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Chapter IV et
MANAGING THE QUANTITY QF MONEX.
The Problem of Exceesi;
Regerves. - .

The Policy of Open Market Saies and ‘ '§

~chess Regérves.

The mkkex policy of absorbing thef?xeess reserves of banks
by means of open market sales has got certain limitations. As for
exemple, the central bank cen absorb the désh resexves of banks only
to the extent of the volume of interest-bearing assets that it
possesses at a given time.iln actual practicg,tha capacity of the
central bank to absorb reserves by means of open market ssles is
less than fhisfx For, ordinarily, when the central benk sells
‘securities it loses its earning assets for cash. In order that the
central bank may be able to cover its oPeraiional expenses, it can=-
not allow its earning assets to fall below a particular kamk levels
This means. that the capacity of the central bank to operate in the
open market is restricted to the volume of, assets that it can afford
to lose. If, therefore, the exceé$wres¢;v§§ are larger than this
amount, open market operations cannot :eduée them to the desired

. level. Thus, as &% illustration,in the 'U.S.,the total volume of
securitlies held by the Resexve Banﬁs amoﬁnted to nearly one third
of the excess reserves of member«banks’éséécially in the second
half of 1940.) In this circumstance, even if the Reserve Banks
£Erd had soldofﬁ élmoét all of thelr éaiﬁihg.assets)they could have

reduce@.wq only 74 %-ﬁf the excess feservea;

It may be argued that the Treasury can issue new securities
to the extent necessaryy ebgorbing excess réservas. But
such a policy is not advisable under normal circumstances when

the go#ernment does not want g funss'for any productive use. It

Te FoReBe, Deco1940,p.1283,
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would involve an unnecessary burden of interest payments for‘the
Preasurye. It 1s true that opéhﬁharket operations becsme possible
on a large scale only when gaﬁernment securities were created in
abundance to meet the government needs for wawy— finance during the
World war I. But, the creation of govermment securities simply for ‘
the sake of absorbing excess'ieserves is an impragtical‘policy.

The poliocy of issuing bonds especia;ly for absorbing excess ,
reserves was called in question by Chairman, Mr.M.S.8ccles, of the
Board of Governors of the Federsl Reserve Systenm wihen an inflationr
ary situetion was fhreatened by high reserves of membexr banks in
1946, It was a question, aécqtéing to the Chaixman, whether the
govermment should provide aéﬁ'investments at a time when government

was not in need of monsy.1‘\ .

¥ .
Open market operations cannot prove an effectlive instrument

of credit gqnt:olgwheﬁ the cash reserves of banks are excessively
nigh. It should be noted that _Soth, the policles of bank-rate and -
open ma@ket operatiohs‘aim\aﬁqconxrollingvthe volume of bankecredit
by influencing the,bahk reséiies. what is relevant for credit
aontyol is not a fall o¥ rise in the bank-rate or purchase or

‘sale of securities but the changes introduced by these devices in
the volume of cash reserves of banks. If that is s0, practically the
same results can be obtained if the bank-~reserves are changed
directly by a decree from a.competent authbrity such:as a central
'bank. Changes in cash reserves of ﬁanks. by whatever method they
are broﬁght about, would influence at once ihe capacity of banks

to creat credit. changes'in’ihe reserve requiréments‘of\banks can,

therefore, serve as an effective instrument of credit contrel. The |
1e FeHeBs ,Novemb'er 1 946,4p 1 232.

IS
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limitation of opentmaxké;igperaxions'axisiﬁg out of the insuificiency
of 'ammunition’ (ipa.,gihgza@cupm of securities that the central bank
can convenientiy sell fof'ébsarbing excess reserves) ls no longer
preseat in fhe case of t@is device of credit control. It is from
thig peint of view that Kaynes,in his Treatise on Money, recommends
the use of varlable raéaf&é requirements as an effective instrument
of credit conxrol.1\ R |
The variable casﬁ.;eserve ratio came to be recognized as a
potent ingtrument of ciedif control only recently. This is because
the problem of excess bank reserves involving huge inflationary
poteﬁtial which could not be tackled by the ordinary methods of
credit contxol . also oxopped up recently. But of greater significance‘
than this, is the fact thaﬁ bank reserves werxe originally intends.
not to serve as.an‘instxﬁmeht of credit control but to provide.
liguidlity to banks. As. a banker's business rests on the confldence
that he inspires in his depositors, jhe must be ablerto pay his
creditors on demand whenever they wanted their deposits back. In
order to meet this demané:ét any tige, the banker should maintain
1iquid balances with him,:
But  the. liguidity'éf'éibank cannot be assured by mointaining.

a certain amount of cash reserves only.. It would largely depend
upon the wisdom andbautlon that the banker uses in integrating
his investment policy botn in texms of matuxity and quallty of
his assets. Liqpiﬁity af a bank now~-a-days depends upon the shifte
ability of 1its assets. it has become also  the concexrn of the
central bank especially in times of emergency. For, in cxitical
times, if the central hank relaxes its eliglbility rules and is
ready to lend agaiust any bank asset, the %;quidity of the bank

cen be hundred per cents assured even without any cash resexves.

1+ Treatise Vol.II,p.260.

N
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2o quota the oginion of the Macmillan Oommxttee, “In a modern
bankxng aystem wheye member banks are in‘a positian to hold earxrning
asse%s which can beé qnickly turned into cash at the central insti~
tutlon, the amount of- resaxves which they reqnire strictly for |
theix own aafety and convenience may ‘b extremely smalln, 1 'TheA
purnose of bani: liquidity ean be- sexvead by othex ways, and fraction‘

~al Ieserves are not indispensable’ for 1t¢ Though the f;acwxonal

: resarveo may be considered useful fram the liguldai sy polnx of view,<

they can be used also to serve one additional and mgxe impoxtant
puxpose ¢f monetary managemsnt., Tha fundamental puxpose of reserves>
is to limit .and cpntrol the ‘rate of credit eﬁpansion'and hanceg the
determination of thsir«apprépriate‘amount cennot be left to the

‘4ndividuael self-=interest of banks but must be governsd by ths proper

requiremsnts of the whole systems Changes 1ln legal reserves have
been recognized now as an important instrument of credit conbrol. |
They have been used as such by the‘Federal’Reserve'ﬁoara of the U.Sf,
sevexal times in recent yeaxs;?Even in'Indiay where the statutoxy
reserves of banks are not~ﬁsed as a weapou of credit contyol, it

has been accepted iluw theaxy by the Reserve Bank that the primaxy
function of such resexves is to enable the monetary authorlty to

gxexcise control over the credit situation in the caunxry.g«

Wotkigg Exsmined. -

The main critioism against this new daviee of quantitativa
management is that a unifoxm rise or fall 1n resexve requirements
daes not hit all banks equally. The hanks may be considerably
diﬁfering in theiw eXcess reserves position and a uniﬁbzm percentage

rise 1n reserve reguirements will hit harder the weaker banks than

1t would hit those with a larger margin of excess Yeserves.

1. Report of the gommittee on Finance and Industxy. iis Maaesty's
Statlonery 0ffice, London 1931,ps 158..
24 ¥gz$rve gank of Ind*a,'Functions and.working of the ReDe of Inﬂia.
5904 . R
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Given the 1nequéiity 6£ cash reserves with diffexent banks,
a uniform rise in reserve requirements will compel weaker banks to
sell off some of their assets. This would affect thelr earnings. If
the banks dispose of thelr investments in order t04ﬁeet the deflclit
in the newly required reserves, the priaces of their investments may
fall causing some capital losses to the banks. Such conseguences Ifor
%he'banks; however, are not inevitable concomitants ¢f the changes
in zaservelrequirements; neither are they intended by the central
bank. For, the purpose of changing legal reserves bf banks is to
skim off excess reserveé in sﬁqh a way that pragtically all banks may

. be able to meet the new resexve requirements. Inspite of this,

there may be individuélhbénks,withwﬁgﬁ?theré may be still some
gxcess reservess Thesejéxoess can be brought down by means of open
markes Operations:,in.the next instance, Thils role 'of the manipula=-
tion of legal rese:ves;is well illustrated by the experlence in the
U.S. When on March91stii§37, tﬁe ¥Federal Reserve Doard increased
member bank reserve requirements by 16 2/3 & , the policy was to
remove from the credit base a large volume of unnscessary xgserves‘
arising entiéely from(thé inflow of gold from abroad and constitue
ting a baslis of a possible injurious credit expansion. So long as
the member banks had a volume of reserves far in excess of legal
raquirements , the customary 1nstrﬁments of c¢redit policy- open
market operations andndiscount rate, were wholly ineffective. Through
the elimination of excess reserves by a direct change in legal
reserve requirements, the Pederal Resexve authorities were brought

into closer contact with the money market and wexe. placed in a

position to tighten or ease n’credit conditidns by means of a more

flexible instrument df'0pen market operations.1 Thus,; changes in

legal reserves constitute a necessary supplement to the policy of

L3

1s FukeBeglay 1937,00377
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open market operations or ddscount rate especially for tackling the
problem of unduly large reserves. As such. thelr xx utility and
efficacy are unquestionabla. Just as the discounx poliqy was to be
helped by opem market opezations when the large wash resexves of
banks made the former 1neffective. the changes in legal regexves
are nseded to aid the other;twp instruments of credit control im
when the bank reser&es ha?gfgrown enormpusly‘large,

50 long as the 1n§rease in reservs requirementis is so
devised that all banks may ba able to meet the increase without
disposin& of their assets. there cannots be any difficuliy. But such
a poss;bility presupposes an even distribution of excess resexves
among membex baan. 12 this is not the case and if there are
ahnormal inequalities in the distribution of excess reservea,only a
small 1ncrease in reserve requirements would be possiblse. Such e
measure would leave untouched a large proportion of excess reserves
with a small k51 number of banks. If the increase is large enough

80 as to skim off a laxge part of excess reserves p it will force

many banks 0 sell oIl their earning assets to meet the defleit.

Therefore, 1n order to determine an approximate dégree of increase
in the legal xesezves. the central bank shall have to ascertain
that the excess reserves are evenly distributed amongst banks and
that most of the banks wouldpe able to meet the increase without
being obliged to liguidate their earning assets. Thus, the Federal
Reserve Board, before announcing the increase in reserve require-
ments from March 1;1937,}§urvayed the ﬁositibn of the distribution
of axcéss‘xeserveé among mémber banks . It was aséértainéd that
out of 6337 member kaiks banks only 197 banks lacked sufficient

funds.1 bimllarly before givanﬁ effect to an inorease in reserve

‘requirements in ﬂbvember,1941, it was ascertained that in all

- onwy 19 oanks Were nov able to ‘meet fully the amount of newly

1’v FeReBe ,Fehruary,' | 937; p_q98.
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3r@scribed‘reserves;1 If,similarlg'only a small numbex of hanks
is 1ot able to meet the in&rease.in reserves,they can sell)off sone
0f thelr assets to the Resexﬁe Banks and can meet the increase. As
the sale of securities woﬁld be only to the extent of the deficit ..
in reserves, the purchases of the securities by the centxal bank.
would not involve any possibhility of reprenshing member bank reserves
which 1t was the purpose of the increase in reserve requirenents - to
reduce. . '

In actugl practice, no assurance can be given that the banks
will sell off securities only to the extent of what is necessary
to readjust thelr reserve position. 4very thing will depend upon
the reaction of the banks to the regulating actlon of the monetary
authorities. Al the time of the incxeasé in legal reserves, the

banks may be holding suffeéient amount of reserves according to the

calculations of the monetary authoritzes. But some of the banks
may be simply waiting & with ready cash to purchase profitgble
asséts or they may be expeciing the availability of more profitable
assets in‘the future than those they may be holding atjﬁi#en'time.

Dus to conslderations such as these, it is likely that the banks

‘' may ofier moxe seccurities to the central bank than what are actually

regquired to réadjust their reserve posivion. 1o thai case, the policy
of centxal baik to purchsse securities from the banks in order to
enable them to meet their new resezve requirements @ould dilute
much the effects of increase in reserve requirementse

The anove obsezvations arxe well illusteated by the experience
in the U.s. when the Federal Resexve Board anuounced on January,
31at. 1937 its decision to increase legal resexves of banks by
33 3 % in two instalments. fhe announcement was followed in

February and March by substantizl volume of sales of government

A A

F-R-B-,September 1948,;). 8360
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oblzgatlon" both by banks and other holdexs. Thera wag recorded a
heavy fall in the bank holdimgs of United State Government Securities.
In the first three wesks of narch,1937. that is , after the first
instalment of 16 3% increase in xeserves came into effect) the
decline in the governmgnt securities held by reporting member banks
was 4 370 millionsg1 The total amount required for the purxpose of
meeting the daficit af;erxeven‘the full increase of 33%% was given
effect to from May 1s%t, 1937, was only ¥ 122.8 millions for all
membex banks{? It can‘bé‘saen from this that a complementary use
of open market Operatiéhé?aithex to enable the banks to meet deficit
or to maintain én"ordqri§lconditiohs in the money market' would

counteract the veiy purpose for which increase in resexve requiremens

-nts might have been enfbkcedas

Clumsiness & Inflexibllity.

Chenges in resexrve requirements are made in large strides
and, therefore, they are clumay forx, tﬁey bring dbout turnover in
reserves in large amounts, Bven;f the change is by 2%, the inorease
or decrease in reserves will involve several millions, Again, the
changes. being general and uniform, they do not take into considera=
tion local conditions and the position of individusl banks. It is,
therefore, said that this instrument 0of credit control lacks the
flexibillity characteristic ol open market policy. Agsinst this, it.
can be argued that when millions of dollar reserves are to bhe
_ absorbed large strides.of incxease are necessary. sSuch a large inc-
rease will not prove catastroghic when the intention is only to
sterlizse superfluous reserves befors any superstructure of credit
is raised upon them. Again, reserve requirements can be raised by
as small o fraction of basic resexves as may be convenient. Until
it is satisfactorgly demonstrated that changes 1n reserve requirement

L

Te FelleBe pApril 1937 P0284o 2¢ FeReBe I‘ebmary 19%7 p.98.
de For the psycholdgilcal reactlons caused to the other holders of
securities and consequent large volume of sales = see supra Pe 4}
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cannot be effected by small degrees, the reputed clumsiness of this
method of credit control must be ascribed iaxgely to the manner of
ita\application.1

The problem of local and specific condlitions of banks can
be net by changing reserves only for particular banks wlth excess
resexves leaving 6thers totally ox partially ugtouched. Thus; in U.Se
Legan amendment 6f 194219nables the Wederal Reserve Board to change
reserve requirements fb?;ban&é}either in reserve cities ox';n
central resexve citie;&ﬁékan;separately. No doubt such a power can
render thé instrument??iéxibiévbut the policy of changing reserves
for one class of banké;iéaving"untouched the other two classes as
in. tYhe U.é.,is caleulétéd sometime 1o give rise to many adverse
psgchological reactioﬁéign théApaxt'of bankers.® The monetaxy
authorities, thereforé}'degiét”Irom adopting such a policy. As‘ior
example in 1942, the fédéxal Rééer?e Authorities wanted to reduce
resexve requirements for central Reserve City banks aloné in order
to serve the needs of‘war-finance. But the authorities could reduce
requirements for these banks only to a limited extent i.a. just to
the level of mequirements for‘Beserve Clty banks which stced at
20% of deposits. In Reserve (Qlties, there was a plethora of idle
funds and reduction in reserve requlrements for these banks would
have further enhanced the over-liguid state of these banks. The
Federal Reserve Authorities did not think it wise to lower
regquirements for the Central Resexrve Clitles below those for,Resérve

¢itvies. Open market oﬁe;étions in Treasuwry bills werxe resorted to

1. CeReWhittelsey, 'heserve Requirements and Integration of Credit
Policies's Qede of(E.Aug.,1944 p.560.

2, In the U.S. there are three classes of member banksi (i) central
Reserve City Banks, -(ii) Reserve City Banks and (iil) Country
Banks. There is a fourth category also namely Non-membexr banks,
These are not the members of the Reserve System.

IS
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1nstead of further reduction of requiremeats, to provide larger
reserves for the banks in New York and Chlcago. Thus, the psycholo-
gical obstacles to lowering reserve requirements. for one class of
bénks ohm below those for the: next lower class admittedly renders
the device inflexible. ‘

some basic limitations.

1t can be arguednfhét; solfar as the 1aﬁ is concerned,
necessary changes can be made in 1t. There is no sanctlty in s
particular relatlonship among different categories of banks as
regards reserve requirements and there is no technical difficulty
in lowering the reserve requirements for central Ressrve Gities
below those fox Reserve &ities.1 However, there is one structural
limitation to the poliey suggested ‘above. Central Reserve Gities
are the ceuatres of high trade and business activities and, therefore,
oppoxtunities for short—tg;m investment are far greater there than
elsewhere in the country. &é for example, iu New Yoxk, théxé are
special outlets for short-term funds in the form of stock market
with its financial tributary, the call loan market. Despite higher
reserve regulrements, Central Reserve City baﬁks supply as much as =
50% of total‘ﬁeyosits.z The Central Reserve’ ¢iiy banks exercise
é predominating influence on the total velume of loans and invest
~ments elso. The totel loans and investiments of New York City banks
alone are sometimes as large as those of all the countxy banks
taken together.B_ Xt can be understood from these fact that resexve
requirements cannot be Lowered fer eentral Reserve ‘Cities below

those for Reserve: Gitiea. Ix the requirements are lower for Central

Resexve uities, they would be able to attract huge funds from the

1e .R.Whittlesey. OP.G:!.t. ,p.564.

2e L.ﬁ.Clark. Central Banking Under the Federal Reserve System.
Macmillan 1935 pe364. -

3a x.Rch,December 1938,@.1062.‘
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country banks either dixectly in the form of banker®'s balances or
by diverting the depositors towards them.hy offering a slightly
higher rate of interest en deyosits. A.vast superstructure of
eredit can be sasily raised by these banks by granting loans aﬁ

concessional rates. In an inflationary situation such as that ins-

. pired by war, the Central Reéerve ¢ity Banks can obtain funds in

wdwmnna abundance in this way so as 1o meet not only the government
demands for funds but also those from private bbrféwérs. fhe Central
Reserve Cltles are the strateglc centres of‘financiai 0paxations>
and that 13 why the Federal Reserve Authorities seem %o have pres-
cribed higher reserve$ reguirements for these banks than for others.
Apert from this’struqtuxal draw-back, there are certaln
basic limitations which‘may prevenx the anticipated and precisely
proportional changes 1n the volume of money from materializing as
a8 sequence to.the~changes 1n required reserves. Unlike the two
instruments of banh-rate and oPen market operations, the change
in reserve raquirements 1eaves no initiative with the member banks.
A change in reserve requirements brings about altogether a new
situation at the. operating level of the banking system for which
the system may not be prepared. This is why 2 change in legal
resexves 1s sometimes called catastrOphlc. in the case of alterna=-
tive weapons, the member banks may or may not allow changas 1o
take place ai the operating level, If they like,they may appxoach
the central bank for rediscounting their assets orlthey may purchase
from or sell secuxities %0 the central bank, But & change in
resexve requirements may come as & bolt from the blue. Relying on
thelr excess Yeserves the mamber banks might have already expanded |
loans and if in the meanxime an increase in resexve requiremenxs
is imposed, the banks would be impelled to call back their loans

with serlous repercussions in the money market. This shocking
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suddenness of the device forms a fundemental ground of opposition of

the hankers to it. In order that the bankers may be able to readjust

thelr resexve pesitions smnathlyyxeynes'suggésted that the iesexves
should be varied 'with due notice and in small degreesl Despite this,
thexe are certain arawbacks. 'f t ‘ ' |

Befoxe glving effect to a change in resgerve requirements, the
Fedexral Reserve Authorities have nat only to asceértain whether thera
is roughly an even distribution cf excess reserves amang member '

banks but ‘have also to deolaxe a»future‘date. at least a month

. ahead, from which the new level af reserves would come into effect.

This was what the Federal Reserve Board exactly1d%a before effecting
an increase iln resexve requ&rements £ron karch/1937 and next from

Mey 1st. 19357, The Bog;@fs‘action'to fix the amount of the increase

in reserxves was based on the data prevailing in Janmary, 1937 and the

probable effects of the action were also calculated on the position
of exdess reserves and deposits then prevailing. Now, duriﬁg the

period intervening between the date of the Burvey of resexve position

by the gentral bank and that from which the change was to take effecy,

there was all the likelihood that the total amount of excess resere
ves, the pattern of thely distribution among membexr banks and also

. the volume of deposits on which reguired résexves were based, might

change. As a result, antlcipated effects of the actich of the mone=
tayy auwthority mighi not materialize; To what extent tha antici-
pations of the monetary auxhority wouldpa realized woul& depsnd
upon thewﬁhggé of influences ﬁg&&nﬂng including the reactions of
the bankelrse ‘ A s '

There are some o%hex factors which make it impossible to
calculate precisely as to What émbunt of deposits can be suppotfe& }
on a glven volunme of rasarves. These factars are ospeeialxy specific i
%0 the banking structure of the U.s. ‘

" Firstly, the reguivements of reserves against demand deposits
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are generally higher than those sgainst time deposits. This sort of
dlfiexence between‘reservés‘againSt the two kinds of deposits exis-
t$: in othexr banking aystemsalst fhis sort of distinction between
the time and demand deposits for the purpose of reserve requiremenis
15 quite arbitraxry for, it is difficult to ascertain what exact
amount of time and demand deposits can be supported on a glven volume
of reserves. shifts from one{c;assioi'aeposits to the other arxe
RO coniiqnously tax;ag.p;ace;:mo’take a simple example, suppose. that
’ a central Reserve city bank gains in time deposits at the cost of
its demand deposits to the extent of g 2000 There would be a
consequenx ohange in the total amount of reserves: to be malntalined
agaﬁnst the tctal volume of deposits. On the basis of reaerve
requirements. 1n the U,S. prevailing. on May: 1Stq 1937 there wnuld
‘be a fall of ¥ 520 4in the total 1egal reserves kept: against demand
deposits at “the rate of. 26, while there would be a rise of. $'120
in the total legel reserves against time deposits gainpained‘at the
‘rate of 6%. In fact. the bank willvgain,Sréqo‘extraAieseives!for
(cpe:atienél-purpqsgsawithoutwaqy reduction in: its deposit liabiliti
=ege Taking. 1n£o consideramion the bankingxsystem)as a;wholé. such '
shifts between - the two classes of daposits aecrea5$ .0r-increase the
total velume of lagal reserves and bring -ebout uninxended changes
in.the operational capacity :0f the banking. uystem.‘ﬁ C
‘This difference in legal reserves,again st the two types
- of deposits seems to be the relic of tﬁeTold.notion,aboﬁt the
- function of legal -reservos- as safeguards for bank liquidity. As
. time deposi?s are relatively stable and give time for walking
éautious aﬂjustmeﬁx in the bank's portfollo for meeting its liabi-
lities. they do not need much reserves. The demand depcsits, on

the other hand, da not. give any ‘stope ‘for .such cautibis agjusiment.
in order that the withdrawals of demand deposits may not bhe disture

bing, a larger volume of cash reserves against them 1s deemed
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nacessaiyu:So‘far a8 this ald conception,gaés,'the’present system
is not objaciionablq. But in the UeSe) a5 observed before, this old
view 8s vegards the function of reserves ls long since discarded and
the ‘new role of reserves as an instrument of credit control is . .

1 'If'this is s0, the difference in legsl reserves as

emphasised.
against tiﬁe.depogits and demand deposits a@“ﬂﬁéaﬁnme&aﬁﬁﬁﬁﬁg¥hﬂi
agstuss effect'pf credit contxol, foxr, such an arrangenent brings
about changes in the eperational cspacity of banks which the
guthorities'would pot have at all intended. -Secondly; the lack of
uniformityiin the reguirements for different classes of membex bankax
enders the instrument of variable resexrve xatio’impxecise.“Shifting
of deposits from ome class of banks to the other classes brings

about arbitravy fluctuétions in~the'volume 0f resexvess $hree
daifferent percentages are prescribed for the three classes of

. . ‘ . Resexve
membexd banks viz.,Central Reserve City banks,/City panks and

©country bankg; This sbrt’Offclassificatian 6f«banks“hés complicated

the sltuation. On the basis of the changes introduced on March 1ste
1937, 1f the depositor shifts his deposit from a country bank. to
a bank.in NeW‘York;»theuxequiied reserves against the same amount

0% deposits would increase by about 100% « As a result the enticie.

‘patad'quantitaxive'effects pf the change will lose their preclsions

Thirdlys the practice of ailcﬁing country bauks to keep balances

with eiﬁy banizs caused arbitrary fluctuations in excess resefngu t
_— , o S\ frerewy

agaln dque to the,aiffexent‘xegq;ve ratlos prescribed for the diEfend

classes of hanks;é Whénfa‘aounxxy bank withdraws its balances from

1+ FeReBe Novembar 1938,'History of Resexve Requlrements for Banks
in the U.s. ,p.953-. . l

2+ Thers ave special reasons. for the rise of corrsspondent banking
in the U.5. As there is no branch banking in the U.S.countiry banks
finding no profitable employment Tfor their funds, have t0 seek
outlets for them in the form of balances with ciiy banks. Big
cities-like New York have been sble to provide profitable outlets
for bankers' balances and to pay attractive interest on. them. The
Federal Resexve Banks do not pay any interest on such hankers'
balances. Again the country banks get better terms for borrowing
from ¢lty banks than from Reserve Banks. The% can byxrow from B
their city correspondents on papey not eligible with,iesexves
Banks. The cliy banks on these grounds gather hugejliguid cash.
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a city bank ox transfers them to the lattex, artificlal excesses or
defigiencies in the toial reguired reservés are';reated. A simple
illustration will make this peint ¢clear. Stppose that a conntry
bank withdraws £ 1,00,000 fxom its clty coxxespondent. The;e,wuuld\
be a fall of g 26,800 in the total volume 0f legal reserves on the

i basis ot the legal xeserveK£QQmixements for central reserve clty
banks as on Hay 1st.1937~ Thig amount of 8 26,000, the clty bank can

- obtain from ‘the reserves already naintained by it under legal
reulrements. But by this, the ‘bank will be able to meet the withdr~
swal only partiallye Fox meeting the rest g 74,000, the centrel
raserve city bank shall have to liquidate its assets if 1% s -
already fully loaned upa . Taking into consigeration the multiple
effects of this change, the monsy market wili'hava to undergo
unfavourable readjusiments. Again excess reserves to the extent of
&7 1,00,000 would be created. For, as this smount formed the part
of the deposits of the country bank, egainst which it would have
held resexves already, it would not be required to hold any further
resexves agalnst thiuo1 o .'

guch shifting. of balances amongst the three . 31au535 of banks
created artificisl changes in the excess reserves. Exact caldéula=
tions for.prescrlbing the naw reserve ratic beeome dAifficult and
even impossible due to thése_factors. Tue cealeulations for the
new ratio of resexveo reqﬁliéménts which came into effect on March
18%4,1937 and the probable volume of excess reserves which would
remain after the ch“nge Was efxected were based on the broad
gssumptions tham,fox meeting the 1nc;ease in the vesexve ratio,
enly half of bankers' balancea would be utilized. Such - assumptions
aye, at best, a clear guesswork. They may “not come true and. may
rendexr the calculaxionb bagsed on them simply an exercise in

arithmetic,

D

O

1. Joseph E.Goddbar. Manaéing People's Money', 19%5 pped52=53.
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The, P03t~War'Prospect

The quantitative management of money by means of direct
manipulation of bank reserves has 1o face pecullar difficulties
in the past-war period. The most 1mpcrtant characteristic of this
period,so far as monetary managemenx 15 concerned, is the heritage
of a large volume of public debt that was created durina the time
of II Worla War. A,large part of this debt is held hy eommerclal
banks. Durlng the war, the banks‘utilizea 'the funds for the purchase

 of gevarnmenm securlties pazily‘bééause of the absence of alternate

chanela of investment and partly becansé thelr resources increased
considerably. Frima facie, when the excess resexves of banks ave

abgsorbed by government secur;tzes held by them, thelir position 1is

‘rendered 1lliquid. But the’ policy of mazntaining the prices of

government securities rendered the bank-held public debt as liquid
as monay. AS long as more profitable alternatives of investments
wexe not available the hanks willingly held the public debte But.
in the post~war period)with the Opening out of more profitable

A

altern&tive to government seeurities in the form ol private loansy

theze followed tne matn~rapid process of monetlzation of public

debt by banks.
| In the U s., so lang as the Federal Reserve Anthorities
were ready to accept whatever amount of govarnment securities

wasg offered t0 them, thera was no fear of capital losses 10 the

‘banks. Thay could easily replenﬁﬁh their reserves by disposing

of government securities. In such a eonditicn,the success of
quantitative eredit control became impossible. The banking develop~
emenzs in the U.b. anQSGVeral other countries that took place in

the post-war period are simply illustrative of a new hurdle in the

way of managing the qnantity of mnney. Thus in ‘the UeSe, money supp-
=1y was laxgex than output and the exmsting money supply was enough
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to caryry con51derab1e additionsl. 1nflation.ywhe holders of 'gbveynr

ment&: were atiracted to dispose of.,them,in oxder to invest the
procesds in other higher yielding bonds., (

In order to mop up the inflationary potential;reserve
requixements wexe 1ncxeaseqrirst in Pebruary,1948 and then in June,
1948. But the increase in yeserve requirements did not result in
diminished gvailibility_qf haﬁﬁ credit but mwexed merely in a
transfer of government‘securitieéligqmlthéix holders %o the Reserve
Danks. It was imposgsible taltighten up oredit Bo 1&ngﬂasﬁxhg.ﬁea&ral
Resexve Au&quﬁ.me‘s' we;;-é pursuing the policy of maintaining the
prices of goverament éé;uviﬁiés. Fory the banks weve able to |
obtain cash by - selling oft their 3overnment obligations as a result
‘ of this policy. ‘ X

The situation iﬁ the poste-war period was much different ‘
from 1ts pre-war counxerparf.=?6r, in the pre-war périod the volume
of public debt heldand offeréaiﬁbr sale was much less than that in
the post-war period. In 1937, the Federal Reserve could meet the
situation by open market puichééés just to enable the banks to
adjust their reserve poéi%ia£ ﬁnder fhe,new'obligatipns and also

to *maintain orderly conditions ;nythe imﬁ; bond market’. But in

the post-way perioé the suﬁp;emenxary use of open maxket epérations

both 4o long=term znd shortetern government obligations did not

. © prove as successful as it was thoughﬁ. Egr,Jthe»presgure of the
demand for private loans was so high that thé banks offered sn
enormous volume of goveroment securities for. ssles The selling of
sacurities to’ the Federal Rgserve,éahks'hasfan advantage from the
member bank's point of view over rediscounting a paper in that thal
the pale of . becuriﬁlec does not result in indebﬁedness and c¢onsegu-
ently in.pressure ;or 1iquidation. in such circumstances, eLfective\

urevd
credlt control by reducing baqk rasarves &2 not possibles



152

141

Thexre is a further difficulty which is created by the public
debt held by non-bank 1nvastora. This is because ralsing ¢of reserve
requirements gives rise- to adverse psychological reactions among
the non=-bank holdexs of 5overnment aecurities. thus, when the Board
of Governors raised legal resgrve requirements in 1948, the non-bank
holders of government debt feared that the new measure of credit
restraint might endanger the support programme for Treasury bonds.
AS & resuli)a&sa the;kbeganfto'sellnoff their holdings of bénds. )
The effects of this reaction did mot stop heré. The non-benk imves—
tors bhegan %o reinvest the proceeds in shorte~term government .
sgcurlities such as Treasury bills purchased either directly from the
Tragsuxy ox from the banking sysieme The result was that the hank-
ing systen found its share of total short-term assets much reduced;
that is to sgy thaﬁ‘its liquidity position was further adversely
atfecteds The member banks, as & result, were compelled to sell off .
considerably larger amoungs of long texrm govermment securities than
they would have doﬁe in the sbsence of this phenomenon.1
conglusion.

Managing the quantity of money by direct changes in bank
reserves applied commonly to all banks is possible only_ﬁhder _
gertain conditions. It is an instrument which can be gtilizad with
advantage only'wﬁen a large amount of excess reserves is existing
and furthexr that these exceés reserves are roughly evenly distribu~
ted smong member banks. Further, the banks must not be able to
roplenish their reserves by selling assets to the central bank.
Ayen then, the effects of the change in resexve iequirements cannot
be prefcisely mathukahnar ascertained, due to the inevitable time-
lag between the date of announcement of the change and that from
which the chaunge has to take effect. Deppité a cautious use of this

weapon of credit control, certain psycholdgical reacilons cannot

1. Monthly Review of the Federal Reserve Bank of New York,October
1948,pp.101-102.
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be avolded. This is because the change in reserve reguirements

affects the banks at thelxr operating levels and the readjustments
that are to be made by the banks at this level are more or less
compulsory. This is pot so in the case of the other two instruments
of quantitative control of eredlt. Unless a vexy large change in -
vaserve requirements is effected, the banks' powers to creﬁte credit
will not be sufficiently restricted. But large and drastic changes,
in reserve requirements wiii have unfavourable and deranging
repercussions on the crediflsystem and on the band market. In the .

peculiar.post~war?periqd this.danger is predominant and as a result,

~ even this latest instrument’ of quantitative credit contxol has

lost much of its effectiveﬁéss; Though itx has besn used several
times and,aztemptthaye’béep.made especially in the UsS. to-render
the instrument4sufficientl&;flexible-and suitable for precise
adjustment, oyposition. misg lvings and unwarvanted reactions to

the use of the device have not dled out. Outside the U.SeAss the
instrument has very little attracted the monetary authorities.

Inspite of these considerations, given favourable conditions,

changes in resexrve requixements supply a valuable, reinforcement

ot the armouxy of a eentrsl bank. In oxder to prevent injustice

" being done %o individual banks which might have quite legitimately

advanced credit before the change and which may not be able teo
meet the inbrease'in‘reserve requixemenxs without eallinéfﬁ&subs»
tantial poxtion of their‘ixnsi-loaﬁs, the Fe&eral>Reaerve Authorit
~iés'have thought'ii advisable 1) pieseriﬁe increased requirements
oy such banks ngazzx agalnst deposmts received after a particular
date only. Suggestions are also made to 1mpart %0 the device a
qualitative effect by preseribin5 resarves not against deposits

' but against assets ox against bothe Ax the present juncture, it is

impossible to éur@iéé the . detatled implications of such an arrange-
mont but, if the change tn the method of prescribing resexva
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roquirements takes place, it is likely %o face the same Opposition
which the present method faces in addition %o the difficulties of ‘

administration aod fine calculaitions.
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