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The Implementation
of Monetary Policy

he Federal Reserve uses the tools of monetary policy—open market
operations, the discount window, and reserve requirements—
to adjust the supply of reserves in relation to the demand for
reserves. In so doing, it can influence the amount of pressure
on bank reserve positions and, hence, the federal funds rate.

IN GENERAL, THE FEDERAL RESERVE can take one of two basic
approaches to affect reserves:

• It can target a certain quantity of reserves, allowing changes in
the demand for reserves to influence the federal funds rate.

• It can target the price of reserves (the federal funds rate) by ad-
justing the supply of reserves to meet any change in the de-
mand for reserves.

The Federal Reserve has used variations of these basic ap-
proaches over the years.

OPERATIONAL APPROACHES

Before October 1979, the Federal Reserve’s approach to affecting
reserves was designed to produce a targeted degree of ease or
tightness in reserve market conditions (that is, to achieve a de-
sired cost or availability of reserves). These conditions were
gauged by the way the federal funds rate behaved as well as by
the extent to which reserves in the depository system fell short of
satisfying required reserves and institutions had to borrow from
the discount window or run down their excess reserves. Al-
though the target for reserve market conditions was set so as to
be consistent with the objectives specified for money and credit,
the Federal Reserve initially accommodated any expansion of
money by providing whatever nonborrowed reserves were
needed to support that expansion. If money and credit persis-
tently behaved differently from the policy objectives, the Federal
Reserve would change the pressure on reserve market conditions
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by varying the extent to which it accommodated the demand for
reserves. If, for example, the growth of money and credit was
weaker than desired and additional ease was needed, the Federal
Reserve would increase nonborrowed reserves by buying securi-
ties in the open market. This increase in nonborrowed reserves
lowered the amount of reserves that banks needed to borrow at
the discount window and decreased the pressure on them to bor-
row in the federal funds market. As a result, interest rates in the
federal funds market, and in short-term markets generally,
tended to fall. When additional tightness was needed, the Federal
Reserve would reduce nonborrowed reserves by selling securities
in the open market or would increase reserves less rapidly than it
otherwise would have done. These actions would boost the need
to borrow at the discount window, increase demand in the federal
funds market, and raise short-term rates.

Control of money and credit under this procedure rested on the
ability to estimate the relation between the money market condi-
tions that guided the provision of nonborrowed reserves and the
amount of money the public would hold at the associated levels
of interest rates. Control also depended on the Federal Reserve’s
willingness to alter the relative availability of reserves, and hence
short-term interest rates, when money growth deviated from its
desired path. As inflation intensified in the late 1970s, the Federal
Open Market Committee (FOMC) changed its approach to imple-
menting open market operations. In October 1979, it began target-
ing the quantity of reserves—specifically, nonborrowed reserves.
A predetermined target path for nonborrowed reserves was based
on the FOMC’s objectives for the M1 money stock. If M1 grew
faster than the FOMC prescribed, actual required reserves would
grow faster than nonborrowed reserves; the faster growth of re-
quired reserves, in turn, would produce upward pressure on the
federal funds rate and other short-term interest rates. The rise in
interest rates would then reduce the amount of M1 deposits de-
manded by the public, and M1 would be brought back toward its
targeted path.

Later, however, the combination of interest rate deregulation and
financial innovation disrupted the historical relationships be-
tween M1 and the objectives of monetary policy. In response, the
Federal Reserve in late 1982 shifted from controlling M1 through
a reserves-oriented approach and returned to accommodating
short-run fluctuations in reserves demand and preventing these
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fluctuations from affecting the federal funds rate. At the same
time, Federal Reserve policy decisions became conditioned on a
much wider range of economic and financial variables, including
M2 and other broad monetary and credit aggregates, that seemed
more closely linked than M1 to the long-term goals of monetary
policy. Since 1982, daily open market operations have been keyed
once again to achieving a particular degree of tightness or ease in
reserve market conditions rather than to the quantity of reserves
outstanding.

In general, no one approach to implementing monetary policy is
likely to be satisfactory under all economic and financial circum-
stances. The actual approach has been adapted at various times in
light of different considerations, such as the need to combat infla-
tion, the desire to encourage sustainable economic growth, uncer-
tainties related to institutional change, and evident shifts in the
public’s attitudes toward the use of money. When economic and
financial conditions warrant close control of a monetary aggre-
gate, more emphasis may be placed on guiding open market op-
erations by a fairly strict targeting of reserves. In other circum-
stances, a more flexible approach to managing reserves may be
required.

OPEN MARKET OPERATIONS

Open market operations involve the buying and selling of securi-
ties by the Federal Reserve. A Federal Reserve securities transac-
tion changes the volume of reserves in the depository system: A
purchase adds to nonborrowed reserves, and a sale reduces them.
In contrast, the same transaction between financial institutions,
business firms, or individuals simply redistributes reserves
within the depository system without changing the aggregate
level of reserves.

When the Federal Reserve buys securities from any seller, it pays,
in effect, by issuing a check on itself. When the seller deposits the
check in its bank account, the bank presents the check to the Fed-
eral Reserve for payment. The Federal Reserve, in turn, honors
the check by increasing the reserve account of the seller’s bank at
the Federal Reserve Bank. The reserves of the seller ’s bank rise
with no offsetting decline in reserves elsewhere; consequently, the
total volume of reserves increases. Just the opposite occurs when
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the Federal Reserve sells securities: The payment reduces the re-
serve account of the buyer’s bank at the Federal Reserve Bank
with no offsetting increase in the reserve account of any other
bank, and the total reserves of the banking system decline. This
characteristic—the dollar-for-dollar change in the reserves of the
depository system with a purchase or sale of securities by the
Federal Reserve—makes open market operations the most pow-
erful, flexible, and precise tool of monetary policy.

In theory, the Federal Reserve could provide or absorb bank re-
serves through market transactions in any type of asset. In prac-
tice, however, most types of assets cannot be traded readily
enough to accommodate open market operations. For open mar-
ket operations to work effectively, the Federal Reserve must be
able to buy and sell quickly, at its own convenience, in whatever
volume may be needed to keep the supply of reserves in line with
prevailing policy objectives. These conditions require that the in-
strument it buys or sells be traded in a broad, highly active mar-
ket that can accommodate the transactions without distortions or
disruptions to the market itself.

The market for U.S. government securities satisfies these condi-
tions, and the Federal Reserve carries out by far the greatest part
of its open market operations in that market. The U.S. govern-
ment securities market, in which overall trading averages more
than $100 billion a day, is the broadest and most active of U.S. fi-

nancial markets. Transactions are handled
over the counter (that is, not on an organized
stock exchange), with the great bulk of orders
placed with specialized dealers (both bank
and nonbank). Although most dealer firms are
in New York City, a network of telephone and
wire services links dealers and customers re-
gardless of their location to form a worldwide
market.

The Federal Reserve’s holdings of government securities are
tilted somewhat toward Treasury bills, which have maturities of
one year or less (table 3.1). The average maturity of the Federal
Reserve’s portfolio of Treasury issues is only a little more than
3 years, somewhat below the average maturity of roughly
5½ years for all outstanding marketable Treasury securities. In the
1980s, the average maturity of the Federal Reserve’s portfolio
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Table 3.1
Securities held in the Federal Reserve’s open market account
as of June 29, 1994
Billions of dollars

shortened somewhat, as the Federal Reserve began to emphasize
liquidity in managing its portfolio.  More recently, the Federal Re-
serve has slightly lengthened the average maturity of its portfolio.

Other Factors Influencing Nonborrowed Reserves

Most purchases and sales of securities are not undertaken to ad-
just conditions in reserves markets as a result of a policy decision.
Rather they are made to offset other influences on reserves. Cer-
tain factors beyond the immediate control of the Federal Reserve,
such as the amount of currency in circulation, the size of Treasury
balances at Federal Reserve Banks, and the volume of Federal Re-
serve float, cause reserves to rise and fall. (These factors are dis-
cussed in detail in appendix A.)

The movement of these factors, called technical factors, must be
forecast so that the makers of policy can determine what would
happen to reserves if the Federal Reserve were to abstain from
open market operations. Fluctuations in some technical factors
are attributable mainly to pronounced seasonal influences, and
thus their effect on nonborrowed reserves is fairly predictable. For
example, the amount of currency in circulation rises late in the
year because individuals tend to hold more currency during the
holiday shopping season. This rise in currency in circulation
drains reserves from the depository system because, when a de-
positor withdraws currency from a bank, the bank turns to the

 U.S. Treasury Federal agency
Remaining maturity securities securities     Total

1 year or less 209.5 1.8 211.3

More than 1 year to 5 years 83.7 1.8 85.6

More than 5 years to 10 years 25.3 .6 25.8

More than 10 years 33.1 0 33.1

Total 351.6 4.2 355.8
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Federal Reserve to replenish its depleted vault cash and pays for
the shipment of currency by drawing down its reserve account. In
contrast, a decline in currency in circulation provides reserves.

Movements in the Treasury’s balance at the Federal Reserve also
follow certain regular, seasonal patterns, which are related to cor-
porate and individual tax dates, social security payments, and the
like. When the Treasury, perhaps anticipating a major spending
commitment, shifts funds from its collateralized “tax and loan”
accounts at commercial banks into its account at the Federal Re-
serve, reserves are removed from the banking system. In contrast,
when the Treasury makes a payment, such as a tax refund, it re-
duces its balance at the Federal Reserve and injects reserves into
the depository system.

Other technical factors are affected more by random occurrences,
such as transportation difficulties due to winter storms, and thus
are more difficult to predict. One such factor is float, which is the
difference between the total value of checks in the process of col-
lection that have been credited to banks’ reserve accounts and the
value of those collected but not yet credited to banks’ reserve ac-
counts. A rise in float increases reserves whereas a decline in float
reduces them.

Technical factors can provide or absorb a sizable amount of
reserves. If, on balance, they are adding to or drawing down
reserves in amounts consistent with the FOMC’s objectives as to
the supply of reserves, the Federal Reserve will take no action. At
other times, the Federal Reserve may undertake open market op-
erations to neutralize technical factors and to obtain desired levels
of nonborrowed reserves. Indeed, most of the Federal Reserve’s
operations are defensive in the sense that they are intended to
offset the various market forces that are pushing the level of non-
borrowed reserves in a direction at odds with the FOMC’s
objectives.

Techniques of Open Market Operations

Depending on the reserve situation, the Federal Reserve ap-
proaches open market operations in one of two ways. When fore-
casts of the factors that influence reserves indicate that the supply
of reserves will probably continue to need adjustment, the Fed-
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eral Reserve may make outright purchases or sales of securities. If
the need is to withdraw reserves, the Federal Reserve may also
redeem maturing securities held in its portfolio. (When the Fed-
eral Reserve redeems the securities, the Treasury takes funds out
of its account to pay the Federal Reserve, leaving fewer reserves
in the depository system.) In general, it conducts outright transac-
tions (sales, purchases, and redemptions) only a few times each
year, to meet longer-term reserve needs.

When projections indicate only a temporary need
to alter reserves, either because the technical factor
affecting reserves is expected to be reversed or off-
set or because the near-term outlook for reserves is
uncertain, the Federal Reserve may engage in
transactions that only temporarily affect the sup-
ply of reserves—repurchase agreements, in the
case of temporary additions of reserves, and
matched sale–purchase transactions, in the case of
temporary drains of reserves. These temporary transactions,
which are designed to reduce fluctuations in the overall supply of
reserves by offsetting the short-term effects of technical factors,
are used much more frequently than are outright transactions.
Market participants monitor these operations very closely for
signs of any change in the underlying thrust of monetary policy.

Outright Purchases and Sales
Transactions on an outright basis occur largely through auctions
in which dealers are requested to submit bids to buy or offers to
sell securities of the type and maturity that the Federal Reserve
has elected to sell or to buy. The dealers’ bids or offers are ar-
ranged according to price, and the Federal Reserve accepts
amounts bid or offered in sequence, taking the highest prices bid
for its sales and the lowest prices offered for its purchases, until
the desired size of the whole transaction is reached. The Federal
Reserve also conducts securities transactions with several official
agencies, such as foreign central banks. Occasionally the Federal
Reserve reduces its holdings of securities by redeeming maturing
securities rather than rolling them over at Treasury auctions, as it
usually does (table 3.2).

Repurchase Agreements
When a temporary addition to bank reserves is called for, the Fed-
eral Reserve engages in short-term repurchase agreements (RPs)

pen market
operations can be

used to meet
a temporary need

or to affect the
supply of reserves

over the longer term.

O
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Table 3.2
Federal Reserve System outright transactions, 1990–931

Billions of dollars

with dealers; that is, it buys securities from dealers who agree to
repurchase them by a specified date at a specified price (table 3.3).
Because the added reserves will automatically be extinguished
when the RPs mature, this arrangement is a way of temporarily
injecting reserves into the depository system.

Repurchase agreements for the Federal Reserve account may be
conducted on an overnight basis or on a so-called term basis. Most
term RPs mature within seven days, and dealers sometimes have
the choice of terminating the transaction before maturity. The ab-
sorption of reserves due to premature terminations by dealers
may also suit the needs of the Federal Reserve. Such terminations
often occur when the availability of reserves to depository institu-
tions is greater than anticipated, which tends to reduce the bor-
rowing costs that dealers face elsewhere.

Whenever the Federal Reserve arranges RPs with dealers, the dis-
tribution of the transaction among dealers is determined by auc-
tion. Individual dealers may enter several offers at various interest
rates. The Federal Reserve arranges all the offers in descending
order and then accepts those offers with the highest rates up to the
dollar amount needed to meet the reserve objectives.

Matched Sale–Purchase Transactions
When the Federal Reserve needs to absorb reserves temporarily,
it employs matched sale–purchase transactions with dealers.
These transactions involve a contract for immediate sale of securi-
ties to, and a matching contract for subsequent purchase from,

1. Components may not sum to totals because of rounding.

Transaction 1990 1991 1992 1993

Purchases 25.2 31.4 34.1 36.9

Sales 7.6 .1 1.6 0

Redemptions 5.6 1.3  2.2 1.5

Total 38.4 32.8 37.9 38.5
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Table 3.3
Federal Reserve System temporary transactions, 1990–93
Volume in billions of dollars

1. Includes all types of repurchase agreements.

1990 1991 1992 1993

Num. Vol. Num. Vol. Num. Vol. Num. Vol.

Repurchase
agreements1 128 189.9 142 508.7 144 533.3 163 627.6

Matched
sale–purchase
transactions 21 48.3 33 75.3 20 28.6 5 10.9

each participating dealer. The maturities of such arrangements do
not usually exceed seven days. The initial sale causes reserves to
be drained from the banking system; later, when the Federal Re-
serve purchase is implemented, the flow of reserves is reversed.

Matched sale–purchase transactions are typically arranged in
Treasury bills. The Federal Reserve selects a bill in which it has a
substantial holding and invites dealers to state an interest rate at
which they are willing to purchase the bills for same-day delivery
and to sell them back for delivery on a subsequent day. It then ac-
cepts the most advantageous (lowest rate) bids to the point that
sufficient reserves are withdrawn.

A Typical Day in the Conduct of Open Market Operations

Each weekday morning, two groups of Federal Reserve staff
members, one at the Federal Reserve Bank of New York and one at
the Board of Governors in Washington, prepare independent pro-
jections of the technical factors affecting reserve availability for the
next few days and for several weeks to come. At 11:15 a.m., the
Manager of the System Open Market Account and the group in
New York are linked in a telephone conference call with members
of the senior staff at the Board of Governors and with a Federal
Reserve Bank president who is currently a member of the FOMC.
Participants in the call discuss staff forecasts for reserves, recent
developments in financial markets, and the latest data on the
monetary and credit aggregates. They pay special attention to
trading conditions in the reserves market, particularly to the level
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of the federal funds rate in relation to the level expected to be con-
sistent with the reserve conditions specified in the policy directive.
In light of this information, they determine a program of open

market operations. After
the call, which usually
ends around 11:30 a.m.,
all FOMC members as
well as all nonmember
Bank presidents are in-
formed of the actions the
Federal Reserve intends
to take during the day.

When the Federal Re-
serve has decided to un-
dertake a particular op-
eration, members of the
staff at the Domestic
Trading Desk (the Desk)

at the Federal Reserve Bank of New York contact dealers trading in
U.S. Treasury and federal agency securities. Approximately three
dozen dealers that actively trade in U.S. Treasury and federal
agency securities have relationships with the Desk; thus, the Fed-
eral Reserve normally encounters no difficulty in promptly com-
pleting its large orders. Once the transaction is executed, the re-
serve account of each dealer’s bank is credited or debited
accordingly, and the supply of reserves to the banking system
changes.

THE DISCOUNT WINDOW

The Federal Reserve’s lending at the discount window serves two
key functions:

• It complements open market operations in managing the re-
serves market day to day and in implementing longer-term
monetary policy goals.

• It facilitates the balance sheet adjustments of individual banks
that face temporary, unforeseen changes in their asset–liability
structure.

The role of the discount window in the conduct of monetary
policy has changed substantially since the early years of the Fed-

he Domestic Trading Desk at work.T
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eral Reserve. In the 1920s, the discount window was the primary
conduit for monetary policy and for the provision of reserves to
the depository system. As U.S. financial markets developed, how-
ever, providing reserves primarily through open market opera-
tions became feasible and more efficient. As a result, discount
window lending has for many years accounted for a relatively
small fraction of total reserves.

Despite the comparatively small volume of borrowed reserves,
the discount window remains an important factor in re-
serves market management and in the broader implemen-
tation of monetary policy. It serves as a buffer in the re-
serves market against unexpected day-to-day fluctuations
in reserves demand and supply. When the demand for re-
serves is unexpectedly high or the supply is unexpectedly
low, banks can turn to the window for reserves. Thus, the
availability of the window helps to alleviate pressures in
the reserves market and to reduce the extent of
unexpected movements in the federal funds rate. Moreover,
adjustments to the basic discount rate can be important in signal-
ing and implementing shifts in the Federal Reserve’s monetary
policy stance.

Apart from its role in monetary policy, discount window lending
enables individual banks to adjust their balance sheets. Open
market operations could not easily duplicate the discount
window’s role in facilitating certain balance sheet adjustments.
Although discount window loans and open market operations
have comparable effects on aggregate reserve availability, the
loans are uniquely suited to the task of meeting the temporary
liquidity needs of individual depositories. Conversely, open mar-
ket operations are better suited to implementing the short-term
adjustments to the availability of aggregate reserves that are nec-
essary in conducting monetary policy.

Interest Rates

The structure of interest rates charged on discount window credit
has changed over the years. However, the rate for adjustment
credit, which is the basic discount rate, has always been the most
significant for monetary policy. Today, separate, market-related
rates generally apply for seasonal credit and extended credit.
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The basic discount rate that each Federal Reserve Bank charges on
its loans is established by the Bank’s board of directors, subject to
review and determination by the Board of Governors. Originally
each Federal Reserve Bank set its discount rate independently, to
reflect the banking and credit conditions in its own District. Over
the years, however, the transition from regional credit markets to a
national credit market has gradually produced a national discount
rate. As a result, the Federal Reserve maintains a uniform struc-
ture of discount rates across all Reserve Banks.

The basic discount rate is adjusted from time to
time, in light of changing market conditions, to
complement open market operations and to sup-
port the general thrust of monetary policy.
Changes in the discount rate are made
judgmentally rather than automatically and may
somewhat lag changes in market rates. The imme-
diate response of market interest rates to a change

in the discount rate—the announcement effect—depends partly
on the extent to which the change has been anticipated. If rates
have adjusted in anticipation of a change in the discount rate, the
actual event may have only moderate effects on market condi-
tions. Generally, the response of market rates to a change in the
discount rate will be largest when the market views the adjust-
ment as signaling a basic shift in the stance of monetary policy. In-
deed, given the generally small volume of discount window
credit, the direct effect of a discount rate change on the funding
costs of depository institutions is quite small. Thus, the effect of
changes in the discount rate must be interpreted in the context of
existing economic and financial conditions and in relation to other
policy actions. For example, the response of market rates will also
depend on actions taken in open market operations.

The basic discount rate is applied on all adjustment credit. Sur-
charges above the basic discount rate have at times been applied
to larger institutions that relied too frequently on adjustment bor-
rowing as a source of funding. In 1980 and 1981, for example, the
Federal Reserve applied a surcharge (varying between 2 and 4
percentage points) to adjustment borrowing by institutions hav-
ing deposits of $500 million or more that appeared to be borrow-
ing more frequently than necessary. The surcharges were intended to
encourage these institutions to adjust their portfolios more quickly.

he Federal
Reserve maintains a
uniform structure of
discount rates across

all Reserve Banks.

T
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Before 1990, the basic discount rate also applied to all loans under
the seasonal credit program. In early 1990, after careful review of
the program, the Board implemented a market-related rate on sea-
sonal credit. The move was designed to eliminate the implicit sub-
sidy associated with the discount rate, which is a below-market rate,
while still providing a reliable source of funds for institutions
lacking access to national money markets. The market-related rate
applied to seasonal credit is based on an average of recent federal
funds rates and ninety-day certificate of deposit (CD) rates, but it
is never less than the discount rate applicable to adjustment
credit. The market-related rate is reestablished periodically.

At the discretion of each Federal Reserve Bank, the basic discount
rate may be applied to extended credit loans for as long as thirty
days. A flexible rate somewhat above market rates, and always
50 basis points above the rate charged for seasonal credit, is ap-
plied to extended credit loans that are outstanding for more than
thirty days. In practice, the flexible rate is often applied to ex-
tended credit loans outstanding for less than thirty days.

Borrowing Eligibility

Before the passage of the Monetary Control Act of 1980, only
banks that were members of the Federal Reserve System enjoyed
regular access to the discount window. The Monetary Control Act
extended reserve requirements to nonmember institutions and
provided that any institution holding deposits subject to reserve
requirements (such as transaction accounts and nonpersonal time
deposits) would have the same access to the discount window
that member institutions have.

Institutions eligible to borrow at the discount window include do-
mestic commercial banks, U.S. branches and agencies of foreign
banks, savings banks, savings and loan associations, and credit
unions. Many depository institutions meet the eligibility criteria
—about 11,000 banks (including U.S. branches and agencies of for-
eign banks) and 16,000 thrift institutions (including credit unions)
at the end of 1993. Eligibility to borrow is in no way contingent
upon or related to the use of Federal Reserve priced services (see
chapter 7).
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Borrowing Procedures

Institutions that expect to borrow at the discount window typi-
cally execute a set of legal documents with the Federal Reserve
that specify the terms and conditions under which discount win-
dow credit will be granted and the requirements for collateral
pledged to secure such loans.

All discount window credit must be secured to the satisfaction of
the Federal Reserve Bank that is providing the credit. Satisfactory
collateral generally includes U.S. Treasury and federal agency se-
curities and, if of acceptable quality, mortgage notes covering one-
to four-family residences; state and local government securities;
and business, consumer, and other customer notes. Although col-
lateral is generally held in safekeeping at the Federal Reserve
Banks or by acceptable third-party custodians, borrowers in good
financial condition may be permitted to hold their own collateral,
appropriately earmarked; lending against borrower-held collat-
eral, however, is usually of only short duration.

Federal Reserve Banks ensure that the value of collateral pledged
to secure a discount window loan exceeds the amount of the loan.
The extra cushion of collateral helps protect the Reserve Banks
against loss in the event that a borrower defaults.

Technically, discount window credit can be extended as a discount
of eligible paper (notes, drafts, and bills of exchange) or as an ad-
vance secured by collateral. Although these are two distinct forms
of credit, both practices are customarily referred to as discounting,
and the interest rate charged on such borrowing is called the dis-
count rate. When obtaining credit in the form of a discount, the
borrowing depository institution transfers eligible paper carrying
its legal endorsement to the Federal Reserve Bank. In return, the
borrower is credited in an amount equal to the discounted value
of the eligible paper at the current discount rate. When the dis-
counted paper matures, it is returned to the borrower, and the
borrower’s reserve account is debited by the full amount of the
paper. An advance is simply a loan by a Federal Reserve Bank to
the borrowing institution on its note secured by adequate collat-
eral. At one time, discounts were the predominant form of dis-
count window credit. From an operational perspective, however,
advances are more convenient, and thus for many years all dis-
count window credit has been in the form of advances.
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The Federal Reserve most often makes a loan by crediting the re-
serve account of the borrowing institution. For borrowers that
do not maintain accounts with the Federal Reserve, credit is ex-
tended by increasing the reserve account of the borrower’s corre-
spondent bank (a bank that has agreed to accept the deposits of,
and perform services for, another); essentially, the Federal Re-
serve writes a check on itself, which the borrower then deposits
with its correspondent bank. All loans, whether adjustment, sea-
sonal, or extended credit, are technically demand notes and hence
have no real maturity. As a matter of convenience, discount offic-
ers may arrange to extend credit for a period of time without re-
quiring the borrowing institution to make a formal request to re-
new the loan each day.

Types of Credit

The three basic types of discount window credit are adjustment
credit, seasonal credit, and extended credit.

• Adjustment credit helps depository institutions meet short-
term liquidity needs. For example, an institution experiencing
an unexpectedly large withdrawal of deposits may request ad-
justment credit overnight or for a few days until it finds other
sources of funding.

• Seasonal credit assists smaller institutions in managing liquid-
ity needs that arise from regular, seasonal swings in loans and
deposits, such as those at agricultural banks associated with
the spring planting season.

• Extended credit may be provided to depositories experiencing
somewhat longer-term liquidity needs that result from excep-
tional circumstances.

In addition, the Federal Reserve has the power to extend emer-
gency credit to entities other than banks, although it has not done
so since the 1930s.

Adjustment Credit
Adjustment credit helps depository institutions meet temporary
liquidity needs arising from short-term fluctuations in assets and
liabilities. Three basic principles govern the provision of adjust-
ment credit:

• The Federal Reserve Bank provides credit at its
own discretion.
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• Borrowing must be for an appropriate reason.
• The borrower must seek other reasonably available sources of

funds before turning to the discount window.

No fixed rules define an appropriate reason for borrowing. Some
common situations that are appropriate for borrowing include
meeting liquidity needs arising from an unexpected loss of
deposit or nondeposit funding, avoiding unexpected overnight
overdrafts in the institution’s reserve account, or meeting liquid-
ity needs arising from operational problems beyond the institu-
tion’s control or from an external event such as a natural disaster.

Discount officers apply judgment also in determin-
ing whether an institution has sought all other rea-
sonably available sources of funds before turning
to the window. For example, most large institu-
tions are presumed to have greater access to alter-
native funding sources than small community
banks have. Branches and agencies of foreign
banks, even if they are not large, are presumed to
have access to funding in national markets and

from their foreign parents or affiliates. Depositories that are mem-
bers of multibank holding companies are expected to seek funding
from affiliates before turning to the window. Institutions that have
access to a special industry lender, such as the Federal Home Loan
Bank System, are expected to use these sources before requesting
an advance from the discount window.

When reviewing a borrowing request, discount officers consider
other pertinent information at their disposal, such as information
from the institution’s primary supervisor, balance sheet informa-
tion, the frequency and amount of past borrowing, and the
institution’s general management of its reserve account. While
borrowing under the adjustment credit program, institutions pro-
vide daily balance sheet data to the Federal Reserve for monitor-
ing purposes. Discount officers carefully review these data to en-
sure that adjustment credit is not being used inappropriately,
such as to fund a planned increase in loans, securities, or federal
funds sales or a predictable decline in deposit funding or other
liabilities.

A significant factor that affects the level of adjustment borrowing
is the spread between the federal funds rate and the discount rate.

he
amount of
adjustment

borrowing has
declined over the

past decade.

T
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(See chart 3.1 for the average annual volume of adjustment bor-
rowing since 1960.) Partly because discount officers routinely
monitor banks to ensure that borrowing requests are for appropri-
ate reasons and partly because the market pays close attention to
banks that might be relying on discount window credit, most
banks are generally reluctant to borrow at the discount window.
A positive spread between the federal funds rate and the discount
rate (that is, a federal funds rate higher than the discount rate)
provides a pecuniary inducement to borrow. When reserves are in
heavy demand or short supply, the spread between the federal
funds rate and the discount rate tends to widen, encouraging
more institutions to overcome their reluctance to borrow. The re-
sulting injection of borrowed reserves helps to alleviate reserve
market pressures and to moderate any unexpected spikes in the
federal funds rate. In this way, adjustment borrowing serves as a
safety valve that relieves short-term pressures in the reserves market.

The level of adjustment borrowing has declined on balance since
1980. This trend reflects several factors. During a period in which
many banks were failing, banks became concerned that the mar-
ket might detect borrowing at the window and interpret it as a
sign of financial weakness. Also, a relatively narrow spread be-
tween the federal funds rate and the discount rate reduced the pe-

Chart 3.1
Adjustment borrowing and the spread of
the federal funds rate over the discount rate
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cuniary incentive to borrow. Finally, various measures imple-
mented by the Federal Reserve in recent years to reduce risk in the
payments system have generally led depositories to monitor their
reserve account positions more closely during the day, and conse-
quently they can more promptly respond to unexpected funding
losses without relying on discount window credit. The downward
trend in adjustment credit notwithstanding, the Federal Reserve
encourages banks to turn to the window in appropriate circum-
stances. Only in this way can the discount window continue to
fulfill its role as a safety valve in the reserves market.

Seasonal Credit
Established in 1973, the seasonal credit program assists small in-
stitutions that lack effective access to national money markets. To
qualify for the program, an institution must demonstrate a sea-
sonal funding need arising from regular, intra-yearly swings in
deposits and loans that persist for at least four weeks. The pro-
gram is structured so that larger institutions must meet a larger
portion of their seasonal need through market funding sources;
institutions with more than $250 million in total deposits gener-
ally cannot demonstrate a need under the criteria of the seasonal
program. Also, institutions with access to a special industry
lender that provides similar assistance are expected to use that
source before using the Federal Reserve seasonal credit program.
The regular pattern in seasonal borrowing during any given year

Chart 3.2
Seasonal borrowing
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is associated primarily with loan demand in the farm sector
(chart 3.2). Most seasonal borrowers are small agricultural banks
that face strong loan demand and deposit runoffs
during the planting and growing seasons over the
spring and summer months. Later in the year,
farmers reap their harvest and pay down their
bank loans. Simultaneously, banks pay down their
seasonal loans from the Federal Reserve.

The amount of seasonal borrowing grew rapidly
from 1986 through 1989. Most of the growth re-
flected increasing use of the program by non-
member banks that had not been eligible for the
program before the Monetary Control Act. In the early 1990s,
the peak volume of seasonal borrowing edged down, probably
because of somewhat weaker loan demand during a period of
sluggish economic growth and the move to a market-related in-
terest rate on seasonal credit.

Extended Credit
Extended credit may be provided when exceptional circum-
stances or practices adversely affect an individual institution.
To obtain extended credit, a borrower must comply with certain
conditions: It must make full use of reasonably available alterna-
tive sources of funds and have a plan in place for eliminating its
liquidity problems. The institution must report special data on its
financial condition, including data on its lending, which may be
restricted while it is borrowing from the Federal Reserve. The
Federal Reserve extends credit of this type in coordination with
the borrower’s primary supervisor.

When conditions warrant, extended credit may be granted to in-
stitutions experiencing difficulties adjusting to changing condi-
tions in the money market. For example, during the period of
high interest rates in the early 1980s, many thrift institutions suf-
fered substantial losses of deposits. In cooperation with the Fed-
eral Home Loan Bank System and other supervisors, the Federal
Reserve provided temporary assistance to some thrift institutions
until they could obtain funding elsewhere or make other adjust-
ments to their balance sheets.

In determining whether to lend under the extended credit pro-
gram, the Federal Reserve has always reviewed the financial con-

ost
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dition of an institution. The Federal Reserve has sometimes pro-
vided credit to troubled depositories to facilitate an orderly clo-
sure of the institution. In the 1980s, faced with a succession of
banking crises and record numbers of bank and thrift institution
failures, the Federal Reserve, in cooperation with other regula-
tors, extended a significant volume of credit to troubled institu-
tions until the problem could be resolved in an orderly fashion.

In the early 1990s, Congress began seeking ways to speed the
resolution of troubled institutions in an effort to reduce the cost of
bank and thrift institution failures. The outcome of this process
was the Federal Deposit Insurance Corporation Improvement Act
of 1991 (FDICIA). The “prompt corrective action” provisions of
FDICIA place increasingly severe restrictions on depositories as
their capital positions deteriorate and creates a framework that
expedites the resolution of depositories that are close to insolvency.

Among the restrictions imposed by FDICIA on depositories in
weak capital condition are limitations on access to the Federal
Reserve’s discount window. Since December 1993, FDICIA has
limited the availability of Federal Reserve credit for undercapital-
ized and critically undercapitalized institutions. FDICIA stipu-
lates that the Federal Reserve may not lend to an undercapitalized
institution for more than 60 days in any 120-day period without
incurring a potential liability to the FDIC; exceptions to this rule
arise if the borrower’s primary federal supervisor certifies that the
institution is viable or if the Board conducts its own examination
of the borrower and certifies that it is viable. A viable institution is
one that is not critically undercapitalized, is not expected to be-
come critically undercapitalized, and is not expected to be placed
in conservatorship or receivership. FDICIA states that the Federal
Reserve may not lend to a critically undercapitalized institution
for more than five days beyond the date on which it became criti-
cally undercapitalized without incurring a potential liability to
the FDIC and must report any liability of this nature to Congress
within six months after it is incurred.

Emergency Credit
Section 13 of the Federal Reserve Act empowers the Federal Re-
serve to lend to individuals, partnerships, and corporations un-
der “unusual and exigent” circumstances. When not secured by
U.S. government securities, any loans to nondepositories under
this authority must be approved by five members of the Board of
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Governors. Lending under these provisions has been extremely
rare, and such loans have not been extended since the 1930s.

RESERVE REQUIREMENTS

Requirements that depository institutions maintain a fraction of
their deposits in reserve in specified assets—the third tool of
monetary policy—have long been part of our nation’s banking
history. The rationale for these requirements has changed over
time, however, as the country’s financial system has evolved and
as knowledge about how reserve requirements affect the mon-
etary system has grown. At present, reserve requirements aid in
the conduct of open market operations by helping to ensure a
stable, predictable demand for reserves; they thereby increase the
Federal Reserve’s control over short-term interest rates.

Requiring banks to hold a certain fraction of their deposits in re-
serve, either as cash in their vaults or as non-interest-bearing bal-
ances at the Federal Reserve, imposes a cost on the private sector,
however. The cost is equal to the amount of forgone interest on
these funds—or at least on the portion of these funds that banks
hold only because of legal requirements and not to meet the
needs of their customers.

Structure of Reserve Requirements

Before 1980, only banks that were members of the Federal Re-
serve System were subject to reserve requirements established by
the Federal Reserve. By the 1970s, however, it had become appar-
ent that the structure of reserve requirements was becoming out-
dated. The regulatory structure and competitive pressures during
a period of high interest rates were putting an increasingly oner-
ous burden on member banks. The situation fostered the growth
of deposits, especially the newly introduced interest-bearing
transaction deposits, at institutions other than member banks and
led many banks to leave the Federal Reserve System. Given this
situation, reserve requirements clearly needed to be applied to a
broad group of institutions for more effective monetary control—
that is, to make the relation between the amount of reserves sup-
plied by the Federal Reserve and the overall quantity of money in
the economy more likely to be close.



5 4 P U R P O S E S & F U N C T I O N S

The Monetary Control Act of 1980 (MCA) reformed reserve re-
quirements to end the problem of membership attrition and to
facilitate monetary control. Under the act, all depository institu-
tions regardless of membership in the Federal Reserve System
—commercial banks, savings banks, savings and loans, credit
unions, U.S. agencies and branches of foreign banks, and Edge
Act and agreement corporations—are subject to reserve require-
ments set by the Federal Reserve. The Board of Governors may
impose reserve requirements on transaction deposits and on
nonpersonal time deposits solely for the purpose of implement-
ing monetary policy, and these requirements must be applied uni-
formly to all similar accounts at all depository institutions. The
reserve requirement may range from 8 percent to 14 percent on

transaction deposits, which include demand de-
posits and interest-bearing accounts that offer un-
limited checking privileges. Reserve requirements
on nonpersonal time deposits, ranging from 0 per-
cent to 9 percent, may be differentiated by matu-
rity. The Board of Governors may also set reserve
requirements on the net liabilities of depository
institutions in the United States to their foreign af-
filiates or to other foreign banks.

Reserve requirements are structured to bear relatively less heavily
on smaller institutions. At every depository, a reserve require-
ment of 0 percent is applied to a certain amount of liabilities that
are subject to reserve requirements (reservable liabilities), and
relatively low requirements are applied to such liabilities up to
another level. These levels are adjusted annually to reflect growth
in the banking system. In 1994, the first $4.0 million of reservable
liabilities were made exempt from any requirements, and transac-
tion deposits up to $51.9 million were given a reserve ratio of only
3 percent. Transaction deposits of more than $51.9 million were
subject to a 10 percent reserve requirement.

The MCA also empowers the Board of Governors under extraor-
dinary circumstances to establish a supplemental reserve require-
ment of up to 4 percentage points on transaction accounts if such
an action is deemed essential for the conduct of monetary policy.
Unlike reserves required under the regular schedule, these
supplemental reserves earn interest. Furthermore, the Federal Re-
serve Act empowers the Board of Governors, after consultation
with Congress, to impose, for periods of up to 180 days, ratios

onmember
as well as member

depository
institutions are

subject to reserve
requirements.

N



5 5M O N E T A R Y P O L I C Y I M P L E M E N T A T I O N

outside the regular bounds established by the act and to apply
requirements to other classes of liabilities.

To provide banks with flexibility in meeting their reserve require-
ments, the Federal Reserve requires banks to hold an average
amount of reserves over a two-week maintenance period rather
than a specific amount on each day. The Federal Reserve also of-
fers reserve carry-forward options within certain limits; that is,
excess reserves of up to 4 percent of reserve and clearing-balance
requirements during the maintenance period may be carried for-
ward and used to help satisfy requirements in the next period.
Any deficiency of up to 4 percent of a bank’s reserve and clearing-
balance requirements during a maintenance period similarly may
be carried forward to be made up by the holding of additional re-
serves in the next period. A penalty equal to the discount rate
plus 2 percentage points is levied against reserve deficiencies be-
yond the carry-forward amount.

Relation to Open Market Operations

The reserve requirement structure specified in the MCA was de-
signed primarily to tighten the link between reserves and M1. At
the time the act was written, the Federal Reserve was focusing on
controlling growth in M1 to foster the nation’s economic objec-
tives. A tight link between reserves and M1 was considered cru-
cial to the Federal Reserve’s efforts to exercise precise, short-run
control of M1. By making all M1 deposits at all depositories sub-
ject to reserve requirements and by extending requirements to
some nontransaction deposits as well, the MCA broadened the
reserve base. It increased the number of institutions bound by re-
serve requirements to hold balances at the Federal Reserve,
thereby strengthening the System’s ability to influence aggregate
levels of deposits by manipulating the quantity of reserves. The
MCA also improved the predictability of the link between re-
serves and M1 by vastly simplifying the existing reserve require-
ment structure: It made the components of M1 subject to more
uniform reserve ratios so that shifts among different types of de-
posits or among institutions of various sizes or types no longer
altered the money–reserves relationship.

In 1982, the Federal Reserve took another step to improve its
short-run control of M1 by switching to a contemporaneous re-
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serve requirement (CRR) scheme. It made the period in which
banks must maintain their reserves against transaction deposits
virtually contemporaneous with the period in which deposit lev-
els are computed for determining reserve requirements. This
move tightened the real-time link between reserves and M1. In so
doing, the Federal Reserve remedied a weakness in the short-run
monetary control mechanism of the reserves-based operating pro-
cedure employed at the time.

Ironically, by 1984, when the CRR scheme was instituted, the
Federal Reserve had shifted its attention away from short-run,

reserves-based control of M1 and had begun to fo-
cus on M2. The latter aggregate appeared more
closely linked to the objectives of policy than did
M1, which had begun to behave much differently
in relation to the economy, in part because it had
become highly  sensitive to interest rates after the
authorization of nationwide NOW accounts and
the general deregulation of interest rates on de-
posits. Thus, the basic structure of reserve require-
ments, which had been meticulously designed to

facilitate the control of M1 through a reserves-oriented targeting
procedure, had come to be seen by some as an anachronism.

Actually, reserve requirements continue to be important in the
conduct of monetary policy, partly because they provide a stable,
predictable demand for aggregate reserves. Without reserve
requirements, banks would still hold some balances at the Federal
Reserve to meet their clearing needs. The exact amount of bal-
ances that banks wish to hold for clearing purposes may vary
considerably from day to day, however, and the Federal Reserve
cannot precisely forecast it. By making reserve requirements the
binding constraint on banks’ demand for reserves—that is, by
keeping required balances above the shifting and unpredictable
level needed for clearing purposes—the Federal Reserve can
more accurately determine the banking system’s demand for
reserves. Thus, it can more readily achieve a desired degree of
pressure on bank reserve positions by manipulating the supply
of reserves.

Moreover, the level of required reserves and the averaging
method used to meet it afford banks flexibility that helps smooth
fluctuations in reserve markets. Banks use this flexibility by sub-
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stituting reserves on one day of the period, when reserves are ex-
pected to be less costly, for those on another day, when reserves
are expected to be more costly. This flexibility would be reduced
if most reserve balances were needed for purposes of clearing.

Depositories that have insufficient required reserve balances to
meet their clearing needs can, under the provisions of the MCA,
open clearing accounts. Banks can contract with the Federal Re-
serve to hold an average amount of their clearing balances in
their reserve accounts over the two-week reserve maintenance
period. If they fail to hold the amount required under the con-
tract, they are penalized, much as they would be if they failed to
hold sufficient balances to meet their reserve requirements. Un-
like required reserve balances, however, which do not earn inter-
est, banks receive earnings credits on clearing balances held un-
der their contractual agreement. They may use these earnings
credits to defray the costs of Federal Reserve priced services.
Thus, for a bank, opening a clearing balance account is a virtually
costless means of boosting the average balance it must hold in its
reserve account over the maintenance period, of providing extra
insurance against overdrafts, and of adding flexibility to reserve
management.

Changes in Required Reserve Ratios

Changes in reserve requirement ratios—the percentage of depos-
its of certain types that depositories must hold in reserve—can be
a useful supplementary tool of monetary policy. Increasing the
ratios reduces the volume of deposits that can be supported by a
given level of reserves and, in the absence of other actions, re-
duces the money stock and raises the cost of credit. Decreasing
the ratios leaves depositories initially with excess reserves, which
can induce an expansion of bank credit and deposit levels and a
decline in interest rates; it also lowers the costs of bank funding
by reducing the amount of non-interest-bearing assets that must
be held in reserve.

However, because even small changes in reserve ratios can sub-
stantially affect required reserves, adjustments to reserve require-
ments are not well suited to the day-to-day implementation of
monetary policy. Indeed, to avoid large, sudden effects on depos-
its and credit, changes in reserve ratios have, when implemented,
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typically been at least partially offset by open market operations.
Also, as reserve requirements are an important variable in banks’
business calculations, frequent changes in them would unneces-
sarily complicate financial planning by these institutions. As a re-
sult, the Federal Reserve changes reserve requirements only infre-
quently and usually merely to reinforce or to supplement the
effects of open market operations and discount policy on overall
monetary and credit conditions. Changes in reserve ratios have
also been used at times for their announcement effect—that is, to
emphasize a particular direction of policy and to influence the
public’s perception of the thrust of monetary policy.

The use of reserve requirements to supplement
monetary policy was somewhat more prevalent in
the 1960s and 1970s, when the Federal Reserve
sought to influence the expansion of money and
credit partly by manipulating bank funding costs.
As financial innovation spawned new sources of
bank funding, the Federal Reserve adapted re-
serve requirements to these new financial prod-
ucts. It also often changed requirements on spe-

cific bank liabilities that were most frequently used to fund new
lending. As banks relied more heavily on the issuance of large-
denomination time deposits, such as certificates of deposit, to
fund their acquisitions of assets, the Federal Reserve periodically
altered reserve requirements on these instruments and thereby
affected the cost of their issuance and, hence, the supply of credit
through banks. It sometimes supplemented its actions by placing
a marginal reserve requirement on large time deposits—that is, an
additional requirement applied only to each new increment of
these deposits. Reserve requirements were also imposed on other,
newly emerging liabilities that were the functional equivalents of
deposits, such as Eurodollar borrowings. The imposition of re-
quirements on these and other managed liabilities was especially
useful in the late 1970s as the Federal Reserve sought to curb the
expansion of money and credit and thereby reduce inflation.

More recently, the Federal Reserve has taken steps to reduce re-
serve requirements. In December 1990, the required reserve ratio
on nonpersonal time deposits was pared from 3 percent to zero,
and in April 1992 the 12 percent requirement on transaction de-
posits was trimmed to 10 percent. These actions were partly moti-
vated by evidence suggesting that some lenders had adopted a
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more cautious approach to extending credit, which was increas-
ing the cost and restricting the availability of credit to some types
of borrowers. By reducing funding costs and thus providing de-
positories with easier access to capital markets, the cuts in reserve
requirements put banks in a better position to extend credit. The
reduction for nonpersonal time deposits was aimed directly at
spurring bank lending because these accounts are often used as a
marginal source for funding. ■
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