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L Chapter III _
| . MANAGING THE QUANTITY OF MONEY..
Open Maxket Opexaxions.
ggowth and _development.

The central banking conxrol ovar the manay markat through
the instrument of Bank rate is & conﬁitional success. It would be
effective only if banks are obliged to resart to barrawing frcm
central bank in oxder %o replenmsh their cash poaition. Tha cfficacy
of bank rate, therefore. depends at any time upon the position of
bank liquidity. N :

The . 1zquid1ty of a bank is detarmined by ‘the structure of
assets that & bank holds &t any time. The bank ‘asgets can be divided
into two broad eategories. such &s secuxities bearing inmerest and
cash yieldlns no zntexest. Among thase. cash is the most liquid of
all the assets of & bank. A bank»can become moxe or less liquid at
any time by exchanging securities for cash and Vice Yersae In actual
practice)the banks always txy to strike a balance between these two
types of assets in such a way that the twin objectives of profitabie
lity and security are attained. When the banking system tries to
gsecure its objectives noted above by purchasing and selling assets in
the open market, two resulis follow. Firstly, such purchasing and
59liing operatidww of the banking system affect the rate of interest
and secondly they affect the relative position of cash and securi-
ties in the structuve of assets of the banking system.

This sort of operations in the open market are undertaken by
the banking system on its Qaniﬁitiative. But the same results can
be obtained 1f some Other agency such as the central bank undertakes
purchasing from and selling interest bearing assets to the banking

gystem. Thus, when the central bank sells securities to banks, it
SR NG

~ Treduces the amount of awa&&nble cash“to the banking system. The
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fell in the cash reserves of banks reduces their liéﬂidity'which
restriots the power of banks to supply new loans. When the central
bank puréhases‘socﬁxiyias'fiﬁm the banking system, the liquidity
of the bank is inocreased which enables the banks to advance new
loans. As coﬁpaxed{with théfpolicy of discomnt rate, open market
- ppexations place aqﬁc initiative in the hands of the central bénk‘
which genaxally reéﬁs athgrwisa wifh the;banking system under the
nﬁénk—xaxe p?licy.‘%6££ so}loﬁé as the cash resexves of banks are
not reducaé; the xéiéing éf;thé 3aﬁk rgte haa‘nb\cffegt on the
volume of bank loéaé it thg'bénks aiq in;enflupcn a@vancing them.
- Béforo w&xié Wax I;in‘England, ax@ggsive‘supply of monay
’héd already affeciéd advqise;y the cffect;veness of Bank xate,ahd‘
a need té withdraw(oxcgssivg funds :ﬁom the market was served by
'gelling consols spot and buying ffo: the account' and "borrowing
in the markéi'.’tsui‘with ﬁhese and other methods employed by the
Bauk of éﬁgléﬁd‘no syétematic'£n§>satis£qctamy golution for control
~1ing surplusxliﬁiid :ﬁndé successfully was achleved. In the case
]-df the U§S;.'tha ﬁq&ex'fo uﬁd&rtak} Qg?n.mgikot operations was
conferrad upon thélkederal.Réss:§e'3§nks.frqﬁ‘thc vory date of the
ineepiibn of ceﬁtiai>b$hkiﬁ§(system in 1913. But this power was
used by the Federal Bééei;e Authﬁx;ties for the first fime in
1922. The Rélchébaﬁk.df §é¥maﬁy seims‘té have‘uxiliasd the technique
of selling and purc@asing'of txeagury pil;a in order to influence
ﬁhe open ﬁbh@y mérkgfniatebbefore 191452 | |

Te (Given bslow after note 2) ’ S
2. i.B,Noxrthzop. Contzrol FPelicies of the Reichsbank 1924-1933,
¢ U RNew Yoxrk,1938, 9‘058Q” o

2¥1, R.S.Sayers. Bank of EBngland Operations,1890-1914. 1936,p.27
and p.35. The policy of selling consols on the spot and buy-
ing for the dccount meant that the Bank of Bngland so0ld consols
for cash to the commerclal banks in the first instance and
rvepurchased them for an eylivalent amount of cash. But 4n the
ease of repurchage, cash was not actually pald to the banks,
but retained with the Bank of sngland to the asccount of
individual banks not for a longer period than nearly one
monthe Qut of these funds, the commercial banks could pay
up their obligations arising out of their transactions in



164

Opnnvwarket—ﬁpe&axions are found used on an increasing acqla
a8 & weapon of cenxral'bnnking control especislly after the First
World Viar. Two sets afAreaséﬁs'éa to mccount for this development.
In the first plece, ahnormai'iﬁércaa- in the'velﬁme of bank cash
was brought about during and after the war. During the war, undex
&n all comprehensive efforxt ta:mbbilize fox wer, the séund prinoples
of monetary policy were kept ééida and the monetary authoxrities
‘resorted to headlong currency inflation. This mass of 1iyvdd money

L]

amiaemered :
remained in use even &ftex the. .snces of war finance were

" ovex. The plethora of Lignid money inm the inter-war period was alse
the cutcome of the cheap meg&y'palic& followed by'sq%eral countries
during the Great Depression. The tightening influence of a dlscount
rate polioy was lost dﬂ@ﬁst-theéa circumstances and stringency in
the monsy markgt coul€?e created ;3%& when these excess liquid
reserves were absovbed o The problem was not one of effecting an
auhhaw eu#flow of liquid funds from the central reservioy bui one
of reabsoxbing them,whigh 1§ nbt possible: to achleve by a Bank
rate policy alone. | : . ‘ '

a8 there emerged the problem of surplus bauk cash in the
beginning of the intex—wa:‘pQriédg the new cenditiang croated by
the method of wax~£inahce made:;t‘possiblo'te taaklexthat problem
by means of open maxket eperatidns.\whe creation of a lsxge volume
of goverament securities, especially shdrtéte;m.sqcurities, made epem
' maxket operations 6n d*laxgelééalc, possible._whe ihsufficigncy of

o ; - was. one of the important
government securities/ssd factors which deterred the Banlk of England

from undertaking open market operations before the Flxst W@x}d_wix.1

(Note 1 continued fxom page 1°% )  stocks. Thus, the Bank could redu-
ge the guantity of monsy in the maxket for the unexpired period of
the stock exchange accounte(Keynes Treatise Vol.1I;p.229). The polioy
of borrowing from the market much depended upon the cogperation of
banks. and the resources they possessed. If their liquidity was very
high,this expedieat of taking the funds off the market proved very
expensive. {ReSe Sayers,quGit. oP o“?)o C
. 1o D® Kocke Central Banking,ps190.

I3
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ghe gatiogg;a af Ogen,garget cgnratian

| The peliey af gpen market epexationa differs from that of the
Bank-rate in that in the oase of the latter the 1n1t1ativa -for
:caisceunxing that comes from the clianxs of the banka oxiginates
outside the ceniral bank while in tho cagse of open.markot eperations
such initiative originateé within the central bank. Open market
oyerﬁxiops are ihe rqsgiﬁ of. the 1hitigtive‘cf’the monetaxy
enthorities based on their opinions that tue community &b large due

0 some réasoﬁ or the other nnqdé‘er can or caunot well employ a lar

-ge anount of credit.

Opcn.maxkct operations axe used to influenco the market rates
of interest directly and immed;atgly. The use of Bank rate alone is
not suffiéien@ for this purpose especially when banks are holding
sXcess cash resexves. Furthexr, the effects of the policy ef bank

‘yate on the market rates of interest are not so divect and immediate

as those of’oben market operations. For, open market operations

influence the rates of interest in tweé waya. Firstly the purchases

' and xkaez sales of securities by the central bank affect, in the

first instance, the cash reserves of banks. As the credil supers-
fructure is usually xeised on e basis of bank réserves, fhe
changes in the 1am%brlwoﬁld help to expand er restrict credit. The
fall in the cash reserves of banks conseguent upon open market
gﬁﬁéﬁ by tha central bank; hakes'the>bank§ t0 charge = higher rate

g4 of discount. In the case ¢f increase in cash due to pm open

market éuxchaaes, banks would lower the raté of discount for, they

do not usually like to hold idle cash. Thus, the central bank can
influence the rate of inxerast by increasing or decxeasing the
supply of money. ,

In the second place, the purchases and sales of securities

by the central bank affect ine prices of gecurities and hence the
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rate of\inxerestw'é$‘times it might be recessary %o have rates
sharply changed without delay. By purchasing and selling sscurities
in the open market, a central bank can establish a satizfactory rate

’stxucture.1

During the 1nt¢r~wai'parié@,open market opexations were
wndertaken for various puxpgées. Firstly, épen market operations
may be intended teo éhoauraéé br‘dibésﬁrage businass activity by
influencing the rate of iniareai on"ﬁank deans t9® business, Thusm,
for instance, in the U.S., apen market purchases amounting %e §w§ﬂ
m&llxonéf§§¥ﬁﬁﬁéde by the Federal Heserve &uthoritles during the
five months from Jamary tﬂ Moy, 1922 at a time when agriocultural.
prices wexre sexiously aépressed.~mhe purchases wers followed by
the reduction in the discount rates of seversl of‘the.membtrubanka.z

Secondly, the foreign exchange value of national currency can be

' proped up by raising the market rate of intevest by means of open
. market operations. Thus, in Jamiaxy. 1931 the Bank of England seld

securities imcluding Treasury bills at rstes higher then the market
ra%e; of interest for Iive types of commercial bills, The market
rates as a resuli were pulled up to the level of backwrate and the .
international pdsitibn of’atériing,which-uas»weak'befoze,stXengrh-

Qn@doé

Thixdly , epen mérkgt purcﬁaées may be made 16 saturate the
market with liquid funds. so-that the govermment may be able to |

float @ new loan successfully or may be able to convert an old ome

" at & lower rate of interest . Thus, the policy of open markst

puxchases was followed by the Dank of England in July, 1952 to prepere
8 sound‘éreait base 5o thai the cdnweraion of 5% emS loan might

1. ?.sarkex Willis. Theary and Practice of Ceniral Bankang,1936,p.
81,

2. WeReBRYgess, 'Regexve Banks and donay Msrket'.1946,p.h46'

Je Decock. 09-01@.,1949,?0397. : (
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ba hclpad.*? During the ninteenwtwanxies, open market operations
wers used not merely as an ancillamy tool to make Bankerate effective
buy :E the ce-oqnal Lxixm instrument of policy, especlally to offset
the effects of gold movements. The changes in the volume of noney,
that would bes caused by the changes in the gold reserves, were
cauntexaated by the pelicy of 1noraasing cash=reserves of commercial
banks by open market purchases. The fall in the volume of currency
was thus made up by a corresponding rise in the. volume of hnﬁk
moneys Thus)the total quantity of momey in effect did not contraot.
Open market operations came to be generally recognized as
an important and effective method of credit control especislly. during
the years of Great Depréssioh. The bank acts of several countries
wexre revised so.as‘té give to thelr central banks either altogether '
new ppweys‘to gndertgke open market operations ox to make such
powers as were conferred upon them in the past moxe effective, Thus;
the Rsiéhsbank 0f Gexmany was givsn.;héepqve: in 1926 $e discount,
buy end sell Treasury bills 6f not more then 3 months currency. The
amount of such b;lls to he‘discountad, aoldgagd bought was not to
excaed 400,miliion,reiphsmarks. This powery thowgh an advance over
the law of 1924 wherein there was no proviaion:far desling in either
Treasury bills or Government}bends,,waé,not enough 1o exercise
sufficient quantitative preéssure on.the monsy market., For, the total
amount of short-term tr~asuxy bills that could be bought or sold
was very small anqthere wags po provision in it for the direet
purchase of long-term Government bonds. The discount rate of the
Reichsgbank Wasy thus,tdagxiyqd of one of its maaor‘graﬁﬁﬁuaiaut
this deficiency wag zemoved'inithe law concerning the German ,
Bsichspaﬁk bf‘Juna.19397“Igﬁprﬁer“§§ iegulate the money maxkét, the
Bank was smpewered to buy gn@’geli ;ﬁtéiesﬁfbearihg securities as

. .

1o Ibid »pe210, =
2e I\Orthr;lﬁp ’Opccitb ,p.268.
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well as treasury bills) which were due %0 mature within one year from
the date of purchase»1 By a Gevernment Decree premulgated in June,
1938, the Bank of France was authoriaod innad&&siun t0 ungertake
open market opexations in nngotiable shor@nterm public bills and
private bills eligible fox alsconnt and resell, in oxder to influenco
the volume of credit and te‘regulatc the monay market.ﬁz The Natieon-
gl Bapk of Belghum was authorlsed by Royal Decree’ of Jnly,1937

to buy and sell in the oyen.markeo lon& tarm securities of the
Belglan Governmento Formerly. the Bank was anthoriged to purchase

but not to sell such securities and. t@tal purchases were limited

to the Bank's capital, aurplus and amartization account. Tha powbr
te deal in Treasury bills Was qupplemented bj¥%ower to bid for thol |

. Belglen Government and semi-govornmantvinstituticns. Thus, the

scope of oPén‘markét operations of the ﬁatienal ﬁank of-Belgium

was enla:ged.3 whe Cenxral Banks which came into existence during.
the inter-war period especially in:g;iggzn.Dominions and India -

all wers authorised to undextake open market operations.

Open Harkeb Purchases s$ & the Banks,

It has,bean‘suggestgd by Keynes that in the event of an
obsiinate slump, the cen&ra}'bank can produce a large effect on
' the cost of raising ncwlresﬁarces for long~tern investment if it
is prepared to peiéistxin i%s‘opan maxket purchases fax enﬁugh?‘
Ihe open market purchases'aéffhe central bank would increase
the cash reserves of banks¢“ihs banks,in the first instamce?would

ixy to use thasa‘funds for buréhasing stiort-term assets. A5 amvesulis

1. F.R.B. beptember 1939 p.738.

2¢ FeReBe August 1938. Pe 650. - )

30 FeReBe Qctober 1937 p¢1003¢ .

e .m.&eynes. Treatise Vel.11,1930,p.372.
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the banks go on purchasing short-term assets, the short-term rate
of interest would fall to aa low & Yevel that after a point, they
would not be able to cevex aven thelir normal profits. If the Cent )
=ral bank still persiats 1n its policy of 1ncreasiﬂg the funds with
the banks, the banks will bs obliged 10 purchase long term assets
and)as a result) the long te@m sate;ef.intexast would falls Thus,

“the central bank can reducé“the long term rate of interssi and can

help recavemy by encauraging long~term iavastmenta.

Apaxt fxom. ‘the abllity of cantral bank to undertake open
maxket purchases bo the axtent of 9aturaxm§ thc bankina system with
liguid  funds, this po’icy,as suggested by {eynes)assumea too much
of a passive role on the part.of commercial banks oY) properly

speaking) the sellers of securities. In a psr*od of depression

.when the proapects of profitable investment of bank-monsy sre very

Lo WG
few or negligi ble,the or the selle*s of securities will erdinarily

\diQPOBQ 0% thelx earning assets only when the smount of capital

gains far exceeés the loss in the form of lower yields on their
new investments, With what amount of premium the banks would be P
raady to part with their, present sarning assets ~would depend

upon their gxxsnnx uuxnkng naxz estimate of the depression psychelogy
on the part of their bexrowems. i£, therefore, in the nmidst of

dasp depression, when the prospects of employing their funda
conveniently ( i.e.,auitimge the banker's considerations of profit=
ability and liquidity) are absenz, the bankexrs would only sxchange
aarning assess for 1dle caah by security sales. In such a context
three possibilities &8 to the behaviour of banks can be imsgined.
slxstly, the banks would liquidata thoir indebtadness to thq

coulral bank ag 18 nsually the case in the UsSe In the UsSepthere

is & tradition against ber:qw;ng from the Heserve Banks, Phils

particular behaviour of banks cannot be sxplained by higher discount
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rates 6f the Reserva Bankse The Reserve banks have seldom charged
rates higher thar those charged by the banks themaelves to thelir
customers. Only thettradition prevents the banks fxom remalning
continuously in 1ﬁdebtedness to the central bank. 'Iﬁ such a cass,
the mA5nituﬁe oflihe épen ﬁarket opefations shall have to be very
large for the purpose ef puzsuing an effective cheap money policy

as suggested by Keynes, and inspite of that the effect of the policy
on the cradit base might be negligihle. This position 13 amply
&llustrated by the exparzence in the U.&.,ln 1933—34. The volume

of bank—indabtedness to the central bank is genexally very large
when an unbxidled gpeculative boom is followed by & period of orises
as it happened in the U.Se, in 1929, If the volume of ‘eligible’
sssets held b& the banks at the time of open market purchases is
just equal to oxr less thanithe volume of indebtedness of the banks

to the central bank, the policy of open market purchases would have .

- absolutely no effect on the member=bank raservesq If the central

banking authorityzz, in its eﬁtﬁusiasm to carry on open market
purchases to the point oX satisfying to saturation the desire of
the public to hold saving s-deposita as Keynes suggested, purchases
all investments of the commercial hanks puxting agide the 'sliglible-
lity' rules in an emergency, it would give & sort of open esncourage=
ment to banks to entertain bad debts. The problem of 'ammunition{
i.e., adequacy both in quantity and qualit& of sccuritf§§ to be
nurchased from the banks, is no deubt as important in the aase of
an axpansionist policy as in the case of o contractionist one. In
the post-wax period the difficulty grising out of insufficiency

of "eligible? aSSetéythas he@n aﬁequéiely solvéﬁ by the tremendeus
growth of government securities in the investment portfolios of
commarcial benkse. But, in a2 periad of glump -even if the banks may
be holding a large amounx QI éhgibile assets such as goverxnment

securities, the policy of open market purchases by the centxal bank

" el BUXEeS8.0DeCitegpe221,
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may fail to expand bank credit. For, the fact that banks ars holding
government sacurltmes despite lower yields on them simply indicstes
the absence pf_saferiand more profitable aliernatives for employing
thedr funés;ufhe effeéto of open market purchases in such a case
will not pass beyond%he banking systom.1

acondly, if the banhs do not have any indebtedness to the

»central bank, They may sluply allow their cash reserves Go increase.

This sort o; behavzour is displayed by the commercial banks in
British Domlnions. Au Tor ex ample in Lew ZGaland the relation of
cash to tot&l aepogitb in the case of 51x Hew Zealand Trading Banks
varied from 29.2p-1n 1934 to 16443 in 1938. bimilarly in the case of
eight commgrcial banku of the Union of South Afrmca, these figures
fluctuated between the maximum of 36 1% and the minimum of 12.2%
during thc period between 1922 and 1927. This sort of behaviour

‘ of banks wnuld depenﬁ upon the subjective view that =ach banker

takes of a particular economic sztuation. It may be that banks may

- try to Leep a stable raxio of liquid assets to deposits rather

than cash to deyosits. In such a case cash forms only ons of the
liquid assets. ihe other 1mpoxtant type oi such assets is supplied by
Treasury bills which ave faund now in the portfolios of bank° in
almost all the connxries. So fay. as the banks exchange the shorte

Ftexm debts QI 5overnment fer tae liahilities of the centrazl bank,

o dlfferenee is made to the ratio ef liquid assets to total
depositse. The only th;ng that happeus ts that one type of liquid
ssets is cxcnanged for the other type. Open market purchages of

short=texm’ bank assets lxke the‘t&easumy bills are of no siguificance

A

1 In the post«war period, with government securlities predominating m

on the assets side, the average earnings of banks have fallen
to 2% to 3% in comparison with the averasge of 5% when loans

- and advances were large in amount. especially in richer
countries,

2e Ami.h.rlumptre. central Banking in British Dominions. University
of Toxonto 92338’1 94009}! -2?5’560
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Tor influencime the long-texm rate of interest. On the contrary
the banks may regard the changes in thelr reserves thus induced by
the central bank as purely artificlal and,therefore,they ney fekl
loss concerned o alter thelr loans aﬁﬂﬁnvestments in responsc to
alterations in their resexves. The willingness of the Americsn
bankers to hold sometimes qxcessively,large propoxrtion of cash
regerves may be the result of such a reaction of the bankers to the
policy of the Reserve Banks,1 |

The third possibility as regards the behm¥iour of banks can
be imaglned with éegard to tue secomd&ax_effacts of open market
ppurchases i,é.the acﬁual lmaning operations of banks. It is certain
that the power of creating bank assets at this stage entively lies
with the borrowers.. The pélicy of inflating bank regerves by means
of open market purchases is founded on a vague ildea that the banks
will be able to eméloy their ekcass cash in profitable assets. But
if borrowers do not forthéome,na secondary effects of open market
purchases would be visible. If there is a sufficient demand fox
bank loans, a lower discount rate slone would be sufficient. That
is why the classical central banking theoxy regarded open market.
0perationé@§n exception and not a rule.s

wven if some borrowcrs at lenst 7k may woafh appresch’ the
banks for loans, the bankexrs may nst be roady to sniertain them
if they are not inspired with confidence in their asuatsu clients.
If, due %o surplus cash xeserves, the banks are induced to loanm
out more ﬁunds,their attempts are likely to be follewed by tragic
gonseguances. Firstly. to take advantage of cheaper money, if
fo0ls rush in where angels feaxr to trade, 80 many bad debts would
be created, IL the ceniral bank adherez 4o iis eligibllity rules

AT YA S inh S S

Te Ihid spe242,
2+ HoParker Willis,Op «Cit. ,‘p.1 81.

.
i
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the banks would be placed ;n a piecaxious pxedicameaﬁ. 1f the central
bapk undertakes to accept iikm all bank assets just to dischargs its
function as a lender of last resort in an . emergency, the banks would
become less critical of the assets offersd to them.! Again, theugh
by law the central bank may be empowered to purchase a wide range of
asseisy in practica it may nsually accapt a fow of them. In general,
all assets may be liguid fram the peinm of view. of shiftability but -
they may not be shiftabla to the sameL degreec Thus, in the UeSes
though the Resgrvu Banﬁs have bgen gmpowered to accgpt % & wide range
ol assels, open markes puiéﬁgses‘gr;, in'préciice; éonfined
principally te bankarfs accéptagcggiand United States Government
ebligations.g .” ” - ’; o \
In a period of crisés, evei&%hing wouid depend upen the

attitude that is asuumed by the ceatral bank. This 1s well borne
out by tne attitude of the Reserve Bank of India towsrds the
Trovankore @uilon and Rumioaal Bank and other south Indian banks
in 1938.

~ Secondly, even if an individual banker may have full confi-

. dance in his customers, and the léaps maylbe sufficieﬂ@}ly secﬁxed.
he would not bg able to raalize his loans répaid if other bankers
and other enlrepreasurs are still.dépressionéminded. The sequrity
aud 1iﬂuiaity caﬂsideratians @f %hé bénker will be conceived ounly
in a vacuum in such a cases The restrietive eredit policy followed -
by & pumber of other bankers guided by their personal considerations
of liguidity and seeurlty will cause losses to the barking system

a5 a Wiole. In & perlod ef aeep depressi@n, sconomic activity

A

requires to be atimulatcd_in all spheres. athgrwise, tne\murginal

Te ReSesayers. Modern Banking,ll mdn.p.224.
2e Burgess.0pe0ite yPe284.:
e SeKeMuranjan.lModern Banking 1w lndia,pp 326-327

!
‘
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efficiency of capital cannot be sustained. In view efﬁtheaerdifficup
lties of the bankexrs, the central banks are néw required to be more
and more accomedative in times atLamergengy by relaxing their
eligibility rules indefinitely. Inépite of gll this, there cannot
be any assurance that the ﬁrivate enterprise will rsact favourably
to the cheap meney policy.‘ln that case maxé and more soclimlistic
action by the government is the enly alternative to skep into the

shoess which the feet of the entreprensurs are toc cold to occugy."

Open Market Operations and _The Rate of Intersat.

In the foregoing digcugsioﬁs it was taken for granted that
the cheap money technigue hs‘sﬁggééted by Keynes would be successful
in foreing down the shorg—termzréte of interest to the most unprefi-
table level. As & result the banké will have to reach eut to long=
term assets #ﬁd the rate on thpxcénsequenxly shall have to fall,
The reaction of the banking‘syst;mito & cheap money policy was
examined se far under a special éssumption,thgt in g}doprqss;an there
is gemerally a lack of sufficient @emaﬁd for fumds fer investment
purposss. This particular assumption may be now removed. Even if
it is taken for granted that sufficient demand for bank losns at &
lower rate of interest will camﬁgarth, it 1s a question how fax,
by open market eperatiorns,the cemtral bank will he/able te force
down the rates of 1nteiest in the manner suggested by Keynes.

The success of the cheap mgney policy as suggested by Keynes

.can be realized only undexr certaim conditions. Firatly. the banks

would be tempted o purchase long-term investments only when the
differenca between the short-torm rate of interest and long~term
rate 1is large enough to compensate for the leoss of liguidity

due to long«term 1nveatm9gt.,whe lgng-term rate of intprest should

PR
i

e d .M.Kaynes. Treatiso,val II, 9.3?1-
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“ rest at such an idesl level. that,whilo.ensuring good income to the
lenders, it must be,at the same time,low enough to be sufficiently
attractive to borrowers. There are especially two conditions nsce-
ssary for the long~term rate of interest to secure. this ldeal positie
on., ln the first place the short-term rate of iaterest should fall
1o 50 low a level (almost mext deor to nothing according to Keynes)~
that the margin between the two wnuld become atiractive to bankers
despite the fall in the 1ong—term rate of interest. This conditiom
is gifficult to reslize in practics. There 15 = lower Llimit below
Which the shcrt~torm’rat¢ of interest cannot fall. The whole theoxy (
of bankihg restson liquidity anighart term lending. The banks would
always try to maiatain first a certaiﬁ amount of short-term assets
80 aé‘to meet theix convenfional liquidity ratlio, and @n;y then
. embark on long=-term lendingé Thus; the British banks maintain 30%
of tha;r deposits in terms of,liquid assets. Increase in the long=
term assets of banks is largely dependent upon and is conditioned
by the corresponding increase in their sp??t-term assets. This is
well illustrated by the behaviour of oommeQGial banks in'U.K..during
the 18 months befors the Second Weorld ﬁé&; In the UeK.,during this .
period a large part of foreign funds was withdrawn. In @ddition to
this, Treasury had considarably reduced ths issue of Treasuxy billse
As @ Tesult)there arose a dearth of shortfterm assets for the banks.
The ratio of liguid assetswcash, 6a11 meh&& and discounts = to
deposits fell below the traditional 30ﬂ leVel. The result was that
the banks were compelled to sell gQVernmont secuxities to help im
restoring the 30% ratie althcugh their actual cach ratlo was already
higher thamn the conventional 104, The rata on goversmment securities
would have riserm high but fer the timely.?reasury policy ef stopping
the fundin., of the Tréasuryfbills\and issuing additional Treasury
pills in order to supply the bauks with the necessary amount of

!
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sﬁert—term assats. Thus incxeaaod bank invoatmontn cannot be

gecured without incroasing thoir shmrt~torm assets. e’ only this,

. but the bamks weuld rosiat thc tall in the shortntcrm rate below

a cortain level. Thus, in 1935. in England, the Landon Elearing
Banks made an agresmant to refrain from ggﬁréié or bidding fnr ‘
Treasury bills at a rate ﬁelow é%.g

In the second place, even if the short term r#te of imterest
may feall to 2 considerably low level, ths leng-term rate of interest
may not fall at all or may rest .at .a.level at which 1t may not
be attractive to borrowers. This is because of the banker's calcul=
ations of xisks in vaxio&siong-term invegtments. During the peried ‘
0f depressien very few 1nrastmente &ppear practically rigkless and
therefore, despite a vexy low level of shorte=term rate the banks
do not reaeh out to long-term assets. The pelicy of increasing bank
reserves ﬁy means of open market eperations bears no xsignificance .
for the lnvestment pertfelia,of bankse. This &x can be evident frem
the following table which. gives the fluctuations in the excess
rnserVes of member banks of the & Federal Ressrve system aleng with,

the total velume of their 1&:3:3 leans and investments.
(In Millions of Dellarxs) 1

Year Excess Reserves of Totalloans and invest—
membey bankse.(A) mentd of all member
N Banks (B)s

1929 - . 43 .. 35934

1934 \ 1500 . .. 28150

1935 . 2469 . . . 29985

1936 2512 o v 33000

(Dce.31)

1937 : 1220 o .. 32739

(June) C

~ (Note (A)z Frem Moncy and Banking.League of Hatmons,193?~38
p.Xaf2x 195.

"'(B)s Frem FeReBesDecember 1938,p.1902.

Te W 1.ﬂanning Dagey. YThe cheap Money Technique',Llyods Bank RevVej,Jdan
94T 3ppe 92~
2e Leagﬁo ;f Natiena.'uonay and Bankimg’ 193738, pe184.(1938).
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It can be easlly seen from these figures that it is not possible
to establish any precise re;étionship betwee&f?:g:rves,and the
volume of their loans and investments. There is vislble & very sharp
rise in the excess reserves‘e? Meﬁbqr Banks from 1929 to 1934. This
may be to a certain extent the result ef easy money policy followed
by the deqral Regerve Authoritias by means of epen merket purchases

_ undertaken en a tuedandous scale fremskarghy 1932 tg‘mbﬁembgq\1933.
But no inorease.whs feuﬁd in the volume of‘laans and investmente of

{ pember Banks. On zhe‘cénmréry-therg is visible a positive fall in
them:‘Between the two suwcessive years 6? 1935 and‘§936‘ths excesns
reserves increased by about 1.74% while increése'in the loans and
investments, en the>basis of these figures, amounted. to 15.05%. The
restrictive policy was adopted by the Federal Reserve System from
August) 1936 snd & gradually the x=Ex reserve requirements for banks

were raised.,1

From 1336 to Juxe, 1937 (1.e., about during six te
seven manthé) the excess resexrves recorded & fall by more than 50%
while the corrsspending fail}:in losns and investments was only
by0.79%. Thus, the. secondary efreétg of changes in the excess
reserves are sone~times in:thg appééite direction and sometimes
though they are in the samé.diregtion, there is an abnormslly wide
range between the percentagQ of change in the reserves and fhat of
the change in the total,voiume of loans and investuents.

'~ The third impertant condition for the success of cheap money
policy is that the banks should purchase long=term assets the rate A
of interest on which is comparatively highg:. For, etherwise the hie
gher rates on such assets weuid remain high but the effeats of the
cheap monsy policy would: remaim restricted only to, s narrew class
of investments. On the count #f profitability one éam sgy, prima taci{

RS P S S AR -

that the bonds with'cemparatively higher yields and shoter maturities

14 FoReBe,1938, D8ce pe1069.
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would find favouxr With th@ banks. But it 1is not easy to ascertaln
the directionr of long-term 1nwestmanxs by banms on ithe basis of
profitability alone. Thus, in the case of the UsSedeplt is true

that the fall in the total volume of leans from T3% of total

earning asseis in.uctobar3%1929 to 41% at the end of 1935 was
accompanied by a ;srrespggding rise inrinvestments from 27% before
the stockemarket orash téﬁﬁg% &t the end of 1935. But, herein, out
of ﬁhc‘59% of 1nveatménts; United States Government securities (beth
direct and guaranteed) accauﬁted for 41% of Yotal loams ard invest-

mentg,- in December, 1935 while othex securities amounted enly to

1844% of the ;9#&},1 This Wps,sf despite the fact that the average
‘ yield on U.S.Treasuxy bends remained the lowsst emong the average

yields on various bonés such as Municipal and othey Corporate benﬁs.g

- If this 1o so, the increage in the cash Yessrves of member banks

will have little or no sigmificance in directions other than that
of government ebligatlons. _

J The league of Natians cemmitteo on D.pressians clearly
reccgnlsed that in msst countrles thexe remains & wide gap between
the longatorm rate ok govexnmeat bonds and the rates changod on

commercial lgags. It was recommended by that Committee that the

¥ate of interest paldu on deposits by ether banks such as savings

banks should alse bp\bréught down in exder Vo prevent any diveraien
of deposlits fxem the commérgial banks which may be then induced
te lower their 1@&3 rate;fa This is,'howcver, a misunderstanding

of the preblem. ﬂiéher dapasit rates may be a reassn for highexr rate:

denanded oa iuvestments but highax deposit ratas de pot explain

the 3ap between}rames en government secgrities and those on other

bondﬁc

te League ef Hati@ns.'ﬁenay and Bankimg'. 1935—36,9.196.

Z2e¢ FeReBeDOCay1 936,?01 001,

3s doomemic Stability in the Postewar Waxlda lieague of Natlonge
P %0"5 ,

[
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The Cheap Uemey Pelioy Vs. The Stebility ef the Bend Market,

It can be seen from the preca,ding obsexrvations that theugh
the primary objective of inrluencing bank-reserves by means 6f epen

market eperatiens can be realizged, the secondary effects are geners

\=lly unpreaietable. That is why the very princple of putting the
,central bank eredit in the market en the 1nit1axive of the central

bank is some timcs called. 'in quest.ton.ﬂ~

It is suggested that less
relisnce should ba,placod(ou such ope:ations,fdx. ﬁhéy create arti-
ficlal sase ef credit and an artificial bond market.

Qespite-this, epén narket iperatienajaa a weapon of monetary
management enj@y ] Bukk distinct superi‘rity ever other weapens in
that that thsy influence at ence the rate ef interest, short-term ox
long=term, accerding to the maturity ef the assets that the central -
baulk dealg in. IE is because of this reasen phat,Keyges called the
policy éf dealing inxdcbts @f vgrieug maturities by the central
bank as the mest impertant préctical imprevement in the technigue

2 Such & pelicy, ne deubt, would g¢ a lomg

of monetary management.
way in directly 1nfluencins the leng~term rate of interest, but

it is surrounded by many 1imitations. In addition to the limitations

Eenumarated by Keynes la his General Theory *3thcre are two other

{apertant limitatiens eof the cheap meney policy aiming at dirscily |
forcing dewn thc lons-term rate of lnterest by means of open ma:ket
puxehases.v of -

anzsnch 11m1tations 15 as regards the magnitude of the
resources of the maneta:y authority and the conseqguences of such
oparat@ans. In oxder te uadcrgtana this we shall have to consider

the effects of the‘Operations 1q:the ppqn,markotvan speéulatign.

When th@ mangtaty authoxity gttqmptg %o push down the long=-term rate

of 1n$erest. it causes the pricés of securities to rise and tais

1. The view eof Federal Reserve Bank of Philadelphia quoted by HJPe.
Willis.opoﬁi‘t. ’po192. '
2. (3 Genmeral Theory,p.206). 3. Ibid ,p.207-208.
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would shake public’s cenfidence in the sttemt1
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would ralse prospects of capital gains for the holders ef sscurities,

In the beginning speculaters will help the menetary sutherity in i
driving the leng-term rat& of interest further down, by purchasimg
securitics at rising_prices 1n anticipatien of speculative gains.

But as soon as they realige ¥hat the rate of interest cannet be
foxced furthex down; thqy'wi;i all suddenly unlead the buxden te
secure the maximim égssib;e'é?pital gainsL,éll hoiaexa of securitias,
whether spéeulatéxa or ethqréa will be gulded by the saus considera
«tions. This lncentive to’aaihing fi@m\capital gains rather than

from interest yleld ig-graa;ér where the tax system impeses heavier
impysts’og income than on-aaﬁitgllgains. A% this juncture the

comtral bank can intervene in the security market te maintain the

 price of bonds (i.e., te kesp the leng~term rate of intarest

at the TABHBWA). But the ability of the central bank euccessfully

to steer clear of the storm will be limited by the yelative size ef

- the mational debt vis-arvis'¥§% resources of-the—eeatral-—Bankc. A

monetary authérity like the Fedoral Resexve whose Ysseurces are
lazge relatively to the total U.S.atienal debi may be able te act
directly or the leng term market with semo success. But the pesitien
of the Bank ef Gnglamd is different., The relative size ¢f Britlash
L o AVAEIEWL tmRluafane s TWe Loty elaan Aol ). Praieagav
nationa; debt being very great, any atiempt by the Bank of Eagland,
would imvelve mctually se great a velume of croated momey that it

!

The secanﬁ‘baésible,i;mitation @f the cheap money policy

springs ferth erm‘the,atiifﬁdq of institutienal invesitors liks the

banks, insurance cpmpanios’epc. If these investers, in the prevallineg
ecomomic situation, de met fesl confident abieut the ability ef the

monetaxy ‘antherity te maintair the leng=term rate at a low level,

the cheap menmey pelicy cannet be maintained, This ean be better

1o ReS.Sayerse Cemtral samking in the light of recent British sad
American Sxperiences Bed. of e iay 1949,p.204. ,
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11lustrated frem the British and Americam experismce in the pest-war
peried. | ; o . . ' |

. In Britain in 1946~-4T, the monetaxy suthorities were
sugcessfuliyx kz in brisging down the long~term rate of interest as
low as 245 from % o However the sutherities ceuld not maintain it
at that level, because ef the distrust felt by the welghty investing
institutions in the efficacy ef the ﬁcnatary pélicy.-mhe market wqﬁ‘
convinged thatjin the light of basiﬁ ecenomic forces i of high ' |
demand for cepital investment ‘Bnd sgarcity of resources, 247 could =ze
langer be maintaiaad.1 This sentiment gavo rise ta & large seale
selllng of leng—term bends the capital gains on whiah gave rise teo
increased inflatiomary spenlmng The saving in the ferm of 1ntarost

| on long*term leans that the authorities were able te secure by the
cheaper memey pelicy was 1naig:ifiaant in eemparisen‘with the grofits
made from capital app:eciaxion. If the monatary authority undexr the
cheap meney pelicy beeemea an. enemy of the rentiers, it is mich mexe
the friend ef speculatexrs - a policy 0f béggigi Petex Yo pay Pau1.2
In the UsSey tha szarience was Hs diftorent. Duriny the
- war, the commercial banks came te pessess & largo volume of gevern—
men} securities in their investment portfalio. The banks were the
, helders of especially shert-term gevcrnmanx secuzities. In the post~
war peried, the Federal Regerve Antharities adepted ‘the pelicy of .
maintaining the pattern of linterest rates in erder te maintain a
stablu maxket fer. 5@Vernment sacurities. When the barks wexe
conviaced thax the market weuld be suppozted by the Central bankimg
autharitics. they ax onca began te sell off shert-term lowvxate
securitiea te the Federal Reserve Banks and bogan o purehase bemdse
Thus, during tho twe years from 1945 to 1947 the holdinga of
Troeasury bonﬁs by oommercial banka, mutual suvings baﬁks and

W

1o R.S.Sayers.ibiﬁ..p.EOS- . V J
2. G.W.Paisn."Chea@ Mam@y Policy Eccn»mica .Angust 1947 ,pe 175,
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insurance cempanies considerably inoreased while heldings ef Treasury

bills and ether short-term seculities suffered a shaxp dsclines’

Whon the market was imspired with coafidence in the pelicy e the
nenetary authsrity‘andswds'trée Irbi thn'approhenaian ef capital -

lesses imoidertal ‘te fluctuatieas: in bend=-prices, liquiaity sutleek

af the iavesters automaticaily changed. Bends became as liquid,

1n practice,»as the Treasurx bi;lsﬁ But fer the 1ntervea§iun of the
autherities, the bend prices weuld have risen censiderably amd the
lopg~term rate eof 1n$erest would have further fallen. In the 1n£lar

~tisnaxy context af the post—war parioa 1n the U.S.Aey the autherities

thought 1t undersirable te let lqng~;erm;rutes fall s8till further
éewn. They, therefore, adoptéd tﬁe{éalicy of raisimg the shert-term
rate in erder that ths 1eaé;term:gaie % might become less attractive
te banks, amnd therefere might_stip fallingAfurther'a The experiemce
in beth the countries indicates that the atiitude of institutiensl
investers such as banks insurance gampaixs companies etc. plays a
vital rele in thg success or etherwlse of cheap-mnney‘pelicy. This
18 becmuse, the combined resources ofvthese,}nstitutianal investers
ars very large in\é@mpariSQa.with the total turn ever of the market.
They are especially. imterested in the stability of the bond-market
fox fhe‘lcss frenm capital depreciapién wauid be so largem that 1%
caﬁnqt be made up eut ef 1ﬁcreaaed'int‘rest 1nceme‘fer several yearse
On the atrenbth af abave ccnuidexatiens, it is suggested
that the menetary authority sheuld take the stability ef the bend=
market as 1s ebjective rather thag an.ultxarphsap‘mnney policy.3
This ebjective of monetaryigolicy,has come to atialn an overwhelmimg

:importance since thie thiftees of this éentﬁxy.‘mhe'problcm herein

is net ene of cheesinmg an’éﬁjectiv& of menetary pc;icy but that

-

1e FQRQBG’DQCQ1947.9015240 ©o

2¢ FeReBe, April 1947, ‘Methoeds ef restrictinb monatization of public
- debt by banks'. po4040

Se R.S-Sayers. 0p.01t..p.296.
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of cheesing the lavol ox inmerast rates, For, whx aven an.ultrapcheaﬁ
money pelicy weuld require gtabllization ef the rates at a lewer
level . The pelicy ¢f the stabiligatien ef gsvernmen% bonds raises
the questien as to the level of prices at which the bends sheuld

be stabillized. 1f the level of stabilizatien is teo lew, the pelicy
cannot be ﬂuceosstully carried en withoux the ald of direct ‘centrelse.
If the level of stabllization is artifieially lew, it is impossible
tq pursue successfully the gtabilxzatien pelicy aimply by dealing -

in debts @f differeant maturities im a free money and capital marketss

: ?his 1s the expeérience in bgfﬁ UeSedey ﬂmd:U.K.,A;n the pest-war

perieds There is & great deal of txuth in the statement that in UK.
the Tressury was able t@ maintain the gili-edged prices snly by
"yigging the market". Nith rates at artificlially lew lavel in U.Ke,

© in the pout—war perlodfs it is nmet wremg to say that eves a nen—

socialist g§vernment weuld‘have‘faund it difficult to remeve the
post=wax controls ovprAinvestmout without incurring the risk of an
inflationary beom-1l h
This'disillusienment &s ragards the ablliiy of the monetary
aunthoxity te held up the ship evenly in times of inflatienaxy presa—

‘ure is well expressed in the fellowing words.

" " Fer yeers together continned pregress towards ever cheaper
sovernment berrewings has been taken for granted; bui er occasliens
®.ge such as the appreach of full empleyment in 1937 inm U.K.) there

have becn widespread deubts whether all the blaudishments and
davices of the Treasury weuld suffice te held ground already gaimed x
ez even stewn the headlong reitreat to more 'natural' rates of

“interest. The belisf dies hard that cheap money can be no mere than

a cock-tail evea whenlt has been our staple fare f@r many years in
war and peacs, in dapressi@n and: reooverg

. 1947 X Jam,pe50 and Pe 5.

1. WeManning Dacey, *The Cheap mgnay Technique' Llp@ds Bank Review.
2¢ Ibid ped9e’ ' '



