
W h e n  B a n k s  B o r r o w

Business was brisk at the window but the Federal 
Reserve agent wasn’t satisfied. “Inasmuch as you 
have never availed yourself of the rediscount fa
cilities of the Federal Reserve Bank of Atlanta,” 
he wrote to District member banks which were 
borrowing from other sources, “we are anxious to 
ascertain if there be any specific reason for you 
not allowing this institution to serve you in this 
capacity.”

That year, 1915, the infant Reserve bank was 
reaching out for business to increase its revenues 
and insure its future. Though the agent was proud 
that two-thirds of the Sixth District members had 
used the bank’s services, he wanted to accommo
date the others. Think of his reaction if he were 
to return to Atlanta today and find the number 
of banks taking advantage of the discount privi
lege greatly diminished. His astonishment would 
doubtlessly turn to disbelief upon learning that 
we are not sending out letters to drum up more 
business.

The Federal Reserve System’s oldest policy 
tool has changed greatly in its purpose and ap
plication. No longer is discounting the major 
source of income for Federal Reserve Banks; 
neither are all member banks necessarily encour
aged to borrow. Experience has modified the 
concept of the proper use of the borrowing privi
lege by member banks. Moreover, this concept is 
an evolving one. Today, recognizing that eco
nomic and financial conditions continue to

change, the System has undertaken a funda
mental reappraisal of its lending function to de
termine if the discount mechanism again needs 
alteration.

Despite changing views of the role of member 
bank borrowings, it has always been an important 
facet of monetary policy. By augmenting reserves, 
loans from the Federal Reserve System not only 
aid borrowing banks, but also increase the ability 
of the banking system to extend credit to its 
customers.

Lately, considerable changes in the volume of 
borrowings by District banks have occurred. More 
banks used our discount window in 1966 than in 
any of the last 30 years. Now borrowings from 
this bank are almost nil. What is the significance 
of these abrupt changes? What kinds of banks 
use the window? Why do they borrow?

Why Banks Borrow

Each member bank must maintain a balance at 
a Federal Reserve Bank as a part of its legal re
serve requirement. Like ordinary checking ac
counts, these bank balances fluctuate with check 
clearings, currency withdrawals and deposits, and 
other transactions. Therefore, many factors may 
reduce a bank’s balance below the minimum re
quired level, forcing the bank to repair its reserve 
position.

Likely candidates for causing reserve deficien
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cies include unexpected withdrawals of private or 
public funds, prolonged adverse clearings as funds 
are moved from one area to another, seasonal 
patterns, and increased competition from another 
financial institution. Since the forces which play 
upon a bank’s reserve position are only partially 
predictable, the banker’s response to a reserve de
ficiency will depend upon his ability to predict 
it, his flexibility to meet adverse clearings, and 
his willingness to use alternative means of adding 
to his reserves.

When a bank’s reserve balance is too low, what 
are its choices? The banker may borrow from the 
Federal Reserve Bank, or he may borrow from 
commercial banks by buying their reserves in the 
Federal funds market. If he does not wish to 
borrow the reserves, he can sell Treasury bills or 
other earning assets or not renew or make new 
loans as old ones are paid off. Alternately, he may 
induce other banks or the public to increase their 
deposit balances. Most likely, he will draw from 
several sources of funds.

Adjusting Reserves
Of the major adjustment methods used to replen
ish reserves, borrowing from the Federal Reserve 
System is probably the least popular. With the 
exception of the early years of the Federal Re
serve System, when discounts and advances were 
actively solicited for revenue, the number of 
banks not borrowing in a given year has exceeded 
the number of banks borrowing by at least three 
to one in this District. In most years the per
centage of non-borrowing banks has been much 
higher, indicating that banks usually prefer to 
adjust their reserve positions without resorting to 
the Federal Reserve’s discount window.

During periods of strongly rising loan demand, 
however, alternative sources of funds become 
more difficult to use. The increase of member 
banks borrowing in this District in 1966 demon
strates very clearly what happens during such 
a period. Banks were faced with a great demand 
for loans, and most of them found it difficult to 
reduce the pace at which loans were being made.

M e c h a n i c s  o f  D i s c o u n t i n g *

Member banks may borrow from a Reserve 
Bank in two ways. First, they may redis
count short-term commercial, industrial, 
agricultural, or other business paper, with 
recourse on the borrowing bank. Second, 
they may give their own promissory notes 
secured by paper eligible for discounting, 
by Government securities, or by other satis
factory collateral. Borrowings by the first 
method are called discounts; by the latter, 
advances. The custom has developed of re
ferring to both types of Reserve Bank lend
ing as discounting, and the interest charge 
applicable to such lending is known as the 
discount rate.

Actually, most member bank borrowing 
has come to be in the form of advances— 
that is, against notes with Government se
curities as collateral. This form of borrow
ing is more convenient and time-saving for 
the bank, because the collateral is free of 
credit risk, is instantly appraisable as to

value, and can be more readily supplied in 
large amounts conforming to the borrowing 
needs of individual banks. Many member 
banks leave Government securities with 
their Reserve Bank for safekeeping; this 
arrangement makes it easy to pledge such 
securities as collateral when they need to 
borrow.

When a member bank borrows at a Re
serve Bank, the proceeds of the loan are 
added or credited to its reserve balance on 
deposit at the Reserve Bank. Conversely, 
when it repays its indebtedness, the amount 
of repayment is deducted from or charged 
against its reserve balance. Federal Reserve 
advances to or discounts for member banks 
are usually of short maturity—up to 15 
days.

♦Board of Governors of the Federal Reserve System. The 
Federal Reserve System: Purposes and Functions (1963), 
pp. 40-41.
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It was hard for them to obtain funds from de
mand deposit expansion since businessmen and 
householders were in no mood to keep money 
idle in checking accounts when they could earn 
higher returns elsewhere.

Many banks were able to feed the loan ex
pansion early in the year by attracting time de
posits and curbing investment acquisitions. In the 
fall, however, time-deposit growth slowed consid
erably, as rates on certificates of deposit reached 
their legal maximums and rates on competing 
instruments continued to rise.

Other methods of adding to reserves also be
came more expensive. An increase in the Federal 
funds rate, from 4.32 in December 1965 to 5.53 in 
October 1966, made borrowing from other banks 
very costly. Large denomination time certificates 
of deposits which could be used to induce corpo
rations to place funds in a bank for 4% percent 
in early 1966 were carrying rates of 5 y2 percent 
in September. Rising yields on 
U.S. Government and other se
curities, as evidenced by an in
crease in the short-term Treasury 
bill rate from 4.58 in January 
to 5.36 in September, meant that 
many securities could be sold 
only at a loss.

Collectively, these develop
ments restricted banks’ freedom 
to adjust reserves by methods 
other than borrowing from the 
Federal Reserve System. In this 
environment more and more 
banks turned to the discount 
window for assistance. Conse
quently, Sixth District member 
bank borrowing increased from 
a daily average of $47 million in 
April to an average $120 million 
per day in September.

Borrowing Patterns in 1966
In such a period the growth in 
borrowing is accompanied by 
changes in the number of banks 
borrowing, size of loan, and 
length of indebtedness. When 
borrowings rise, these three fac
tors tend to move together, re
sulting in more banks borrowing 
larger sums for longer periods.
Last year, for example, 117 Dis
trict banks borrowed, compared 
with 80 in 1965. Daily average

borrowings per bank (a combination of size and 
duration of loans) increased from $458 thousand 
to $603 thousand. With both number of banks 
and average borrowings per bank advancing, bor
rowings climbed to an average $71 million daily, 
or nearly double the $37 million per day average 
borrowings in 1965.

Breaking down the aggregate rise in borrow
ings reveals different patterns at reserve city and 
country banks. Reserve city banks borrowed an 
average of $40 million per day in 1966, up nearly 
50 percent from the previous year’s average. This 
occurred, although only one additional reserve 
city bank joined the number of borrowers. Ob
viously, daily borrowings per bank rose abruptly.

Country banks borrowed an average of slightly 
more than $31 million per day last year, about 
a fourth less than the daily average of reserve 
city borrowings. At this rate country banks were 
borrowing more than three times as much in 1966

Borrow ings from  the Federal Reserve B an k  of Atlanta increased  sha rp ly  last 
year, a s  has been the tendency in prev iou s periods of r is in g  credit dem and.
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Percent of Sixth District Member Banks 
Borrowing from the Federal Reserve Bank in 1966
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NOTE: Number of banks borrowing indicated in parentheses.

The larger a b ank ’s  deposit size, the m ore inclined  it is to 
borrow from  the Federal Reserve  Bank.

as in 1965. The upsurge in country bank borrow
ings, unlike that at reserve city banks, reflected 
a change in both the number of banks borrowing 
and the average borrowings per bank. Thirty- 
seven more country banks borrowed in 1966 
than in 1965, and the average per bank more than 
doubled.

This sharp increase in discount activity, dra
matic in terms of changes over a year ago, ap
pears much less unusual when compared with 
previous borrowing behavior. Cyclical movements 
of borrowing indicate that District bankers have 
generally expanded their indebtedness to the Fed
eral Reserve Bank of Atlanta in periods of rising 
economic activity, repaying loans as the business 
pace has abated.

Despite the greater number of banks borrow
ing in 1966, daily average borrowings were ac
tually lower than in 1959, the previous peak 
borrowing year. This came about primarily be
cause reserve city banks did not increase their 
average borrowings per bank to the level reached 
in 1959. They probably borrowed more from other 
commercial banks, as indicated by District banks’ 
greater participation in the Federal funds mar
ket in the past six years. Several of our larger

banks were heavy purchasers of Federal funds 
last fall.

An evaluation of changes in borrowing during 
the 1959-66 period reveals that the rise in bor
rowings at reserve city banks resulted typically 
from changes in degrees of participation by a set 
group of banks. At country banks, however, both 
number of banks borrowing and average borrow
ings per bank changed considerably. In one year 
—1960—a decline in loan size sufficiently out
weighed an increase in the number of banks bor
rowing, producing an overall decline in the vol
ume of bank borrowings.

Most small banks do not borrow from the Fed
eral Reserve System. In 1966, less than 10 per
cent of the member banks with deposits under 
$5 million received a loan from this Bank. At 
the other end of the scale, nearly 90 percent of 
banks with deposits of $200 million and over 
were borrowers. Since larger banks presumably 
make more extensive use of the various reserve 
adjustment techniques, the concentration of bor
rowing at larger banks would tend to support the 
hypothesis that last year’s increase in borrowings 
resulted primarily from rising costs and falling 
availability of reserve adjustment by methods 
other than borrowing from the System.

Current Discount Activity
When pressures on banks to make loans are less 
strong—thus far characteristic of 1967—reserve 
adjustment methods other than borrowing from 
the Federal Reserve become more feasible and 
attractive. Federal funds have been trading at 
about 4 percent and the short-term Treasury bill 
rate had fallen to 3.4 percent by mid-June. Re
flecting these changes, District member bank bor
rowings have remained at a low level for the 
past four months, averaging a very modest $3 
million per day. In the most recent month, June, 
only nine country banks were in debt to the 
Federal Reserve Bank of Atlanta; daily average 
borrowings per bank amounted to $363 thousand. 
No reserve city banks borrowed from mid-May 
to the end of June. p AUL A_ Chowe

The Performance of Bank Holding Companies by
Robert J. Lawrence (June 1967) is now available 
from the Board of Governors of the Federal Re
serve System, Washington, D.C. 20551. 25 cents 
per copy; 20 cents per copy in quantities of 10 
or more; copies free to government departments, 
libraries, college and university professors, and 
graduate students in this field.
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