Federal Funds and
Repurchase Agreements

The markets for Federal funds and repurchase agree-
ments (RPs) are among the most important financial
markets in the United States. Using these instruments,
many banks, large corporations, and nonbank financial
firms trade large amounts of liquid funds with one
another for periods as short as one day. Such institu-
tions provide and use much of the credit made avail-
able in the United States and typically manage their
financial positions carefully and aggressively. The
interest rate on overnight (one day) Federal funds
measures the return on the most liquid of all financial
assets, and for this reason is critical to investment
decisions. That is, financial managers compare this
rate to yields on all other investments before choosing
the combinations of maturities of the financial assets
in which they will invest or the term over which they
will borrow.

The Federal funds market is also important because
it is related to the conduct of Federal Reserve mone-
tary policy. The interest rate on Federal funds is highly
sensitive to Federal Reserve actions that supply re-
serves to member commercial banks, and the rate in-
fluences commercial bank decisions concerning loans
to business, individual, and other borrowers. Moreover,
interest rates paid on other short-term financial assets
—commercial paper and Treasury bills, for example—
usually move up or down roughly in parallel with
the Federal funds rate. Thus the rate also influences
the cost of credit obtained from sources other than
commercial banks

Frequently, the Federal funds market 1s described as
one in which commercial banks borrow and lend ex-
cess reserve balances held at the Federal Reserve,
hence the name Federal funds. While banks often use

the Federal funds market for this purpose, growth and
change In the market have made this description highly
oversimplified. Many active market participants do not
hold balances at the Federal Reserve These include
commercial banks that are not members of the Federal
Reserve System, thrift institutions, certain agencies of
the United States Government, and branches and agen-
cies of foreign banks operating on United States soil.
Moreover, this broad set of market participants borrows
and lends amounts far beyond the modest total of
excess reserve balances. Currently, borrowings of Fed-
eral funds outstanding average $45 billion to $50 bil-
lion daily

A closely related market for short-term funds is the
market for RPs involving United States Government and
Federal agency securities ' This market includes many
of the same participants that trade Federal funds, but
it also includes large nonfinancial corporations, state
and local governments, and dealers in United States
Government and Federal agency securties. The RP
market has expanded rapidly of late, and 1ts workings
are perhaps less widely known than those of the Fed-
eral funds market.

Although the Federal funds and RP markets are
distinct, they share many common features Both, for
example, primarily involve transactions for one busi-
ness day, although transactions with maturities of up
to several weeks are not uncommon In both markets,
commercial banks that are members of the Federal
Reserve System can acquire funds not subject to re-

The term *“Federal agency’ i1s used here in its popular meaning,
whech refers both to Federal agencies, such as the Commodity
Credit Corporation, and to Federallv sponsored quasi-public

corporations, such as the Federal National Mortgage Association
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serve requirements. A lesser known but nevertheless
very important common element is the fact that trans-
actions in both markets are settled in what are known
as “immediately available funds”. Indeed, some ob-
servers see the two markets as so closely related that
they might appropriately be grouped together under a
broader designation—*'the markets for short-term im-
mediately available funds”. For an elaboration of the
nature and uses of immediately available funds, see
pages 36 and 37.

The main purpose of this article i1s to review major
recent developments in the markets for Federal funds
and RPs. The most significant changes are the dra-
matic growth of the volume of transactions and of the
number and type of institutions active in these markets.
At the same time, the language of the market has been
changing, mostly because of the evolution in market
practices. It 1s, therefore, necessary to begin with def-
initions of some terms most frequently used by market
participants

Federal funds
Federal funds transactions are frequently described as
the borrowing and lending of “excess reserve” balances
among commercial banks ? This description of Federal
funds was accurate years ago but is now seriously de-
ficient, even though it still appears in the financial
press While such commercial bank use of the market
persists Iin substantial volume, Federal funds transac-
tions are no longer confined to the borrowing and lend-
Ing of excess reserve balances Moreover—and this 1s a
key point—a Federal funds transaction does not nec-
essarily involve transfer of a reserve balance, even
though such a transfer usually does occur For ex-
ample, a commercial bank can borrow the ‘“corres-
pondent balances” held with 1t by other banks The ex-
ecution of such a transaction involves only accounting
entries on the books of both the borrower and lender.
The most useful description of Federal funds has
several elements, some based on regulations, others
simply on market convention In practice, Federal funds
are overnight loans that are settled in immedately
available funds Only a Iimited group of institutions are
in a position to borrow in this fashion, mostly com-
mercial banks and some other financial institutions
such as agencies of foreign banks. If a member bank

2 A fundamental difficulty with this notion of Federal funds borrowing
1s that the use of the term "excess reserves’ (s very imprecise
No distinction 1s made between the actual excess reserves held
In a bank's reserve account and what might be called “potential”
excess reserves Clearly an individual bank can control the
amount of excess reserves it has available 1o sell in the Federal
funds market most easily by selling assets and converting the
proceeds into balances at a Federal Reserve Bank In this sense,
the potential excess reserves of an individual bank are nearly
as large as i1ts total earning asset portfolio
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borrows Federal funds, Federal Reserve regulations do .

not require 1t to hold reserves against the borrowing,
as it must for funds acquired in the form of demand
or time deposits. But, under Federal Reserve regula-
tions, member banks are permitted to borrow reserve-
free funds only from a certain group of institutions.
This group includes other commercial banks, Federal
agenciles, savings and loan associations, mutual sav-
ings banks, domestic agencies and branches of for-
eign banks, and, to a limited degree, Government
securities dealers Market convention has adjusted to
these regulatory restrictions, and a Federal funds bor-
rowing has come to mean an overnight loan not just
between two commercial banks but between any two
of the group of institutions from which member banks
may borrow free of reserve requirements. A savings
and loan association, for example, can lend Federal
funds to an agency of a foreign bank.

This description makes 1t easy to see that the Fed-
eral funds market is by no means limited to the lending
of excess reserves. Many of the institutions that par-
ticipate in the market are not members of the Federal
Reserve System and, therefore, do not have reserve
accounts. Moreover, the excess reserves of individual
member banks are normally very small in relation to
their total reserves The excess reserves characteriza-
tion of Federal funds borrowing suggests that total
activity in the market 1s likewise rather modest While
this was once true, 1t no longer 1s In recent years,
daily outstanding borrowings by member banks in the
Federal funds market have approached $50 billion, or
about 40 percent more than the total reserves they
hold. Some Individual banks continually borrow as
much as four times their required reserves In the
Federal funds market.

Farrly recently, banks have begun to borrow imme-
diately available funds for periods longer than a single
business day This form of borrowing was developed
by agencies of Canadian banks located in the United
States The transactions are arranged among the same
institutions which participate in the overnight market
and are similar in all respects except maturity For
these reasons, the transactions have come to be called
“term Federal funds” transactions.

The Federal funds and term Federal funds trans-
actions described above are normally ‘“unsecured”.
This means that the lending institutions have no guar-
antee of repayment other than the promise of the
borrower For this reason, unsecured Federal funds
transactions are done only by institutions that enjoy
a very high degree of mutual confidence At times,
however, a lender of Federal funds will ask that the
transaction be “secured” This means that the bor-
rower must pledge an asset, usually a Government or
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Federal agency security, as ‘“‘collateral” against the
loan. The borrower may either set aside the collateral
in a custody account or actually deliver it to the
lender. However, secured Federal funds transactions
are not very common.?

Repurchase agreements

A repurchase agreement (RP) 1s an acquisition of imme-
diately available funds through the sale of securities,
together with a simultaneous agreement to repurchase
them at a later date RPs are most commonly made
for one business day, though longer maturities are also
frequent. The funds that a member bank acquires in
this manner are free of reserve requirements so long
as the securities involved are those of the United
States Government or Federal agencies When an
RP is arranged, the acquirer of funds agrees to seli
to the provider of funds United States Government or
Federal agency securities in exchange for immediately
available funds. At the maturity of the agreement, the
transaction i1s reversed, again using immediately avail-
able funds Market insiders use different terms to
describe the RP, including “repo” and ‘‘buy back”

Those who supply or acquire funds view RPs as
involving little risk. Transactions are usually arranged
only among institutions enjoying a high degree of con-
fidence n one another. In addition, contracts are
usually of very short maturity. Protection against any
residual risk can be incorporated in an RP contract by
establishing a differential—called a margin—between
the quantity of funds supplied and the market value
of the securities Iinvolved The margin can protect
either party to the transaction, but not both. It protects
the supplier of funds if the value of the securities ex-
ceeds the quantity of funds supplied. It protects the
taker of funds if the securities are of less value than
the amount of funds supplied. The supplier of funds
generally considers the consequences of default by
the other party to be minor, because the securities
acquired are obligations either issued or guaranteed
by the Federal Government Another element of risk
arises from the possibility that the price of the securi-
ties may fall between the time the RP is arranged and
the time of any default. For this reason, the margin 1s
most often set to protect the supplier of funds.

This article is concerned with RPs involving only
United States Government and Federal agency securi-
ties, but 1t should be noted in passing that an RP can
involve any sort of asset which the supplier of funds
Is willing to accept. RPs involving other assets are

3 Banks chartered in certain states face regulations that require
collateral to be provided for the portion of an individual Federal
funds transaction in excess of some proportion of the lender's
combined capital and surplus

executed to a limited degree, for example using certif-
icates of deposit of large banks.

Transactions are executed in several ways, but two
approaches are most common. One approach is for
the securities to be both sold and repurchased at the
same price, with charges representing the agreed-upon
rate of return added to the principal at the maturity of
the contract The second approach involves setting
a higher price for repayment than for selling.

The term ‘‘reverse repurchase agreement’” is some-
times thought to be quite different from an RP. In fact,
it refers to exactly the same transaction viewed from
the perspective of the supplier of funds rather than the
recipient. Compare the two views of the transaction:
The recipient of funds sells a security to obtain funds,
and ‘“‘repurchases’” 1t at maturity by redelivery of funds.
In a reverse RP, the supplier of funds buys a security
by delivering funds when the agreement 1s made and
“resells” the secunty for immediately available funds
on maturity of the contract. From the perspective of
the party acquiring funds, the term “‘repurchase agree-
ment” seems apt, and from that of the supplier of
funds, the transaction I1s exactly the ‘“‘reverse” How-
ever, whether funds are acquired or supplied, the
transaction is usually referred to in the marketplace
simply as an RP

The markets for Federal funds and RPs
There 1s no central physical marketplace for Federal
funds, the market consists of a loosely structured tele-
phone network connecting the major participants.
These participants, as already mentioned, include com-
mercial banks and those other financial institutions
from which, under Federal Reserve regulations, mem-
ber banks can buy reserve-free Federal funds The
market also includes a small group of firms that act
as brokers for Federal funds. These firms neither lend
nor borrow but arrange transactions between borrow-
ers and lenders in exchange for a very small percent-
age commission

All major participants employ traders These indi-
viduals make the actual telephone contact on behalf
of lending or borrowing institutions, making offers to
borrow or lend at specific interest rates They also
negotiate any differences between the rate bid by a
borrower and that offered by a lender. Transactions
are usually executed in lots of $1 million or more
Frequently, but not always, settlement of the transaction
requires transfer of funds over the Federal Reserve
wire transfer network, first when the agreement is
reached and again the next day when repayment is
made

Many banks, particularly medium-sized and large
ones, frequently borrow and lend Federal funds on
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| IMMEDIATELY, AVAILABLE FUNDS .~ - RN

C The Means 6l Settlement for Transactions in Federal Funds and RPs

dek

) An essentral feature of both Federal funds and RPs is that transactlons are settled
" in, rmmedlately avallable funds’. Therefore 1t is necessary to specify precrsely
" what such funds “are. Immedlately available funds are two related’ but dlstmct
. types of financial® claims. (1) deposit liabilites of Federal Reserve ‘Banks and

o wrthdrawn durmg ‘a.business day on the order of account: holders ST ;- o

-.J- . .-Federal Reserve Banks, of course, are “banks for banks”, and deposrts are” e
" held there mainly by. commercial banks that are members of the Federal Reserve L
d ‘oystem in order to satisfy the reserve requrrements imposed on members These
; deposnts have’ specral features, however. Along with currency -and coin, they are
i‘ g the only form of money created directly by a Federal authority. This reflects ethe
' . fact that these deposits are the direct liabilities of the Federal Reserve Banks K
"»ln addition, "the Federal Reserve operates a nationwide electronic communica- s
_ - tions network over which these deposits can be transferred anywhere  in: the
"' T country wrthln a business day Deposits at Federal Reserve Barks.are therefore

. ‘termed |mmedrately available funds, since they can be converted to- cash or
) transferred anywhere n. the Unrted States within a srngle day on demand

lmmedrately available funds also consist of certain collected Ilabllrtres of

) commercial banks This group of liabilities include a portion of a _bank’ s
demand and time- deposrts as well-as certain other liabilities which. are used very.

much like deposns but which are classed separately for accountmg or regulatory K )
reasons Theése habilities are termed immediately available funds because’ com-+

: mermal banks permit them to be withdrawn in cash or used for payment wrthout

K questron within a smgle day. The immediate and unquestioned' use of these bank
liabilities for payment depends on the fact that they are collected, a feature whlchx

i can be illustrated by descrlbmg how an individual's checking deposit wrth a

' . bank becomes collected. T

Typlcally, an mdrvrdual increases his bank balance by deposrtrng checks pay-
able to him drawn on the same or some other bank. When the check Is drawn on ;"v
- some other bank, the individual 1s normally unable to withdraw. or otherwrse
use the funds on the same day that the deposit 1s ‘made. Frequently, several
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’ (2 certam' “collected” liabilities of commercial banks that may be transferred or ’. » L




cleared and then payment is recelved by the: deposrtor s bank from the’ 'bank.on :

Reserve Drstncts Any member bank may send or ‘receive rmmedlately avallable

of"funds over the Federal Reserve network IR S U

!/ frnancral busmess and government mstrtutlons In practlce such funds are used

elapse dunng which’ trme the credrt to ‘the deposutors account IS only
provrsronal and the check 1s in the process of- berng collected hat at.

days.

whrch the check 1s drawn. Payment may be received in any one of several forms
+di posrt at a Federal Reserve Bank, -a collected deposrt at“anothet- commercral
; bank v_,concefvably in currency or coun Whatever the case, once collected the
- mdrvrdual s. balance can be transferred on his order

avallable funds ln this case, the funds can be wrthdrawn n. cash or oth erwrse

the common check .The most_obvious alternatrve 1s° cash, used frequently for -_- -
small deposrts but only- rarely for sizable transactioris because of-the ‘risk of Ioss.

More commonly, when the depositor wishes to receive |mmed|ately avallable
funds

munfcatrons network. This network 1s used -either within - or between Federal

funds—ln the form of reserve deposrts——to or from any’ ‘other member bank and
the entlre transfer takes place within one business day. The:use of the Federal S
Reserve ‘network can be accomplished- indirectly. by mdlvrduals .or. lnstltuhons '
~other than member banks Thls requnres the transfer ‘of- a deposrtors collected :

the Federal Reserve as a means of payment between banks If the transactron S
»~results in’ a transfer of funds from one account to another W|thrn a smgle bank .

_ Immedrately avarlable funds can be used by a customer of a commercr l'vbank
“to make payment in any sort of transaction. Among the prrncrpal users are =srzable

‘C|a asset for raw matenals. or for a constructron contract

In all these cases B

to be~ recerved |mmed|ately, the deposrt must be made n some form other than

.

,the transfer 1s accomplished through the Federal. Reserve electromc Goms. RANER




the same day, thereby performing an intermediary
function in the Federal funds market. Such banks chan-
nel funds from banks with lesser need for funds to
banks with greater need for them, frequently borrowing
from smaller banks and lending to larger ones. Over the
past decade, more medium-sized regional banks have
begun to act as intermediaries. In addition, many more
banks during this period have come to borrow signifi-
cantly more than they lend; that is, they have become
continual net borrowers.

In recent years a growing portion of the market has
consisted of large banks' borrowing of correspondent
balances from small banks Historically, these corre-
spondent balances earned no interest. But both large
and small banks have come to regard correspondent
relationships as convenient bases for arranging Fed-
eral funds transactions. Small banks now intentionally
accumulate large balances, selling off daily the excess
not needed for the clearing of checks or for other
purposes. In such cases, 1t Is not necessary to transfer
funds over the Federal Reserve wire transfer network,
and reserve balances need not change ownership.
Rather, bookkeeping entries are posted by both the
borrower and lender to reflect the fact that a noninterest-
bearing correspondent demand balance has been con-
verted into a Federal funds borrowing

No central physical marketplace for repurchase
agreements exists either. Transactions are arranged
by telephone, largely on a direct basis between the
parties supplying and acquiring funds but increasingly
through a small group of market specialists These spe-
cialists, mostly Government securities dealers, arrange
a repurchase agreement with one party to acquire funds
and a reverse repurchase agreement with another party
to supply funds. They earn a profit by acquiring funds
more cheaply than they supply them.

Large banks and Government securities dealers are
the primary seekers of funds in the RP market Banks
use the market as one among many sources of funds,
but have a distinct advantage over other institutions as
acquirers of funds because they hold large portfolios
of United States Government and Federal agency secu-
rities. Moreover, because the supplier of funds receives
securities, and because member banks acquiring funds
need not hold reserves against RPs regardless of the
source of funds, the RP market attracts a wider array
of participants than does the Federal funds market
Government securities dealers use the market as a
source of funds to finance their holdings of Govern-
ment and agency securities Many types of institutions
supply immediately available funds in this market, but
large nonfinancial corporations and state and local
governments dominate

Typically, participants on both sides of the RP mar-
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ket have lists of customers with whom they routinely
do business. Each of the largest participants uses an
“RP trader”, an individual whose job it 1s to contact
other traders and to negotiate the best arrangements
possible A trader begins the day with information on
the amount of funds he must supply or acquire His
objective 1s to arrange transactions at the maxi-
mum return obtainable if he 1s to provide funds and
at the minimum cost possible if he 1s to acquire funds

With these definitions and descriptions 1in mind, 1t
is possible to discuss 1n some detail the roles of the
major institutional participants in the markets for
immediately available funds. It is appropriate to begin
with an examination of the role played by commercial
banks, who are currently the most important of those
who obtain funds in these markets Moreover, the re-
serve position adjustments that banks make In the
markets for immediately available funds are important
links in transmitting the effects of monetary policy
throughout the financial system

Commercial banks and immediately available funds
Commercial banks are the largest and most active
participants in the markets for immediately available
funds Banks use these markets for several purposes,
among which is the day-to-day adjustment of reserve
positions Large banks have made such adjustments
in the Federal funds market for over fifty years and
continue to do so in substantial volume But commer-
cial bank use of both the Federal funds and the RP
markets 1s best understood in the much broader con-
text of how banks obtain and use funds In addition,
bank operations in the Federal funds and RP markets
have been heavily influenced by changes in the regu-
lations that govern bank activities

The traditional view of banks has been that they
accept deposit liabilities from customers and use the
funds to lend or invest. In the process, they make a
profit by earning more in interest on loans and invest-
ments than their cost of operations, including interest
they pay on deposits This approach has undergone
significant modification over the past decade at least,
particularly at large banks. In place of a passive stance,
banks have become active solicitors of funds in the
open markets Moreover, they have developed liabilities
in addition to standard demand and savings accounts.
Fifteen years ago, for example, banks developed and
began to exploit the negotiable certificate of deposit
(CD). More recently, Euro-dollars, commercial paper
issued by bank holding companies, and other instru-
ments have been developed and used as sources of
funds. Large banks set a target for the total amount of
liabilities they will attempt to secure, basing that target




on the total of loans and investments thought to be
profitable. The overall approach, summarized here in
its barest outlines, is generally known as “liability
management”.

The spread of the practice of liability management
has had two related effects on commercial bank
activity in the Federal funds market. First, instead of
just engaging in relatively small trades for the purpose
of making daily reserve adjustments, today banks
may rely on this market to meet a desired proportion
of liabilities. Thus, they at times borrow amounts
that are large relative to their total assets or liabilities.
Second, instead of individual banks lending as often
as they borrow, some banks are continual net bor-
rowers, while others are continual lenders. The bor-
rowers use the market both to offset the impact on their
reserve holdings of day-to-day inflows and outflows of
deposits and as an ongoing source of funds to finance
loans and investments. The lenders, usually smaller
banks, treat Federal funds as a highly liquid interest-
earning short-term asset.

Origins of the Federal funds market

Commercial banks were entirely responsible for the
origination and early development of the Federal funds
market. The market began among a small number of
New York City banks in the early 1920’s. Some banks
frequently found themselves in reserve deficit posi-
tions and, therefore, were forced to borrow from the
Federal Reserve discount window. Others frequently
had unanticipated excess reserve holdings, and these
balances did not earn any interest. Under these cir-
cumstances, an obvious opportunity for mutual benefit
existed, and bank managers devised a mechanism to
realize these benefits. They exchanged drafts drawn
on Federal Reserve balances and so created the Fed-
eral funds market. A lending bank made payment by
delivering a draft on a reserve account on the day a
borrowing was arranged. Such drafts, in contrast to a
common check, could be collected on the day they
were presented to the Federal Reserve. To accomplish
the repayment, the borrowing bank gave a clearing-
house check made out to the lender to be collected
the following day. The repayment check was for a
slightly larger sum to reflect the interest due.

This practice spread to other cities in subsequent
years, but the amounts traded remained small, and the
markets remained largely confined to local areas. Only
large banks participated in the market, and transac-
tions were undertaken only to adjust for relatively
small deficits or excesses in reserves. Many individual
banks found that they were able to lend in the market
one day, but had to borrow the next.

Toward the end of the 1920’s, the market began to

expand to include interregional as well as intracity
transactions. Trading of funds between regions was
made possible by the Federal Reserve wire transfer
facihities, which permitted the movements of funds from
one city to another without the use of drafts. By this
time, daily borrowing reached about $250 million With
the 1929 stock market crash and the ensuing depres-
sion, however, interest rates fell substantially and
banks developed a strong preference for holding cash,
reflected Iin large holdings of excess reserves. These
developments cut short the growth of the Federal
funds market, but the brief appearance of wire trad-
ing of Federal funds in the late 1920’s set the stage
for rapid development of the market after World War I1.

Federal funds in the postwar era

In the three decades since the end of World War 1l,
the Federal funds market has changed in at least two
fundamental respects. First, both the number of banks
participating in the market and aggregate trading
volume in Federal funds have grown enormously. Sec-
ond, most large banks, which formerly alternated be-
tween borrowing and lending, have become continual
net borrowers, while small banks not previously active
in the market have entered the market, primarily as
continual lenders.

The changing role of the large banks is evidence
that liability management has been added to daily re-
serve position adjustment as a motive for participation
in the Federal funds market. A continuous and steady
supply of funds is available to large banks once they
have established market contacts with sellers. As a
result, Federal funds have become an important source
of liabilities because of their availability and the low
cost of executing transactions over the Federal Reserve
wire network, and because these funds are not subject
to reserve requirements or interest rate ceilings.

Smaller banks have been introduced to the market
primarily through correspondent relationships with
large banks. Immediately after World War II, small
banks held relatively large amounts of their assets in
cash. The practice was understandable at that time,
because interest rates were very low and because a
high value was placed on liquidity due to the vivid
memories of the prewar depression. Interest rates be-
gan to rise in the 1950’s, however, increasing the inter-
est earnings foregone by holding large amounts of
cash. With large banks willing to borrow and interest
rates rising, a few small banks began to lend their
cash balances to large banks in the form of Federal
funds. Such overnight lending provided virtually the
same liquidity as cash.

By the early 1960’s, banks of all sizes and types had
become familiar with the advantages of participation
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in the Federal funds market. Two major rulings by
bank regulators In these years also served to en-
courage trading of Federal funds

In 1963, the Comptroller of the Currency issued rul-
ings that eliminated restrictions on the amounts that a
nationally chartered bank could lend to any one bank.
Formerly, unsecured lending to a single borrower in
Federal funds had been restricted to 10 percent of the
lending bank’s combined capital and surplus. Though
this limit applied to all nationally chartered banks, it
effectively restricted the activities only of the small
banks in this group. The 1963 ruling declared Federal
funds transactions to be purchases and sales, not bor-
rowings and lendings. In so ruling, the Comptroller
effectively removed the restrictions that had kept small
banks from placing relatively large amounts of funds
in the Federal funds market.

In 1964, a ruling by the Federal Reserve Board made
it clear that member banks could legally purchase cor-
respondent balances of nonmember banks as Federal
funds. Prior to this ruling, the practice of purchasing
correspondent balances had not been as widespread

Together these rulings served to encourage the sale
of Federal funds by small banks, and to reinforce the
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spread of liability management techniques among large
correspondent banks. Small banks were now in a posi-
tion to ask their correspondents to engage in Federal
funds transactions under the threat that their funds
would otherwise be moved to a competitor. Faced with
a potential loss of balances, large correspondent banks
began to buy Federal funds regularly in large amounts
from small banks.

The net purchases of Federal funds by large com-
mercial banks have increased enormously since the
regulatory changes. But as the lower two segments of
Chart 1 show, the growth has occurred sporadically.
Spurts of rapid growth in this market have generally
taken place during periods when short-term interest
rates were either rising rapidly or at high levels. The
Federal funds rate, as Chart 2 shows, has reached
several postwar peaks in the last fifteen years. At such
times, large banks sought funds most aggressively.
They put considerable effort into developing new cor-
respondent relationships and into attracting larger
amounts of funds from existing ones. Smaller banks
were induced to increase their lending by the high
interest rates offered The volume of funds traded in
the market declined somewhat during periods of




lower short-term interest rates, but once developed, the
correspondent relationships have tended to remain
active.

The rapid postwar development of the Federal funds
market led to a reversal in 1965 of the long-standing
relationship between the Federal funds rate and the
Federal Reserve discount rate. Prior to that time, the
discount rate had served as an effective ceiling on the
Federal funds rate. This was because many banks
borrowed Federal funds only occasionally and in rela-
tively small amounts, and were therefore able to ac-
comphish such short-term adjustments at the discount
window as an alternative to Federal funds borrowing
This use of the discount window occurred whenever
the Federal funds rate approached the discount rate
As banks turned to the discount window, demand for
Federal funds diminished, and upward rate pressures
slackened.

With the rise 1n hability management practices in the
early 1960’s, banks borrowed Federal funds more fre-
quently and in larger amounts. Such borrowing could
not be done at the discount window, which has always
been available only for short-term adjustments by in-
dividual banks As a result, banks using the Federal
funds market for hability management purposes con-

tinued bidding for Federal funds as the rate rose to
and exceeded the discount rate This happened for
the first ime 1n 1965, when tightening monetary policy
pushed the Federal funds rate upward The Federal
funds rate has been above the discount rate for much
of the period since.

Another significant change in the market came In
1970 Federal Reserve Regulation D, which specifies
those deposits of member banks that are subject to
reserve requirements, had previously exempted Federal
funds borrowing from reserve requirements so long as
the lender was a commercial bank. An amendment to
the reguilation, along with a formal interpretation, ex-
tended the exemption to several other types of nonbank
institutions, including agencies of the United States
Government, savings and loan associations, mutual sav-
ings banks, as well as agencies and branches of foreign
banks operating in this country By 1970, some banks
had already begun to borrow Federal funds from these
nonbank institutions, and the regulatory change re-
moved any doubt that the practice was acceptable. This
change was particularly important, for it provided ex-
plicit regulatory approval for banks to borrow Federal
funds from selected lenders outside the banking com-
munity, just as banks do by issuing CDs, demand de-
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posits, or any other type of liabihty.

Commercial banks are able to obtain immediately
available funds through repurchase agreements as well
as through Federal funds transactions. The growth of
RP activity by commercial banks, ke that of Federal
funds, has been influenced by regulatory changes. In
1969, Federal Reserve Regulation D was amended to
restrict the exemption from reserve requirements only
to those funds raised through RPs involving United
States Government or Federal agency securities. This
action practically eliminated bank trading in those RPs
which involve other sorts of financial claims. At the
same time, however, it removed any question about
the status of RPs involving Government securities.

Recent developments in the banking sector

Some rather dramatic events occurred in the markets
for immediately available funds beginning in 1973.
Monetary policy was tightened that year in response to
rapid inflation and a booming economy. The tightening
placed severe pressure on the banking system—which
had a limited supply of funds and faced strong demand
for loans, particularly from businesses. Under these cir-
cumstances, banks with a strong liability management
orientation turned to any and all potential sources of
funds. In early 1973, large banks began to borrow
heavily in the CD market This borrowing was facil-
itated by the suspension in May 1973 of interest rate
ceilings on all maturities of large denomination CDs.
From early 1973 through mid-1974, CD borrowing
jumped by about $38 billion. Large banks sought
short-term open market funds to meet loan demands
much more heavily than before, taking in about $18 bil-
lion of additional Federal funds and RPs during the
same period.

The United States economy went through a sharp
recession between late 1973 and early 1975. Demand
for credit from commercial banks as well as other
lenders remained strong for a time, but progressively
weakened through the later stages of the downslide
and into the recovery which began in mid-1975. With
loans contracting, large banks gradually reduced their
lending rates and also sought liabilities with lessened
intensity. Their CDs dropped sharply, falling by $28
billion between early 1975 and late 1976. Commercial
bank acquisition of Federal funds and RPs, how-
ever, did not follow the pattern set in the CD market.
Holdings of these funds declined by only about $4 bil-
lion in late 1974 and 1975, then grew by about $17 bil-
lion in 1976. This reflected a continuing basic growth
of the markets for Federal funds and RPs.

The basic growth also was manifest in the contin-
uing entry of banks into the markets for immediately
avallable funds. Call reports of member banks of the

42 FRBNY Quarterly Review/Summer 1977

Federal Reserve System show that in 1969 about 55
percent of all member banks either bought or sold
Federal funds. By 1976, the proportion of member
banks that was in the market had climbed to 88 per-
cent. Most of the new entrants to the market were
small banks

Thus, even in the early 1970's many commercial
banks were newcomers to the markets for immediately
available funds. These markets broadened and deep-
ened In stages which typically occurred in periods of
high interest rates. The concentration of entry in such
periods 1s due at least partially to sizable start-up ex-
penditures for trading in immediately available funds.
Start-up costs are incurred mostly by borrowers, and
mainly involve expenses of finding and establishing a
trading relationship with potential suppliers of funds.
The expenditures are more easily justified when inter-
est rates (and potential earnings) are high. Once estab-
lished, trading relationships tend to remain active even
after interest rates fall.

Other developments also contributed to the greater
acquisition of Federal funds and RPs by banks dur-
ing 1975 and 1976 In 1974, the Treasury changed
the way it handled its deposits at commercial banks
(Tax and Loan Accounts) Such accounts had been
held at banks for decades. Beginning in August 1974,
however, most of these balances were transferred to
the twelve Federal Reserve Banks. This reduced the
volume of Government and agency securities that
commercial banks were required to hold as pledged
coliateral against Treasury deposits. Once free from
this purpose, these securities were available for use in
the market for repurchase agreements.

With loan demand hight in 1975, commercial banks
began to accumulate large amounts of additional Gov-
ernment and agency securities. The process was sig-
nificantly aided by the large amounts of new Govern-
ment securities the Treasury sold in order to finance
the sizable deficits the Federal Government was run-
ning. These securities were heavily used by large
banks to acquire funds in repurchase agreements since
they could be financed in this way at a cost below
their interest yield At about the same time, the effects
of the recession led corporations to reduce inventories
and expenditures for fixed plant and equipment. This
enabled corporations to begin to rebuild their liquidity,
partly through the purchase of Government securities
and also by supplying funds to the RP market. The use
of RPs grew rapidly as corporations increasingly came
to view repurchase agreements as income-generating
substitutes for demand deposits at commercial banks.

Quite separately, small banks and nonbank finan-
cial institutions were also increasing their offerings
of immediately available funds. Both types of insti-
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tutions experienced a dechne in loan demand from
corporate and other borrowers with the onset of the
recession But individuals stepped up their savings in
the form of deposits with small banks and with non-
bank thrift institutions With increasing deposit inflows
and declining demand for loans, these institutions
looked for alternative investments and became active
suppliers of immediately available funds.

The role of Government securities dealers
Government securities dealers are the second major
group of participants active in the markets for immedi-
ately available funds Dealers are in the markets pri-
marily to acquire funds, but they also supply funds un-
der some circumstances In some ways dealers act as
financial intermediaries, but their operations also have
speculative features. Dealers earn income In two ways:
“carry income” and “trading profits” Carry income
(or loss) refers to the difference between the interest
yield of a dealer’s portfolio and the cost of the funds
which support that portfolio. Trading profits refer to
the gain (or loss) a dealer earns by selling securities
for more (or less) than he paid for them.

Government securities dealers often hold sizable
positions in United States Government and Federal

agency securities. These positions are highly lever-
aged in that the dealers borrow a very high per-
centage of the cost of purchasing securities The
search for low cost money to finance his position is
a central part of the operations of any successful
Government securities dealer. This search led the
dealer community to promote the use of the re-
purchase agreement shortly after World War Il. RPs
were offered mainly to large corporations, which found
them attractive because the short maturities of the
RP contracts made them much like demand deposits,
with the added advantage of earning income The
use of RPs by dealers has expanded ever since, in part
because more corporations and others have come to
accept the repurchase agreement as a rehable short-
term money market instrument Dealers have also
come to vary the size of their positions much more
than before, in response to the greater variability of
interest rates and securities prices in recent years.
These larger swings in position, which are evident in
Chart 3, have been accompanied by higher average
positions, which in turn have contributed to the In-
creased use of RPs by dealers

Because of greater interest rate vanability, and in
an effort to broaden their activities, Government se-
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curities dealers have developed new trading techniques
and expanded the use of others. One of the greatly
expanded techniques enables dealers to act essentially
as brokers In the RP markets They obtain funds In
exchange for securities in one transaction and simul-
taneously release funds in exchange for securities in
a separate transaction. When the maturities of the two
transactions—one a repurchase agreement and the
other a reverse repurchase agreement—are identical,
the two are said to be “matched” The dealer profits
by obtaining funds at a cost slightly lower than the
return he receives for the funds he supplies. After
arranging such a pair of transactions, a dealer is ex-
posed to credit risk (the possibility of default), but
not to market risk (changes in the value of the port-
folio due to changes In market prices).

A commonly used variant of the “matched” agree-
ment gives the dealer greater opportunity to try to
take advantage of movements in interest rates A
dealer may deliberately not ‘“match” the maturnity of
an RP with the maturity of a reverse RP. Usually the
RP 1s for a period shorter than the reverse RP, estab-
lishing what 1s called a “tail”’. The “tail” refers to the
difference in the maturities of the two transactions If
during this period the dealer 1s able to refinance the
reverse RP with an RP at a lower cost, he makes a
profit; if not, he loses money

Another use of the reverse RP has been developed
more recently. Reverse RPs are now used frequently
to facilitate “short sales” of Government and Federal
agency securities* In the past, dealers wishing to
establish such positions had to borrow securities from
commercial banks, usually at an interest fee of 50
basis points (Y2 percent). Now dealers often acquire
securities elsewhere under reverse RPs and frequently
through this device reduce the cost of obtaining se-
curities for the purpose of short sales

Use of the reverse RP to facilitate the short sale has
led to the appearance of a new subsector of the re-
purchase agreement market, known as the ‘“‘specific
1ssue market”. The subsector has developed because,
for purposes of a short sale, a dealer tries to obtain
the exact issue whose price he expects to fall. In a
usual reverse RP, the specific securities to be ex-
changed are rarely discussed (though their maturity
should exceed that of the reverse RP), since the parties
to the agreement are primarily concerned with the cost
of the money involved The placement of securities in
the specific issue market is advantageous for both

4 The dealer does not own the securities that he promises to deliver
in a short sale He *“‘covers" the short by buying in the open market
the particular security he has promised to dehver Trading profits
can be earned during penods of falling securities prices iIf the
securities that were sold short become avallable at below-contract
prices prior to the agreed-upon delivery date
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principals to the transaction Since It 1s apparent that
the dealer i1s interested 1n a particular issue, the holder
of the secunties 1s able to negotiate with the dealer
and can often get funds at a slightly lower cost than if
he were to place the securities in the overall RP market.

Corporations and the RP market
Up to this point, the analysis has concentrated on the
major demanders of Federal funds and RPs The dis-
cussion of major nonbank suppliers begins with non-
financial corporations. They have been supplying funds
through RPs against Government and agency securities
for about thirty years

The principal reason corporations hold cash and
other short-term liquid assets is to bridge timing gaps
between receipts and expenditures Large quantities of
funds are accumulated 1n anticipation of payments for
dividends, corporate taxes, payrolls, and other regular
expenses In addition, corporations also accumulate
short-term liquid assets In anticipation of expenditures
for plant and equipment. In general, corporate liquidity
is related to economic corditions and expectations
about the future course of the economy and interest
rates Liquidity i1s often low—rs.e., corporations have
small amounts of hiquid assets and large amounts of
short-term borrowing—in periods of rapid economic
expansion. Liquidity 1s rebuilt by reducing short-term
borrowings and acquiring liquid assets during an eco-
nomic slowdown or the early stages of an expansion.

Corporations have traditionally held significant
amounts of their liquid assets in the form of demand
deposits at commercial banks. Such balances have
not earned interest since 1933, but this was not of great
signficance during the low Interest rate periods of the
depression and just after World War Il Interest rates
began to climb in the late 1950’s, and the higher
rates have had a significant impact on how corporations
handle their hquidity positions They constituted an in-
ducement to develop ‘“‘cash management” techniques
In some ways parallel to the ‘““hability management”
techniques adopted by banks during the same period
Cash management consists of a variety of procedures
designed to achieve four goals to speed up the re-
ceipt of payments due; to slow down the disburse-
ment of payments owed; to keep a corporation’s de-
mand deposits to a minimum because they earn no
interest; and to earn the maximum return on liquid
asset holdings

Repurchase agreements are particularly useful as
tools of cash management. They generate income for
the supplier of funds and are generally regarded as
secure. Their key advantage 1s flexibility, primarily be-
cause they can be arranged for periods as short as one
day. Few if any other income-generating assels have




this feature. Regulations prevent banks from issuing
CDs with maturities of less than thirty days; commer-
cial paper and bankers’ acceptances can be obtained
for shorter periods, but as a practical matter not for
one day. None of these instruments are viewed as being
quite as secure as repurchase agreements, where
there is a margin between the amount of funds sup-
plied and the value of the securities. Corporations can
buy Government securities or other financial assets
and hold them for short periods, but the transaction
costs can be relatively high and the possibility of
capital loss reduces the attractiveness of such alter-
natives. The overnight feature of RPs means that cor-
porations treat them as if they are income-earning
demand deposits.

Corporations make heavy use of a particular form
of RP known as the ‘“‘continuing contract”. Under such
a contract, a corporation will agree to provide a spe-
cific volume of funds to a bank or a dealer for a
certain period of time However, durning the life of
the contract the repurchase agreement is treated
almost as If It were reestablished each day. That is,
earnings are calculated daily, often related to the pre-
vailing overnight RP rate. Either party has the right to
withdraw at any time, although this right 1s seldom
used The principal advantage of the continuing con-
tract over the daily renewals of an RP is that securities
and funds are exchanged only at the beginning and at
the end of the contract. The continuing contract there-
fore significantly reduces transactions costs, compared
with daily RPs. An additional feature of the continuing
contract RP is the seller's night of substitution, under
which securities of equal value may be used to replace
those originally involved in the RP. This option does
not appear In all continuing contracts but, where it
does appear, it 1s frequently exercised.

Another RP arrangement rather similar to the con-
tinuing contract specifies neither a definite period nor
a fixed amount. Arrangements are made by banks
chiefly for their corporate customers. The corporation
concentrates all its demand balances In a single
account at that bank daily. Before the bank closes
its books each day, the corporation’s balance in this
account is determined, and any excess over a speci-
fied mimimum is automatically converted into an
RP The following morning the funds are moved from
the RP back to the corporation’s demand balance for
use during the day. Such automatic arrangements for
the conversion of demand deposits to RPs are often
included in packages of services offered by banks to
their corporate customers. Among the services in such
packages are hines of credit, payroll admininstration,
and the use of safekeeping facilities Payment for such
service packages Is usually not made on the basis of

a stated fee. Instead, average or minimum demand de-
posit balances—called compensating balances—are
usually required.

RPs also can be used to provide hquidity for some-
what longer periods, for example, to allow the accumu-
lation of funds for a tax or dividend payment This op-
tion I1s particularly attractive to corporations if the
income that can be earned on a longer RP exceeds that
available on an overnight RP One or several RPs can
be written, as liquidity 1s accumulated over the period
prior to a payment date, with the contracts maturing
on the day disbursements must be made The RP has
less commanding advantages over other money market
assets for longer periods, however. Commercial paper
can frequently be taillored to mature on a specific day,
and Treasury bills that mature very close to the desired
date can often be purchased. RPs are nevertheless
used very frequently for such purposes, primarily be-
cause they can be arranged easily and quickly once a
corporation has established a routine trading relation-
ship with market participants.

The volume of corporate RPs has grown dramatically
in the 1970's This growth has not been smooth,
but has occurred In bursts Monetary policy was quite
restrictive through 1969 and into 1970, and again
in 1973 and early 1974. During these periods, interest
rates, particularly on short-term instruments, reached
very high levels. The interest income foregone by
holding demand deposits was obviously very high, and
corporate treasurers responded by accelerating the
development of cash management techniques in gen-
eral and increasing the use of RPs. In effect, the
periods of high interest rates helped corporations meet
the cost of developing these new techniques, and the
high rates then attainable explain the apparent paradox
that corporations provided a growing volume of funds
to the RP market when they were most strapped for
cash.

Interest rates fell rather quicky once the economy
entered the 1974-75 recession. For a time, as they
had in the earlier periods of declining interest rates,
corporations reduced their supply of funds to the RP
market. By early 1975, however, corporations began
to expand their RP activity rapidly. The apparently
atypical increase in RP activity was brought on by
the combination of several forces. Most important, the
RP became widely accepted as an instrument of cash
management for corporations. During preceding
periods, many corporations did not participate in the
RP market due either to restrictions in their by-laws
or to lack of familianty with the instrument among cor-
porate treasurers. But by the mid-1970’s, by-laws of
many corporations had been changed, and the instru-
ment had become widely accepted. Coincidentally, by
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1974 many corporations felt that their hquidity had
reached dangerously low levels, and rebuilding liquid-
ity thus became a high priority. Reductions in capital
expenditures and inventories were possible as the
economy turned downward, thereby reducing corporate
borrowing needs and contributing to improved cash
flow Corporations were able to begin to accumulate
liquid assets as soon as cash flow began to improve
after the worst of the recession was over, a process
that has continued since Significant portions of the
new-found corporate hquidity were placed either In
outright purchases of Government securities or in
repurchase agreements against such securities.

State and local government units have entered the
RP market only in recent years but have quickly be-
come major supplers of funds The RP s particularly
well suited to their needs These governments usually
are required by law to hold their assets in the most
secure form, generally in bank deposits or Government
and Federal agency securities The RP provides a way
of meeting these requirements while earning income
on short-term investments.

Tax receipts of state and local governments never
match exactly the timing pattern of their expenditures,
thereby creating the need for them either to borrow or
to invest for short periods at various times of the year
Until recently theirr major investment alternative to
deposits has been Treasury bills As the advantages
of the RP have become more widely recognized, these
governments have switched more of their hquid invest-
ments into RPs

In 1972, the Congress passed revenue-sharing legis-
lation which increased the total volume of Federal
money flowing to states and localities. The revenue-
sharing payments are concentrated at the beginning
of each calender quarter, and state and local govern-
ments have invested large portions of these funds in
RPs until needed.

The role of nonbank financial institutions

Several types of nonbank financial institutions are
active in the markets for immediately available funds.
These include mutual savings banks, savings and loan
assoclations, branches and agencies of foreign banks
that operate on United States soil, and Edge Act cor-
porations (The latter are affiliates of United States
commercial banks empowered to engage in Interna-
tional or foreign banking in the United States or
abroad.) All of these institutions are active primarily in
the market for Federal funds, and generally do not
enter into repurchase agreements in volume. They gen-
erally lend Federal funds to commercial banks, al-
though under certain circumstances agencies and
branches of foreign banks will borrow from banks or
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other nonbank lenders

The appearance of all these institutions 1n the Fed-
eral funds market has occurred relatively recently.
Their entry has dramatically changed the function of
the Federal funds market, allowing the banking system
to draw funds from a wide array of institutions, instead
of just reallocating reserves. The expanded borrowing
ability of banks serves to integrate more closely the
United States financial structure, and to help break
down the barriers which have traditionally existed
among various types of financial institutions

The agencies and branches of foreign banks have
also become active participants in the Federal funds
market. These institutions deal with or represent for-
eign commercial banks, which trade in both the money
markets of their home countries and in the Euro-
currency markets. Through the Federal funds market,
the agencies and branches of foreign banks provide a
link between the various markets abroad and the
United States commercial banking system

The participation of these institutions 1n United
States financial markets mirrors the activities of United
States commercial banks overseas In the last three
decades, overseas branch networks of United States
banks have grown significantly in both the scale and
range of their operations, and these networks have
provided United States banks with easy access to
foreign and international financial markets Entry into
the Federal funds market by agencies and branches of
foreign banks, therefore, has contributed to the con-
tinuing integration of credit markets and banking In
the United States and abroad.

The role of the Federal Reserve
The Federal Reserve is important to the markets for
Federal funds and RPs for two quite different reasons
One 1s that Federal Reserve regulations play a very im-
portant role in the markets by limiting the type and
terms of transactions member banks may undertake A
second 1s that actions taken by the Federal Reserve In
the normal conduct of monetary policy have a major
influence on the levels of interest rates in general and
on the Federal funds rate in particular Federal Reserve
monetary policy I1s oriented toward achieving steady
and sustained growth of the economy, along with rea-
sonably stable prices. Such a sound economy depends
on a multiplicity of factors, one of which 1s the capacity
of the commercial banking system to extend loans and
create deposits. These capacities, in turn, are strongly
influenced by the interest rate on Federal funds and
the supply of reserves to member banks. .

The Federal Reserve controls the supply of reserves
through open market operations, mainly via outright
purchases and sales of Government and Federal agency




securities. An outnght purchase of securities provides
reserves permanently, while a sale permanently re-
duces the total supply of reserves But the Federal
Reserve also needs to provide and absorb reserves
for short periods, mainly to accommodate the seasonal
needs of banks for reserves and to offset the effects
on reserves of day-to-day changes in currency In cir-
culation, in the Treasury’s balance at Federal Reserve
Banks, and in Federal Reserve float Reserves can be
supphed temporarily by use of repurchase agreements,
and absorbed temporarily through ‘“matched sale-
purchase transactions”, which most market participants
call reverse RPs

A full historical treatment of Federal Reserve use of
the RP and matched sale-purchase transaction would
require another article, but a few highlights are impor-
tant because they have influenced the development of
the RP market. Federal Reserve use of the RP dates
back to 1917, but extensive use of the instrument be-
gan only in the postwar period. Matched sale-purchase
transactions were first used to absorb reserves In
1966 The technique was introduced at the time of
a sudden, temporary increase In float arising from a
widespread interruption of airline service. The amount
of reserves needed to be absorbed at that time was too
large to be handled by outright sales of securities by
the Federal Reserve without disturbing the financial
markets

Until 1972, Federal Reserve RPs were executed at
a rate fixed by the Federal Reserve, usually the dis-
count rate In that year the Federal Reserve instituted
a competitive bidding procedure whereby the rate on
RPs was set as a result of Government securities dealer
offerings of securities in relation to Federal Reserve
needs to provide reserves Shortly thereafter, dealers
were permitted to offer to the Federal Reserve any
securities they obtained in separate transactions with
other market participants Until 1975, RPs were done
by the Federal Reserve only with nonbank Government
securities dealers. At that time, the practice was
changed to include commercial bank Government secu-
rities dealer departments. All these changes contributed
to the acceptability, flexibility, and utility of the RP.

Federal Reserve use of RPs and matched sale-
purchase transactions for temporary reserve adjust-
ment has grown sharply 1n the past few years, but for
generally different reasons than those which explain
the increase in the use of RPs by banks and others.
The increase has arisen in large part from a change
in Treasury procedures for handling its cash balances
Prior to August 1974, the Treasury received payments
into accounts at commercial banks, and generally
moved funds into its balance at the Federal Reserve
only as funds were needed to make payments on behalf

of the Federal Government. Under this scheme, Trea-
sury balances in commercial banks fluctuated widely,
but the Treasury balance at the Federal Reserve was
reasonably stable. In August 1974, the Treasury began
to move 1ts balances more quickly into its accounts at
the Federal Reserve Banks, which chimbed by several
billion dollars over a period of several months. This
policy has led to much wider fluctuation in these ac-
counts This in turn has created greater variability in
the supply of reserves available to the banking sys-
tem which the Federal Reserve usually offsets by tem-
porary adjustments to reserves through RPs or matched
sale-purchase transactions

Some major implications

The Federal funds and RP markets have grown dra-
matically since World War |, but particularly in the
past few years. This growth is due In part to changes
in the regulations which govern the operations of
commercial banks, but 1s more basically due to the
changing practices and behavior of all participants in
these markets The circumstances influencing each
group of market participants have differed in detall,
but for all, the quite high interest rates since the mid-
1960’s have provided the major motivation

In addition, technological development has made
participation less costly Growth—both in trading vol-
ume and In the number of institutions participating in
the markets—has not been even. Periods of most rapid
growth in these markets have occurred when interest
rates were rising toward or stood at postwar peaks.
For the most part the markets for immediately available
funds have contracted as interest rates fell from suc-
cessive peaks, but never by as much as in the earher
periods of expansion.

The growth In the Federal funds and RP markets has
several implications Most importantly, the markets
have expanded to include a broader range of domestic
and international financial institutions and corporations.
They use the markets as a link in a worldwide net-
work that transfers interest-sensitive dollar balances
to wherever they are in greatest demand To be sure,
mechanisms to move funds to high-demand uses
have existed for some time, but the Federal funds and
RP markets help make the task easier and more effi-
cient by bringing interest-sensitive funds into a central
marketplace from a broader arena. For example, most
individuals who hold deposits at thrift institutions do
not move their funds quickly from one investment to
another In response to small interest rate changes.
But thnft institutions can lend in the Federal funds
market, 1n effect allowing the small deposits of indi-
viduals to be combined and placed directly in the
national markets for short-term credit Similar con-
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siderations apply with respect to international credit
flows.

These developments have some implications for the
conduct of Federal Reserve monetary policy. Policy
actions significantly influence the Federal funds and
RP markets, which commercial banks now use as
sources of funds more extensively than ever before.
Hence any change in the availability of funds in these
markets probably has a more direct impact than before
on the cost to banks of making loans and on the rates
they charge. Moreover, many more small banks and
nonbank financial institutions have become quite active
in the markets. Through this mechanism, Federal Re-
serve monetary policy is felt more quickly and directly
by a broader range of the financial institutions, includ-
ing those that provide a major portion of the total
credit available in the United States economy.

United States and international financial markets
have also become more closely integrated in recent
years There are multiple linkages among the various
markets, but they center on the activities in this country
and abroad of multinational corporations and of United
States and foreign commercial banks. These Institu-
tions borrow and lend sizable amounts in both the
United States and international markets, and are sen-
sitive to the margins between borrowing and lending
rates In different countries. For example, if short-term
interest rates in the United States were higher than
abroad, the differential would quickly draw funds from
other uses abroad and channel liquidity into the United
States financial markets These flows would tend to
reduce the differential between interest rates abroad
and in this country

But the flows of credit induced by such interest rate
differentials may not be in keeping with Federal Re-
serve policy objectives at the time. For example, a
restrictive monetary policy works to reduce spending
by individuals and businesses, partly because 1t makes
borrowing more expensive and difficult to obtain. The
effects of such policies on the domestic economy
could be dampened If large corporations and financial
institutions can readily obtain credit elsewhere.

While high interest rates and inflation have en-
couraged growth of the Federal funds and RP markets,
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the evolution of technology, particularly the use of
computer facilities, has also played an important part.
The new and changing technology speeds the transfer
of funds, reduces the cost of record keeping, and In-
creases the availability of information concerning in-
vestment opportunities. It seems certain that tech-
nological change will continue at a rapid rate, thereby
reducing further the costs of arranging and executing
financial transactions and reinforcing the already
strong trend toward aggressive financial management.

The rapid growth of the markets for Federal funds
and RPs in recent years can be viewed as part of a
pervasive trend in all United States financial markets
toward more aggressive portfollo management by
holders of financial assets This trend will clearly con-
tinue to be a strong influence on the markets. Partici-
pants will no doubt devise new trading techniques,
refine existing ones, and attract others into the market-
place. But the Federal funds and RP markets are only
two of many markets for short-term financial claims,
and their growth relative to others will be heavily In-
fluenced by the regulatory and legal framework in
which they operate. These markets could be significantly
affected by several proposals for financial reform that
have been put forth in recent years, some in the form
of legislative proposals introduced in the Congress.

Of particular note In this respect are the increasing
number of arguments heard in favor of relaxing or
eliminating prohibitions against the payment of interest
on demand deposits and the payment of interest on
member bank reserve accounts. Such proposals, if en-
acted, would probably have minor effects on the Fed-
eral funds market insofar as it is used by banks for
reserve adjustment purposes, but would more heavily
affect the use of both the Federal funds and RP mar-
kets as sources of funds on a continuing basis by
banks. The effect any legislation will have on the mar-
kets will, of course, depend on the exact provisions.
But one fact seems clear: legislative and regulatory
changes can channel the pressure emanating from
aggressive financial management into or away from the
Federal funds and RP markets, but it is unlikely that
financial management itself can be forced to return to
the tamer posture of a decade and more ago
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