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POWER SHIFT: PART 1 ON THE RISE OF CENTRAL BANKERS
AND THE IMPOSITION OF CHEAP CREDIT

The “Monarchs of Money”
and the War on Savers

By Neil Macdonald, Senior Washington
Correspondent, CBC News. Posted on the
CBC website on April 29, 2013

Quietly, without much public fuss or
discussion, a new ruling class has risen in the
richer nations.

These men and women are unelected
and tend to shun the publicity hogged by
the politicians with whom they co-exist.

They are the world’s central bankers.
Every six weeks or so, they gather in Basel,
Switzerland, for secret discussions and, to an
extent at least, they act in concert.

The decisions that emerge from those
meetings affect the entire world. And yet
the broad public has a dim understanding,
if any, of the job they do.

In fact, these individuals now wield at
least as much influence over the lives of
ordinary citizens as prime ministers and
presidents.

The tool they have used to change the
world so profoundly is one they alone pos-
sess: creating money out of thin air.

There is an economic term for this:
quantitative easing. More colloquially, it’s
called printing money.

Since the great economic meltdown in
2008, these central bankers have probably
saved the world’s economy from collapse,
and dragged it into the unknown at the
same time.

The amounts they have created are so
vast as to be almost incomprehensible — tril-
lions of dollars in pounds and euros, among
other currencies.

At the end of 2012, the balance sheets
of the world’s largest central banks, those of

the G20 nations and the eurozone, includ-
ing Sweden and Switzerland, totalled $17.4
trillion US, according to Bank of Canada
calculations from publicly available data.

That is nearly a quarter of global GDP,
and slightly more than double the $8.5
trillion these same institutions were hold-
ing at the end of 2007, before the financial
crisis hit.

Stock markets have risen on this tide of
cheap money. So has real estate. So, argu-
ably, has everything else.

But there are two big concerns with what
this new central banker elite has done.

One is that no one really understands
the consequences of pumping such vast
amounts of money into the world economy.
I¢’s already distorted the prices of certain as-
sets, and some fear hyperinflation or market
crashes are inevitable (the subject of tomor-
row’s column).

The other is that it’s caused a massive
shift in wealth, from savers to borrowers,
and is taking money out of the pockets of

Continued on page 2
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Monarchs from page 1
almost everyone approaching or at retire-
ment age.

A War on Savings

Probably the most painful of the con-
sequences of quantitative easing has been
borne by the elderly.

Most of that generation grew up believ-
ing that if you save and exercise prudence
that you will earn at least a modest return
on your hard-earned money to keep you
comfortable in your old age, perhaps along
with a pension. But the money-printing
orgy of the last five years looks to have shot
that notion to smithereens.

Very deliberately, the central bankers
have punished savers, pushing interest rates
so low that any truly safe investment — and
older people are always advised to play it
safe — yields a negative return when inflation
is factored in.

The policy has savaged pension and sav-
ings returns worldwide, but particularly in
Britain, a nation of savers and pensioners.

There is more money in British pension
funds than in the rest of Europe combined,
and now that money is just sitting, “dead,”
as some call it, not working for its owners.

Ask Judy White, a retiree in her late 60s
who lives in Teddington, south of London,
with her husband, Alan.

This year, the Bank of England shattered
her retirement. Her pension benefit was ef-
fectively slashed by half.

“I don’t understand what quantitative
easing is, except that it’s printing money,”
she says. “But I do understand that I now
have 50 per cent less.

“What they have done is take money
from people who have been really careful all
their lives.”

On the Backs of the Virtuous

Actually, by the Bank of England’s own
reckoning, the £375 billion of quantitative
easing it has carried out since 2008 has cost
British savers and pensioners about £70
billion, roughly $100 billion. (At the same
time, the richest 10 per cent of British house-
holds saw the value of their assets increase
over the same period, the bank reported.)

That cost to the elderly is largely because
pension payouts in the UK are pegged to the
yields on government bonds, and quantita-
tive easing has forced those yields down to
almost nothing.

Speaking for the Bank of England, Paul
Fisher acknowledges that the bank has cre-
ated a paradox: It does want people to save
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and be prudent — just not right now.

“We try,” he says, “to get people to do
things now to get out of this mess, which in
the long run we prefer not to do.”

In other words, might we please have
some more of the wild consumer spending
and borrowing that helped get us all into
this situation, at least for a while?

The plain fact, though, is that central-
bank and government-imposed solutions
to disasters caused by irresponsible, greedy,
foolish behaviour are almost always carried
out on the backs of the virtuous.

So it was with the bank rescues in 2008,
and so it is with quantitative easing.

As Ros Altmann, a longtime pension
manager and director of the London School
of Economics, puts it, quantitative easing
has amounted to a “monumental social ex-
periment” — a large-scale transfer of wealth
from older people to younger people.

“Anybody who was a saver and has got
some accumulated savings will have had a
reduction in their income,” she says.

While “anyone who had a big debt, par-
ticularly mortgage debts, would have had
improvement in their income because their
interest payments have gone down.”

As stupid as it might sound, older people
everywhere would probably be better off if
they'd abandoned prudence and borrowed
more. That is obviously not what the central
bankers or our political leaders want. But
that’s the situation they’ve created.

What's the alternative?

This transfer from savers to borrowers
has also been taking place here in the US
and in Canada, to varying degrees.

Some US pension funds are in danger
of default, at least partially because of these
artificially low interest rates, and Canadian
pension funds that are heavily invested in
safer debt have been injured, too.

In an interview in his Ottawa office,
Bank of Canada governor Mark Carney
defends quantitative easing elsewhere, and
his own low-interest rate policy, though he
does acknowledge that it has been hard on
pensioners and savers.

Like all central bankers, he argues the
(impossible to prove) negative: there have
been consequences, yes, but if we hadn’t
done this, things would be far, far worse.

As for carrying out these solutions on the
backs of the virtuous: “I don't see a world
where the virtuous are rewarded if we suf-
fered a second Depression,” he says. “These
are the stakes.”

Carney would prefer not to talk about

www.comer.org



Central banks’ total assets have surged
during the global financial crisls.
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See the surge in central bank holdings, the printing of new money,
beginning in the spring of 2008 with the bank bailouts and the
acquisition of long-term securities to keep interest rates down.
(International Monetary Fund)

the enormous power central bankers have
gained since 2008, saying only: “We have
a tremendous responsibility...because of
a series of mistakes that were made in the
private sector and the public sector.”

As Canada has per-
formed better than
most Western nations,
Carney has not ordered
any new money print-
ing.
But he has kept in-
terest rates down, and
that has fed the real es-
tate booms over the last
few years in Vancouver,
Toronto, Calgary and
elsewhere.

He scoffs at the
suggestion that “the
party” will end at some
point. “I am not sure
we are having a party
right now,” he says.
“It doesn’t feel like a
party.”

And, in fact, he has
repeatedly expressed concern at the huge
debt levels Canadians are accruing, at least
partly because of his low-rate policies.

But surely he understands the anger of
an older person watching their savings being
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eroded, I ask him.

Carney smiles grimly. That question is
clearly a sore point. He gets a lot of mail on
the topic.

Canadians, he says, must understand
that the alternative is massive unemploy-
ment and thousands of businesses going
under, and “my experience with Canadians
is that they tend to think about their neigh-
bours and their children and more broadly
... they care a little bit more than just about
themselves.”

Asked whether central bankers are not
in fact enabling irresponsible behaviour by
speculators enamoured of cheap money, not
to mention politicians who can’t curb their
borrowing and spending, Carney merely
remarks that voters in a democracy get the
governments they choose.

Neil Macdonald is the senior Washington cor-
respondent for CBC News, which he joined
in 1988 following 12 years in newspapers.
Before taking up this post in 2003, Macdonald
reported from the Middle East for five years.
He speaks English and French fluently, and

some Arabic.

Former PBO Kevin Page “Grateful”
for Federal Court Ruling

By Zev Singer, Ottawa Citizen, April 23,
2013

Ottawa — Former parliamentary bud-
get officer Kevin Page said Tuesday he is
“grateful” for a ruling by the federal court
which he said “strongly upheld” the right
of the PBO to take the government to
court should it refuse to provide requested
information.

Justice Sean Harrington’s ruling, released
Monday, dismissed part of Page’s case on a
technicality, but still gave a significant boost
to the PBO, stating that the office is answer-
able not only to the government but also to
MPs of all parties.

“While we did not get all the clarity we
sought, I think the PBO got a good foun-
dation for moving forward,” Page told the
Citizen in an email, adding that “this deci-
sion...constitutes a very powerful tool in
the hands of Canada’s next PBO.”

Page cited in particular the part of the
decision that spelled out that the govern-
ment must obey the legislation it created.

“If the majority wants to abolish the po-
sition of the parliamentary budget officer,”
the ruling said, “or define his or her mandate

www.comer.org

somewhat differently, so be it! However, it
must do so by legislation. Having made that
law by statute, it must unmake it by statute.
In the meantime, Parliament has no right to
ignore its own legislation.”

Page said the ruling will allow his former
office to pursue the information.

“Parliament and Canadians do not have
access to spending plans on a departmental
and agency basis that are consistent with
federal budgets (2012 and 2013),” Page
said. “Silly debates are taking place between
the PBO and TBS about what is happening
to spending on internal services without a
baseline forward estimate for members of
Parliament to hold the government to ac-
count.

The federal government has set out a
significant task of freezing direct program
spending for five years to achieve medium
term fiscal balance. These plans should
be made public. Members of Parliament
should scrutinize these plans with the ben-
efit of analysis from PBO.”

Page added that the ruling could have a
very positive impact on Parliament.

“The Speaker of the House will be com-
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forted,” he said, “by the fact that the power
of the purse has been restored to the House
of Commons. Public servants will be able
to showcase their spending plans (I suspect
many are quite good). Canadians will know
that Parliament is working on their behalf.
Thank you, Mr. Harrington.”

Page’s interim successor, Sonia
LHeureux, said Tuesday that she will ask
government departments for budget analy-
sis information in light of the Federal Court
ruling.

LHeureux said she was pleased the court
responded so quickly to Page’s questions
about the budget officer’s mandate.

LHeureux said she will ask for the infor-
mation in order to respond to a request for
analysis made by NDP Leader Tom Mulcair.

She said she expects the government will
turn over the information and if it doesn’,
the Federal Court has said it can intervene.

Page said he was glad to hear those com-
ments from UHeureux.

“I strongly support the PBO position
today,” he said, “tco move forward with an
information request to deputy ministers.”

With files from Canadian Press
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PART 2: A WORKBOOK ON BANK RESERVES AND DEPOSIT EXPANSION

Modern Money Mechanics

Part 1 of this article appeared in the April 2013 issue of ER.

Changes in the Amount of Currency Held

by the Public

Changes in the amount of currency held by the public typically
follow a fairly regular intramonthly pattern. Major changes also oc-
cur over holiday periods and during the Christmas shopping season
— times when people find it convenient to keep more pocket money
on hand. (See Figure 2.) The public acquires currency from banks by
cashing checks.® When deposits, which are fractional reserve money,
are exchanged for currency, which is 100 percent reserve money, the
banking system experiences a net reserve drain. Under the assumed
10 percent reserve requirement, a given amount of bank reserves can
support deposits ten times as great, but when drawn upon to meet
currency demand, the exchange is one to one. A $1 increase in cur-
rency uses up $1 of reserves.

Suppose a bank customer cashed a $100 check to obtain currency
needed for a weekend holiday. Bank deposits decline $100 because
the customer pays for the currency with a check on his or her trans-
action deposit; and the bank’s currency (vault cash reserves) is also
reduced $100. See Illustration 15.

Now the bank has less currency. It may replenish its vault cash by
ordering currency from its Federal Reserve Bank — making payment
by authorizing a charge to its reserve account. On the Reserve Bank’s
books, the charge against the bank’s reserve account is offset by an
increase in the liability item “Federal Reserve notes.” See Illustration
16. The reserve Bank shipment to the bank might consist, at least in
part, of US coins rather than Federal Reserve notes. All coins, as well
as a small amount of paper currency still outstanding but no longer
issued, are obligations of the Treasury. To the extent that shipments
of cash to banks are in the form of coin, the offsetting entry on the
Reserve Bank’s books is a decline in its asset item “coin.”

The public now has the same volume of money as before, except
that more is in the form of currency and less is in the form of transac-
tion deposits. Under a 10 percent reserve requirement, the amount
of reserves required against the $100 of deposits was only $10, while

a full $100 of reserves have been drained away by the disbursement
of $100 in currency. Thus, if the bank had no excess reserves, the
$100 withdrawal in currency causes a reserve deficiency of $90. Un-
less new reserves are provided from some other source, bank assets
and deposits will have to be reduced (according to the contraction
process described in Part 1 in the section “How Open Market Sales
Reduce bank Reserves and Deposits,” and by an additional $900.
At that point, the reserve deficiency caused by the cash withdrawal
would be eliminated.

When Currency Returns to Banks, Reserves Rise

After holiday periods, currency returns to the banks. The cus-
tomer who cashed a check to cover anticipated cash expenditures
may later redeposit any currency still held that’s beyond normal
pocket money needs. Most of it probably will have changed hands,
and it will be deposited by operators of motels, gasoline stations,
restaurants, and retail stores. This process is exactly the reverse of the
currency drain, except that the banks to which currency is returned
may not be the same banks that paid it out. But in the aggregate,
banks gain reserves as 100 percent reserve money is converted back
into fractional reserve money.

When $100 of currency is returned to the banks, deposits and
vault cash are increased. See Illustration 17. The banks can keep the
currency as vault cash, which also counts as reserves. More likely, the
currency will be shipped to the Reserve Banks. The Reserve Banks
credit bank reserve accounts and reduce Federal Reserve note liabili-
ties. See Illustration 18. Since only $10 must be held against the new
$100 in deposits, $90 is excess reserves and can give rise to $900 of
additional deposits.”

To avoid multiple contraction or expansion of deposit money
merely because the public wishes to change the composition of its
money holdings, the effects of changes in the public’s currency hold-
ings on bank reserves normally are offset by System open market
operations..

Illustration 15. When a depositor cashes a check, both deposits
and vault cash reserves decline.

BANK A
Assets Liabilities
Figure 2: Currency Held by the Public (weekly averages, Vault cash reserves............. —100 Deposits .....ceevveeerueeerieeerineenns -100
billions of dollars, not seasonally adjusted) (Required
280 ({01 o
Illustration 16. If the bank replenishes its vault cash, its account
1991 at the Reserve Bank is drawn down in exchange for notes issued by
260 |- the Federal Reserve.
FEDERAL RESERVE BANK
1990 Assets Liabilities
240 |- Reserve accounts: Bank A ...-100
FR Notes ......oovvveevivvreei, +100
BANK A
220 Assets Liabilities
1089 Vault cash......cccceeveveeeecennns +100
Reserves with FR Banks...... -100
POV FYSTUUY FUUY TUVUU TUVS VT FUVUN FUTY FUUTE PUUT FPRS Poww Illustration 17. When currency comes back to the banks, both
Feb. Apr. June Aug. Oct. Dec deposits and vault cash reserves rise.
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BANK A

Assets Liabilities

Vault cash reserves............. +100 DepPOSItS ..uvvvvreerreerriereieeanns +100
(Required......ccoveveeeeerenans +10)

(EXCESS oo, +90)

Illustration 18. If the currency is returned to the Federal reserve,
reserve accounts are credited and Federal Reserve notes are taken out

of circulation.

FEDERAL RESERVE BANK

Assets Liabilities
Reserve accounts: Bank A...+100
FR NOtES oo -100

BANK A

Assets Liabilities

Vault cash......ccccovviieeniiennns -100

Reserves with FR Banks...... +100

Changes in US Treasury Deposits in Federal

Reserve Banks

Reserve accounts of depository institutions constitute the bulk of
the deposit liabilities of the Federal Reserve System. Other institu-
tions, however, also maintain balances in the Federal Reserve Banks
— mainly the US Treasury, foreign central banks, and international
financial institutions. In general, when these balances rise, bank re-
serves fall, and vice versa. This occurs because the funds used by these
agencies to build up their deposits in the Reserve Banks ultimately
come from deposits in banks. Conversely, recipients of payments
from these agencies normally deposit the funds in banks. Through the
collection process these banks receive credit to their reserve accounts.

The most important nonbank depositor is the US Treasury. Part
of the Treasury’s operating cash balance is kept in the Federal Reserve
Banks; the rest is held in depository institutions all over the country,
in so-called “Treasury tax and loan” (TT&L) note accounts. (See
Figure 3.) Disbursements by the Treasury, however, are made against
its balances at the Federal Reserve. Thus, transfers from banks to
Federal Reserve Banks are made through regularly scheduled “calls”
on TT&L balances to assure that sufficient funds are available to
cover Treasury checks as they are presented for payment.®

Bank Reserves Decline as the Treasury’s Deposits
at the Reserve Banks Increase

Calls on TT&L note accounts drain reserves from the banks by
the full amount of the transfer as funds move from the TT&L bal-
ances (via charges to bank reserve accounts) to Treasury balances at
the Reserve Banks. Because reserves are not required against TT&L
note accounts, these transfers do not reduce required reserves.’

Suppose a Treasury call payable by Bank A amounts to $1,000. The
FR Banks are authorized to transfer the amount of the Treasury call
from Bank A’s reserve account at the Federal Reserve to the account
of the US Treasury at the Federal Reserve. As a result of the transfer,
both reserves and TT&L note balances of the bank are reduced. On
the books of the Reserve Bank, bank reserves decline and Treasury
deposits rise. See Illustration 19. This withdrawal of Treasury funds
will cause a reserve deficiency of $1,000 since no reserves are released
by the decline in TT&L note accounts at depository institutions.

Bank Reserves Rise as the Treasury’s Deposits
at the Reserve Banks Decline

As the Treasury makes expenditures, checks drawn on its balances
in the Reserve Banks are paid to the public, and these funds find
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their way back to banks in the form of deposits. The banks receive
reserve credit equal to the full amount of these deposits although the
corresponding increase in their required reserves is only 10 percent
of this amount.

Suppose a government employee deposits a $1,000 expense check
in Bank A. The bank sends the check to its Federal Reserve Bank for
collection. The Reserve Bank then credits Bank A’s reserve account
and charges the Treasury’s account. As a result, the bank gains both
reserves and deposits. While there is no change in the assets or total
liabilities of the Reserve Banks, the funds drawn away from the
Treasury’s balances have been shifted to bank reserve accounts. See
Hlustration 20.

One of the objectives of the TT&L note program, which requires
depository institutions that want to hold Treasury funds for more
than one day to pay interest on them, is to allow the Treasury to hold
its balance at the Reserve Banks to the minimum consistent with
current payment needs. By maintaining a fairly constant balance,
large drains from or additions to bank reserves from wide swings in
the Treasury’s balance that would require extensive offsetting open
market operations can be avoided. Nevertheless, there are still peri-
ods when these fluctuations have large reserve effects. In 1991, for
example, week-to-week changes in Treasury deposits at the Reserve
Banks averaged only $56 million, but ranged from —$4.15 billion to
+$8.57 billion.

Illustration 19. When the Treasury builds up its deposits at the
Federal Reserve through “calls” on TT&L note balances, reserve ac-
counts are reduced.

FEDERAL RESERVE BANK

Assets Liabilities
Reserve accounts: Bank A -1,000
US Treasury deposits......... +1,000
BANK A
Assets Liabilities
Treasury tax and loan note
Reserves with FR Banks...—1,000 account ........cccceevvveveiennnne -1,000
(Required........ccouevcueevcveesenannns 0)
[(0F=] 1o/ 1,000)

Illustration 20. Checks written on the Treasury’s account at the
Federal Reserve Bank are deposited in banks. As these are collected,
banks receive credit to their reserve accounts at the Federal Reserve

Banks.
FEDERAL RESERVE BANK
Assets Liabilities
Reserve accounts: Bank A +1,000
US Treasury deposits......... -1,000
BANK A
Assets Liabilities
Reserves with FR Banks...+1,000 Private deposits................ +1,000
(Required.......ccovevuvereuenn. +100)

(Excess

Changes in Federal Reserve Float

A large proportion of checks drawn on banks and deposited
in other banks is cleared (collected) through the Federal Reserve
Banks. Some of these checks are credited immediately to the reserve
accounts of the depositing banks and are collected the same day
by debiting the reserve accounts of the banks on which the checks
are drawn. All checks are credited to the accounts of the depositing
banks according to availability schedules related to the time it nor-
mally takes the Federal Reserve to collect the checks, but rarely more
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Figure 3: Operating Cash Balance of the US
Treasury (weekly averages, billions of dollars,
not seasonally adjusted)

Figure 4: Federal Reserve Float
Including As-of Adjustments
(annual averages, billions of dollars)

20

0

1990 1991

than two business days after they are received at the Reserve Banks,
even though they may not yet have been collected due to processing,
transportation, or other delays.

The reserve credit given for checks not yet collected is included in
Federal Reserve “float.”!® On the books of the Federal Reserve Banks,
balance sheet float, or statement float as it is sometimes called, is the
difference between the asset account “items in process of collection,”
and the liability account “deferred credit items.” Statement float is
usually positive since it is more often the case that reserve credit is giv-
en before the checks are actually collected than the other way around.

Published data on Federal Reserve float are based on a “reserves-
factor” framework rather than a balance sheet accounting frame-
work. As published, Federal Reserve float includes statement float,
as defined above, as well as float-related “as-of” adjustments.!! These
adjustments represent corrections for errors that arise in processing
transactions related to Federal Reserve priced services. As-of adjust-
ments do not change the balance sheets of either the Federal Reserve
Banks or an individual bank. Rather they are corrections to the
bank’s reserve position, thereby affecting the calculation of whether
or not the bank meets its reserve requirements.

An Increase in Federal Reserve Float Increases
Bank Reserves

As float rises, total bank reserves rise by the same amount. For
example, suppose Bank A receives checks totaling $100 drawn on
Banks B, C, and D, all in distant cities. Bank A increases the accounts
of its depositors $100, and sends the items to a Federal Reserve Bank
for collection. Upon receipt of the checks, the Reserve Bank increases
its own asset account “items in process of collection,” and increases
its liability account “deferred credit items” (checks and other items
not yet credited to the sending bank’s reserve accounts). As long as
these two accounts move together, there is no change in float or in
total reserves from this source. See Illustration 21.

On the next business day (assuming Banks B, C, and D are one-
day deferred availability points), the Reserve Bank pays Bank A. The
Reserve Bank’s “deferred credit items” account is reduced, and Bank
A’s reserve account is increased $100. If these items actually take
more than one business day to collect so that “items in process of
collection” are not reduced that day, the credit to Bank A represents
an addition to total bank reserves since the reserve accounts of Banks
B, C, and D will not have been commensurately reduced.!? See
[lustration 22.
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A Decline in Federal Reserve Float Reduces Bank Reserves

Only when the checks are actually collected from Banks B, C, and
D does the float involved in the above example disappear — “items
in process of collection” of the Reserve Bank decline as the reserve
accounts of Banks B, C, and D are reduced. See Illustration 23.

On an annual average basis, Federal Reserve float declined dra-
matically from 1979 through 1984, in part reflecting actions taken
to implement provisions of the Monetary Control Act that directed
the Federal Reserve to reduce and price float. (See Figure 4.) Since
1984, Federal Reserve float has been fairly stable on an annual aver-
age basis, but often fluctuates sharply over short periods. From the
standpoint of the effect on bank reserves, the significant aspect of
float is not that it exists but that its volume changes in a difficult-
to-predict way.

Float can increase unexpectedly, for example, if weather con-
ditions ground planes transporting checks to paying banks for
collection. However, such periods typically are followed by ones
where actual collections exceed new items being received for collec-
tion. Thus, reserves gained from float expansion usually are quite
temporary.

Illustration 21. When a bank receives deposits in the form of
checks drawn on other banks, it can send them to the Federal Reserve
Bank for collection. (Required reserves are not affected immediately
because requirements apply to net transaction accounts, i.c., total
transaction accounts minus both cash items in process of collection
and deposits due from domestic depository institutions.)

FEDERAL RESERVE BANK

Assets Liabilities

Items in process

of collection........cccccuuenneee. +100 Deferred credit items.......... +100
BANK A

Assets Liabilities

Cash items in process

of collection........cccccuvenneee. +100 DEepPOSIts ..coeeveerereerrreeriieeans +100

Illustration 22. If the reserve account of the payee bank is
credited before the reserve accounts of the paying banks are debited,
total reserves increase.
FEDERAL RESERVE BANK
Assets Liabilities
Deferred credit items.......... -100
Reserve account: Bank A.....+100
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BANK A

Assets Liabilities
Cash items in process

of collection......ccccevveenen. -100

Reserves with FR Banks......+100
(Required......ccoeeveeeeirinans +10)

(EXCESS oo, +90)

Illustration 23. But upon actual collection of the items, accounts

of the paying banks are charged, and total reserves decline.
FEDERAL RESERVE BANK

Assets Liabilities

Items in process Reserve accounts:

of collection.......ccocueeeeuneee.. -100 BanksB, C,and D ................ -100
BANK B, C, and D

Assets Liabilities

Reserves with FR Banks...... —100 Deposits ....cccevveeerieersrensnennn -100
(Required......ccoveveeeearinanns -10)

(DEFICit e 90)

Changes in Service-Related Balances

and Adjustments

In order to foster a safe and efficient payments system, the Federal
Reserve offers banks a variety of payments services. Prior to passage
of the Monetary Control Act in 1980, the Federal Reserve offered its
services free, but only to banks that were members of the Federal Re-
serve System. The Monetary Control Act directed the Federal Reserve
to offer its services to all depository institutions, to charge for these
services, and to reduce and price Federal Reserve float.!? Except for
float, all services covered by the Act were priced by the end of 1982.
Implementation of float pricing essentially was completed in 1983.
The advent of Federal reserve priced services led to several changes
that affect the use of funds in banks’ reserve accounts. As a result,
only part of the total balances in bank reserve accounts is identified
as “reserve balances” available to meet reserve requirements. Other
balances held in reserve accounts represent “service-related balances
and adjustments (to compensate for float).” Service-related balances
are “required clearing balances” held by banks that use Federal
Reserve services while “adjustments” represent balances held by
banks that pay for float with as-of adjustments.

An Increase in Required Clearing Balances
Reduces Reserve Balances

Procedures for establishing and maintaining clearing balances were
approved by the Board of Governors of the Federal Reserve System in
February of 1981. A bank may be required to hold a clearing balance
if it has no required reserve balance or if its required reserve balance
(held to satisfy reserve requirements) is not large enough to handle
its volume of clearings. Typically a bank holds both reserve balances
and required clearing balances in the same reserve account. Thus, as
required clearing balances are established or increased, the amount of
funds in reserve accounts identified as reserve balances declines.

Suppose Bank A wants to use Federal Reserve services but has a
reserve balance requirement that is less than its expected operating
needs. With its Reserve Bank, it is determined that Bank A must
maintain a required clearing balance of $1,000. If Bank A has no
excess reserve balance, it will have to obtain funds from some other
source. Bank A could sell $1,000 of securities, but this will reduce
the amount of total bank reserve balances and deposits. See Illustra-
tion 24.

Banks are billed each month for the Federal Reserve services they
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have used with payment collected on a specified day the following
month. All required clearing balances held generate “earnings credits”
which can be used only to offset charges for Federal Reserve servic-
es.'# Alternatively, banks can pay for services through a direct charge
to their reserve accounts. If accrued earnings credits are used to pay
for services, then reserve balances are unaffected. On the other hand,
if payment for services takes the form of a direct charge to the bank’s
reserve account, then reserve balances decline. See Illustration 25.

Float Pricing As-Of Adjustments Reduce Reserve Balances

In 1983, the Federal Reserve began pricing explicitly for float,!®
specifically “interterritory” check float, i.e., float generated by checks
deposited by a bank served by one Reserve Bank but drawn on a
bank served by another Reserve Bank. The depositing bank has three
options in paying for interterritory check float it generates. It can use
its earnings credits, authorize a direct charge to its reserve account,
or pay for the float with an as-of adjustment. If either of the first
two options is chosen, the accounting entries are the same as paying
for other priced services. If the as-of adjustment option is chosen,
however, the balance sheets of the Reserve Banks and the bank are
not directly affected. In effect what happens is that part of the total
balances held in the bank’s reserve account is identified as being held
to compensate the Federal reserve for float. This part, then, cannot
be used to satisfy either reserve requirements or clearing balance
requirements. Float pricing as-of adjustments are applied two weeks
after the related float is generated. Thus, an individual bank has
sufficient time to obtain funds from other sources in order to avoid
any reserve deficiencies that might result from float pricing as-of
adjustments. If all banks together have no excess reserves, however,
the float pricing as-of adjustments lead to a decline in total bank
reserve balances.

Week-to-week changes in service-related balances and adjust-
ments can be volatile, primarily reflecting adjustments to com-
pensate for float. (See Figure 5.) Since these changes are known in
advance, any undesired impact on reserve balances can be offset
easily through open market operations.

Illustration 24. When Bank A establishes a required clearing
balance at a Federal Reserve Bank by selling securities, the reserve
balances and deposits of other banks decline.

BANK A

Assets

US government

SeCUrities .......oovveerreneencne, -1,000
Reserve account with FR Banks:
Required clearing
balance.......ccccoevieinninns +1000
FEDERAL RESERVE BANK

Assets

Liabilities

Liabilities
Reserve accounts:
Required clearing balances

Bank A.....ooveeeiieeieeeieee +1000
Reserve balances:
Other banks.......ccccoeveuenne -1000
OTHER BANKS
Assets Liabilities
Reserve accounts with FR Banks:
Reserve balances [D1=YoTo LY 1 £ -1,000
(Required.......ccooveevuvereuenn.
(0] 1o

Illustration 25. When Bank A is billed monthly for Federal Re-
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Figure 5: Service-related Balances and
Adjustments (weekly averages, billions
of dollars, not seasonally adjusted)

Figure 6: Loans to Depository Institutions
(monthly averages, billions of dollars,
not seasonally adjusted)

s 4

Adjustments to

compensate lor Noal Extended credi
4 Required clearing balances 5 Adjustment

1989

1990 199

serve services used, it can pay for these services by having earnings
credits applied and/or by authorizing a direct charge to its reserve
account. Suppose Bank A has accrued earnings credits of $100 but
incurs fees of $125. Then both methods would be used. On the
Federal Reserve Bank’s books, the liability account “earnings credits
due to depository institutions” declines by $100 and Bank A’s reserve
account is reduced by $25. Offsetting these entries is a reduction in
the Fed’s (other) asset account “accrued service income.” On Bank
A’s books, the accounting entries might be a $100 reduction to its
asset account “earnings credit due from Federal Reserve Banks” and
a $25 reduction in its reserve account, which are offset by a $125
decline in its liability “accounts payable.” While an individual bank
may use different accounting entries, the net effect on reserves is a
reduction of $25, the amount of billed fees that were paid through a
direct charge to Bank A’s reserve account.

FEDERAL RESERVE BANK

Assets Liabilities
Earnings credits due
Accrued service income......-125 to depository institutions....—100
Reserve accounts: Bank A ..... =25
BANK A
Assets Liabilities
Earnings credits due from
FR Banks.....cccovviericienniiennnne -100 Accounts payable................. -125
Reserves with FR Banks........ -25

Changes in Loans to Depository Institutions

Prior to passage of the Monetary Control Act of 1980, only banks
that were members of the Federal Reserve System had regular access
to the Fed’s “discount window.” Since then, all institutions having
deposits reservable under the Act also have been able to borrow
from the Fed. Under conditions set by the Federal Reserve, loans
are available under three credit programs: adjustment, seasonal, and
extended credit.'® The average amount of each type of discount win-
dow credit provided varies over time. (See Figure 6.)

When a bank borrows from a Federal Reserve Bank, it borrows
reserves. The acquisition of reserves in this manner differs in an
important way from the cases already illustrated. Banks normally
borrow adjustment credit only to avoid reserve deficiencies or over-
drafts, not to obtain excess reserves. Adjustment credit borrowings,
therefore, are reserves on which expansion has already taken place.
How can this happen?
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In their efforts to accommodate customers as well as to keep fully
invested, banks frequently make loans in anticipation of inflows of
loanable funds from deposits or money market sources. Loans add
to bank deposits but not to bank reserves. Unless excess reserves can
be tapped, banks will not have enough reserves to meet the reserve
requirements against the new deposits. Likewise, individual banks
may incur deficiencies through unexpected deposit outflows and
corresponding losses of reserves through clearings. Other banks re-
ceive these deposits and can increase their loans accordingly, but the
banks that lost them may not be able to reduce outstanding loans or
investments in order to restore their reserves to required levels within
the required time period. In either case, a bank may borrow reserves
temporarily from its Reserve Bank.

Suppose a customer of Bank A wants to borrow $100. On the
basis of the management’s judgment that the banK’s reserves will be
sufficient to provide the necessary funds, the customer is accom-
modated. The loan is made by increasing “loans” and crediting the
customer’s deposit account. Now Bank A’s deposits have increased
by $100. However, if reserves are insufficient to support the higher
deposits, Bank A will have a $10 reserve deficiency, assuming re-
quirements of 10 percent. See Illustration 26. Bank A may tempo-
rarily borrow the $10 from its Federal Reserve Bank, which makes
a loan by increasing its asset item “loans to depository institutions”
and crediting Bank A’s reserve account. Bank A gains reserves and a
corresponding liability “borrowings from Federal Reserve Banks.”
See Illustration 27.

To repay borrowing, a bank must gain reserves through either
deposit growth or asset liquidation. See Illustration 28. A bank
makes payment by authorizing a debit to its reserve account at the
Federal Reserve Bank. Repayment of borrowing, therefore, reduces
both reserves and “borrowings from Federal Reserve Banks.” See 1I-
lustration 29.

Unlike loans made under the seasonal and extended credit pro-
grams, adjustment credit loans to banks generally must be repaid
within a short time since such loans are made primarily to cover
needs created by temporary fluctuations in deposits and loans rela-
tive to usual patterns. Adjustments, such as sales of securities, made
by some banks to “get out of the window” tend to transfer reserve
shortages to other banks and may force these other banks to borrow,
especially in periods of heavy credit demands. Even at times when
the total volume of adjustment credit borrowing is rising, some in-
dividual banks are repaying loans while others are borrowing. In the

1887

www.comer.org



aggregate, adjustment credit borrowing usually increases in periods
of rising business activity when the public’s demands for credit are
rising more rapidly than nonborrowed reserves are being provided by
System open market operations.

Discount Window as a Tool of Monetary Policy

Although reserve expansion through borrowing is initiated by
banks, the amount of reserves that banks can acquire in this way
ordinarily is limited by the Federal Reserve’s administration of the
discount window and by its control of the rate charged banks for ad-
justment credit loans — the discount rate.!” Loans are made only for
approved purposes, and other reasonably available sources of funds
must have been fully used. Moreover, banks are discouraged from
borrowing adjustment credit too frequently or for extended time
periods. Raising the discount rate tends to restrain borrowing by in-
creasing its cost relative to the cost of alternative sources of reserves.

Discount window administration is an important adjunct to the
other Federal Reserve tools of monetary policy. While the privilege of
borrowing offers a “safety valve” to temporarily relieve severe strains
on the reserve positions of individual banks, there is generally a
strong incentive for a bank to repay borrowing before adding further
to its loans and investments.

Illustration 26. A bank may incur a reserve deficiency if it makes
loans when it has no excess reserves.

BANK A

Assets Liabilities

o -1 PR +100 DepOosits ...ceevrveeeerrnrereeenneen. +100
Reserves with FR

Banks......cocovveiiiiennnns no change

(Required......cccveveeeeirinanns +10)

(0= ol 1 10)

Illustration 27. Borrowing from a Federal Reserve Bank to cover
such a deficit is accompanied by a direct credit to the bank’s reserve
account.

FEDERAL RESERVE BANK

Assets Liabilities

Loans to depository institution: Reserve accounts:

Bank A.....cooieeiireeeeeeee +10 Bank A....ooiiiiieeeeee +10
BANK A

Assets Liabilities

Reserves with FR Banks........ +10 Borrowings from FR Banks....+10

No further expansion can take place on the new reserves because they
are all needed against the deposits created in (26).

Illustration 28. Before a bank can repay borrowings, it must gain
reserves from some other source.

BANK A

Assets Liabilities
Securities.....cccovvveeeeeeiieeeeene -10

Reserves with FR Banks........ +10

Illustration 29. Repayment of borrowings from the Federal Re-
serve Bank reduces reserves.
FEDERAL RESERVE BANK

Assets Liabilities

Loans to depository institutions: Reserve accounts:

Bank A.....coooieiieieeeeeeen =10 Bank A..cooeiiiiieeeeeeeeee -10
BANK A

Assets Liabilities

Reserves with FR Bank ......... -10 Borrowings from FR Bank.....-10
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Changes in Reserve Requirements

Thus far we have described transactions that affect the volume
of bank reserves and the impact these transactions have upon the
capacity of the banks to expand their assets and deposits. It is also
possible to influence deposit expansion or contraction by changing
the required minimum ratio of reserves to deposits.

The authority to vary required reserve percentages for banks that
were members of the Federal Reserve System (member banks) was
first granted by Congress to the Federal Reserve Board of Governors
in 1933. The ranges within which this authority can be exercised
have been changed several times, most recently in the Monetary
Control Act of 1980, which provided for the establishment of reserve
requirements that apply uniformly to all depository institutions. The
1980 statute established the following limits:

On transaction accounts:

First $25 MIllON ..o 3%

above $25 Million ... 8% to 14%
On nonpersonal time deposits 0% to 9%

The 1980 law initially set the requirement against transaction

accounts over $25 million at 12 percent and that against nonper-
sonal time deposits at 3 percent. The initial $25 million “low reserve
tranche” was indexed to change each year in line with 80 percent of
the growth in transaction accounts at all depository institutions. (For
example, the low reserve tranche was increased from $41.1 million
for 1991 to $42.2 million for 1992.) In addition, reserve require-
ments can be imposed on certain nondeposit sources of funds, such
as Eurocurrency liabilities.!® (Initially the Board set a 3 percent
requirement on Eurocurrency liabilities.)

The Garn-St. Germain Act of 1982 modified these provisions
somewhat by exempting from reserve requirements the first $2 mil-
lion of total reservable liabilities at each depository institution. Simi-
lar to the low reserve tranche adjustment for transaction accounts,
the $2 million “reservable liabilities exemption amount” was indexed
to 80 percent of annual increases in total reservable liabilities. (For
example, the exemption amount was increased from $3.4 million for
1991 to $3.6 million for 1992.)

The Federal Reserve Board is authorized to change, at its discre-
tion, the percentage requirements on transaction accounts above the
low reserve tranche and on nonpersonal time deposits within the
ranges indicated above. In addition, the Board may impose differ-
ing reserve requirements on nonpersonal time deposits based on the
maturity of the deposit. (The Board initially imposed the 3 percent
nonpersonal time deposit requirement only on such deposits with
original maturities of under four years.)

During the phase-in period, which ended in 1984 for most
member banks and in 1987 for most nonmember institutions, re-
quirements changed according to a predetermined schedule, without
any action by the Federal Reserve Board. Apart from these legally
prescribed changes, once the Monetary Control Act provisions were
implemented in late 1980, the Board did not change any reserve
requirement ratios until late 1990. (The original maturity break for
requirements on nonpersonal time deposits was shortened several
times, once in 1982, and twice in 1983, in connection with actions
taken to deregulate rates paid on deposits.) In December 1990, the
Board reduced reserve requirements against nonpersonal time depos-
its and Eurocurrency liabilities from 3 percent to zero. Effective in
April 1992, the reserve requirement on transaction accounts above
the low reserve tranche was lowered from 12 percent to 10 percent.

When reserve requirements are lowered, a portion of banks’ exist-
ing holdings of required reserves becomes excess reserves and may be
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loaned or invested. For example, with a requirement of 10 percent,
$10 of reserves would be required to support $100 of deposits. See
[llustration 30. But a reduction in the legal requirement to 8 percent
would tie up only $8, freeing $2 out of each $10 of reserves for use
in creating additional bank credit and deposits. See Illustration 31.

An increase in reserve requirements, on the other hand, absorbs
additional reserve funds, and banks which have no excess reserves
must acquire reserves or reduce loans or investments to avoid a
reserve deficiency. Thus an increase in the requirement from 10
percent to 12 percent would boost required reserves to $12 for each
$100 of deposits. Assuming banks have no excess reserves, this would
force them to liquidate assets until the reserve deficiency was elimi-
nated, at which point deposits would be one-sixth less than before.
See Illustration 32.

Reserve Requirements and Monetary Policy

The power to change reserve requirements, like purchases and
sales of securities by the Federal Reserve, is an instrument of mon-
etary policy. Even a small change in requirements — say, one-half
of one percentage point — can have a large and widespread impact.
Other instruments of monetary policy have sometimes been used to
cushion the initial impact of a reserve requirement change. Thus,
the System may sell securities (or purchase less than otherwise would
be appropriate) to absorb part of the reserves released by a cut in
requirements.

It should be noted that in addition to their initial impact on
excess reserves, changes in requirements alter the expansion power
of every reserve dollar. Thus, such changes affect the leverage of all
subsequent increases or decreases in reserves from any source. For
this reason, changes in the total volume of bank reserves actually held
between points in time when requirements differ do not provide an
accurate indication of the Federal Reserve’s policy actions.

Both reserve balances and vault cash are eligible to satisfy reserve
requirements. To the extent some institutions normally hold vault
cash to meet operating needs in amounts exceeding their required
reserves, they are unlikely to be affected by any change in require-
ments.

Illustration 30. Under a 10 percent reserve requirement, $10 of
reserves are needed to support each $100 of deposits.

BANK A

Assets Liabilities

Loans and investments........... 90 DepPOoSits ...oevvrrcerrreeriiieeeeiieeen, 100
Reserves ......ccccceeeeenne ...10

(Required.......cccoveveveecrenannn. 10)

(EXCESS coveeeeeeeeeereeieeeaeeeeeeenn, 0)

Illustration 31. With a reduction in requirements from 10
percent to 8 percent, fewer reserves are required against the same
volume of deposits so that excess reserves are created. These can be
loaned or invested.
BANK A
Assets
Loans and investments
Reserves .......ccovveeiininnnn,
(Required......cccoueevcevescreescinnns
(Excess....
FEDERAL RESERVE BANK
Assets Liabilities
No change No change

There is no change in the total amount of reserves.

Illustration 32. With an increase in requirements from 10

Liabilities
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percent to 12 percent, more reserves are required against the same
volume of deposits. The resulting deficiencies must be covered by

liquidation of loans or investments.
BANK A

Assets Liabilities

Loans and investments........... 90 DepOSits ....cceeeerrerreeneereennens 100
RESErves ......ccceeeeviieiiiieeeeceenenes 10

(Required........ccoueevevveaennn. 12)

(1= ol . 2)

FEDERAL RESERVE BANK

Assets Liabilities

No change No change

...because the total amount of bank reserves remains unchanged.

Changes in Foreign-Related Factors

The Federal Reserve has engaged in foreign currency operations
for its own account since 1962. In addition, it acts as the agent for
foreign currency transactions of the US Treasury, and since the 1950s
has executed transactions for customers such as foreign central banks.
Perhaps the most publicized type of foreign currency transaction un-
dertaken by the Federal Reserve is intervention in foreign exchange
markets. Intervention, however, is only one of several foreign-related
transactions that have the potential for increasing or decreasing re-
serves of banks, thereby affecting money and credit growth.

Several foreign-related transactions and their effects on US bank
reserves are described next. Included are some but not all of the types
of transactions used. The key point to remember, however, is that the
Federal Reserve routinely offsets any undesired change in US bank
reserves resulting from foreign-related transactions. As a result, such
transactions do not affect money and credit growth in the US.

Foreign Exchange Intervention for the Federal Reserve’s
Own Account

When the Federal Reserve intervenes in foreign exchange mar-
kets to sell dollars for its own account,! it acquires foreign currency
assets and reserves of US banks initially rise. In contrast, when the
Fed intervenes to buy dollars for its own account, it uses foreign
currency assets to pay for the dollars purchased and reserves of US
banks initially fall.

Consider the example where the Federal Reserve intervenes in the
foreign exchange markets to sell $100 of US dollars for its own ac-
count. In this transaction, the Federal Reserve buys a foreign-curren-
cy-denominated deposit of a US bank held at a foreign commercial
bank,?® and pays for this foreign currency deposit by crediting $100
to the US bank’s reserve account at the Fed. The Federal Reserve de-
posits the foreign currency proceeds in its account at a Foreign Cen-
tral Bank, and as this transaction clears, the foreign bank’s reserves
at the Foreign Central Bank decline. See Illustration 33. Inidally,
then, the Fed’s intervention sale of dollars in this example leads to
an increase in Federal Reserve Bank assets denominated in foreign
currencies and an increase in reserves of US banks.

Suppose instead that the Federal Reserve intervenes in the foreign
exchange markets to buy $100 of US dollars, again for its own ac-
count. The Federal Reserve purchases a dollar-denominated deposit
of a foreign bank held at a US bank, and pays for this dollar deposit
by drawing on its foreign currency deposit at a Foreign Central Bank.
(The Federal Reserve might have to sell some of its foreign currency
investments to build up its deposits at the Foreign Central Bank,
but this would not affect US bank reserves.) As the Federal Reserve’s
account at the Foreign Central Bank is charged, the foreign bank’s
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reserves at the Foreign Central Bank increase. In turn, the dollar
deposit of the foreign bank at the US bank declines as the U.S bank
transfers ownership of those dollars to the Federal Reserve viaa $100
charge to its reserve account at the Federal Reserve. See Illustration
34. Initially, then, the Fed’s intervention purchase of dollars in this
example leads to a decrease in Federal Reserve Bank assets denomi-
nated in foreign currencies and a decrease in reserves of US banks.

As noted eatlier, the Federal Reserve offsets or “sterilizes” any un-
desired change in US bank reserves stemming from foreign exchange
intervention sales or purchases of dollars. For example, Federal
Reserve Bank assets denominated in foreign currencies rose dra-
matically in 1989, in part due to significant US intervention sales of
dollars. (See Figure 7.) Total reserves of US banks, however, declined
slightly in 1989 as open market operations were used to “sterilize”
the initial intervention-induced increase in reserves.

Monthly Revaluation of Foreign Currency Assets

Another set of accounting transactions that affects Federal
Reserve Bank assets denominated in foreign currencies is the
monthly revaluation of such assets. Two business days prior to the
end of the month, the Fed’s foreign currency assets are increased if
their market value has appreciated or decreased if their value has
depreciated. The offsetting accounting entry on the Fed’s balance
sheet is to the “exchange-translation account” included in “other
FR liabilities.” These changes in the Fed’s balance sheet do not alter
bank reserves directly. However, since the Federal Reserve turns
over its net earnings to the Treasury each week, the revaluation
affects the amount of the Fed’s payment to the Treasury, which
in turn influences the size of TT&L calls and bank reserves. (See
explanation in “Changes in US Treasury Deposits in Federal
Reserve Banks” on page 7.)

Foreign-Related Transactions for the Treasury

US intervention in foreign exchange markets by the Federal
Reserve usually is divided between its own account and the Trea-
sury’s Exchange Stabilization Fund (ESF) account. The impact on
US bank reserves from the intervention transaction is the same for
both — sales of dollars add to reserves while purchases of dollars drain
reserves. See Illustration 35. Depending upon how the Treasury pays
for, or finances, its part of the intervention, however, the Federal
Reserve may not need to conduct offsetting open market operations.

The Treasury typically keeps only minimal balances in the ESF’s
account at the Federal Reserve. Therefore, the Treasury generally has
to convert some ESF assets into dollar or foreign currency deposits
in order to pay for its part of an intervention transaction. Likewise,
the dollar or foreign currency deposits acquired by the ESF in the
intervention typically are drawn down when the ESF invests the
proceeds in earning assets.

For example, to finance an intervention sale of dollars (such as
that shown in Illustration 35), the Treasury might redeem some
of the US government securities issued to the ESE resulting in a
transfer of funds from the Treasury’s (general account) balances at
the Federal Reserve to the ESF’s account at the Fed. (On the Federal
Reserve’s balance sheet, the ESF’s account is included in the liabilicy
category “other deposits.”) The Treasury, however, would need to
replenish its Fed balances to desired levels, perhaps by increasing the
size of TT&L calls — a transaction that drains US bank reserves. The
intervention and financing transactions essentially occur simultane-
ously. As a result, US bank reserves added in the intervention sale of
dollars are offset by the drain in US bank reserves from the TT&L
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call. See Illustrations 35 and 36. Thus, no Federal Reserve offsetting
actions would be needed if the Treasury financed the intervention
sale of dollars through a TT&L call on banks.

Offsetting actions by the Federal Reserve would be needed,
however, if the Treasury restored deposits affected by foreign-related
transactions through a number of transactions involving the Fed-
eral Reserve. These include the Treasury’s issuance of SDR or gold
certificates to the Federal Reserve and the “warchousing” of foreign
currencies by the Federal Reserve.

SDR certificates. Occasionally the Treasury acquires dollar depos-
its for the ESF’s account by issuing certificates to the Federal Reserve
against allocations of Special Drawing Rights (SDRs) received from
the International Monetary Fund.?! For example, $3.5 billion of
SDR certificates were issued in 1989, and another $1.5 billion
in 1990. This “monetization” of SDRs is reflected on the Federal
Reserve’s balance sheet as an increase in its asset “SDR certificate ac-
count” and an increase in its liability “other deposits (ESF account).”

If the ESF uses these dollar deposits directly in an intervention
sale of dollars, then the intervention-induced increase in US bank
reserves is not altered. See Illustrations 35 and 37. If not needed
immediately for an intervention transaction, the ESF might use the
dollar deposits from issuance of SDR certificates to buy securities
from the Treasury, resulting in a transfer of funds from the ESF’s
account at the Federal Reserve to the Treasury’s account at the Fed.
US bank reserves would then increase as the Treasury spent the funds
or transferred them to banks through a direct investment to TT&L
note accounts.

Gold stock and gold certificates. Changes in the US monetary gold
stock used to be an important factor affecting bank reserves. How-
ever, the gold stock and gold certificates issued to the Federal Reserve
in “monetizing” gold, have not changed significantly since the early
1970s. (See Figure 8.)

Prior to August 1971, the Treasury bought and sold gold for a
fixed price in terms of US dollars, mainly at the initiative of foreign
central banks and governments. Gold purchases by the Treasury were
added to the US monetary gold stock, and paid for from its account
at the Federal Reserve. As the sellers deposited the Treasury’s checks
in banks, reserves increased. To replenish its balance at the Fed, the
Treasury issued gold certificates to the Federal Reserve and received
a credit to its deposit balance.

Treasury sales of gold have the opposite effect. Buyers” checks are
credited to the Treasury’s account and reserves decline. Because the

Figure 7: Federal Reserve Bank Assets Denominated
in Foreign Currencies (end of month, billions of dollars,
not seasonally adjusted)
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official US gold stock is now fully “monetized,” the Treasury cur-
rently has to use its deposits to retire gold certificates issued to the
Federal Reserve whenever gold is sold. However, the value of gold
certificates retired, as well as the net contraction in bank reserves,
is based on the official gold price. Proceeds from a gold sale at the
market price to meet demands of domestic buyers likely would be
greater. The difference represents the Treasury’s profit, which, when
spent, restores deposits and bank reserves by a like amount.

While the Treasury no longer purchases gold and sales of gold
have been limited, increases in the official price of gold have added
to the value of the gold stock. (The official gold price was last raised
from $38.00 to $42.22 per troy ounce, in 1973.)

Warehousing. The Treasury sometimes acquires dollar deposits at
the Federal Reserve by “warehousing” foreign currencies with the
Fed. (For example, $7 billion of foreign currencies were warehoused
in 1989.) The Treasury or ESF acquires foreign currency assets as a
result of transactions such as intervention sales of dollars or sales of
U.S government securities denominated in foreign currencies. When
the Federal Reserve warehouses foreign currencies for the Treasury,??
“Federal Reserve Banks assets denominated in foreign currencies”
increase as do Treasury deposits at the Fed. As these deposits are
spent, reserves of US banks rise. In contrast, the Treasury likely will
have to increase the size of TT&L calls — a transaction that drains
reserves — when it repurchases warehoused foreign currencies from
the Federal Reserve. (In 1991, $2.5 billion of warehoused foreign
currencies were repurchased.) The repurchase transaction is reflected
on the Fed’s balance sheet as declines in both Treasury deposits at
the Federal Reserve and Federal Reserve Bank assets denominated in
foreign currencies.

Transactions for Foreign Customers

Many foreign central banks and governments maintain deposits
at the Federal Reserve to facilitate dollar-denominated transactions.
These “foreign deposits” on the liability side of the Fed’s balance
sheet typically are held at minimal levels that vary little from week
to week. For example, foreign deposits at the Federal Reserve aver-
aged only $237 million in 1991, ranging from $178 million to $319
million on a weekly average basis. Changes in foreign deposits are
small because foreign customers “manage” their Federal Reserve bal-
ances to desired levels daily by buying and selling US government
securities. The extent of these foreign customer “cash management”
transactions is reflected, in part, by large and frequent changes in

marketable US government securities held in custody by the Federal
Reserve for foreign customers. (See Figure 9.) The net effect of for-
eign customers cash management transactions usually is to leave US
bank reserves unchanged.

Managing foreign deposits through sales of securities. Foreign cus-
tomers of the Federal Reserve make dollar-denominated payments,
including those for intervention sales of dollars by foreign central
banks, by drawing down their deposits at the Federal Reserve. As
these funds are deposited in US banks and cleared, reserves of US
banks rise. See Illustration 38. However, if payments from their ac-
counts at the Federal Reserve lower balances to below desired levels,
foreign customers will replenish their Federal Reserve deposits by
selling US government securities. Acting as their agent, the Federal
Reserve usually executes foreign customers’ sell orders in the market.
As buyers pay for the securities by drawing down deposits at US
banks, reserves of US banks fall and offset the increase in reserves
from the disbursement transactions. The net effect is to leave US
bank reserves unchanged when US government securities of custom-
ers are sold in the market. See lllustrations 38 and 39. Occasionally,
however, the Federal Reserve executes foreign customers’ sell orders
with the System’s account. When this is done, the rise in reserves
from the foreign customers’ disbursement of funds remains in place.
See Illustrations 38 and 40. The Federal reserve might choose to
execute sell orders with the System’s account if an increase in reserves
is desired for domestic policy reasons.

Managing foreign deposits through purchases of securities. Foreign
customers of the Federal Reserve also receive a variety of dollar
denominated payments, including proceeds from intervention
purchases of dollars by foreign central banks, that are drawn on US
banks. As these funds are credited to foreign deposits at the Fed-
eral Reserve, reserves of US banks decline. But if receipts of dollar-
denominated payments raise their deposits at the Federal Reserve to
levels higher than desired, foreign customers will buy US govern-
ment securities. The net effect generally is to leave US bank reserves
unchanged when the US government securities are purchased in the
market.

Using the swap nerwork. Occasionally, foreign central banks
acquire dollar deposits by activating the “swap” network, which
consists of reciprocal short-term credit arrangements between the
Federal Reserve and certain foreign central banks. When a foreign
central bank draws on its swap line at the Federal Reserve, it im-
mediately obtains a dollar deposit at the Fed in exchange for foreign

Figure 8: US Gold Stock, Gold Certificates
and SDR Certificates
(end of year, billions of dollars)
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Figure 9: Marketable US Government Securities
Held in Custody for Foreign Customers During 1991
(Wednesday outstandings, billions of dollars)
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currencies, and agrees to reverse the exchange sometime in the fu-
ture. On the Federal Reserve’s balance sheet, activation of the swap
network is reflected as an increase in Federal Reserve Bank assets
denominated in foreign currencies and an increase in the liability
category “foreign deposits.” When the swap line is repaid, both of
these accounts decline. Reserves of US banks will rise when the for-
eign central bank spends its dollar proceeds from the swap drawing.
See Illustration 41. In contrast, reserves of US banks will fall as the
foreign central bank rebuilds its deposits at the Federal Reserve in
order to repay a swap drawing.

The accounting entries and impact of US bank reserves are the
same if the Federal Reserve uses the swap network to borrow and
repay foreign currencies. However, the Federal Reserve has not acti-
vated the swap network in recent years.

Illustration 33. When the Federal Reserve intervenes to sell dol-
lars for its own account, it pays for a foreign-currency-denominated
deposit of a US bank at a foreign commercial bank by crediting the
reserve account of the US bank, and acquires a foreign currency as-
set in the form of a deposit at a Foreign Central Bank. The Federal
Reserve, however, will offset the increase in US bank reserves if it is
inconsistent with domestic policy objectives.

FEDERAL RESERVE BANK

Assets Liabilities
Deposits at Foreign
Central Bank......ccccovveeuenn. +100 Reserves: US bank................ +100
US BANK
Assets Liabilities
Reserves with FR Bank ....... +100
Deposits at foreign bank...—100
FOREIGN BANK
Assets Liabilities
Reserves with Foreign
Central Bank.......cccocveeneen. -100 Deposits of US bank............ -100
FOREIGN CENTRAL BANK
Assets Liabilities
Deposits of FR Banks........... +100

Reserves of foreign bank....-100
Illustration 34. When the Federal Reserve intervenes to buy dol-
lars for its own account, it draws down its foreign currency deposits
at a foreign Central Bank to pay for a dollar-denominated deposit
of a foreign bank at a US bank, which leads to a contraction in re-
serves of the US bank. This reduction in reserves will be offset by the
Federal Reserve if it is inconsistent with domestic policy objectives.
FEDERAL RESERVE BANK

Assets Liabilities
Deposits at Foreign
Central Bank.......cccovveeueenn. -100 Reserves: US bank................ -100
US BANK
Assets Liabilities
Reserves with FR Bank ....... -100 Deposits of foreign bank....—100
FOREIGN BANK
Assets Liabilities
Deposits at US bank............ -100
Reserves with Foreign
Central Bank.......cccoeveenen. +100
FOREIGN CENTRAL BANK
Assets Liabilities
Deposits of FR Banks........... -100

Reserves of foreign bank....+100
Illustration 35. In an intervention sale of dollars for the US
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Treasury, deposits of the ESF at the Federal Reserve are used to pay
for a foreign currency deposit of a US bank at a foreign bank, and the
foreign currency proceeds are deposited in an account at a Foreign
Central Bank. US bank reserves increase as a result of this interven-
tion transaction.

ESF
Assets Liabilities
Deposits at FR Bank............ -100
Deposits at Foreign
Central Bank.......ccceevuveennien. +100
US TREASURY
Assets Liabilities
No change No change
FEDERAL RESERVE BANK
Assets Liabilities
Reserves: US bank................ +100
Other deposits: ESF ............. -100
US BANK
Assets Liabilities
Reserves with FR Bank ....... +100
Deposits at foreign bank...-100
FOREIGN BANK
Assets Liabilities
Reserves with Foreign
Central Bank.......ccceecvveenneen. -100 Deposits of US bank............ -100
FOREIGN CENTRAL BANK
Assets Liabilities
Deposits of ESF.......cccceenneen. +100

Reserves of foreign bank....-100
Illustration 36. Concurrently, the Treasury must finance the in-
tervention transaction in (35). The Treasury might build up deposits
in the ESF’s account at the Federal Reserve by redeeming securities
issued to the ESE and replenish its own (general account) deposits at
the Federal Reserve to desired levels by issuing a call on TT&L note
accounts. This set of transactions drains reserves of US banks by the
same amount as the intervention in (35) added to US bank reserves.
ESF

Assets Liabilities

U.S govt. securities.............. -100

Deposits at FR Banks.......... +100

US TREASURY

Assets Liabilities

TT&L accts coovveeieiiiieeeeees —-100 Securities issued ESF............ -100

Deposits at FR Banks......... net 0

(From U.S bank.................. +100)

(TOESF.eeeeeeeeeeeeen -100)

FEDERAL RESERVE BANK

Assets Liabilities
Reserves: US bank................ -100
Treas. deps: ........
(From US bank....................
(TO ESF e
Other deposits: ESF

US BANK

Assets Liabilities

Reserves with FR Bank ....... =100 TT&L acCts ..oovvvvveveeereenrenenne -100

Illustration 37. Alternatively, the Treasury might finance the in-
tervention in (35) by issuing SDR certificates to the Federal Reserve,
a transaction that would not disturb the addition of US bank reserves
in intervention (35). The Federal Reserve, however, would offset any
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undesired change in US bank reserves.

ESF
Assets Liabilities
SDR certificates issued
Deposits at FR Banks.......... +100 to FR Banks .....ccccccevvievrieennne +100
US TREASURY
Assets Liabilities
No change No change
FEDERAL RESERVE BANK
Assets Liabilities
SDR certificate account......+100 Other deposits: ESF ............. +100
US BANK
Assets Liabilities
No change No change

Illustration 38. When a Foreign Central Bank makes a dollar-
denominated payment from its account at the Federal Reserve, the
recipient deposits the funds in a US bank. As the payment order
clears, US bank reserves rise.

FEDERAL RESERVE BANK

Assets Liabilities
Reserves: US bank................ +100
Foreign deposits................. -100
US BANK
Assets Liabilities
Reserves with FR Banks......+100 Deposits ......ccccccvrrverrireerrennn +100
FOREIGN CENTRAL BANK
Assets Liabilities
Deposits at FR Banks.......... -100 Accounts payable................. -100

Illustration 39. If a decline in its deposits at the Federal Reserve
lowers the balance below desired levels, the Foreign Central Bank
will request that the Federal Reserve sell US government securities
for it. If the sell order is executed in the market, reserves of US banks
will fall by the same amount as reserves were increased in (38).
FEDERAL RESERVE BANK

Assets Liabilities
Reserves: US bank................ -100
Foreign deposits................. +100
US BANK
Assets Liabilities

Reserves with FR Banks...... —-100 Deposits of securities buyer —100
FOREIGN CENTRAL BANK

Assets Liabilities
Deposits at FR Banks.......... +100
US govt. securities............... -100

Illustration 40. If the sell order is executed with the Federal
Reserve’s account, however, the increase in reserves from (38) will
remain in place. The Federal Reserve might choose to execute the
foreign customer’s sell order with the System’s account if an increase
in reserves is desired for domestic policy reasons.

FEDERAL RESERVE BANK

Assets Liabilities

US govt. securities............... +100 Foreign deposits.......ccecuernne +100
US BANK

Assets Liabilities

No change No change

FOREIGN CENTRAL BANK

Assets Liabilities

Deposits at FR Banks.......... +100

US govt. securities............... -100

Illustration 41. When a Foreign Central Bank draws on a “swap”
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line, it receives a credit to its dollar deposits at the Federal Reserve
in exchange for a foreign currency deposit credited to the Federal
Reserve’s account. Reserves of US banks are not affected by the swap
drawing transaction, but will increase as the Foreign Central Bank
uses the funds as in (38).
FEDERAL RESERVE BANK

Assets Liabilities

Deposits at Foreign

Central Bank.......ccceeeuveenneen. +100 Foreign deposits......ccceueennee +100
US BANK

Assets Liabilities

No change No change

FOREIGN CENTRAL BANK

Assets Liabilities

Deposits at FR Banks.......... +100 Deposits of FR Banks........... +100

Federal Reserve Actions Affecting Its Holdings
of US Government Securities

In discussing various factors that affect reserves, it was often indi-
cated that the Federal Reserve offsets undesired changes in reserves
through open market operations, that is, by buying and selling US
government securities in the market. However, outright purchases
and sales of securities by the Federal Reserve in the market occur in-
frequently, and typically are conducted when an increase or decrease
in another factor is expected to persist for some time. Most market
actions taken to implement changes in monetary policy or to offset
changes in other factors are accomplished through the use of trans-
actions that change reserves temporarily. In addition, there are off-
market transactions the Federal Reserve sometimes uses to change
its holdings of US government securities and affect reserves. (Recall
the example in Illustrations 38 and 40.) The impact on reserves of
various Federal Reserve transactions in US government and federal
agency securities is explained below. (See Table 3 for a summary.)

Outright transactions. Ownership of securities is transferred per-
manently to the buyer in an outright transaction, and the funds used
in the transaction are transferred permanently to the seller. As a re-
sult, an outright purchase of securities by the Federal Reserve from a
dealer in the market adds reserves permanently while an outright sale
of securities to a dealer drains reserves permanently. The Federal Re-
serve can achieve the same net effect on reserves through off-market
transactions where it executes outright sell and purchase orders from
customers internally with the System account. In contrast, there is
no impact on reserves if the Federal Reserve fills customers’ outright
sell and purchase orders in the market.

Temporary transactions. Repurchase agreements (RPs), and associ-
ated matched sale-purchase agreements (MSDPs), transfer ownership
of securities and use of funds temporarily. In an RP transaction, one
party sells securities to another and agrees to buy them back on a
specified future date. In an MSP transaction, one party buys securi-
ties from another and agrees to sell them back on a specified future
date. In essence, then, and RP for one party in the transaction works
like an MSP for the other party.

When the Federal Reserve executes what is referred to as a “Sys-
tem RB” it acquires securities in the market from dealers who agree
to buy them back on a specified future date 1 to 15 days later. Both
the System’s portfolio of securities and bank reserves are increased
during the term of the RP, but decline again when the dealers repur-
chase the securities. Thus System RPs increase reserves only tempo-
rarily. Reserves are drained temporarily when the Fed executes what
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is known as a “System MSP” A System MSP works like a System
RP, only in the opposite directions. In a system MSP, the Fed sells
securities to dealers in the market and agrees to buy them back on a
specified day. The System’s holdings of securities and bank reserves
are reduced during the term of the MSP, but both increase when the
Federal Reserve buys back the securities.

The Federal Reserve also uses MSPs to fill foreign customers’ RP
orders internally with the System account. Considered in isolation,
a Federal Reserve MSP transaction with customers would drain
reserves temporarily. However, these transactions occur every day,
with the total amount of RP orders being fairly stable from day to
day. Thus, on any given day, the Fed both buys back securities from
customers to fulfill the prior day’s MSE and sells them about the
same amount of securities to satisfy that day’s agreement. As a result,
there generally is little or no impact on reserves when the Fed uses
MSPs to fill customer RP orders internally with the System account.
Sometimes, however, the Federal Reserve fills some of the RP orders
internally and the rest in the market. The part that is passed on to the
market is known as a “customer-related RP” The Fed ends up repur-
chasing more securities from customers to complete the prior day’s
MSP than it sells to them in that day’s MSP. As a result, customer-
related RPs add reserves temporarily.

Maturing securities. As securities held by the Federal Reserve ma-
ture, they are exchanged for new securities. Usually the total amount
maturing is replaced so that there is no impact on reserves since the
Fed’s total holdings remain the same. Occasionally, however, the Fed-
eral Reserve will exchange only part of the amount maturing. Trea-
sury deposits decline as payment for the redeemed securities is made,
and reserves fall as the Treasury replenishes its deposits at the Fed

Table 3: Impact on Reserves of Federal Reserve
Transactions in US Government and Federal Agency
Securities

Federal Reserve Transactions Reserve Impact

Outright purchase of Securities
— From dealer in market Permanent increase
Permanent increase

(No impact)

— To fill customer sell orders
(If customer buy orders filled in market)

Outright Sales of Securities
— To dealer in market Permanent decrease
— To fill customer buy orders internally Permanent decrease

(If customer buy orders filled in market)  (No impact)

Repurchase Agreements (RPs)
— With dealer in market in System RP

Matched Sale-Purchase Agreements (MSPs)
— With dealer in market in a system MSP
- To fill customer RP orders internally

Temporary increase

Temporary decrease
No impact*
(If customer RP orders passed to (Temporary increase*)

market as customer related RPs)

Redemption of Maturing Securities
— Replace total amount maturing No impact
— Redeem part of amount maturing Permanent decrease

— Buy more than amount maturing** Permanent increase**

* Impact based on assumption that the amount of RP orders done
internally is the same as on the prior day.

** The Federal Reserve currently is prohibited by law from buying
securities directly from the Treasury, except to replace maturing issues.
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through TT&L calls. The reserve drain is permanent. If the Fed were
to buy more than the amount of securities maturing directly from the
Treasury, then reserves would increase permanently. However, the
Federal Reserve currently is prohibited by law from buying securities
directly from the Treasury, except to replace maturing issues.

Miscellaneous Factors Affecting
Bank Reserves

The factors described below normally have negligible effects on
bank reserves because changes in them either occur very slowly or
tend to be balanced by concurrent changes in other factors. But at
times they may require offsetting action.

Treasury Currency Outstanding

Treasury currency outstanding consists of coins, silver certificates
and US notes originally issued by the Treasury, and other currency
originally issued by commercial banks and by Federal Reserve Banks
before July 1929 but for which the Treasury has redemption re-
sponsibility. Short-run changes are small, and their effects on bank
reserves are indirect.

The amount of Treasury currency outstanding currently increases
only through issuance of new coin. The Treasury ships new coin to
the Federal Reserve Banks for credit to Treasury deposits there. These
deposits will be drawn down again, however, as the Treasury makes
expenditures. Checks issued against these deposits are paid out to
the public. As individuals deposit these checks in banks, reserves
increase. (See explanation in “Changes in US Treasury Deposits in
Federal Reserve Banks” on page 7.)

When any type of Treasury currency is retired, bank reserves
decline. As banks turn in Treasury currency for redemption, they
receive Federal Reserve notes or coin in exchange or a credit to their
reserve accounts, leaving their total reserves (reserve balances and
vault cash) initially unchanged. However, the Treasury’s deposits in
the Reserve Banks are charged when Treasury currency is retired.
Transfers from TT&L balances in banks to the Reserve Banks replen-
ish these deposits. Such transfers absorb reserves.

Treasury Cash Holdings

In addition to accounts in depository institutions and Federal
Reserve Banks, the Treasury holds some currency in its own vaults.
Changes in these holdings affect bank reserves just like changes in
the Treasury’s deposit account at the Reserve Banks. When Treasury
holdings of currency increase, they do so at the expense of deposits in
banks. As cash holdings of the Treasury decline, on the other hand,
these funds move into bank deposits and increase bank reserves.

Other Deposits in Reserve Banks
Besides US banks, the US Treasury, and foreign central banks and

governments, there are some international organizations and certain
US government agencies that keep funds on deposit in the Federal
Reserve Banks. In general, balances are built up through transfers of
deposits held at US banks. Such transfers may take place either directly,
where these customers also have deposits in US banks, or indirectly by
the deposit of funds acquired from others who do have accounts at US
banks. Such transfers into “other deposits” drain reserves.

When these customers draw on their Federal Reserve balances
(say, to purchase securities), these funds are paid to the public and
deposited in US banks, thus increasing bank reserves. Just like
foreign customers, these “other” customers manage their balances at
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the Federal Reserve closely so that changes in their deposits tend to
be small and have minimal net impact on reserves.

Nonfloat-Related Adjustments

Certain adjustments are incorporated into published data on
reserve balances to reflect nonfloat-related corrections. Such a cor-
rection might be made, for example, if an individual bank had
mistakenly reported fewer reservable deposits than actually existed
and had held smaller reserve balances than necessary in some past
period. To correct for this error, a nonfloat-related as-of adjustment
will be applied to the bank’s reserve position. This essentially results
in the bank having to hold higher balances in its reserve account in
the current and/or future periods than would be needed to satisfy
reserve requirements in those periods. Nonfloat-related as-of adjust-
ments affect the allocation of funds in bank reserve accounts but not
the total amount in these accounts as reflected on Federal Reserve
Bank and individual bank balance sheets. Published data on reserve
balances, however, are adjusted to show only those reserve balances
held to meet the current and/or future period reserve requirements.

Other Federal Reserve Accounts

Earlier sections of this booklet described the way in which bank
reserves increase when the Federal Reserve purchases securities and
decline when the Fed sells securities. The same results follow from
any Federal Reserve expenditure or receipt. Every payment made by
the Reserve Banks, in meeting expenses or acquiring any assets, affects
deposits and bank reserves in the same way as does payment to a dealer
for government securities. Similarly, Reserve Bank receipts of interest
on loans and securities and increases in paid-in capital absorb reserves.

The Reserve Multiplier — Why It Varies

The deposit expansion and contraction associated with a given
change in bank reserves, as illustrated earlier in this booklet, assumed
a fixed reserve-to-deposit multiplier. That multiplier was determined
by a uniform percentage reserve requirement specified for transac-
tion accounts. Such an assumption is an oversimplification of the ac-
tual relationship between changes in reserves and changes in money,
especially in the short-run. For a number of reasons, as discussed in
this section, the quantity of reserves associated with a given quantity
of transaction deposits is constantly changing.

One slippage affecting the reserve multiplier is variation in the
amount of excess reserves. In the real world, reserves are not always
fully utilized. There are always some excess reserves in the banking
system, reflecting frictions and lags as funds flow among thousands
of individual banks.

Excess reserves present a problem for monetary policy imple-
mentation only because the amount changes. To the extent that new
reserves supplied are offset by rising excess reserves, actual money
growth falls short of the theoretical maximum. Conversely, a reduc-
tion in excess reserves by the banking system has the same effect
on monetary expansion as the injection of an equal amount of new
reserves.

Slippages also arise from reserve requirements being imposed on
liabilities not included in money as well as differing reserve ratios
being applied to transaction deposits according to the size of the
bank. From 1980 through 1990, reserve requirements were imposed
on certain nontransaction liabilities of all depository institutions,
and before then on all deposits of member banks. The reserve mul-
tiplier was affected by flows of funds between institutions subject to
differing reserve requirements as well as by shifts of funds between

transaction deposits and other liabilities subject to reserve require-
ments. The extension of reserve requirements to all depository insti-
tutions in 1980 and the elimination of reserve requirements against
nonpersonal time deposits and Eurocurrency liabilities in late 1990
reduced, but did not eliminate, this source of instability in the re-
serve multiplier. The deposit expansion potential of a given volume
of reserves still is affected by shifts of transaction deposits between
larger institutions and those either exempt from reserve requirements
or whose transaction deposits are within the tranche subject to a 3
percent reserve requirement.

In addition, the reserve multiplier is affected by conversions of
deposits into currency or vice versa. This factor was important in the
1980s as the public’s desired currency holdings relative to transaction
deposits in money shifted considerably. Also affecting the multiplier
are shifts between transaction deposits included in money and other
transaction accounts that also are reservable but not included in
money, such as demand deposits due to depository institutions, the
US government, and foreign banks and official institutions. In the
aggregate, these non-money transaction deposits are relatively small
in comparison to total transaction accounts, but can vary signifi-
cantly from week to week.

A net injection of reserves has widely different effects depending
on how it is absorbed. Only a dollar-for-dollar increase in the money
supply would result if the new reserves were paid out in currency
to the public. With a uniform 10 percent reserve requirement, a
$1 increase in reserves would support $10 of additional transaction
accounts. An even larger amount would be supported under the
graduated system where smaller institutions are subject to reserve
requirements below 10 percent. But, $1 of new reserves also would
support an additional $10 of certain reservable transaction accounts
that are not counted as money. (See Figure 10.) Normally, an in-
crease in reserves would be absorbed by some combination of these
currency and transaction deposit changes.

All of these factors are to some extent predictable and are taken
into account in decisions as to the amount of reserves that need to
be supplied to achieve the desired rate of monetary expansion. They
help explain why short-run fluctuations in bank reserves often are
disproportionate to, and sometimes in the opposite direction from,
changes in the deposit component of money.

Money Creation and Reserve Management

Another reason for short-run variation in the amount of reserves
supplied is that credit expansion — and thus deposit creation — is
variable, reflecting uneven timing of credit demands. Although
bank loan policies normally take account of the general availability
of funds, the size and timing of loans and investments made under
those policies depend largely on customers’ credit needs.

In the real world, a bank’s lending is not normally constrained by
the amount of excess reserves it has at any given moment. Rather,
loans are made, or not made, depending on the bank’s credit policies
and its expectations about its ability to obtain the funds necessary to
pay its customers checks and maintain required reserves in a timely
fashion. In fact, because Federal Reserve regulations in effect from
1968 through early 1984 specified that average required reserves for
a given week should be based on average deposit levels two weeks
earlier (“lagged” reserve accounting), deposit creation actually pre-
ceded the provision of supporting reserves. In early 1984, a more
“contemporaneous” reserve accounting system was implemented in
order to improve monetary control.

In February 1984, banks shifted to maintaining average reserves



over a two-week re-
Figure 10: The Growth Potential

of a $1 Million Reserve Injection

serve maintenance
period ending
Wednesday against
average transaction
deposits held over
the two-week com-
putation period end-
ing only two days
earlier. Under this
rule, actual transac-
tion deposit expan-
sion was expected to
more closely approx-
imate the process
explained at the be-
ginning of this book-
let. However, some
slippages still exist
because of short-run

uncertainties about
the level of both re-
serves and transaction deposits near the close of reserve maintenance
periods. Moreover, not all banks must maintain reserves according
to the contemporaneous accounting system. Smaller institutions are
either exempt completely or only have to maintain reserves quarterly
against average deposits in one week of the prior quarterly period.

On balance, however, variability in the reserve multiplier has been
reduced by the extension of reserve requirements to all institutions
in 1980, by the adoption of contemporaneous reserve accounting in
1984, and by the removal of reserve requirements against nontrans-
action deposits and liabilities in late 1990. As a result, short-term
changes in total reserves and transaction deposits in money are more
closely related now than they were before. (See Figure 11.) The
lowering of the reserve requirement against transaction accounts
above the 3 percent tranche in April 1992 also should contribute to
stabilizing the multiplier, at least in theory.

Ironically, these modifications contributing to a less variable
relationship between changes in reserves and changes in transaction
deposits occurred as the relationship between transactions money
(M1) and the economy deteriorated. Because the M1 measure of
money has become less useful as a guide for policy, somewhat greater
attention has shifted to the broader measures M2 and M3. However,
reserve multiplier relationships for the broader monetary measures
are far more variable than that for M1.

Although every bank must operate within the system where the
total amount of reserves is controlled by the Federal Reserve, its
response to policy action is indirect. The individual bank does not
know today precisely what its reserve position will be at the time
the proceeds of today’s loans are paid out. Nor does it know when
new reserves are being supplied to the banking system. Reserves are
distributed among thousands of banks, and the individual banker
cannot distinguish between inflows originating from additions to
reserves through Federal reserve action and shifts of funds from other
banks that occur in the normal course of business.

To equate short-run reserve needs with available funds, therefore,
many banks turn to the money market — borrowing funds to cover
deficits or lending temporary surpluses. When the demand for re-
serves is strong relative to the supply, funds obtained from money
market sources to cover deficits tend to become more expensive and

www.comer.org

May 2013

Figure 11: The relationship between short-term changes
in reserves and transaction deposits was quite volatile
before the Monetary Control Act of 1980...
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Note: All data are billions of dollars, not seasonally adjusted.
Scaling approximately reflects each year’s average ratio of
transaction deposits to total reserves.

harder to obtain, which, in turn, may induce banks to adopt more
restrictive loan policies and thus slow the rate of deposit growth.
Federal Reserve open market operations exert control over the
creation of deposits mainly through their impact on the availability
and cost of funds in the money market. When the total amount of
reserves supplied to the banking system through open market opera-
tions falls short of the amount required, some banks are forced to

Economic Reform | 19



borrow at the Federal Reserve discount win-
dow. Because such borrowing is restricted to
short periods, the need to repay it tends to
induce restraint on further deposit expan-
sion by the borrowing bank. Conversely,
when there are excess reserves in the bank-
ing system, individual banks find it easy and
relatively inexpensive to acquire reserves,
and expansion in loans, investments, and
deposits is encouraged.

End Notes

1. In order to describe the money-creation process as simply
as possible, the term “bank” used in this booklet should be
understood to encompass all depository institutions. Since the
Depository Institutions Deregulation and Monetary Control
Act of 1980, all depository institutions have been permitted to
offer interest bearing transaction accounts to certain custom-
ers. Transaction accounts (interest bearing as well as demand
deposits on which payment of interest is still legally prohibited)
at all depository institutions are subject to the reserve require-
ments set by the Federal Reserve. Thus all such institutions, not
just commercial banks, have the potential for creating money.

2. Part of an individual bank’s reserve account may represent its
reserve balance used to meet its reserve requirements while an-
other part may be its required clearing balance on which earnings
credits are generated to pay for Federal Reserve Bank services.

3. Dollar amounts used in the various illustrations do not
necessarily bear any resemblance to actual transactions. For
example, open market operations typically are conducted with
many dealers and in amounts totaling several billion dollars.

4. Indeed, many transactions today are accomplished through
an electronic transfer of funds between accounts rather than
through issuance of a paper check. Apart from the time of
posting, the accounting entries are the same whether a transfer
is made with a paper check or electronically. The term “check,”
therefore, is used for both types of transfers.

5. For each bank, the reserve requirement is 3 percent on a
specified base amount of transaction accounts and 10 percent
on the amount above this base. Initially, the Monetary Control
Act set this base amount — called the “low reserve tranche” — at
$25 million, and provided for it to change annually in line
with the growth in transaction deposits nationally. The low
reserve tranche was $41.1 million in 1991 and $42.2 million
in 1992. The Garn-St. Germain Act of 1982 further modified
these requirements by exempting the first $2 million of reserv-
able liabilities from reserve requirements. Like the low reserve
tranche, the exempt level is adjusted each year to reflect growth
in reservable liabilities. The exempt level was $3.4 million in
1991 and $3.6 million in 1992.

6. The same balance sheet entries apply whether the individual
physically cashes a paper check or obtains currency by with-
drawing cash through an automatic teller machine.

7. Under current reserve accounting regulations, vault cash

reserves are used to satisfy reserve requirements in a future
maintenance period while reserve balances satisfy requirements
in the current period. As a result, the impact on a bank’s current
reserve position may differ from that shown unless the bank
restores its vault cash position in the current period via changes
in its reserve balance.

8. When the Treasury’s balance at the Federal Reserve rises
above expected payment needs, the Treasury may place the
excess funds in TT&L note accounts through a “direct invest-
ment.” The accounting entries are the same, but of opposite
signs, as those shown when funds are transferred from TT&L
note accounts to Treasury deposits at the Fed.

9. Tax payments received by institutions designated as Federal tax
depositories initially are credited to reservable demand deposits
due to the US government. Because such tax payments typically
come from reservable transaction accounts, required reserves are
not materially affected on this day. On the next business day,
however, when these funds are placed cither in a nonreservable
note account or remitted to the Federal Reserve for credit to the
Treasury’s balance at the Fed, required reserves decline.

10. Federal Reserve float also arises from other funds transfer
services provided by the Fed, and automatic clearinghouse
transfers.

11. As-of adjustments also are used as one means of pricing
float, as discussed in “Changes in Service-Related Balances and
Adjustments” on 9, and for nonfloat related corrections, as
discussed in “Miscellaneous Factors Affecting Bank Reserves”
on page 17.

12. If the checks received from Bank A had been erroneously
assigned a two-day deferred availability, then neither statement
float nor reserves would increase, although both should. Bank
A's reserve position and published Federal Reserve float data are
corrected for this and similar errors through as-of adjustments.

13. The Act specified that fee schedules cover services such
as check clearing and collection, wire transfer, automated
clearinghouse, settlement, securities safekeeping, noncash
collection, Federal Reserve float, and any new services offered.

14. “Earnings credits” are calculated by multiplying the actual
average clearing balance held over a maintenance period, up to
that required plus the clearing balance band, times a rate based
on the average federal funds rate. The clearing balance band is 2
percent of the required clearing balance or $25,000, whichever
amount is larger.

15. While some types of float are priced directly, the Federal
Reserve prices other types of float indirectly, for example, by in-
cluding the cost of float in the per-item fees for the priced service.
16. Adjustment credit is short-term credit available to meet
temporary needs for funds. Seasonal credit is available for
longer periods to smaller institutions having regular seasonal
needs for funds. Extended credit may be made available to
an institution or group of institutions experiencing sustained
liquidity pressures. The reserves provided through extended
credit borrowing typically are offset by open market operations.
17. Flexible discount rates related to rates on money market
sources of funds currently are charged for seasonal credit and

for extended credit outstanding more than 30 days.

18. The 1980 statute also provides that “under extraordinary

circumstances” reserve requirements can be imposed at any
level on any liability of depository institutions for as long as six
months; and, if essential for the conduct of monetary policy,
supplemental requirements up to 4 percent of transaction ac-
counts can be imposed.

19. Overall responsibility for US intervention in foreign ex-
change markets rests with the US Treasury. Foreign exchange
transactions for the Federal Reserve’s account are carried out
under directives issued by the Federal Reserve’s Open Market
Committee within the general framework of exchange rate
policy established by the US Treasury in consultation with the
Fed. They are implemented at the Federal Reserve Bank of
New York, typically at the same time that similar transactions
are executed for the Treasury’s Exchange Stabilization Fund.

20. Americans traveling to foreign countries engage in “foreign
exchange” transactions whenever they obtain foreign coins
and paper currency in exchange for US coins and currency.
However, most foreign exchange transactions do not involve
the physical exchange of coins and currency. Rather, most of
these transactions represent the buying and selling of foreign
currencies by exchanging one bank deposit denominated in
one currency for another bank deposit denominated in another
currency. For ease of exposition, the examples assume that US
banks and foreign banks are the market participants in the
intervention transactions, but the impact on reserves would be
the same if the US or foreign public were involved.

21. SDRs were created in 1970 for use by governments in of-
ficial balance of payments transactions.

22. Technically, warchousing consists of two parts: the Federal
Reserve’s agreement to purchase foreign currency assets from
the Treasury or ESF for dollar deposits now, and the Treasury’s
agreement to repurchase the foreign currencies sometime in
the future.

Correspondence

To Bill Krehm, Canadian Hero,

There are still some left and for me and
the rest you are the living proof.

I hope this finds you in good spirits,
Monday morning I am to make a presen-
tation to a group called SOLD, meaning
Society for Open Learning and Discussion
in Vernon, BC.

On my previous visits I have noted prob-
ably more people in one room who know
about banking, etc., than most.

The challenge to me is to see to convert
some of the “discussioners” into Doers. Your
challenge is the greatest news for a very long
time. It will be one of the subjects of my
talk, if there is any more news of progress
could you let me know ASAP.

Thank you for the latest COMER with
the transcript from the court records. This
will be the first public talk as CEO of the
Okanagan Shuswap CAP/PAC EDA.

The Action Party has never had an EDA
or riding association in it’s history as far as
I’'m aware. From this moment on I am go-
ing to try and get some ACTION into the
action party, so wish me luck.

Best wishes, Bill.

Neville O'Grady
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