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Techniques of Member Bank Borrowing at the Federal Reserve

When the Federal Reserve System was founded fifty
years ago, one of the primary objectives was to provide
the United States with an elastic supply of money and
credit that would cxpand and contract with the legitimate
necds of business and agriculture. The System’s founders
envisaged that thesc objectives could be attained largely
through the discount mechanism, with member banks ob-
taining short-term credit accommodation at the “discount
window” of the Federal Reserve Bank—in times of stress,
to mect seasonal needs, and in other times of rising credit
demands.

With the far-rcaching changes in the economy and in
the financial structure of the country that have taken place
since 1913, the System's basic objectives have become
considerably broader. For many years these have been to
promote sustainablc economic growth, a high level of em-
ployment, and rcasonable price stability. More recently,
the defense of the international position of the dollar has
also become a major consideration, The instruments and
techniques used to seek these goals have also undergone a
significant evolution; most notably, open market opera-
tions have become a major instrumcent for implcmenting
monetary policy.

This article does not attempt to discuss in any detail
these changes in objectives and instruments, but mercly
sccks to focus attention on certain technical aspects of
member bank borrowing at the Federal Reserve—that is,
on the potential use, in today’s financial environment, of
customcr paper as collateral with the Federal Reserve. To
provide some perspective, however, it should perhaps be
briefly noted that the discount mechanism nowadays con-
tinucs to fulfill a key function. In particular, the avail-
ability of Federal Rescrve credit enables member banks
to maintain their reserves at the Jevels required by law in
the face of sudden withdrawals of deposits, of seasonal
demands for credit beyond those which can reasonably be
met by the use of the bank’s own resources, or of other
unusual situations and exceptional circumstances. By les-
sening greatly the risk to member banks of having to

liquidate assets precipitately, the smooth day-to-day func-
tioning of the credit and capital markets is facilitated.
Furthcrmore, shifts in monetary policy are likely—in the
first instance——to have an uncven effect on different indi-
vidual banks or groups of banks. By enabling member
banks to effect orderly adjustments in their asset positions
in response to changes in over-all reserve availability, the
discount mechanism enables the System to change the di-
rection of policy more readily than might be the case in
the absence of the discount window.!

GOVERNMENT SECURITIES AS COLLATERAL

Under the original Federal Reserve Act of 1913, mem- b

ber banks could obtain credit accommodation from the
Federal Reserve only through the rediscount of “eligible”
paper—in effect, the member banks endorsed and sold to
thc Reserve Banks short-term commercial, industrial, or
agricultural paper. It soon became apparent, however,
that the detail involved in rediscounting large numbers of
individual notes and other kinds of paper vas burdensome
to all concermmed. For administrative convenience and to
cffect economics in opcration—and presumably also to
aid in the financing of World War 1—Congress in 1916
amcnded the Federal Reserve Act to permit the Fcderal
Reserve Banks to make short-term advances to member
banks against their own notes secured by eligible paper
or by bonds or notes of the United States. As a result, the
mechanics of the use of the discount window were simpli-
fied considcrably, and in due course rediscounting was sup-
planted very largely by advanccs.

Advances against Government securities proved to be
particularly convenient. It is not surprising. therefore,

1The System's discount objectives, and the conditions under
which banks may properly borrow from their Federal Reserve

Banks, are discussed in “Borrowing from the Fed”, this Bank's ..
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that by the carly 1920’s such advances accounted for a
substantial proportion of member bank borrowings at the
discount window. Nevertheless, with a relatively small
Federal Government debt—only $24 billion in 1920 and
declining to $17 billion by the end of the decadc—many
banks did not hold sufficient Government securities to
cover all their borrowing needs. During this era, more-
over, banking practices still cast much customer borrow-
ing in the form of cligible paper. Partly for these rcasons,
and also because the custom was firmly ingrained, com-
mercial banks throughout the 1920’s did not hesitate to
use eligible customer paper in largc amounts to obtain
credit accommodation from the Reserve Banks. For ex-
ample, total member bank borrowings came to about
$687 million (month-end averages) during the 1925-29
period. Of this amount, some $396 million was on aver-
age sccurcd by Government obligations, while the bal-
ance of $291 million was obtained through the rediscount
of eligible paper or advances collateralized by such paper.

Member bank borrowing fell off sharply during the
Great Depression and gencrally remaincd negligible there-
after through the immcediate postwar years. In the middle
and late 1930's, the volume of bank reserves was sub-
stantially in cxcess of legal requirements. During World
War 11 member banks could obtain rescrves readily by sell-
ing their holdings of short-term Government obligations to
the Federal Reserve. Since 1951, however, when the Sys-
tem ceascd relatively rigid support of Government securi-
ttes, member banks once again have placed greater reliance
on the discount window for temporary accommodation.

In sharp contrast to the 1920's, when member banks
continted to use largc amounts of eligible paper to
borrow from the Federal Reserve, borrowings since
World War 11 have becen almost eatircly in the form of
advances sccured by obligations of the United Statcs. This
situation reflccts no reluctance on the part of the Reserve
Banks to accept eligible paper as collatcral for advances,
but results from the preference of the borrowing banks
themselves. Commercial banks had acquired large amounts
of Government sccurities during World War 11 and, as
long as such sccurities were readily available in their port-
folios, banks naturally chose this convenient method of
borrowing. The composition of bank portfolios, however,
has changed gradually but markedly over the postwar pe-
riod. Therc has been a substantial decline in the aggre-
gate amount of member bank holdings of Government
sccuritics. Between the end of 1945 and the end of 1963,
member bank loans and investments other than in Gov-
erment securitics expanded by approximately $132 billion
to a level of $160 billion; over the same period, thcir

Goldings of Government securities fell by about $29 bil-

67

lion to a levcl of $49 billion. The decline, morcover, has
been concentrated at banks in the financial centers. Hold-
ings of Governments at the New York City banks de-
clincd by $12 billion to about $6 billion between the ycar
ends of 1945 and 1963, while holdings at other reserve
city banks fcll by $15 billion to a total of $18 billion; the
decrease at “country” banks, on the other hand, was only
$2 billion to $25 billion.

In recent years, moreover, public deposits—including
Treasury Tax and Loan Accounts—which gencrally must
be secured by a pledge of collateral have risen substantially.
This factor, in turn, has tended to immobilize large amounts
of Government securities, since banks have widely uscd
such securities as collateral for public deposits for much
the samc reasons that apply in the case of sccuring ad-
vances at the Federal Rescrve,

The decline in bank holdings of Government securities
and the rise in public deposits have combined in recent
years to reduce the amount of Government sccurities banks
have available as collateral for borrowing at the discount
window to the point where some banks on occasion have
actually felt an acute shortage of Government securities for
this purpose. Although the shortage so far has been limited
to individual banks, principally in the moncy centers, the
situation could become more general.

POTENTIAL USE OF ELIGIBLE PAPER
AS COLLATERAL

Mcmber banks could of course use eligible paper rather
than Government securitics to scecure advances and, with
minor exccptions, Treasury Tax and Loan Accounts as
well.2 With respect to advances, legal cligibility requirc-
ments havc remained virtually unchanged sincc the Sys-
tem's early days, and these confine eligible paper (o types
of credits which nowadays account for a much smaller
proportion of commercial bank assets thano in the 1920's,
To avoid a possible shortage of collateral—and to bring
rcquircments as to collateral in line with modern banking
practices—a proposed amendment to the Federal Reserve
Act, now pending in Congress (S.2076, H.R.8505, §8th
Congress), would climinate the obsolete eligibility rules.
The legislation would remove existing requirernents and
authorize the Reserve Banks to make advances to member
banks secured by any asset satisfactory to the Reserve
Banks, subject to such regulations as the Board of Gov-

2 Ia the case of Trecasury Tax and Loan Accounts, other collateral
may also be used—see United States Treasury Departmnent Circular
No. 92 (revised).
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ernors of the Federal Reserve System might prescribe. The
enactment of this legislation would minimize the possibility
that banks might not be able, for want of collatcral, to bor-
row at the regular discount ratc to meet legitimatc needs.*

There is a risk, however, that another obstacle to the
use of customer paper as collateral might arise from the
reluctance of many banks to use such paper. This attitude
was highlighted on occasions in the recent past when cer-
tain Second District banks, short of Government securities
but holding eligible paper, reportedly refrained from using
such paper—either to obtain accommodation at the dis-
count window in times of legitimate reserve necds, or to
serve as collateral for Tax and Loan Accounts.

The reluctance appears to have been caused by some
concern on the part of the banks that their customers might
react unfavorably to thc use of their paper as collateral.
Customer paper is usually made payable to the order of the
lender; and to be cflectively pledged in negotiable form,
either as collateral for an advance or for a Treasury Tax
and Loan Account, “ordcr paper” must be endorsed. This
endorsement, in turn, eventually indicates to the bank’s
customer that his paper has been used as collateral. Some
bank customers reportedly have indicated that they would

3 Actually, under Section 10 (b) of the Federal Reserve Act, any
Federul Reserve Bank may make advances to any member bank on
that bank's note secured to the satisfaction of the Federal Reserve
Bank. but at a ralc not less than ¥ of 1 per cent per anoum higher
than the discount ralte in cffect.
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tend to question thc managerial capacity of a bank that
might find itself in a position of being requircd to use their
paper as collateral.

In actual fact, such a conclusion is entircly unwar-
ranted. If the use of the discount window is appropriate
by Federal Reserve standards, it is immaterial whether
the advance is secured by Government securities or by
eligible paper. Similarly, the securing of Treasury Tax and
Loan Accounts by commercial and agricultural paper docs
not in any way reflect unfavorably on the management or
financial position of a bank which thus employs it. For
convenicnce, the bank is merely using customers’ notes in
lieu of some other form of collateral.

Prior to accepting a given piece of customer paper as
collateral for an advance, Federal Reserve Banks also
consider the financial condition of the original bor-
rower. As a result, in earlier years, when it was common for
a customer’s paper to be discounted or used as collateral,
the acceptance of such paper by the Federal Reserve was
traditionally regarded as indicative of that customer’s fa-
vorable credit standing. This implication is apparently over-
looked by the borrowing bank’s customer who today ob-
jects to the transfer of his paper.

The discount mechanism plays an importunt role in
facilitating member bank operations and in the smooth
implementation of monetary policy. Possible misconcep-
tions on the part of banks and their customcrs regard-
ing the implications of using eligible papcr as collateral
should not intcrfere with the proper functioning of this
mechanism.





