The Discount Mechanism
in the United States

1. Introduction

In July 1968 the Federal Reserve Board released a broad-gauged
study of the discount mechanism containing significant proposals for
changes in existing arrangements for access to central bank credit
at the initiative of member banks. The proposals contained in the
Reappraisal of the Federal Reserve Discount Mechanism, Report of
a Systetn Committee (subsequently referred to as the Report) do not
represent a radical departure from past practices. Rather, they are
designed to reestablish the discount window in its traditional role
as a temporary source of bank liquidity, They take into account
changes in United States banking conditions which over the years
have led to an atrophy of this oldest instrument of central banking,
Since, to a large extent, this development grew out of changing
bankers’ attitudes, successful implementation of the proposals hinges
on altering these attitudes.

The Repore has been given wide publicity, and a systematic effort
is being“made by the Federal Reserve System to explain its objectives
and mechanics to bankers throughout the country in order to obtain
their comments and suggestions. ‘The proposals contained in the
Report will be reviewed in the light of these comments, together
with those being solicited from other interested parties, before the
new arrangements are formalized in the form of an internal Federal
Reserve Board regulation. There might also be further hearings
before a Congressional committee. "T'he proposals are cast in such
a way as to make their implementation possible on the basis of
existing legislation,

The discount mechanism study represents one of the most
ambitious cfforts undertaken by the Federal Reserve System. to
explore ways for improving an important monetary tool at its
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disposal in the light of past experience, This endeavor is, however,
by no means unique. The Federal Reserve System, which only a
few years ago cclebrated its fiftieth anniversary, is still operating
basically within the framework of the original legislation, framed
in a significantly different economic and financial environment. The
generally recognized objectives of the System to contribute to achiev-
ing the national goals of maximum employment, maximum growth,
substantial price stability and equilibrium in international accounts
are not specifically acknowledged in the Federal Reserve Act, in spite
of the several amendments, made over the years, to the 1913 law.

Nevertheless, since the last major revision of the Act, under-
taken (1933-35) in the wake of broad reforms in the fields of bank-
ing and finance necessitated by the Great Depression, the Federal
Reserve System has been continuously alert to the need for shar-
pening the tools at its disposal and examining the need for obtaining
additional means for influencing credit and banking conditions.
At one time or another, every single important monetary tool has
been subject to intensive studies within the System, through the
medium of specifically constituted committees with staffs drawn
from Federal Reserve Banks and the Board of Governors and repre-
senting various talents, views and interests within the System. Thus,
there have been several studies of reserve requirements with the
objective of making this important control tool more flexible, more
powerful and more attuned to the changing needs. Only recently
(in the summer of 1966) an innovation was introduced by differentiat-
ing reserve ratios for time deposits according to the size of total
holdings of such deposits by individual banks. Proposals to replace
the present system of reserve requirements, based essentially on
member bank location (simplified in July 1962 by abolishing the
central reserve city classification), by graduated or uniform: reserve
requirements have been under consideration for several years.

Similarly, open market operations, which came into existence
almost by accident in the early 19205, have been subject to intensive
examination. The controversy around the “Dbills only ” doctrine,
which grew out of a report made by a committee appointed by the
System, was, in effect, a continuous reappraisal of the best use of
what had become the main tool of monetary management in the
United States. Subsequent to the abandonment of the bills only
doctrine, various refinements in open market operations were de-
veloped, including reverse repurchase agreements, repurchase agrec-

s
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mci}ts made at rates differing from the discount rate, and the use
of ¢ cash ™ (same day) as well as “ regular ” (following business day)
deliveries, .T.WO major studies of the Government securities market
f:onductcd jointly with the Treasury Department, were undertakcr;
in order to uncover possibilities for improving its functioning and
performance. 5

~The adequacy and actual use of the various tools of monetary
policy and their coordination, as well as the general effectiveness
of monctary policy, have also been the subject of intensive studies
by Congressional committees. They led to the issuance of the im-
portant “ Douglas Committee ‘Report * of 1950 and the “Patman
Commltet‘: Report " of 1952, and related materials, such as answers
to committee questionnaires, other submissions and transcripts of
related Congressional hearings held have been published. Among
studies conducted by prestigious private organizations, the inquiry of
the Commission on Money and Credit atrracted considerable atten-
tion anc'i cventuated in the publication of a considerable number of
ut}dtfrlyn.lg studies as well as of a comprehensive report by the Com-
mission itself (1). The scope of the numerous studies undertaken
in tl:lC I950s and the 196os by official groups, including those
appointed by the President of the United States, by private groups
and bY the Federal Reserve System itself has ranged from the entiré
financial system to individual tools of monetary controls,

2. Contrast with Other Industrial Countries

it might be useful, before discussing the scope and significance
pf the Discount Study and its recommendations, to review briefly the
important differences between the role of the discount mechanism
in the United States and in the other leading countries,

In the United States bank credit accounts for a smaller part
of total credit extended to the various segments of the economy than
i most industrial countries, The ability of the United States to
avoid runaway inflation was one of the main factors in developing

Oha t(I) Money and _Credit, Their Influcnce on Jobs, Prices and Growrh, 1961, in particular
OWP;I' 3. .For a review 1?f some other studies, see Ravmonp J, SauLwier, Recen: Studies of
mancial System, Indiana Business Paper No. g, University of Indiana, g6y,
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a strong system of financial institutions through which the bulk of
the country’s financial savings is channeled. ‘These institutions com-
pete with commercial banks as a source of credit for all sectors of

the economy. Financial intermediaries other than commercial banks -

hald the bulk of the country’s financial labilities. They provide
most of the mortgage credit and are an important source of long-
term business borrowing. Even a considerable portion of short-term
credit is provided to businesses through the medium of commercial
paper, much of which is held by business firms and others rather
than by commercial banks,

Another basic difference is the channel through which reserves
for secular growth and for meeting cyclical and seasonal needs are
provided. Since the Great Depression at least, enlargement of
bank reserves has occurred through acquisition of United States
Treasury securities through Federal Rescrve System open market
operations, rather than by monetizing ptivate debt, and fluctuations
in the gold stock have been, in fact, automatically offset in the
same way.

In contrast to most foreign countries, American banks do not
hold part of their liquid reserves abroad, However, in recent years,
with the development of the Eurodollar market, large banks, and in
particular those with branches in London and elsewhere in Europe,
have begun to actively use funds available in that market to adjust
their reserve positions (2). This wider use of Burodollars, together
with the growth of the market for large negotiable certificates of
deposit have been imporfant aspects of the greater reliance by com-
mercial banks on the adjustment of reserve positions through the
management of liabilities rather than asscts which developed in
the 1960s (3).

: Another important difference is the peculiar banking organiza-
tion of the United States in which national banks operate along
with State-chartered banks and the structure of banking in ecach of
the fifty States is regulated, in effect, by State law. Additional
problems arise from the voluntary nature of tembership in the

(2) See Frep Fl. Kuorsrock, The Buro-Dollar Market: Some Unresolved Issues, Princeton,
New Jersey, 1o68.

{3) See Dorores P. Lynw, Reserve Adiuctments in the Bight Major Nesw York City
Banks during 1966, Board of Governors of the Federal Reserve System, 1968, Unless otherwise
stated, all subsequent references are to studies prepared for the discount mechanism study and
published by the Board of Governors.
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Federal Reserve System for State banks, which hold about two fifths
of tPtal deposits in the United States, Indeed, even after the con-
version of the country’s second largest bank to national status, only
two among the New York City money market banks are national
bal.lks, while the remaining institutions operate under a State charter
Withdrawals from membership, usually by small State banks in:
some parts of the country have become a more frequent occurrence in
recent years, Onc consideration in reviewing the functioning of the
discount mechanism was the desire to make membership in the
Pederal Reserve System more attractive.

In spite of the significant trend toward mergers in recent years,
our fragmented banking system involves reserve management prob-
lems unique among industrial countries, Unit banking still domin-
aes in the United States; of the 13,700 separate commetcial banks
now in operation, about 10,000 have not a single branch. Branch
banking systems are limited to only a few States (and in some
cases are permitted to operate only within part of a State) so
tha_t scasonal and erratic influences on deposits and loans (and
ultlmatfrly on reserve positions) are not offset by opposite develop-
ments in other parts of the territory in which a bank operates,

The period during which legal reserve requirements have to
be satisfied is shorter than in any other country. Since September
1968, reserve positions of even the smaller, so-called, country banks
must be met on a weekly average basis, but the new carry:
forward provisions for reserve sutpluses (although limited to two
per cent of reserves held) provide a small degree of flexibility, For
the larger banks, the inter-bank market for central bank bal.anccs
known as the Federal funds market, together with the other m.onc};
ma}rkct transactions, is the main medium for short-term reserve
adjustments, For the smaller banks, short-term borrowing from the
larger banks, usually located in money centers, is a most important
means of obtaining funds to meet deposit withdrawals, to accom-
modate customers and to adjust reserve positions. The two groups
of banks largely, but not entirely, coincide with the two classes of
member banks established for reserve purposes. .

The existence of a broad and active impersonal inter-bank
market for excess reserves greatly facilitates reserve adjustments for
the larger banks, Availability of Treasury checks and other pay-
ments in Federal funds to a variety of participants (such as, for
instance, agencies or branches of foreign banks) has gradhally
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widened this market which, in the main, involves sales of rescrves

on the books of the Federal Reserve Banks among banks. This
market was in limbo during the long period of excess liquidity,
which lasted for almost two decades, after the depression of
the 1g30s. It reasserted itself with the revival of monetary policy
in the early 1g50s. In the early 19Gos, even country banks began
to make excess balances, frequently of a very moderate size (as small
as $50,000), available to their correspondent banks, and through
them to other banks, on a day-to-day basis.

In recent years, city banks, and in particular money market
banks, have become increasingly dependent on the Federal funds
market (which developed in many regional money market centers,
with surpluses sold in the New York market). The size of trans-
actions in this market by the 46 larger banks reporting daily cur-
rently ranges between $5 and $6 billion a day, taking purchases
and sales together, Borrowings of New York money market banks in
this market have not infrequently amounted to 30 per cent of required
reserves for this group as a whole, and maybe even higher for
individual banks (with other additional sources of money marlket
funds and Eurodollars also used)., Availability of funds from coun-
try banks arises, in part, from their desire to keep excess funds
readily available to meet day-to-day fluctuations in their loans and
deposits. Users of such funds were quick to conclude that a more
liberal discount policy, and an increased willingness of country banks
to rely on central bank accommodations would tend to diminish
supply of funds in the Federal funds market.

The correspondent banking system offers the smaller banks an
alternative to borrowing from the central bank (4). This network
of relationships and services developed before the creation of
the Federal Reserve System and for half a century it functioned
in part as a substitute for a central bank. It still involves holding
of balances by a country bank (in addition to thosc held by non-
members to satisfy reserve requircments) with usually several city
banks which provide the basis for a wide range of services. The
most important among them are collection of checks and pon-cash
items, participation in loans (both ways), investment advice, along
with a variety of other services which, because of staff limitations,

(4) Nonmember banks are even more dependent on city banks; with them they hold
reserves prescribed by the individual States, except for vault cash and unless part of such
reserves can be held in specified securities,

inadequate knowledge, and in some cases remote location, country
banks could not otherwise obtain or offer to their customers, City
banks rely heavily on interbank balances obtained from country
banks, and they are inclined to oppose any changes that, in their
judgment, may interferc with the continuation of the present arran-
gements,
' Clllangcs in the economy and in credit practices have resulted,
in particular since World War 1I, in a structure of assets in which
customer notes that would meet requirements at the discount window
as stipulated in the Federal Reserve Act have lost much of their
earher. importance. With the growth of term Ioans to business,
revolwpg credit to merchants, and consumer credit, and with invest-
ment in mortgages and municipal obligations rising with large
inflows of time deposits, the volume of short-term customer notes
that would meet eligibility requirements (patterned at a time when
the real bills doctrine prevailed) has shrunken over the years in
relation to total assets. As a result, since World War 11, central
bank credit has been extended almost exclusively in the form of
advances collateralized by United States Government securities,
In:deed, the distinction between discounts and advances has no
place in the contemporary American central banking practice, Ori-
ginally, credit was provided by Federal Reserve Banks as in European
countries, by rediscounting customer notes, and eligibility provisions
were considered an important element in controlling the volume
of Bank credit. Thus, prior to the Great Depression, between 40
and 8.0 per cent of total Federal Reserve credit was supplied by dis-
counting customer paper or by making advances collateralized by it.
The revival of lending to member banks, after atrophying in
the 19308 and 1940s, occurred in circumstances where banks held
large amounts of Government debt. The use of such securitics as
collateral considerably simplified procedures for obtaining central
bank credit, in particular when these securities were kept in the
custody of a Reserve Bank. Thus, virtually no customer paper has
been discounted since the early 19405 (5).

{5) When in the early 19605 the Federal Reserve Bank of New York, wishing primarily
to b:': prcpa_rcd for an emergency shuation, wanted to- reacquaint its staff with the technique
of discounting eligible paper, there remained very few bank employees familiar with routine
procedures, Member banks had to be persuaded to submit some eligible paper in order to

i . Lt
Evte an opportunity for training Federa] Reserve employees to evaluate and process customer
otes,
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Under these circumstances, it seemed clearly desirable to give
up the traditional narrow definition of eligible paper. As carly as
1963 the Federal Reserve Board requested appropriate legislation
which would enable the Reserve Banks to accept as collateral any
debt instrument considered acceptable by them from a credit point of
view. Unfortunately, however, the Congress has not as yet com-
pleted action on such legislation and quite naturally recommend-
ations along these lines have been incorporated in the new Report.

3. Objectives

The discount study was initiated not because of any urgent
need to change existing arrangements. The range of tools available
to the Federal Reserve System is perhaps broader, and the flexibility
with which they can be used greater than in most other countries,
In particular, open market operations have proven to be a most
suitable, powerful and flexible tool for achieving overall goals of
monetary policy and for cushioning the impact of balance-of-payments
deficits and of recurrent Treasury financing operations.

Of course, various criticisms of the way in which the discount
mechanism has been functioning can be found in the pages of
academic journals and banking publications, But this can be said
in regard to almost any aspect of central bank policy and operations.
And while academic critics have been advocating a variety of
changes, ranging from controlling access to central bank credit
exclusively by a rate graduated upward, as a function of size and
duration of borrowing, to abolishing the discount window altogether,
those banks which developed a reluctance to use the window, or
never learned how to use it, have been very successful in developing
alternative adjustment mechanisms,

Since the current objectives of monetary policy are implemented
by regulating the overall availability of reserves, the discount me-
chanism merely contributes to distributing, through the market
process, overall pressure throughout the banking system. FEven in
periods of ease, when reserves are supplied generously to stimulate
Jending, there is usually a certain amount of borrowing at the
window, since reserves supplied through open market operations do
not necessarily reach rapidly those banks.

- -
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The basic reason for initiating the discount mechanism study
was the widespread feeling that existing provisions, codified in 1954
in “ Regulation A ”, issued by the Board of Governors, were too
restrictive. Administration of the discount window in the spirit of
that regulation has resulted in recent years in a situation in which
large banks have increasingly shifted their borrowing to the market
and small banks have put their faith in the correspondent bank’s
willingness and ability to meet their sudden as well as regular needs.

The restrictive character of Regulation A is easily explained by
the historical setting in which it was last revised. Reactivation of
monetary policy following the “ Accord ” of March 1951 occurred
at the time of the war in Korea. An excess profits tax was imposed
to create new fiscal resources. Excess profits were defined in rela-
tion to a capital base which was defined in such a way as to
cncourage banks to borrow. As a result, in a period of easy money,
within a very short time borrowings at the discount window (in the
form of advances, as explained above) skyrocketed from practically
zero to close to $2 billion. This by itself was reason enough for
the Federal Reserve System to become concerned with the eflicacy
of window administration after 20 years of virtual inactivity during
which, first, gold inflow as a result of tensions and uncertainty in
Europe and, subsequently, war-generated liquidity practically ob-
viated the need for member banks to seek central bank credit,

A committee of Federal Reserve officials, supported by a
working group of System economists, was appointed to examine
conditions under which a revival of activity at the discount window
had occurred, It came up with proposals to restrict the discount
mechanism to the role of 2 safety valve. The philosophy un-
derlying the new arrangements at the discount window was
spelled out in considerable detail in the now famous “ preamble *
to Regulation A, issued in 1954, which, in effect, represented a shift
from the real bills to the “ safety valve » theory of discounting. The
gew regulation went so far as even to exclude provision of credit
for seasonal needs from the area of appropriate borrowing. Indeed,
member banks were expected to make adequate provisions to meet
seasonal requirements of their customers from their own resources,
resorting to central bank credit only to meet unexpected seasonal
needs, Administration of a discount window surrounded by a
number of restrictive conditions, including those concerning the
purpose of borrowing, required contacts between discount officers
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and borrowing banks whenever these were judged to have over-
stayed their welcome at the window, or for other reasons related
to the use of the discount privilege,

Under present conditions, the initial extension of credit is
normally automatic and in most instances is initiated by a tele-
phone call from the member bank. If the borrowing has been
outstanding for some time, usually after having been renewed,
administrative pressure, frequently referred to as © discipline ”, takes,
initially, the form of a request to the borrowing bank to indicate
how it plans to reduce or repay the central bank credit. Subsequent
contacts, perhaps with an increasing degree of insistency, may be
required if the bank does not undertake the required balance sheet
adjustments to conform to the spirit of the regulation. The Federal
Reserve Banks do not apply penalty rates or other sanctions to
frequent borrowers or for prolonged borrowing, but banks some-
times resent contacts made by discoant officers to obtain additional
information on the reasons preventing the bank from repaying its
debt and to request corrective actions when the discount officer
concludes that they arc called for in the given case.

Since individual Reserve Banks set their own internal guidelines
and procedures for administering Regulation A, it has been claimed
by bankers as well as by academic economists that the administration
of the basic rules was not uniform among the 36 separate discount
windows operated by the Federal Reserve System (at 12 Reserve
Banks and 24 branches). Such lack of uniformity is difficult to
document, since circumstances under which each specific credit is
extended, including the condition of the borrowing bank, are not
strictly comparable with any other instance of lending by the same
or another Reserve Bank, and the various investigations on this
point are somewhat inconclusive, The fact, however, that this im-
pression is widespread among banks was by itself a sufficient reason
for looking for an alternative which would minjmize the possibility
of such criticism,

But there were broader and more fundamental reasons for trying
to devise a system for cxtending central bank credit under clearly
defined conditions and precisely stated objective standards which
would reduce the nced for administrative decisions and foster
member bank reliance on the central bank to meet normal adjust-
ment needs without fear of coming under “ administrative 7 pressure
to adjust their positions. The record of recent years clearly indicates

P —
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that the reluctance of member banks to be in debt has greatly
dlminished (with some banks even no longer reluctant to show
borrowing on published balance sheets), but that member banks
preferred to borrow from their correspondents or in the impersonal
Federal funds market rather than from the central bank even though
the cost might range upward to one per cent above the discount rate.

_ Infieed, in 1959, which was a year of vigorous economic activity
in which bank credit expanded rapidly and borrowing from the
chera.l Reserve was at about the highest level since World War 11
the daily average amount of member bank barrowing accounted fo;
only one third of estimated borrowings by these banks from all
sources. In that year, fewer than one out of every three member
banks came even once to the discount window, although eight out
of ten of the larger banks (those in the Reserve City category)
avgﬂed themselves of this privilege during at least one reserve period.
In'subscquent years, the role played by the Reserve Banks in meeting
day-to-day and seasonal adjustment needs of member banks declined
cven further. In 1967, a period of rapidly expanding bank credit
although stagnant industrial production, average amounts of total
borr'owmg by member banks were 274 times larger than cight years
earlier. Amounts obtained at the discount window had, however,
declined sharply, even in absolute terms, and accounted for not

‘much more than 3 per cent of borrowings; for city banks, this

percentage was only 2 per cent. Not many more than one of every
six member banks obtained advances one or more times during that
year, and one out of three of the larger banks dispensed completely
with using central bank credit. In 1967, only 1.1 per cent of the
average daily amount of required reserves was supplied through the
discount window. |

Access to the discount window has been always regarded as one
of the majn attractions of membership in the Federal Reserve System.
It was therefore felt that reluctance to come to the window tended
to diminish the value of membership in the System for State banks.
An episode, which occurred after the Discount Study was started,
served to focus on one of the reasons for member bank reluctance
to use central bank discount facilities, Although over the years
Federal Reserve authorities have quite consistently rejected the use
of the discount window as a means for influencing the distribution
of bgnk credit and, more generally, have been reluctant to use
selective credit controls, except in war and other emergency situations
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and unless specifically instructed by the Congress to do so, many
banks have remained suspicious of possible central bank desire to
influence the composition of their portfolios, When, at a time of
exceptionally buoyant business conditions and strong demand pres-
sures on credit markets, the Federal Reserve System issued on Sep-
tember 1, 1966 a letter to assure banks that reserves would be made
available to meet seasonal credit demands, but at the same time
asking the banks, in a quite general way, to reduce their lending
to business, offering at the same time special facilities to banks con-
fronted with special needs, many bankers and commentators pointed
to this letter as evidence of the central bank’s cagerness to influence
bank lending decisions. The special facility offered remained almpst
unused, and jt quickly became clear that the letter itself had rein-
forced misunderstandings about the attitude of the Federal Reserve
System toward the use of the discount window by its members, The
experience with the “ September 1 letter * was obviously one of the
elements which entered into the consideration in assessing past ex-
perience and the need for a redesigned discount window,

4, Scope and Organization of the Study

The Discount Study was directed by a Steering Committee com-
prising three Governors and four Presidents of the Reserve Banks,
under the chairmanship of Governor George Mitchell. The actual
work of developing the various studies and formulating the basic
approach leading to the proposals contained in the Repors was in
the hands of a Secretariat, led by Robert C. Holland, Secretary of
the Board of Governors and of the Federal Open Market Committee.
The Secretariat consisted of senior officials of the individual Reserve
Banks, including several with direct responsibility for discount opera-
tions, and of the Board of Governors; several of them had experience
as directors of economic research in their banks, while others were
concerned with legal matters, The Secretariat held numerous ses-
sions and between them maintained a close working relationship.

In discharging its responsibilities, the Secretariat cheavored to
develop new statistical material in order to better appraisc. the func-
tioning of the present mechanism and to evaluate the pos‘mblc quan-
tification impact of the proposals which it was considering and of
those which it ultimately submitted to the Steering Committee, It
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also undertook to develop new information in areas in which neces-
sary knowledge was inadequate, such as correspondent bank rela-
tionships, and to present comprehensive analytical descriptions of
certain financial markets which are used, or can be used, by banks
for adjusting reserve positions (6). A special effort was made to
review actual experience, past and present, in central banks in other
advanced countries (7) to identify techniques that might be incor-
porated into the redesigned discount window, and to assess the
prospective merits of alternative views with regard to the role of the
discount function. A particular effort was also made to take into
account past criticism and proposals made by the academic econ-
omists. Those who had published articles about discounting or
otherwise were known to be interested were asked to submit their
views in writing, A seminar-type discussion was held with some of
this group and a few were commissioned to develop their proposals
into formal reports (8). Finally, the various problems that might
arise from the adoption of some of the proposals were examined.

Various members of the Steering Committee as well as of the
Secretariat placed different emphasis on the significance of the
various problems and the possibilitics and need for change, They
did not necessarily agree on the probable effects of the proposed
changes on bank reserve management patterns, open market opera-
tions, and other related issues, This was not so much due to dif-
ferences in basic outlook or lack of adequate statistical data, but to
the fact that the future of the discount mechanism will to a large
extent depend on whether the basic borrowing privilege and a more
flexible use of the discount rate and all the other aspects of new
window design will induce banks to make greater use of central
bank advances.

(6) Among them, Parkzr WiLLis, Study of the Marker for Federal Funds and The
Secondary Marker for Negotiable Certificares of Depasit (by the same author) have been
published so far, The entire scope of research undertaken is summarized in BERwaRD SHuLL's
Report on Research Undertaken in Connection with A Systems Study in which references to
other relevant research arc also to be found.

{7) Groras Gawvy, The Discount Mechanism in Leading Industrial Countries, Roard of
Governors of the Federal Reserve System, 1968,

() Davio M. Jones, 4 Review of Recen; Academic Literature on the Discount
Mechanism; Lusten Cussoren, od., The Federal Reserve Discount Mechanism and Discount
Policies (a collection of replies); Priscriiy Onmspy, Summary of lisues Raised as the deademic
Seminar on Discounting, Roard of Governars of the Federal Reserve System, 1968,
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Recommendations

Basically, the recommendations of the Report aim at achieving
a more liberal administration of the discount winf:low._ T.hc Steering
Committee’s proposals do not question the basic principle that a
member bank should not be permanently in debt to the central
bank. They do not envisage a larger role for discounting as a source
of bank reserves to support growth, although a higher average level
of borrowing is envisaged and accepted as a resu‘lt of the new
window design proposed, Credit at the discount wmdov,v is to re-
main a temporary source of funds to meet member banks I}eeds for
funds over limited periods, Limitationg placed on tbe size and,
perhaps more importantly, on the duratlpn of borrow.mg reaffirms
the view of the System that accommodations at .the Wl'ndO-W should
merely facilitate orderly assets and/or liabilities adjustments by
individual banks once it becomes clear that the unfavorable flows
are the result of deposit losses and/or loan_ dc.mands of a more th-an
passing or erratic character. The only significant change is with
regard to seasonal needs, _ ‘

The recommendations of the Steering Committee are thus based
on four main premises: that 1) a liberalization of access to the
discount window is desirable insofar as it can be achieved without
jeopardizing the effectiveness of overall monetary controls, 2) there
is no need to change significantly the relative position of the various
tools; in particular, primary reliance continues to be placed on open
market operations for achieving overall strategic goals, as well as
for short range adjustments, 3) discounting should ‘ot be used as a
source of reserves for broadening the credit basis of a growing
economy, and 4) central bank lending should not be used as a means
of selective credit control or to favor specific economic or social
objectives. . .

More specifically, the Steering Committee rejected thcl use of
the window as a means of channeling funds into geographic areas
where credit deficiencies are the result of particularly rapid_growth
of individual industries or increased credit needs of agriculture,
mostly as a result of the enlargement of average farm size and the
growth of “agrobusiness” (). Neither should the redesigned dis-

. . - e
() A separate committer was subsequently appointed to continue .Studles of ;ilr
shiftability of bank assets and liabilities, regarded as perhaps the most promising avenue
meeting the needs of banks servicing credic deficit areas or sectors,
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count window serve to compensate for inefficient use of bank re-
sources resulting from State legislation barring branch banking or
other types of greater concentration of banking resources. The
Steering Committee has also ruled out the use of the discount window
for countercyclical purposes, believing that standards which remain
unchanged over time are more likely to change bankers’ attitudes
with regard to using facilities offered at the window,

The Report recognizes that perhaps excessive reliance has been
placed on the “filtering down » theory of providing reserves to a
complex and growing economy with credit needs greatly varying
in individual sectors of the vast territory of the United States.
It concluded that there was some advantage in leaving greater ini-
tiative to banks for obtaim'ng reserves at the point where the need
arises, instead of assigning to member-bank borrowing primarily
the role of a safety valve to permit individual banks to adjust to
overall effects of monetary policy being implemented by open market
operations,

The Report concluded that neither domestic nor foreign exper-
lence suggests that a discount mechanism based on unquestioned
access to the window, controlled exclusively by rate, would be either
desirable or workable in the United States, While placing greater
reliance on rationing by price was favored by some, the Steering
Committee concluded that no level of rates within an acceptable
range could effectively control demand for central bank credit should
banks be confronted with strong and insistent demands from large
depositors. Actual experience during several periods of vigorous
expansion since World War 11 strongly suggests that availability and
not cost of credit was a decisive factor.

The challenge consisted of shifting to individual banks a greater
patt of the initiative for reserve adjustment and making access to
central bank credit available on more libera] terms defined by
objective criteria, well understood and unvariable over time. The
practical problem confronting the Committee was to formulate a
new set of rules at the window that would routinize the borrowing
privilege within a range of possible maximum amount that would
prevent an outflow of central bank credit through the window so
large as to conflict with the achievement of the overall goals of
nonetary policy, The Steering Committee believes that this goal
can be best achieved not merely by a more liberal administration of
the existing provisions, but by stipulating four specific ways in

2
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which central bank credit would be obtainable at the initiative of

borrowing bank. -

e The Re'piﬁ recommends that to facilitate day-to—d‘?y aq]uztments
in reserve positiofls each member ban‘k be “granted a‘ baszck fg’f:)iu_—
ing privilege” on a virtually automatic — no. quesui)ns as eh -
basis. Since a major objective of the reform s to place sucl .10
rowing on an objective and uniformly defined basis, this privi egi
needed to be defined in very specific terms. However, l1111 c:ontrast
to credit lines or quotas used by some ccntr_a! banks, the amoun
specified would not constitute a maxlmum.ccllmg.. )

The establishment of a “ basic borrowing privilege reprei;.entg
an innovation, but it may be also regarded as n.lerely the forrga ize
part of the broader concept of adjustme.nt credit whose secon 'io}i?—

onent, “ other adjustment credit”, is designed to make-f‘undsfavm a ) tc
on virtually the same basis as under the present Condltlol'll)S (1)r IE-Z H;
ing unusua]ly large or protractcd peeds cxperlcncc-d b?_’ anbcis o
time to time. Indeed, even a system o'f quotas.of c_onnde;la} ; co "
plexity could not possibly meet the va1:lety of SlFll&thIlS which cou
arise at a member bank, given its specific deposit and loan strlicguri.
Over time, a variety of legitimate reasons for recourse to c::intrfa : alrrl1
credit may develop at individual member banks. Inste:a-1 o ‘ry1th g
to foresee all such reasons and to .makc .al'lowanccs for t1t.:m‘ 1r(1: mf:
computation of the basic borrowing prmlege,. the Stecrlng, olci
mittee has chosen to propose a system under whmh such nec s,”cm];
be met under a different heading (* other ?.d]ustmcnt cr<_:d1£ ) but
essentially on the same terms as those applying t(')uthe basic o;rtci);;f»
ing privilege. Obviously, the Ref;crve Bank wi fwant. to afready
itself, usually on the basis of statistical and other in ormat101t1 Ix foz
at its disposal, that the need to borrow above t]f‘l‘c a_m'(;un s” P
longer periods than those available under the privi egﬁ | e
under circumstances which insure that such borrowing will be o
temporary nature, - .

pOper): market operations are now used, and Wﬂ.l cont1r;uc etsolétz
used, to offset excessive member 'ban'k borrowing (1111 so}in r}()) -
and rapid declines in such borrowing in others, Un c:lr1 'the po gary
arrangements, in most periods, including those in whic mmblcms
policy pursues essentially a _nr:utral course, few o;c)]c_:ratl.nrg1 pBUt e
are likely to arise in achievlng.such r.meded coor 11inat_m . y Cr,c i
in a period when the System is aiming at a tig tcnu}igrt oot
conditions, member banks avail themselves within a sho
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the maximum amounts available under an automatic borrowing
provision, the resulting large injections of credit at the initiative
of the banks might require even larger offsetting open market
operations to achieve the desired degree of tightness in aggregate
reserve positions and bank credit availability, It was thus necessary
to sct an upper limit to potential aggregate borrowings from the
Federal Reserve System on a “no questions asked” basis, without,
however, instituting a rigid system that would distegard the wide
variety of specific borrowing needs that are a natural result of the
fragmentation of the American banking system. Such upper limit
has to be high enough to provide meaningful assistance to an in-
dividual bank without being so large in the aggregate as to make
possible central bank credit injections at the initiative of member
banks too large to be folded into whatever marginal changes in
total reserves would seem appropriate for, or at least consistent with
current monetary policy objectives,

The dilemma of making minimum amounts available even to
the smallest banks, while putting a reasonable limit on potential
aggregate lending was resolved by skewing the borrowing privilege
in favor of these banks. This decision is consistent with the Coni-
mitee’s objective of making the discount window more attractive
to the smaller banks which generally do not have adequate access
to the money market. It is proposed to define the borrowing pri-
vilege in terms of a percentage of each bank’s capital stock and
surplus, with a progressively smaller percentage applying to succes-
sive tranches of capital. (Alternative indicators of relative bank
size could have been chosen and it is quite possible that the pro-
posed basis might be modified when revised Regulation A s
written.) The Committee suggested that the percentage may be set
between 20 and 4o per cent for the first one million dollars in
capital funds as defined above, between 10 and 20 per cent for the
next $9 million, and 10 per cent for capital and surplus in excess
of $10 million, Thus, a bank with a capital and surplus. in excess
of $50 million could borrow between $690,000 and $980,000 for
each day of the seven-day reserve period (depending on the precise
percentages adopted within the ranges proposed), but it could obtain
seven times that amount if it borrowed for one day only. It would
be a reasonable expectation that for the large banks the main benefit
of this scheme would be to be able to borrow the large amounts
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for one or two days at the end of the weekly reserve settlement
period.

It was considered desirable to limit the frequency of borrowing
under the basic privilege and to rule out continuous use of central
bank credit over prolonged periods which would be tantamount to
a semi-permanent addition to loanable funds or an equivalent re-
duction in reserve requirements. The Report proposes to regulate
access to Federal Reserve credit in a flexible way, allowing a member
bank to obtain an advance provided it had not borrowed in more
than half of all periods within a given number of (weekly) reserve
periods immediately preceding the new request. It is suggested that
the length of this sequence be fixed between 13 and 26 reserve
periods. Should the upper limit be ultimately chosen, a bank would
be able to obtain credit at the discount window if it had not come
to it in more than 13 of these periods, These periods could be either
scattered over the half-year span or consecutive,

Only banks found to be in an unsatisfactory overall condition
or not complying with law or regulations (and notified to that
effect) would not be granted the basic borrowing privilege. It is
also intended to continue the present administrative rule that banks
should avoid net sales of reserve funds during the weekly reserve
periods in which they are secking central bank credit, except when
such sales occur as a result of miscalculation or unforescen last-minute
changes in rescrve positions.

Another innovation is the “ seasonal borrowing privilege ™ avail-
able to banks which have a demonstrable recurrent pattern of need
for funds persisting for at least several wecks, but not exceeding
nine months, Contrary to the present practice, banks would be
required to meet from their own resources only a stipulated minimum
(rather than the full) amount of their needs for funds arising from

seasonal losses of deposits and increases in loan demands. This
amount could be fixed at somewhere between 5 or 10 per cent
of their total deposits (the final determination to be made in the
light of comments received). Member banks would be able to obtain
the remainder under a separate seasonal borrowing privilege, entirely
independent of any borrowing under the two headings already
discussed. It would be quite possible for a bank to supplement
scasonal peak needs by borrowing under the two adjustment credit
provisions, or even to meet all of their seasonal needs under them
if, for instance, several successive distinct periods of seasonal strain

iy
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require temporary e_nlargcment of reserves, It is suggested that the
precise amounts Whlch a bank might be entitled to could be, when-
Everk’p()ls§1ble? determined, through consultation and review of the
an i
s historic seasonal experience, before the actual need arose,

The fourth heading under which central bank credit will be
available is “ emergency credit . This section of the Report merel
spells out — to the extent possible, given the unpredictable naturz
of major emergencies — the way in which the Federal Reserve
System would perform its function of lender of last resort under a
variety of conceivable circumstances. Recommendations under this
heading go beyond a mere reiteration of the traditional ‘rcadiness
of the central bauk to prevent or mitigate a liquidity crisis arising
f'rom whatever cause, and in particular to keep a localized situa-
tion from developing into a general liquidity crisis. It recognizes
tha.t I extreme circumstances the central bank must act as the
ultimate source of liquidity to the economy as a whole, and not to
member banks only. Thus, the proposed emergency credit Facilitics
Would. be' available to other sectors of the economy — primarily to
financial institutions other than member banks — in order to prevent
develo_pments likely to have a serious impact on the economy’s
financial structure and on public confidence, ‘The provisions sug-
gestled are, in fact, an outgrowth of ad foc arrangements madge
during the “credit crunch ” of the summer of 1966. They proceed
from the assumption that once institutions other than member banks
have exhausted sources of credit available under cxisting arrange-
ments ffom other sources, the Federal Reserve Banks would. in
cooperation with the proper supervisory authorities, assist ’thc
troubled institutions. Normally such assistance would be extended
through the intermediation of member banks (“ conduit arrange-
ment "), since the institutions in difficulty normally would not Hagvc
in their portfolios adequate amounts of eligible paper” or US

Go(\in.srnmcnt securities to collateralize the required central bank
credits,

. The Report’s recommendations for defining the basic borrowing
privilege and borrowing facilities for seasonal needs are in terms
of ranges. The precise terms will be set in the light of reactions
Eﬁzﬂgﬁ?j fr;)m bankcr_s and otl}cr int'erested parties, For instance,
he ts for the. basic borroyvmg pm_n;ege may be set initially on

¢ conservative side, and various provisions may be liberalized sub-
sequently in the light of actual experience.
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Changes in financial markets, in the structure of bank assets
and liabilities and in techniques of liquidity management have
greatly changed the way in which the need for central bank credit
ariscs and the feasibility and attractiveness of recourse to alternative
sources of funds for temporary adjustments, Given the cumulative
effect on the reserve base of Federal Rescrve credit supplied through
open market operations and prospective needs for enlarging monctary
and credit resources to support the projected growth of the American
cconomy, it is unlikely that the proposed liberalization of the dis-
count mechanism will result in a significant change in the structure
of the reserve base, even though the proposed changes are likely to
Jead to a higher average level of borrowing at the discount window.
Since formalization will not lead to a loss in flexibility in dealing
with the legitimate adjustment needs of individual banks, the amount
of borrowing outstanding may at times rise to levels that might
exceed by a considerable margin amounts available under the form-
alized part of adjustment and scasonal credit, on single days or over
weekly reserve periods. However, given the proposed conditions for
such credits, it is expected that this borrowing will be done by a
rotating group of member banks, even though some of it will be for
relatively longer periods under the scasonal horrowing privilege.
While the Report is not explicitly critical of the discount rate
policy since the Accord, it envisages a more active and flexible use
of the rate as an integral part of the proposed redesign, Granting
of unquestioned access to even a fimited amount of central bank
credit under the basic borrowing privilege requires setting of the
discount rate at a level that would be realistic in relation to market
conditions and follow changes in such conditions more closely than
in the years since the Accord, Such closer linkage is, indeed, neces-
sary in order to avoid discontinuities in the cost of alternative means
available to banks for achieving reserve adjustments. Past cxpericnce
strongly suggests that without the support of a discount rate more
closely attuned to market rates an undue burden might be placed
on day-to-day window administration, Current credit conditions
and market expectations, as well as Federal Reserve policy objectives

will determine at any given time the precise relationship of the

discount rate to relevant market rates. It is believed that such
greater fexibility in discount rate policy, which would require more
frequent rate changes (and also perhaps by smaller amounts in bf)th
directions) than in the recent past, is feasible within the existing
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framework of decision-making in which the initiative for the rate
changes rests with the directors of the Reserve Banks.

The Report’s recommendations with regard to the use of the
rates havga'roused considerable interest, since there has been wide-
spread criticism of the timing of discount rate changes. One ques-
tion that is being asked is whether too frequent changc.s mi h? not
_destroy the “signal effect ” of rate changes which man consgidcr a
important under the proposed systern as now. g 5

Apart from‘ situations approaching a liquidity crisis, whose occu-
rence and precise nature never can be fully anticipate,d in advance
the role f)f the discount mechanism, under the proposed arran e-’
ments, will not be much different from the one it played since t%lc
rcwval. of monetary policy. In contrast to several leading industrial
countries, the United States has not attempted to use the discoﬁnt
mcchamsm‘ for achicving specific objectives of credit policy, such as
the allocation of member bank credit among final users }’(,)r to sti-
mulatf: exports. The Report specifically rejects suggestions for usin
thc. d1scount'mcchanism to solve problems that, basically involv%
soclo-economic and political decisions. The level and p;ttern of
ce‘ntral bank credit provided through advances at the discbunt
window ?vill cogﬁnue to provide an important indicator of bénkin
md c.red1t conditions. Open market operations, undertaken at the
initiative of the System, will, however, remain the principal means
for 1r}ﬂuenc1ng credit and monetary conditions, thus by themselve
affecting borrowing needs of member banks. ! ’
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