability of such loans, compared with
other reserve adjustment media (as noted previously).

As a result of the banks’ attitudes toward dealer loans,
combined with the dealers’ readiness to borrow outside
New York, dealer financing from banks outside New
York has incrcased when the banks experienced tempo-
rary rescrve gains—for example, at midmonth when float
increases. In addition, funds supplicd by banks outside
New York have increased when the dealers’ borrowing
requirements rose (see the top panel of the chart). At
such times the dealers intensified their efforts to locate
banks outside New York City with surplus rescrves, and
thcy probably paid the banks higher rates relative to
rates obtainable on other reserve adjustment media than
at other times.

moe reberal meserve, The Federal Reserve, at its
own discretion, makes rcpurchase agreements available
to the nonbank Government securities dealers when the
System wants to prevent undue tightening of money market
: conditions in periods of scasonal pressures or to satisfy

d::mporary reserve needs. In addition, the Federal Reserve
| as temporarily supplied somewhat longer term reserve
necds through repurchase agreements on occasions when
outright purchases of bills might have had a particularly
strong downward impact on rates. When dealers’ inven-
torics are low or funds are available elsewhere at lower
rates, however, the Federal Rescrve may not be able to use
repurchase agreements as it desires: dealers may not take
the money offered or may terminate the agreements prior to
maturity, On a daily average basis, the Federal Reserve
supplics only a small part of dealers’ necds. Such repur-
chase agrcements were at a record level in 1963 yet aver-
aged only $114 million a day (3 per cent) of total dealer
borrowing.

omners. All lenders other than those discussed so far
supplied dealers with an average of $274 million a day
in 1963, or slightly less than 8 per cent of their needs.
About one quarter of this financing took the form of
collateral loans, which probably came mostly from New
York agencies and branches of foreign banks. These
agencies lend to Government securities dcalers when they
have excess funds. Also in the category of other lenders
are state and local governments, insurance companies,
and other financial institutions. For thesc lenders, dealer
loans may be an alternative to holding idle cash over a
_week end, a mcans of investing cash in anticipation of
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fixed payments, a temporary investment for the proceeds of
a security issue, or a way of waiting out cxpected changes
in interest ratcs. These considerations resemble those that
influence corporations.

THE IMPACT OF DEALER FINANCING
ON THE MONEY MARKET

The characteristics of the dealer financing mechanism
make it a primary channel for the daily redistribution of
short-tcrm funds throughout the economy and a major link
among the gcographical and institutional scctors of the
moncy market. Dealer financing results in heavy daily
money market activity, since dealers change their positions
—and hencc their financing requirements—every day in
response to Treasury financings, Fedcral Reserve activity,
customers’ needs, or their own appraisal of the market. In
addition, because of the short average maturity of outstand-
ing loans, either the dealers or the lenders can initiate a
heavy turnover of outstanding loans on any given day. The
fact that dealer financing activity is likely to redistributc
funds among a wide varicty of lenders clearly contributes
to the important role of such financing in the money mar-
ket. The dealers’ sensitivity to costs, furthermore, insures
that they will take advantage of the short-term nature of
the loans and the diversity of the lendcrs to obtain low-cost
funds, thus making the moncy market as a whole a more
scnsitive tool for both borrowers and lenders.

An illustration will help to show how dealer financing
redistributes bank reserves on a daily basis. If bank re-
serves are flowing from the New York banks to those out-
side the City, the New York City banks can post relatively
high rates on dealer loans, which encourage the dealers to
arrange ncw loans or rcfinancc cxisting loans with other
lenders. If they succeed in arranging new financing outsidc
New York and are therefore able to repay loans at New
York City banks, a reflux of reserves into New York will
be caused by dealer activity.

The process by which the dealer loan mechanism helps
spread the cffects of Federal Reserve open market opera-
tions throughout the banking system is very similar. For
example, when the Federal Reserve sells Governments
to the dcalers to offset the usual midmonth expansion of
bank reserves arising mainly from an increase in float,
the dealers will have to finance these sccuritics or rescll
them. Either action souaks up the exccss funds that the
Federal Reserve was sccking to absorb and transmits the
impact of the Federal Reserve’s sales to banks throughout
the country. Furthermorc, at this time the dcalers may also
refinance securitics previously purchased with banks out-
sidec New York which hold temporary reserve surpluses.
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Since dealer loans are a major outlet for excess funds,
changes in the demand for dealer loans or in the supply
of funds sccking temporary investment heavily influcnce
closely related sectors of the moncy market, such as the
markets for Federal funds and Trcasury bills. A sharp
increase in dealers’ positions, for cxample, may cause an
increase in the New York City banks’ dealer loans even at
higher lending rates, thus lcading these banks to buy more
Fedceral funds and place upward pressure on the Federal
funds rate. And dealers who have unusual difficulty in
finding financing may intensify thcir cfforts to sell
Treasury bills, thus perhaps producing interest ratc in-
creases in this area.

The Manager of the System Open Market Account gives
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close attention to developments in dealer financing in de-
ciding what actions are nccessary to implement the policy
directives of the Federal Opcn Market Committec. Traders
at the Federal Reserve Bank of New York talk to the non-
bank dealers frequently throughout the day to follow their
progress in mecting financing requirements. These reports
on the availability and cost of money from banks and other
lenders provide the Manager with one indication of the
balance being struck in the moncy market between the de-
mand for bank reserves and the supply of them. Altogether,
the scale of Government securitics dealers’ financing necds
and the flexibility of their financing arrangements make the
dcaler borrowing mechanism a factor of prime importancc
in influencing and reflecting the statc of the money markct.





