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In 1958, member-bank borrowing from the Re-
e Banks declingd as aoditians in the money
market became essier. Daily average borrowvings
reached a low of about $100 milllian in Jly, and
then rose as business adtimity improved and tte
money market tigteed. There were five danges
in the disoount rate- three redctios intre fist
halfand two Inoreesss in tte Btiarpartoftteyear.

Disoount policy refers o tre aodittias govern-
irg disoounting and borrowving from the Resene
Barks. Itesteblides tte framework within which
member banks may hae aoess o Reserve Bank
aadit. The discount rate s a means of infllec-
irg tre willlirgess of member barks t ue te
a=ss 1o Resene Bank adadit affordsd them by
disoount policy.

Both disoount policy and the disoount rate
playad prominent roles in tre early history of tre
Federal Resene Systam. Their importance waned
in tre thirtsss, honever, as an inflov of gold and
aweak demand for aadit resulted in banks acou-
nullating lage exsss reswes. During World

War 11 and tte early postwar periad, the pollicy

B

2 N0 ar »/% r\  rjfia
i uah u=%AELa
a - -
kK91 gr
L =83

of syporting tte pricss of Govermment seari-
s, prtallaty tte %  per aat rate on Treesury
hills, gave member barnks reedy aooess 1o Resene
Bank aedit. Thus, for almost two decacks, itk
use was made of the disocount window.

The inportance of disoount policy and te dis-
ot rate re-ererged follovirg terminatian N
1951 of the pollicy of sygporting the pricss of
Govermment saarities. Member banks tumed ©
the disoount window iIn inoreesirg nunbers
dotain fuds to cover reene defidiaess. The dis-
oot rate reained a positian of Inportance s
an instrurent of monetary pollicy, although ot
tre preaminence of earlier years.

The remal of infarest in disoount policy and
the disoountt rate hes stinulated gestias as ©
treir sigiificae and as o telr ue. This artide
cals with three rellated gestios: (L) Why do
member barks sometimes borrow from the Re-
e Bank? @) When i borrowing from tte
Resene Bank gyropriate and when B it ingo-
prooriate? @) What are tre effedts of a dhange
in tre disoount rate?
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WHY MEMBER BANKS NEED TO BORROW

We all have the problem of keeping enough cash
on hand or having ready access to cash sufficient
to meet current payments. Sometimes cash re-
ceipts exceed, at other times fall short of expenses.
To be in a position to meet expenses, therefore,
we have to accumulate funds when receipts are
larger than payments or borrow when our pay-
ments are larger than receipts.

Most individuals and business firms turn to
commercial banks or to other financial institu-
tions to balance out these short-run fluctuations
in receipts and payments. The process of balanc-
ing short-run changes in receipts and expendi-
tures thus tends to converge on commercial banks.

Factors affecting a bank's reserve position

Commercial banks are required by law to main-
tain a reserve equivalent to a prescribed minimum
percentage of their deposits. Member banks of the
Federal Reserve System are required to hold this
minimum reserve in the form of deposits in a
Reserve Bank.

A great variety of transactions affects a mem-
ber bank’s reserve balance and the deposits
against which the reserve is held. Many checks
are deposited in banks other than the banks on
which the checks are drawn. Banks send these
checks drawn on other banks through regular
clearing channels for payment. If a bank has an
adverse clearing balance, it loses funds to other
banks; if the balance is favorable, it gains funds
from other banks. A corporate depositor may
authorize its bank to transfer a large sum to a
bank in another city where additional funds are
needed to meet expenses. The transfer, made over
the Federal Reserve’s wire transfer facilities,
results in an immediate reduction in the sending
bank’s reserve balance and a corresponding in-
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crease in the reserve balance of the receiving
bank. Business firms and other depositors with-
draw cash to meet payrolls and other needs.
United States Treasury receipts and expenditures,
which nowadays are in large volume, constantly
shift funds among banks. These are only a few
of the many transactions that result in daily
changes in a bank’s reserve balance and the vol-
ume of its deposits against which the reserve
is held. As a result, a bank’s reserve position—
whether in excess or below the legal requirement
—is constantly changing.

Even though many factors affect a bank’s re-
serve position, certain patterns of behavior are
frequently discernible. First, most banks experi-
ence sudden irregular shifts of only one or a few
days duration. A bank may have a reserve defi-
ciency one day, an excess the next. It is extremely
difficult to anticipate these day-to-day changes
with reasonable accuracy. Second, seasonal trends
frequently result in an inflow of funds in one
season and a persistent drain on reserves in
another. Banks in agricultural areas, for example,
usually have a substantial inflow of funds during
the crop-marketing season. They lose funds as
farmers draw on their deposit balances for living
expenses and the costs of producing next year’s
crop. In resort areas, banks gain funds during the
vacation season and lose funds in the off-season.
Third, a bank’s reserve position may reflect
longer-term trends arising from its own policies.
If a bank is expanding its loans and investments
more rapidly than other banks in its market area,
it is likely to suffer a persistent loss of funds
through clearings. Banks expanding less rapidly,
on the other hand, tend to gain reserves. Finally,
regional differences in the rate of economic ex-
pansion and growth cause some banks to gain
deposits and reserves, others to lose them. Crop
failure, floods, or some other form of disaster
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may drastically artail economic adtivity and put
ozl banks under savere resene pressure.

Estimating the reserve position

Barkers have a profit inoentive for keeping cloe
b on treir resene positios. A resene ballance
in ecss of tte lepl requireett eans no
incore; a ceficiary inours a paelty.

Certain faatures of tre kel resene reguire-
ment are ecially inportanit in managing a
banks resene psition. A member bank i ot
recuirad o malrntain a resene balance eqal ©
the geecified parcertages of iisdemand and time
dqosits every day. The requiremant i in tems
of averages over tre computation period- of a
banks resene balane each day and of daily
toaks of its demand and time dgusits. (The
resene conputation periad sone week farmem-—
ber banks In aaral reene and reene dties,
and sami-morthly for contry member barks.)
The reserne balance may drop below the required
minimum for one or a few days, provided exess
resenes on other days are siffidat to offset tre
chdts.

Apother point B tteat caxtain deductios
are allonad in computing tre lapl requiremant
apirst demand dgosits. The two  principal
dedctios are cash itars in the process of col-
lection and demand ballances wirth otter banks in
tte Uhited StEtes. The minimum  percentage
recuirarent segainst net demand dqusits, after
deductias, ot gross demand dgsits.

To fdlitaie estnatirg its resene st
each member bank i ayplied with a form with
oolums for etering total ret demand dgosits
ad total time dguosits each day during tre re-
Ene anputation periad. The Resenve Bank
sa1k each member bank a daily stateratt show-
irg isactial resene balance at tie dioe of busi-
ress thet cey. Most member banks reene this

B

statemat the folloving cay. By conmparing tre
amount of reserve which Would be required on
the besis of net demand dgosits and tiime dyosits
at tre gpening of busiress w ith the actal resene
balance at tre cloe of business on tre same day,
a bank can determine with reesoreble acouracy
whether it B ruming a cefidat or an ec=ss

Some member banks keep in dloser touch with
teir reene position then otters. Large banks
in firmcial aaEes watch teir positias very
dceely o avoid having exess resenes ttet eam
no inoare. They prepare estirates, as aearly In
themoming as possible, of telr reene positias
for tte day. Most of them, on tte besis of these
estavates, make daily adjustmants intelr resene
positios, putng an ecsss iIno some  Inoae-
producing asset or aouiring fuds o cover a
ceficeoy.

These larte banks waally try to avoid having
oS resnes. Their paroattage of eesss ©
required resenes s uite srall. Sraller banks
hold much lager paroenteges of eess ©
requirad resenes hut tte dolllar anounts of treir
s are typically sall. Sall suns carotbe

NUMBER OF CENTS EXCESS PER DOLLAR
OF REQUIRED RESERVES, BY SIZE GROUPS
OF MEMBER BANKS, THIRD DISTRICT
Airst Half November 1958
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employed in the money market so easily and
profitably as large amounts. It is not so conven-
ient for many of the small banks located some
distance from a money market to make daily
adjustments in their reserve positions. For these
and other reasons, officials of many small banks
maintain a cushion of excess reserves to avoid a
deficiency.

Alternative media for adjusting reserves

Banks can use several methods to adjust their
reserves. They can invest excess reserves in Treas-
ury bills, commercial paper, or other securities;
they can lend them temporarily to another bank
or a securitics dealer, or deposit them with a cor-
respondent bank. To meet a reserve deficiency,

. a bank may liquidate securities, borrow the excess

reserves of other banks, draw on its correspond-
ent balance, or borrow from a Reserve Bank.

Bank preference is influenced by a number of
factors. Treasury bills, other short-term securities,
and commercial paper are commonly used as
secondary reserves. Excess reserves so invested
earn income and yet can readily be converted
into cash with a minimum risk of capital loss
when additional funds are needed. Short-term
paper and sccurities are especially suitable for
meeting seasonal and other longer-term reserve
adjustments. Outright puichases and sales are not
suitable, however, for daily or very short-term
adjustments. For such adjustments, a bank may
need to buy one day and sell the next. The spread
between buying and selling prices absorbs most
or all of the interest earned unless the securities
are held at least two or three days.

The federal funds market
lending of excess reserve balances—has advan-

the borrowing and

tages for daily reserve adjustments. The bulk of
these transactions is for one day, and there is
no spread between buying and selling prices and
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no risk of price change as in the case of short-
term securities. Although the mechanics vary
widely, the essence of a federal funds transaction
is that a bank short of reserves borrows the excess
reserves of another bank, agreeing to pay a spe-
cified rate of interest.

Because of its advantages for very short-term
adjustments, the federal funds market has become
widely used by the larger banks in financial cen-
ters to make daily adjustments in their reserve
positions, The daily volume of transactions ranges
from about one-half billion to over a billion dol-
lars. The typical unit of trading is $1 million;
however, transactions for smaller amounts are
frequently made, especially in periods of tight
money. Banks with only small excesses or defi-
ciencies are thus handicapped in using the federal
funds market.

Member banks can borrow from a Reserve
Bank to meet temporary reserve deficiencies,
using subsequent excesses to repay the indebted-
ness; however, the Reserve Bank is not a profit-
able outlet for excess funds because excess reserve
balances earn no income.

Relative cost is a significant influence in choos-
ing among these reserve adjustment media. Banks
naturally prefer to obtain funds as cheaply as
possible. Normally, they will not borrow federal
funds if they can borrow from the Reserve Bank
at a cheaper rate. This explains why the federal
funds rate rarely rises above the discount rate.
Other influences are the attitude of bank manage-
ment toward borrowing and toward such factors
as the convenience of the different methods.

DISCOUNT POLICY

One of the functions of a central bank is to pro-
vide elasticity in a country’s currency and credit
to avoid seasonal and other temporary strains and
stresses. This means supplying currency and re-
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s 1o mest the growing demands and abosorb-
ing aurecy and reenes during perics of
se0el sl

Open-market gperatias are used to adjust tre
suply of resenes 1o the changing seesoal nesds
of tte econony as a wole. For eaple, te
Federal Resene waally purdesss Govermment
srities in te e part of te year © syply
resenes abosorbed by the autflov of currency o
aralation and otrer seestel fedtors; iErecloss
its holdings of Goverments in tre early part of
the year 10 dosorb some of tte reserves areated
by tte retum flov of auray.

The disooutt window i more effective then
operHmarket geeratios for meeting the ssesoel
reene nests of particllar banks or partiaular
regios. Seesoral trads are ot uniform for dll
barks. The pesk needs of some banks may coour
during a periad of seesaral sladk far the economy
& awnple. Through tre disoount window, te
Resene Banks can sumply resenes directly to tte
member banks which need tham. Another advan-
e b tet te resenes ae gypliad “with a
strigatteded.”” Once the temporary need B0,
the reserves are aosorbed as member banks repay
telr inddotedess o the Resenve Barks.

Another Important function of a aatrall bank

BORROWING FROM FEDERAL RESERVE BANK
BY COUNTRY MEMBER BANKS IN
AGRICULTURAL AREAS, THIRD DISTRICT
Semi-Monthly Average of Daily Figures

MLIDE $

b ttet of regullatirg tre syply, asilknility, and
ast of resenes and aedit n such away & ©
relp kegp tre price led steble and 1o hellp main-
tain economic stehility at high leeks of produc-
ticnand enployment. To achiee trese dojectines,
a aatral bark nust have effective corol over
tre volume of reenes itaesies. This means tet
aoess 10 te disoount window may have o be
limited; otrermise, the amount of resenes aeated
would be at tre initiative of member berks, rot
te aaral bark. In practice, aocess 1 catral-
bank aadit hes uaally been limited in two prin-
cAl wvays: @ by establishing cartain condi-
tias under which banks can borrow, and (©) by
chaging tre disoount rae, meking iEmore or
ks eqasive Tar them 1o borrow.

Historical development

There hes been a number of amendrents 1 te
provisias of the Feceral Reserve Act relatirg
disoounting and member-bank borrowing fram
te Resernve Bank; honever, the prircipal devel-
ooments in e phillosoahy of disoount pollicy can
be summarized triefly.

The dual reture of the disoount fuction wes
recognizad N tte provisias of tre Federal Re-
e Act relatirg © tte edasion of agdit ©
member kais.. To provice tre elesstiaty required
in necting ssesoal ad other tenporary resds,
the Federal Resene Banks were given authority
o disoount comercial pgper far member berks.
Access 1o the disoount window wes limited, how-
eer, by making anly catain types.of peper
eligble for dismunt.

Origirally, tte Feckral Resenve Act defired dii-
gible paper as okes, dafts, o hilks of exdhange
maturing within 90 days (et ayiadwal
peper which culd have loger maturity) ad
drawn t© provice fuds for comercial, Indls-
tHE, or agricuitural puposss. Paper was rdi-
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BORROWING FROM FEDERAL RESERVE BANK
BY COUNTRY MEMBER BANKS IN RESORT
AREAS, THIRD DISTRICT

Semi-Monthly Average of Daily FHgures
MLLIDE$

gible for disoount ifthe proceeds were 1o be used
for geaulative puposess, for foed inestent of
any kind, or for the purpose of trading in ssauni-
ties et nited States Govermment. saariities.
In dort, the philosgohy of disoount policy em-
bodied in tre Federal Resene Act wes thet the
Resenve Banks shauld exterd aglit to member
banks aly for dort tems ad far comercial,
indstrial, and agricubtural punposes. lewes alo
kelied ttet by aonfining disoounts o digible
peoer, as cefired, tte quentaity of Resene Bank
aglit would adjust autoratically o te varyirng
nesds of commercial and business adtivities.

Beerience, egxciadlly in tre thirties, reealed
shortoamings in this early phillosgphy. Hiigibility
requirerents proed ireflective In aotfinirg
Resenve Bank aedit 1 axtain uss. Member
barks disoounted or borrosed egainst eligble
paper 1 mest reserne deficiaties. The type of
peper offerad was no irdicatian of the use made
or tobe made of the proosscs. ActLally, disoounts
and advances syplied member banks with addi-
tiasl reEnes. These resenes mightt be used far
goorgoriate or irggorgpriiate punposss.

A secod difficiity wes tret eligiality require-
ments proved 1 be uduly restrictive at tines.
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The syply of eligible paper had been declining
and was egecially lov during tre aisis of te
early thirtieswhen dgoosit withdranals were put-
ting aheavy strain on tre barks. The sacity of
eligible peper saarely restricad the cgecity of
te Resenve Banks 1o isaLe Feckral Resene otes
and to make discounts and advanoes to member
berks. Arelly, it becane dexr ttet dighility
recuirenents did rot resilt autoratically in a
wvolure of reenes gyorgoriate for maintaining
steblle pricss and busiress stzhility at high ledks
of production and employment.

Current provisions

Berience Il to sigiifiat revisias in tte Act
which broadened member-bank aocess to Resernve
Bank aadlit. Member barks may now dotain
addit directly from a Resene Bank for dort
periaks by: @ disocounting eligible comercial
peper maturing N 90 days (eagpt for egriaul-
tural peper whiich may have amaturity up tonire
months) ; (© borroving on their own rotes -
aured by eligible pgper or Govermment: sarnities;
or (© borroving on teir own rotes seaured by
any other essets satisfectory o the Resernve Bank
hut at a rate V2 per ant above the disoaunt e
As amatter of anvenience, member banks dotain
adglit fron the Resene Banks alnost entirely by
borroving on tteir omn rotes ollateraled by
Government surities.

The inportance of adhinistering the disoount
window I orter o help maintain sound aglit
aoditias was also recognizd. Borrowing from
aResene Bank wes diearly establided as aprivi-
ke, ot a gt Ssction 4 as arended states tret
aReserve Bank may extard o eech member bank
such disoounts and advances “‘as may be safely
and ressorebly made with due regard far clains
ad demands of otter member baks, te
maintenance of sound aadit aodirtias, and te
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accommodation of commerce, industry, and agri-
culture.” '

Furthermore, each Reserve Bank is directed to
keep informed as to the general character and
amount of loans and investments of its member
banks to determine whether undue use is being
made of bank credit for speculative purposes or
for any other purpose inconsistent with the main-
tenance of sound credit conditions. In determin-
ing whether to grant or refuse credit to a member
bank, the Reserve Bank shall give consideration
to such information.

Finally, a Reserve Bank is to administer the
discount window, as well as its other affairs,
“fairly and impartially and without discrimina-
tion in favor of or against any member bank.”
Authority was given to the Board of Governors
to issue regulations further defining the condi-
tions under which Reserve Bank credit is to be
extended to member banks. The latest revision
of Regulation A governing member-bank borrow-
ing was made in 1955. The principal change was
to put in a foreword to the regulation a statement
of general principles governing Reserve Bank
leans and discounts to member banks.

Appropriate borrowing

Many member banks have been able to manage
their asset and rescrve positions without having
to borrow from a Reserve Bank. Over one-half of
the member banks in this district have not bor-
rowed since 1950.

It is not possible to pinpoint every case in
which it is appropriate or inappropriate for a
member bank to borrow from the Reserve Bank.
One of the lessons of experience is that the dis-
count window cannot be properly administered
by mechanical rules. The conditions and needs
which give rise to borrowing vary. Each must be
considered on its own merits. There are certain
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general principles, however, that serve as guides
in administering Reserve Bank loans and dis-
counts which can be summarized briefly.

Even the most prudently managed bank may
experience reserve drains for a few days which
occasionally reduce its daily average reserve bal-
ance below the legal minimum. Borrowing from
the Reserve Bank is one way of meeting these
short-term reserve deficiencies. Should the defi-
ciency prove to be for a more extended period,

.borrowing gives the bank time to make such

adjustments in its assets as may be necessary.

Unusual seasonal requirements are another
case of appropriate borrowing from a Reserve
Bank. Seasonal needs can be pretty well antici-
pated and prepared for so long as they conform
to past experience. But deposit losses may be
exceptionally heavy, loan demands unusually
strong, or both. Secondary reserves may not be
sufficient to meet such unexpected seasonal
requirements. Member banks may rightly turn to
the discount window for additional funds.

There may be occasions when it is appropriate
for a member bank to borrow for a more extended
period. Sometimes local or national emergencies
put severe pressure on banks’ liquid resources.
Considerable time may be required to make the
necessary adjustments and work out a solution.
It is recognized that in such infrequent and unus-
ual situations, borrowing for an cxtended period
may be appropriate in order that a bank may
better meet community needs.

Inappropriate borrowing

Many member banks borrow from a Reserve Bank
only as a last resort. Few attempt to borrow for
inappropriate purposes. Those instances usually
arise from misunderstanding of the true function
of the discount window. Final decision as to
whether borrowing is inappropriate must take
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into consideration the particular circumstances
of the individual borrower. There are certain
general types, however, which usually fall in the
inappropriate category.

Borrowing to finance speculative activities—
whether in securities, real estate, or commodities
——1s an inappropriate use of Reserve Bank credit.
Paper drawn for such purposes has been ineli-
gible for discount from the beginning of the
System. Such use of Reserve Bank credit is unde-
sirable from the standpoint of both the individual
bank and monetary policy. Commercial bank offi-
cials have long frowned on loans to finance spec-
ulative activities. Experience has demonstrated
that such loans are risky and all too frequently
lead to financial difliculties. Even if safe for the
individual lender, loans for purposes of specula-
tion have a disruptive influence on the economy.
Certainly, supplying member banks with reserves
to support speculative loans is inconsistent with
administering the discount window in such a way
as to “maintain sound credit conditions” as pro-
vided in the FFederal Reserve Act.

Borrowing to finance a member bank’s own
investments is contrary to the spirit of the Federal
Reserve Act, Investment is not a short-term, tem-
porary nced which bank management cannot
reasonably auticipate. Borrowing to purchase
securitics for its own account is, in essence, an
open-market operation conducted at the initia-
tive of the member bank instead of the Federal
Reserve System. Such borrowing, if widely prac-
ticed, would seriously impair Federal Reserve
control over the supply of reserves and therefore
its ability 1o regulate credit and the money supply
in the interest of price and economic stability.

Similar in principle is borrowing from a
Reserve Bank to avoid liquidating investments at
a capital loss. Bank management in deciding to

invest surplus funds in longer-term rather than
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short maturities assumes the risk of incurring a
larger capital loss should the securities have to
be liquidated to meet expanding credit demands
or other purposes. The inducement of a higher
return on longer maturities should be weighed
against the risk incurred. Extending credit to
member banks to enable them to meet loan
demands without liquidating investments is incon-
sistent with the Federal Reserve’s responsibility
for “maintaining sound credit conditions.” This
kind of discount policy would seriously weaken
efforts to curb inflation during periods of strong
credit demand.

Continuous borrowing, except in an emergency
or some unusual situation, is also inconsistent
with the principles embodied in the Federal
Reserve Act. The purpose of the discount window
is to make Reserve Bank credit directly available
to member banks for temporary needs. Borrow-
ing for a short period also gives a bank time to
make such adjustments in its assets and lending
policies as may be required in meeting longer-
term requirements.

Borrowing from the Reserve Bank was never
intended to be a source of capital to supplement
a bank’s own resources. Even before the Federal
Reserve System was formed, continuous borrow-
ing from correspondent banks was frowned upon
because experience had clearly demonstrated that
a bank with a large debt was in a poor position
to cope with hard times. Continuous borrowing,
it should be noted, refers not only to consecutive
days but also to consecutive reserve periods. A
member bank borrowing $7 million for one day
increases its daily average reserve balance by the
same amount as by borrowing 81 million for
seven days. _

Borrowing to earn a rate differential or to gain
a tax advantage are other purposes which are
considered inappropriate,
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THE DISCOUNT RATE

Discount policy is designed to promote sound
banking practices and to maintain sound credit
conditions. It establishes the framework within
which member banks have direct access to
Reserve Bank credit. The principles followed in
administering the discount window do not change
from recession to boom.

The discount rate, however, is one of the prin-
cipal tools used in combating inflationary and
recessionary tendencies. There are three principal
channels through which changes in the discount
rate may influence the volume of reserves, the
cost of credit, and the flow of total spending.

The direct effect is to raise or lower the price
of admission to the discount window. An increase

in the discount rate makes it more expensive and

tends to discourage member-bank borrowing; a
reduction tends to have the opposite effects.

The cost effect of a change in the discount rate
cannot be isolated from other factors influencing
the volume of member-bank borrowing. Obvi-
ously, an important influence is whether condi-
tions are such that banks feel the need for
additional funds. Given such needs, cost is a
factor influencing their willingness to borrow
from the Reserve Banks. As the discount rate is
increased, the rising cost of borrowed reserves
is an incentive for bankers to screen their loan
applications more carefully to reduce the need
for borrowing. The discount rate, if raised high
enough, can be a strong deterrent to obtaining
additional reserves by. borrowing from the Re-
serve Banks. On the other hand, a reduction in
the discount rate tends to increase the willingness
of banks to borrow so long as they need addi-
tional reserves. The discount rate is an essential
but not in itself an adequate tool for regulating
the supply of member-bank reserves.

24

The policy of a penalty rate, long adhered to by
the Bank of England, is based on the cost effect of
the discount rate. The objective is to keep the dis-
count rate above the rates received by the bor-
rower on its own loans and investments so that the
central bank will be used only as the lender of last
resort. In England this means keeping the Bank
rate (the discount rate) above market yields on
Treasury bills and short-term paper, which ac-
count for the bulk of the assets of the discount
houses. Commercial banks in need of funds call
some of their loans to the discount houses, forcing
them to borrow from the Bank of England. The
discount rates of the Reserve Banks have rarely,
if ever, been used as a penalty rate in this sense. -
To serve as a real penalty rate, the discount rate
would have to be higher than the rates received by
member banks on the bulk of their loans and
investments.

A second and more ‘important channel is the
influence of the discount rate on the whole struc-
ture of market rates. There is a close interrelation-
ship between the discount rate and short-term
market rates because the Reserve Banks and the
money market are alternative media for adjust-
ing cash and reserve positions. If the discount
rate is above market rates on Treasury bills and
other short-term securities, there is an incentive
for banks to liquidate short-term investments in-
stead of borrowing from the Reserve Bank.
Increased liquidation of short-term securities
tends to push short-term rates up to the discount
rate. If the discount rate is below market rates, it
is cheaper for member banks to borrow from the
Reserve Banks than to obtain funds by liquidating
securities in the market, The availability of
reserves at the discount window at a lower rate,
by diminishing the sale of securities, tends to
lower short-term rates. The discount rate has
little influence on market rates when reserves are
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so plentiful that member banks do not need to
borrow.

Changes in the discount rate, rnaiﬁly through
the more direct effect on short-term rates and
expectations (which will be discussed later) also
influence intermediate and long-term rates. A rise
in short-term rates, for example, makes short
maturities more attractive relative to intermediate
and longer maturities. As investment funds are
diverted into shorter maturities, intermediate and
long-term rates tend to rise. Thus a change in the
discount rate tends to be reflected in the entire
structure of market rates, although the effect on

the rates of shorter maturities is more direct and-

usually more pronounced. A change in the dis-
count rate sometimes induces banks to make a
similar change in their rates on customer loans.

The effect on market rates is one of the more
important channels through which discount-rate
action affects spending. The impact is likely to be
greater on borrowing for capital expenditures
than borrowing for working capital purposes.
When long-term rates are relatively high and the
bond market is weak, borrowers are more reluc-
tant to float new bond issues to finance capital
expenditures. There is a tendency to defer new
offerings pending a more favorable market. Ris-
ing long-term market rates, by making bonds
more attractive relative to mortgages, also tend to
reduce the flow of funds into mortgages. Declin-
ing long-term rates, on the other hand, tend to
stimulate the flow of funds into capital expedi-
tures and mortgages.

The effect on expectations is a third channel
through which changes in the discount rate may
influence spending and the volume of business
activity. The public tends to interpret a change in
the discount rate as a signal of Federal Reserve
credit policy. The reduction in the discount rate
in November 1957 was an excellent illustration.
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Developing recessionary tendencies had created
uncertainty as to the future of business and inter-
est rates. The reduction in the discount rate
seemed to remove all doubt that the future course
of interest rates was downward. As a result,
investors and speculators moved promptly to in-
crease their holdings of Government securities
and other fixed income obligations. The shift in
expectations was an important reason for the
sharp decline in market rates.

The effect on spending and the volume of busi-
ness activity is not so clearly discernible. A reduc-
tion in the discount rate, by inducing expectations
of easier money and lower interest rates, may also
result in more favorable anticipations with respect
to the volume of business and tend to bolster
spending. It may be interpreted, however, as an
indication that Federal Reserve officials anticipate
slackening business activity and the initial effect
on spending may be adverse. Public reaction to a
change in the discount rate is often capricious.
The effect on expectations, therefore, cannot be
accurately anticipated.

The role of the discount rate is such that a
change does not always represent a change in
Federal Reserve credit policy. It may be only a
technical adjustment to bring the discount rate
closer into line with market rates as a means of

'maintaining the existing degree of restraint or

ease. If as a result of open-market policy, reserve
availability relative to credit demands has lifted
market rates above the discount rate, an increase
in the latter may be required to maintain the exist-
ing degree of restraint. Otherwise, member banks
would seek relief from the higher rates by bor-
rowing at the discount window, thus relieving
some of the pressure on the market and market
rates. ’

The close interrelationship between open-
market operations and the discount rate is the
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reason use of these two instruments is coordi-
nated. In a period of expansion, when the objec-
tive is one of restraint, open-market operations
may be directed toward supplying less reserves
than are needed to meet expanding credit
demands, thus forcing member banks to obtain
additional reserves by borrowing. The reluctance
of many banks to be in debt to the Reserve Bank
causes them to screen their loan applications more
“carefully. For maximum effectiveness, however,
the discount rate should be kept close to or above
market rates. When the objective is easier credit,
the effect of reducing the discount rate can be
substantially augmented by supplying enough
reserves through open-market operations to re-
duce substantially member-bank indebtedness to
the Reserve Banks.

IN CONCLUSION

The principles underlying current discount policy
and use of the discount rate developed from many
years of cxperience both here and abroad. The
discount window was the primary source of
rescrves, and the discount rate the primary instru-
ment of monetary policy in the early years of the
Federal Reserve System. Although open-market
operations have since become the principal instru-
ment for regulating the total supply of reserves,
the discount window and the discount rate con-
tinue to play significant roles in Federal Reserve
policy.

Reserve Bank loans to member banks make a
significant contribution toward smoothing out the
day-to-day and month-to-month stresses and
strains generated by a multitude of business and
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financial transactions which are constantly shift-
ing funds among banks. As a means of meeting
temporary reserve needs, such loans have the
advantages of channeling reserves directly to the
banks which need them, and with a string
attached. Once the need is over, member banks
repay their indebtedness and the reserves are
extinguished.

Unlimited access to the discount window would
be inconsistent with maintaining sound credit
conditions and an effective monetary policy. Dis-
count policy is designed to afford member banks
ready access to reserves for temporary and emer-
gency needs but without impairing the ability of
the Federal Reserve to regulate reserves and the
money supply in order to help maintain sustain-
able economic growth without inflation or defla-

tion. If it were not for discount policy, the

discount rate would probably have to be raised
higher — perhaps much higher — in periods of
strong credit demand to restrict sufficiently the
availability of reserves to prevent excessive credit
expansion. The result might well be a severe
penalty on member banks needing to borrow to
cover short-term deficiencies which could not
reasonably be anticipated.

The discount rate, although not the preeminent
tool of the early years of the Federal Reserve
System, is an important instrument of monetary
policy. Directly, it operates as a cost, influencing
somewhat the willingness of member banks to
borrow from the Reserve Banks. Indirectly, it
affects the structure of market rates. Use of the
discount rate and open-market operations are
coordinated because each helps to make the other
more effective.
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