
T h e  F e d e r a l  F u n d s  M a r k e t  

I n  t h e  S o u t h e a s t

Southern bankers have become more sophisticated 
in their financial practices. Earlier issues of the 
Review called attention to Sixth District banks 
using a sharper pencil in the management of 
their reserves. More of them are also partici
pating in the Federal funds market, though full 
documentation of this fact has not been possible 
up to now.

Banks in this part of the nation used to be 
less active in the Federal funds market than in 
many other regions. For instance, Federal funds 
participation of “country” banks in the Sixth Dis
trict in 1964 was 20 percent, whereas it was 37 
percent for the New York Federal Reserve Dis
trict, 33 percent for Philadelphia, and 25 percent 
for Chicago. This gap has narrowed appreciably, 
and the participation rate of Sixth District banks 
now seems well in line with that in other areas. 
Many more District banks are active in this mar
ket than ever before; even small institutions use 
it. Furthermore, the trading of Federal funds 
among banks in the Southeast has become more 
common.

These conclusions are based on a survey of 
518 Sixth District member banks in June 1967, 
which provides up-to-date information on the 
growth, present structure, and operation of the 
Federal funds market in the Southeast.

W h a t  A re  F e d e ra l F u n d s ?

Every banker knows that Federal funds is short
hand for immediately available Federal Reserve 
funds. And trading in Federal funds involves the 
borrowing and lending of balances on deposit with 
Federal Reserve Banks. In recent years the term 
“Federal funds” has become less descriptive be
cause a bank may lend directly funds which it 
holds on deposit with its correspondent and con
sider the transaction a loan of Federal funds. Yet 
this financial medium’s distinguishing mark—its

immediate availability—has remained unchanged. 
Banks use Federal funds chiefly as a temporary 
source of borrowed funds and investment outlet.

G ro w th  a n d  D e v e lo p m e n t

Trading in Federal funds is not novel. Almost 
half a century ago, banks discovered that lending 
(or selling) surplus funds to another bank pro
vided a return on the transaction, and borrowing 
(or buying) was an alternative to the discount 
window or to liquidating short-term investments. 
Yet, such activity in the Southeast, as elsewhere, 
experienced its greatest growth during the last 
ten years. As late as 1958 only 5 percent of the 
Sixth District member banks had ever bought or 
sold Federal funds. By 1960 the percentage had 
doubled, and by 1965 nearly one-third were par
ticipants. As of June 1967 almost one-half had 
bought or sold Federal funds on at least one 
occasion.

Several factors account for this growth. By far 
the major explanation was the awakening of 
management to opportunities in the market, as 
attested by three-fourths of the questionnaire 
respondents. The rising level of interest rates was 
the other principal reason, while a somewhat less 
significant but not unimportant stimulus was the 
pressure on profit margins. About one-fifth said 
they entered the market in response to a profit 
squeeze.

In most instances not one but a combination of 
factors influenced banks, and the importance of 
each has changed with time. Rising interest rates 
and pinched profits were more important deter
minants for banks first becoming active in 1965 
and 1966 than in previous years. The most im
portant reason for joining, however, remained 
the increased awareness of opportunities in the 
Federal funds market.

This burst in participation, extending back to
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The number of banks entering the Federal funds mar
ket has increased steadily each year.
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1964, applies to the selling and the purchasing 
side. From 1964 to mid-1967 those buying Fed
eral funds grew from 80 to 162; the sellers, from 
91 to 228. Banks entering the market in recent 
years have been increasingly smaller institutions.

The forces behind this development have been 
present for some time, but the acceleration in 
participation reflects more recent events. At one 
time, the $l-million minimum trading unit was 
more than many small banks would have had 
available to sell or needed to borrow. On the 
other hand, most large banks were not interested 
in transactions of less than $500,000. Even at the 
4Vs-percent rate commonly paid in 1965, a bank 
earned only a little over $56, less expenses, on a 
$500,000 transaction.

In more recent years, banks have shown greater 
willingness to buy and sell Federal funds in 
smaller amounts. During 1966 more than four- 
fifths of the banks traded in units under $500,000, 
and about one-half, in units of $200,000. These 
arrangements encouraged smaller banks to enter 
the market.

Degree of Participation 
As of June 1967

Num ber
Percent of 

R e sp ond en ts*

Se lle rs  or Buyers 249 48.1

Se llers 228 44.0

Buyers 162 31.3

Percent of
Partic ipants

Se lle rs and  Buyers 140 56.2

Se lle rs O nly 89 35.8

Buyers Only 20 8.0

♦M em ber bank respondents num bered 518, or 98.3 percent.

Increased willingness of larger banks to buy or 
sell in small amounts stems partly from a desire 
to attract or retain deposits of small correspon
dents. This stimulus existed especially during
1966, when under intense pressure for funds some 
of the largest banks developed a network of cor
respondents from whom they bought Federal 
funds in relatively small amounts.

These small sales have been facilitated through 
the evolution of some city correspondents’ prac
tice of investing for a certain period part of the 
country banks’ deposit balance held with them. 
By prearrangement, the city correspondent might 
retain the money for a specified number of days 
or weeks. Some large city correspondents under
take such transfers for members and nonmembers.

In introducing other banks to the Federal funds 
market, the larger banks kept in mind not only 
their own needs, but those of their correspon
dents. Two reported minimum units of $10,000 
(which even at 6 percent yields only $1.64).

Without the intense pressure for credit and 
changing relationships among investment and 
borrowing alternatives, the Federal funds market 
would have developed less rapidly. While Federal 
funds during 1963-64 offered no yield advantage 
over 91-day Treasury bills, they did in 1965-66. 
Federal funds thus became an attractive short- 
run investment medium in relation to Treasury 
bills and other short-term U.S. Government se
curities. Federal funds have always had the 
advantage of immediate availability with no 
market risk.

Federal funds have also become an increasingly 
important alternative to borrowing at the dis
count window. Although borrowing in the Fed
eral funds market during 1965-66 was generally

Although bigger banks are the most active, a sur
prisingly large proportion of small rural banks are 
participants.

Percent of Respondents
100 — — 100

Under 10 10-25 25-50 50-100 Over 100
Deposit Size (s Millions)

8 MONTHLY REVIEWDigitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

January 1968



Even on the buying side, many small banks participate.
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more costly than at the discount window, the 
Reserve System’s discouragement of the use of 
the window caused banks to turn more aggres
sively to the funds market.

The part played by credit conditions should 
not be exaggerated, and the spurt in trading in 
recent years instead viewed as evolutionary. This 
conclusion is strengthened by the participation 
of 18 banks in the funds market for the first time 
during the first half of 1967, when credit condi
tions were relatively easy.

One other force contributing to the continuing 
growth of this market was the trend toward 
greater sophistication in reserve management by 
small and large banks alike. As interest rates 
increased, it became more costly to hold idle 
balances and more profitable to put them to work. 
Higher interest rates encouraged banks to use 
their excess reserves in the Federal funds market.

S t r u c tu r e

As noted, almost one-half of the Sixth District 
member banks have traded in Federal funds. A 
majority of these banks participated on both sides 
of the market, indicating that most banks are 
willing to buy or sell to adjust reserves. Yet this 
majority was slight, leaving a large number on 
one side of the market. Most of these were banks 
which sold only. Consequently, nearly all Dis
trict banks in the Federal funds market sold 
funds at one time or another. The larger the 
bank, the more likely it is in the market; all 
banks with more than $ 10 0  million in deposits 
are participants. Yet the smaller banks are not 
shut out of the Federal funds market. About one- 
fourth of the banks with less than $ 10  million of 
deposits and over one-half in the $10-25 million 
size group were active buyers or sellers.

The smaller the bank, the more it acted as a 
seller than a buyer. This finding is in accord with 
the relatively high amounts of excess reserves 
held by smaller banks. Even on the buying side, 
however, participation of smaller institutions is 
not negligible, and for medium-size ones is exten
sive. A surprising one-third of the banks in the 
$10-25 million deposit size and almost one-half 
of those in the $25-50 million class were buyers.

Although smaller institutions are less likely to 
participate in the Federal funds market, this fact 
diminishes greatly if account is taken of rural 
or urban location. As might be expected, urban 
banks are decidedly more active than rural banks 
of the same deposit group. Urban banks presuma
bly can attract more specialized personnel and 
often have close ties with their city correspon
dents.

Geographically, one fact stands out. Unlike the 
situation in some other regions, Federal funds 
activity varies a great deal from one District state 
to another. This diversity was partly associated 
with bank size and urban-rural characteristics.

The map on page 10 shows differences in par
ticipation on a trade and banking area level to be 
even more striking. High participation rates in 
some instances extended even to small outlying 
banks, especially in the Orlando area where over
all participation was heavy. In fact, the heaviest 
overall participation rates in the Southeast were 
among port locations and Florida’s tourist areas. 
Although the heavy participation of trading in 
resort areas could not be explained statistically 
by seasonal variations in deposits, nearly one- 
fourth of the respondents reported more activity 
during certain months of the year. Two-thirds of 
these banks were located in the Jacksonville,

Participation varies a great deal among District states.

Percent of Respondents ~ 100

Ala. Fla. Ga. La* Miss* Tenn* 
*Sixth District Portion
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Differences in participation on a smaller geographic 
level were even more striking, as can be seen from 
the percentage of respondents.

Miami, Pensacola, and Tampa-St. Petersburg 
areas, where two-fifths of the region’s Federal 
funds participation occurs.

M e c h a n ic s

Since banks use Federal funds for short-term 
adjustments, one would expect one-day contracts 
primarily. The survey confirmed this fact and 
also that Federal funds transactions are usually 
unsecured. Nine-tenths of the purchase contracts 
and seven-tenths of sales were unsecured.

The latter contrasts with the situation in 1962, 
when only one-third of sales were unsecured. At 
that time, the Comptroller of the Currency de
fined sales as unsecured loans made by one bank 
to another and therefore under the single bor
rower limitation. In 1963, however, this ruling 
was changed. The decrease in the use of collat
eral transactions was probably a result.

Whether secured or unsecured, the bulk of Fed
eral funds transactions is handled through the 
correspondent banking system. The overwhelm
ing portion of total sales in 1966 was made to 
banks with which the selling bank has a standing 
customer relationship. The remainder was ar
ranged with brokers and noncorrespondents.

While banks for the most part are selective in 
their lending, they seem far more willing to bor
row from the most readily available source. Al
most one-half of all purchases in 1966 were ar
ranged through brokers and from large banks 
with whom the borrowing bank had no corres

pondent relationship; two-fifths, from their own 
correspondent. The other source of funds was 
smaller banks. Many of these transfers bypass 
Federal Reserve Banks entirely. Among rural 
and small banks, about one-half the transfers are 
bookkeeping entries on correspondent balances.

T r a d in g  F lo w s

In recent years important shifts have occurred in 
trading flows. Previous data, from September
1959 to April 1962, showed Sixth District banks’ 
buying only 3 percent of their total volume from 
other banks in the region, while intradistrict sales 
accounted for 6 percent of the total. By 1966, the 
scope of intradistrict trading had grown to a 
point where 12 percent of all purchases and 23 
percent of sales were made with other District 
banks.

Intradistrict trading was especially high among 
rural banks. Small urban banks also engage 
heavily in intradistrict trading, but more com
monly sell than buy from banks in the Sixth 
District. Intradistrict sales and purchases by 
banks with over $ 10 0  million deposits represented 
only 8 and 10  percent of their total transactions.

Intradistrict trading is anything but uniform 
throughout the region. It is, on the selling side, 
particularly sizable for banks in the District por
tion of Mississippi, where it accounts for more 
than two-thirds of the total, and is extremely 
popular in northern Alabama, southwest Georgia, 
and the Florida panhandle as well.

Little intradistrict trading, on the other hand, 
occurs in the District portion of Tennessee. And 
only in the Birmingham trade and banking area

Relatively few banks account for the bulk of the total 
trading volume, especially on the buying side.

Percent of Participating Banks

Percent of Dollar Volume
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1966 Volume of Federal Funds Transactions 

($ Millions)

A labam a Florida Georgia Lou is ia na * M is s is s ip p i* T enne ssee *

In trad istr ic t**

Pu rcha se s 532 2,267 3,034 688 453 396

Sa le s 1,664 4,202 3,110 942 1,912 413

Net p u rcha se s (+ )  
or sa le s  (— ) - 1 ,1 3 2 -1 ,9 3 5 -  76 -  254 -1 ,4 5 9 -  17

O utside  D istrict

Pu rcha se s 1,016 14,877 24,250 2,963 6,452 4,077

Sa le s 6,380 16,424 7,006 4,213 883 6,551

Net p u rcha se s (+ )  
or sa le s  (— ) - 5 ,3 6 4 -1 ,5 4 7 +  17,244 -1 ,2 5 0 +5 ,5 6 9 - 2 ,4 7 4

Total - 6 ,4 9 6 -3 ,4 8 2 + 1 7 ,1 6 8 - 1 ,5 0 4 +4 ,1 1 0 -2 ,4 9 1

*S ix th  D istrict portion.

* *S in c e  th is  in form ation  com es on ly from  m em ber banks, ca lcu la t ion s on intradistrict flows include on ly  pu rchase s and sa les 
between m em ber b ank s and those  tran saction s with nonm em bers reported by m em bers. The partial om ission  of nonm em ber 
tran saction s probably accounts for m ost of the im balance in intradistrict totals.

and the Florida panhandle does intradistrict 
buying constitute more than one-half the total 
purchases. It is fairly important in central and 
south Florida. These geographic differences, part
ly related to urban or rural concentration, also 
reflect the correspondent relationships that have 
developed over the years.

Trading between banks in the same city is 
still a rarity. Only 0.6 percent of total purchases 
and 0.9 percent of sales are of this type. In fact, 
no intracity trading of any kind was reported by 
banks in Georgia, Mississippi, and Tennessee, 
and virtually none in Alabama and Louisiana. 
This means that major banks in such cities as 
Atlanta and Nashville do not trade with each 
other. The little trading among banks in the same 
locality that does exist is confined to a few small 
banks with their city correspondent.

For trading across District lines, New York 
City continues to be the hub, though its impor
tance in absorbing funds from District banks has 
been reduced materially.

In this connection, an interesting change in 
Federal funds trading has occurred. According to 
a previous study, Sixth District banks, in the 
aggregate, reported a larger volume of sales than 
purchases during most of 1960, 1961, and 1962. 
The present survey, on the other hand, shows this 
region during 1966 as a net purchaser (purchases 
minus sales), amounting to $17.8 million per day, 
and consequently a net importer of Federal funds.

For different bank groupings, net Federal funds 
positions are markedly different. Urban banks 
with over $ 10 0  million in deposits were found to 
be net purchasers, whereas the other size urban

and all rural size classes were net sellers.
Large city banks bought funds on balance from 

other Sixth District banks, as well as from banks 
outside this District. Correspondingly, the coun
try banks that sold Federal funds on balance had 
a net outflow with banks located in the Sixth 
District and those outside.

Among the reserve cities—Birmingham, Miami, 
Nashville, New Orleans, Atlanta, and Jackson
ville—the latter two were the only net buyers. 
And among the District’s 27 trade and banking 
areas, purchases exceeded sales only for banks 
in Atlanta, Jacksonville, Jackson, Baton Rouge, 
and Chattanooga. The others showed a net sales 
position, the greatest being in Miami, Birming
ham, Tampa-St. Petersburg, Columbus, and Knox
ville areas (in that order of importance).

Evidently, a large proportion of the buying is 
concentrated. In fact, banks with more than $100 
million in deposits, or about 20 percent of the 
purchasers, were responsible for 90 percent of 
all purchases. On the selling side, concentration 
was less severe, with about one-half the sales ac
counted for by the largest banks.

There are two reasons for these differences in 
concentration. Big banks buy in larger amounts, 
and more frequently than small banks. On the 
other hand, small institutions sell as often as 
larger ones.

The questionnaires indicate that many bankers 
are most active on Fridays, taking advantage of 
the three-day weekend. By Friday, they can also 
estimate their reserve needs more precisely than 
at the beginning of the period. The early part of 
the month and just before the end of the two-
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week settlement period for country banks are 
other active times. Less activity was reported by 
several banks around mid-month, when their 
deposits temporarily rose.

F e d e ra l F u n d s  B o r r o w in g

While more banks sell than buy, Federal funds 
are an important borrowing source for many. 
Federal funds usually serve as an alternative to 
the discount window. Other forms of borrowing 
from commercial banks and the sale of capital 
notes and promissory notes cover longer-term 
needs and are used only by a few large banks.

A larger number borrowed through the Federal

funds market in 1966 than at the discount win
dow, 141 and 116, respectively. In addition, a 
substantial number borrowed from commercial 
banks for more extended periods than through 
Federal funds.

These alternatives were not mutually exclu
sive, except for 60 that relied solely on Federal 
funds and 40 that depended on the discount win
dow only. Fifty-eight borrowed in the Federal 
funds market and from the Federal Reserve Bank 
of Atlanta during the year. The number (chiefly 
smaller institutions) buying Federal funds and 
borrowing from commercial banks for longer 
periods was comparatively small.

1966 Federal Funds Trading Patterns and Sources of Bank Borrowings

Percent of Percent of
Sa le s  Pu rcha se s

Federal Fu nd s  T rad in g  Patterns

1. B y  type of security

a. U nsecured  70 92
b. Secured  by G overnm ent securities, in c lud in g

repurchase  agreem ents 28  4
c. O ther collateral 2 4

Total 100 100

2. By type of agent

a. B a n k s  acting  a s  you r correspondent 81 39
b. B a n k s  for w hom  you act a s correspondent 4  13
c. B a n k s  w ith w hom  you have no correspondent re la tionsh ip  1 19
d. Federal fu n d s  brokers 14 29

Total 100 100

3. By m ethod of transfer

a. T ran sfer of ba lances at the Federal Reserve 73 90
b. Deb its (credits) on correspondent balance at

com m ercia l b ank s 27 10

Total 100 100

4. B y  location

a. New  Yo rk  C ity 46  66
b. Elsew here outside  the S ixth  D istrict 31 22
c. S am e  city a s  you r bank  1 1
d. Elsew here w ith in  the S ixth  D istrict 22 11

Total 100 100

N um b er Percent of
of B a n k s  Total

Sou rce s  of Borrow ings

1. General u se  of alternative in strum ents 141 27.2

a. Federal fu n d s  116 22.4
b. D iscount w indow  64  12.4
c. Com m erc ia l banks (other than Federal fund s) 9 1.7
d. Capita l notes 5 1.0
e. P rom isso ry  notes

2. Specific  com b ination s

a. No borrow ing from  any sou rce  284  54.9
b. Federal fu n d s  on ly  60 11.6
c. Federal fu n d s  and d iscoun t w indow  58 11.2
d. D iscount w indow  on ly  40 7.7
e. C om m erc ia l b ank s (other than Federal funds) on ly  35 6.8
f. M isce lla ne ou s  com b inat ion s 40 7.7
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1966 Borrowing Activity By All Member Banks 

Deposit Size ($ Millions)

U nder $10 $10-25 $25-50 $50-100 Over $100 G rand Total

Source
A m o un t* Per- 

($ Thous.) cent
A m o un t* Per- 

($ Thous.) cent
A m oun t* Per- 

($ Thous.) cent
A m oun t* 

($ Thous.)
Per
cent

A m oun t* 
($ Thous.)

Per
cent

A m oun t* 
($ Thous.)

Per
cent

Pu rcha se s of 
Federal fu nd s 524 29.5 2,708 30.7 4,313 55.9 9,215 54.6 149,435 72.9 166,195 69.2

Borrow ings from
Federal Reserve  Bank 1,154 64.9 2,750 31.2 3,250 42.1 4,654 27.5 55,250 27.0 67,058 27.9

C om m erc ia l banks 99 5.6 2,263 25.7 148 1.9 3,023 17.9 11 *  * 5,544 2.3

P rom isso ry  and 
capital notes 0 0.0 1,097 12.4 0 0.0 0 0.0 141 * * 1,238 0.5

Total 1,777 100.0 8,818 100.0 7,711 100.0 16,892 100.0 204,837 100.0 240,035 100.0

*D a ily  average volum e. 

* * L e s s  than 0.1 percent.

Not only was the Federal funds market used 
more extensively than the discount window, but 
it was the most important source of borrowed 
money. Daily average Federal funds borrowings 
amounted to $166 million, compared with $67 
million for the discount window.

Borrowing choice, however, varied a great deal 
with the size of bank. The smallest banks (under 
$10 million) obtained 65 percent of their bor
rowed money from the window, 30 percent in 
Federal funds, and the remainder from commer
cial banks for more extended periods; whereas 
the largest ones (over $ 10 0  million in deposits) 
got one-fourth at the window and three-fourths in 
Federal funds. For banks borrowing in the Fed
eral funds market during 1966, even the smallest

Large banks buy more frequently, but sell about as 
often as small banks.

Number of Days 
Per Month

Under 10 10-25 25-50 50-100 Over 100 
Deoosit Size ($ Millions)

group bought more Federal funds last year than 
they borrowed at the window.

It should be noted that many banks do not 
borrow at all. In fact, 55 percent of the respon
dents indicated that they had not borrowed dur
ing 1966. Evidently, many banks still have an 
aversion to borrowing.

Many different reasons were given by banks 
for not borrowing in the Federal funds market. 
One-half, primarily smaller ones, said they nor
mally have excess reserves. Since a sizable num
ber of small banks are active borrowers, a better 
explanation is probably lack of familiarity with 
the mechanics or opportunities of Federal funds, 
although only 18 percent of the nonbuyers cited 
this reason.

The major explanation given for not selling 
Federal funds was a preference for other invest
ments. Although this aversion might result from 
unfamiliarity with the mechanics, relatively few 
noted this specifically. Yet, this was probably far 
more important than indicated because so many 
other banks listed increased awareness as the 
main reason for entering the market. Undoubt
edly, the choice of city correspondent was a 
corollary influence, since some correspondents 
have not been aggressive in acquainting their 
country banks with the market. One-fifth of the 
banks did not sell funds because they seldom 
have excess reserves.

It appears, therefore, that lack of familiarity 
among those still inactive probably remains the 
biggest stumbling block to entry. As awareness of 
the market spreads, a further substantial growth 
and development in coming years is almost a 
certainty.

H a r r y  B r a n d t  a n d  P a u l  A. C r o w e
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