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FREFACE

'onexposure to three or foor yeafa' accounting work involved
in maintaining reserve ledgera of Federal Reserve member banks has led
to eomc observation of the various ways 1n which the banks adjust their
’reserve positions. Thie Observation has prompted an interest in the
monetary s well as the mechanical aepects of commercial benk reserves;'
The causes and effects of changes in reserves upon banks 1nd1vidually,
and in the aggregete, have become &n endlesa source of 1nquiry. To be
able to relate banking theory to banxing practice 19 to possesa a raref
opportunity. Iet one with auch an opportunity becomes increaaingly ‘u'
avare that it is very difficult to understand or explain in adequate o
terms the workings of our monetary system in America unless one has an
vexceptional degree of training. _ o ‘ o .>' | - ';

- The well~being of a nation is dependent in lurge part upoo the
vetete‘of its money‘ Bank reaerve positions have a greet deal to do with
the atate of our money.' An impressive volume of study and evidence haa
been brought forth in Jost the past few yeare to 1nd1cate that Uhited |
States lawa which establiah the rules under whicb financiul inetitutions
kOperate need revising. Other, more reedily understood topics, however,
heve claimed the attention of the public and its representetives in
Congress. ILdittle has deen done t0 remedy serious shortcomings in

banking laws.
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This paper examines briefly these studies as they relate to
commercial bank reserxrve requirements with the thought that they deserve
more attention. This paper is not concerned with the 100 per cent reserve
' plen, the ceiling reserve, the asset reserve, or other reserve proposals
of pest years. It deals with current plans.

. Part of Chapter VI, based upon an unpublishe& paper prepared
for internal use at the Federal Reserve Board, should not be used beyond
the University without the euthor's permission.

Y am grateful to the following for valusble reference material:
George W. McKinney, Jr., Irving Trust Company; Albert H. Cox, Jr.,
Americsn Bankers Association} and lewis N. Dembitz, Federal Reserve Boerd.
Edw. A. Wayne, President, Pederal Reserve Bank of Richmond; Jemes Parthemos
of ?he Richmbnd'agserié Baﬁk; and Evelyn‘B. Hafrison; Columbia University,
werénkind enbugh to féadvﬁhiéimannécripﬁ and canéributé prized criticisnm.
The patience and éséistance‘of ny thesis*adviser; Robert C. Burton of the
University, ié aﬁpreciated{ﬂ Lﬂatiy5:I ﬁuat thank.Buth M. Eggleston for
valuable library contridbutions, and Emonuel O+ Melichar of the Federal
Reserve Board who not only hag furnished study sources for this paper,
but who also has been an esteemed teacher.A

It shouhi [+:] 5aid that ny association with the Richmond Rceerve
Bank offers little reaaon t0 suppose that these obgervetions erxe any more

credible than nhoae of uny student.
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CHAPTER I -
 INTRODUCTION

The Need for Bank Reserves.

& Why do Uhited States laws require cammercial banks to keep
reserves against their deposita? Reserve requirements for commercial
banks are tbought to serve threa functions: they provide for a baae
of support for monetary control, they dbtain same degree of primary |
liqnidity, and they prcvide balances for temporary clearing drains or
withdra;als by depositors. A rairly strong argument cen be presented
against the liquidity basis for establishing legal reserves. Thesa
points might be made: o

(l) Banks usuallf have facilitiea for borrowing to meet

emergenciea. - | ‘

(2)H By using legal reserves to meet emergencies, ‘banks violate’

 the legal requirements, fncur penaltiea, ond establish an o
ﬁ unfavorable record in the eyes of the eupervisory authorities{
- (3) ‘Most banks have other assets readily'conva“tible to cash
B vhich--though not countable as 155&1 reserves~-nevertheleas
| act as a backatop for emergencies. o |
| (&) "The Amarican Bankers Association, the Uhited States Congress
' 'and the Federal Reserve System have all taken the position -
lzthat liquidity 15 of minor importance in establiahing the

‘need for legal reserves.



(5) In the event of a bank's failing, legsl reserves would not |
- satisfy oll the depositors; Federal deposit insurence would
~ have the dburden of protecting them enyway.
. (6) Good bank supervision 18 & more logical means to assure edequate
liguidity in commercial banks.
" An opposing but somewhat weaker srgument will properly state
" that banks which are in danger of failing to meet depositor demends will
- first fail to maintain legal reserves. Thus the supervisory euthorities
- econ be alerted to teke actlions as may be nacessary to ¢ssist the bank to :
‘avurt the danger.
Do banks bave to maintain legel reserves to provide the Federazl
-monetary suthority with the meuns for monetary control? In other words,
do legel reserves exist to limit or expand cammercial banks' ebilities
to create money 80 that by changing requirements, a desired change in
-the money supply may be brought sbout?

I.et us suppoae that & 10 per cent reserve requirement pravails
constam:ly in a mod.el banking 3yatem. Also appume that a.‘l.l 'b&nks have
only three accounta, reserves--lo per cem of deposits, loeng~«90 per
cent 02‘ depoaits, and deposita--loo par cent. It the ‘monetary suthority
now mjects new 'bank reservas into the system by purchaae of open market
securit.tes, ‘bank.s may expand Joans by ten times the amount o:t‘ new
reservas. But suppoae the mjection of new reserves is unintentional,
say, ‘ny reason of 8 greater porticn ot’ uncollected checka in the hands

-of the central 'bank—-checks drawn upon, but not yet presented to, the
banks we have been discussing—-—or may'be an 1nflow of gold from fore:lgn
countries. Now the central bank or monetary authority must take

”defenaive action through the purchaee of aecurities in the open



3
merket to offset the unwented reserve effects. What if the "defensive’
ection isn't enough to offset the unwanted effects on bank reserves?
What 1f the ’"defensive’ action 18 too vigorous; that is, what happens
if the monetary suthority misjudges the degrse of the job to be done?
Then we obtain more or less bank reserves in our model system than we
wish to have. The real rub is that we permit or cause our loans to
expand or contract in amounts ten times the magnitude of the misjudgement.
Now assume that instead of & 10 per cent prevailing reserve requirement
we have & 20 per cent requirement. Under these conditions we have assumed,
the banks cen only expand or contrect loans by five times the excess or
deficient reserve figure. KHence the monetary pover has less leversge
but the wnfavoreble affects of its misjudgements are lessened.

The Economic Policy Commission of the /merican Bankers Associ-
ation issued a report in 1957 entitled Member Bank Rescrves which included

thie statement:

"Under our system, control over benk reserves is exerted
primarily through discount and open mnrket operations. ILegal
reserve requirements may be thought of as providing & fixed
fulcrum on vwhich these credit-control levers rest.
® 6 & M @ § 8 & 6 4 P A 8 & B 5 o s b B S 8 ¢ 4 4 & % o & 8
Federsl Reserve policy could not effectively regulste the
-volume of bank lending end investing unless the bankers were
to adhere rigidly to some unwritten rules with respect to
their cash ratiofi=-a condition which would not be likely to
be fulfilled m practice.

The abcve raison d'etre does not apply, however, with equal

force throug,nout our ‘banking society, and there 18 some suspicion that o
reserve requirements do not reaJ.ly serve as an effective monetary control
tool at ull Scme point.s along these lines ére'

(l) Nomnember benks' abilities to create money are not directly

affected by Federal Reaerve monetary controls. |
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(2) Many small member banks customarily carry excess reserves and
thus are not immediately affected by Federal Reserve action to

| restrict or encourage baﬁk lendiﬁg overs. |

(3) Muny oﬁher‘amall end moderate-sized baﬁka, while affected, are

| not important generatois of money‘and credit since their loahs
and investments are governed more by locel factors thean by
the money markets or by the business cycle, »While a shif@ in
these bunks' portfolios into Qr out of government securities
can be discerned over a period of time, neither cost nor
aVailability of crediﬁ»in the ﬁoney murket has greset import
to the moderate-sized bsnk iﬁ the short run.

(4) Reserve requirements have not been chenged in an upward
direction at any time during the past twelve years despite
three 1dentifiable national business cycles and « fairly
steady up;ard change in the generul price level. Couldn't
‘this be interpreted as proof that reserve reqnirements aren't
really & tool for monetery control?

In the concluding section of this paper, the question of
whether reserve requirements are needed will agein be raised. In the
meantime assumption is made that bank reserves do provide a measure of
liqpidity, and, ‘much more 1mportant, they do serve a8 u base agalnst
which manageable effects on the money supply can be brought sbout through
general controla on bank credit. These two purposes are the ones chiefly
conaidered. waever, 1t must be borne in mind that legzl reserves with
the central bank serve & valuuble clearing function also, and the central
bank with ita immense check processing facilities has greatly contributed

to the payments mechanism in the United States, benefitting the public.



Nuture of Bunk Reserves

An exsminution of present‘légoi‘fééorféirequirementa sgainst
cammerciel benks, a brief look at Federal ﬁesof;éfﬁembér‘oank reqpiro-
ments over the years, and a restatement of definition might be helpful
Bank reserves are primary reserves if they consist of cush or balance
due from other banks subject to immediate withdrawal. ;Bank reserves are
seconéary reserves if they consist of short-term liqui& ossets. Most
of the legsl requirements imposed on banks pertaingto primary»reservea.
Federal Reserve menmber banks, fof exemple, are required to maintain e
minimum emount of cesh in vault plus collocted balance;dﬁe from & Federal
Reserve bank. Many stete chartered nonmember banks may Eonsidor balences
due/féoh correspondent benks a5 legel reserves. Eome may consider
aecondary reserves such as United States Treasury Bille as legal reserve.
Tablea l and 2 indicate present requiremants for stute churtered none

s

member bdnking 1nat1tutions. Table 3 shovs member bank reserve require~

ments from 1917 Qo the present.
» |

i
¢

i Calls For Changés In legel Reserves

l

The foregoing discussion is intended to provide scme per-
spective for the subject matter of this paper. We are mainly concernsd.
here vith the kind»of legaléreserve requirements needed in the Uhiﬁed
Statea today. While thia yaper daals uith mechunics more than with
macroeconomic e;recté of various proposals, the resl test of lows ‘dealing
with our financiel institutions seems to be whether a law contributes
to the eoonomic growth and well being of the whole society. This paper,
like others written on the subject of reserve requiremento in commercial
benking, considers an abundence of mechanical detsil and is especially

occupied with competitive relationships.



Tanex ]
STATE WLSEIWWE RECUIREMENTS FOR COMMENCIAL MANKS AND TRUSP COMPANIES, JANUAKY 1, l9(2e

Section A--Keyulremento upplicable to all ccamerciul banks and trust cospanies except
Th 8tetes murked with the sywbol §, in which the requireacnts apply to
“country banks” oaly. In the laltur Btates tbese provisions do not apply
to banke designated or approved us reserve depositories, not located in
feverve cities, or located 10 ¢itles of upecitic population ranges. For
pruvisions applicable to such “"non-country lLanks", pee Sectioo B, Tuble I.

y Composition of reserve required Cumposition of reserve required
tequired reserves on denund deposits . POt a bime dupositate .
Unitamm. Tifferent require- Either Becurities, Elther fecurities,
Etate requirements | ments ou-- Veult | bulances with bhalances with [Vault | balences with balances with
on demand and| Dewand Time cush [deposttory bunka]depcository banka, [cush fdepusitory bunka|depository banks,
time deposita| deposite |depositgt® or vault cash |or vault caghw## or vault cush {or vault cushw#es

(Per cent of deposits speciried) (Per cent of demsnd deposits) (Per cent of time doposits)
Alavana 15 ] [ 15 0 0 4 0
Alaska 20 8 ] 20 (] 0 8 0
Arizona 10 S 0 10 0 [} 5 0
Arkaosasd 315 ij 0 15 0 %/ 0 15 0
Californied 12 s J2/6 6 ° 31 0 4
Colorsdo 15 /] [\ 15 ] 4] 15
Conneoticut 12 ] ] 8 2 ] 0 [
Dalaware n 5 0 11 [} ] 5 ]
District of Columbia 16.5 5 0 16.5 0 0 5 0
Florida 20 0 [ 20 [ 0 2
Georgia 15 5 ] 15 0 [+] 0 5
Bawail 12 5 0 12 0 [} 5 0
Idaho 15 0 10 5 [} 10 5
Illinois (No statutory reserve requirements)
Indiene 12.5 3 Q 12,5 o 0 3 0
Tovad 7 3 1.05 5.95 o KT 2.5% °
Kansas 3/ 12.5 5 0 12.5 0 Q s 0
Keatuckyf 7 3 2.33 4.67 0 1 2 0
Louistans 20 ] [ 20 [} V] o ]
Maine 11 5 0 1u 0 0 5 [}
Maryland 15 5 [ &/ 13 0 o [} H
Maasachusettef 15 0 3 Y 6 6 .0 [} 0
Michigan 12 [} 12 [} [} Q 12
Minnesotod 12 5 0 12 0 0 $ 0
Minsissippif 15 T 0 15 4] ] T 4]
Missourif 13 3 [ 15 0 3 0 0
Moutanaf 0 [} 10 [} o 10 4]
Hedraskef 15 ] 0 12 3 0 Y 1
Nevada 12 6 [} pt4 0 o 6 [\]
Nev Hampshire 15 0 1% [} 0 [} 15
Nev Jersey 12 5 0 12 0 1] $ [}
New Mexicy 12 [} 12 0 0 12 [}
Hev York} 1 5 8 u 0 0 5 0
North Carolina 15 $ 13 [} (] ] [}
North Dekota 10 5 [} 10 0 [} 5 /]
Ohio 15 10 [} 13 [} 4] ] 6
Oxlahiomad 15 5 0 15 0 0 5 [+]
Oregon by § [} 15 ] ] 1] )
Pennsylvanis 1 6 [ 8.k 5.6 0 3.6 2.4
Rhode Island 15 0 6 9 0 0 0 0
Soutn Carolins T 3 Q T [} o k] 0
Bouth Dakote 175 9 7 10.3 4 K4 0.5
Tetnessee 10 3 (] 10 1] 0 3 [
Texas 5/ 15 5 0 15 ] o 5 ’ [
Utahf 15 5 1.88 1312 ] 1.8 315 4]
Yersont 0 8 [] 12 18 ] 3.2 k.8
Virginia 10 2 Q 10 [+ ] [ 3 [+]
Woahtngton 15 ] 15 ] [ [ [}
West Virginia 10 1] 2 8 [+] 1 [ [
Waconsind 12 0 8 'Y [ 8 §
Wyoming 2 10 ] 20 o 0 10 o
¥ T most Gases The percentsge vequiremente shown ere prosoribed In the Btate Jaw ilsel, Wierc the Lav s Danking suthorities to change

reserve requirements, the percentages shown ave, those which were actually in effect; the miniaum and maximum reserve purceuisges vhich may be
preacribed 1o those fitates ars shown in another toble.

#% The reserve. requirements shown in the “Time deposiLe” columns for Aritona, Californim, Comnecticut, Muasachusetts, Nebraska, New Rampshire,
Rhods lsland, Utsh, Washington, and Wyoming epply taly to eavings depoaits or to deposits iR the savinge departmenis of cocmercisl buiks ad
trust companies, Other time dsposits are subject to diffarent requirements, hut in these Btatcs such deposits In Btale cumoraisl bunke wd
trust oompanies are relatively ssall in cowparison with savings deposits or deposits ia their savings:departments.

#hagecurities eligible se reserves ave Unfted States Qovernaent obligations and, in soma gtates, Btate afid municipal obligatiuns.

g_-/ An unspecified “part of* the reserve must be in Lhe torm -of vault cash, There is & SO per cent reacrve requirement for banks in places with
less than 1,500 population, vith capital of $10,000 or more but iees than $25,000.

2/ Either vault cash or demand deposits with the Federsl iwserve btunx of tan l-‘;;ncmo. ¢ o 4 “

For trust companies Lha recorve requirements are 25 por cent of demand and per cent o eposite. .

B/ 1In the cass of trust companies 1/3 of Lhe reserves urninet demand deposits (5% of deposits) may be held in the form of securities as desoribed
above . .

5/ There 16 & £O per cent requirement for banks with capilal atook of leas thun $25,000.



Bk | (cont'd)

STATE MESURVE REQUIREMENTS FOR COMMENCIAL HANKS AND TRUST COMPANIES » JANUARY 1, 19062#

Secilon B--Requirements applicuble to bauka designated or approved ws
reserve depositories, located in reserve cities, or
located in clties of wpeelfic population rangea.

HKequired reserves

Conposition of reserve required
on dewand deposits

Compositioa of reserve required
00 time depositas®

State “Uniform Different require- Either balances Securities, Elther balances Securitieo,
requiresents ments on-- Vault [with depository| balances with Vault |vith depository| balances with
on demand and| Demand l Time cash |benke or vault |depository banks,| cash |banks Or vault |[depusitory banks,
tiwe deposits|depositsidepositans cash Or vault capht#t cash or vault cashwes

(Per cent of dsposits specified) (Per cent of domand’ deposits) (Per cent of time deposits)
Arkangas 20
Califoruls; 8 1 ° 8 2 o
Banks in places vith
populations of --

100,000 or more 18 5 1/9 9 [\ /1 0 13

Under 100,000 15 5 1/7.5 3.5 [} 1/ 1 [} )
Iovs 10 3 1.5 .5 ] &5 2.55 0
Kansas 12.5 5 0 12.5 [ [} 5 0
Kentuveky 10 3 3.33 6.67 [} 1 2 [}
Massachusetts:

Boston 20 0 ) 8 8 0 0 0
Hinnesots. 15 5 0 15 Q 0 5 [+
Kisalsalppl 25 10 4] 25 o 0 10 ]
Missouri:

Banks and trust companies

in places with populations of ~-
200,000 or moTe 18 3 Z 11 0 3 0 ]
25,000 to 200,000 15 3 9 0 3 0 ]
Moutana 15 [+] 15 Q ] IE 4]
Mebruska 20 5 -] 16 4 (] 1
Nev York:
Manhattan Borough, downtown ares 16.5 5 [ 16.5 0 0 5 0
Manhattan Borough, uptown area,
snd Buffalo 16.5 5 [+] 16.5 [} 1] ] 0
Elsswhare 1 5 )] 11 [+] 0 5 o
18 5 4] 18 0 [} 5 0
Utah 20 5 2.5 17.5 0 1.25 .75 0
Wisconain 20 ") 13.33 6.67 [ 13.33 6.61

# In most cases the percentage requirements shown are prescribed in the State law itself.

Where the law empowers banking suthorities to change reserve

requirements, the percentages shown are those whiach were actually in effect; the minimum and maximum reserve percentages which may be presoribed in those
States are shown in anothor tabla.

#* The raperve roquirements shown ian the "Tims deposits™ colwmns for Califoruia, Massachusetts, Nebraska, and Utah epply only to savinga doposite or to

deposits in the savings departments of cogmercial banka end trugt ccmpanies.

Other time depoaits are subjsct to different requiremsnts, but in thewe

Statas such deposits in State commercial banks and trust companies are relatively small in comparison with deposits in their savings departments.

##rgecurities eligibla as ressrves are United States Qovernment bbligations end, in some States, Stats and municipal obligations.

3./ Either vault cash or demand depoaita vith the Pedaral Reserve Bank of San Francisco,

NOTE: 1In Statgs not listed in this Seation or in this note, ths reserve requiremsnts shovn in Section A are applicable to all State cosmearoial banks mnd

trust gompanies.

reserve cities, banks in specified cities, and banks in cities with spoacified population, as follows:

Arkansas ~ The 20 per cent requirement applies to banka dosignated as roserys sgents.
California - The requiremonts shown above apply only to reserve depositories. For banks that ere not reserve depositories, looated in places with
population of 50,000 or more, tha requirements are the same as shown above except that the vault cash requirement is only 6 per cent and

the portion which may bo carried with depository benks is correspondingly larger.

in places vith population under 50,000 aee Section A.

JIowa - The requirementa apply to banks in reserve cities (designated as buch under the Pederel Rederve Act).
Kanses - A 20 per cent reserve 1s required agsinst demand deposits dus to banks; the 12.5 per cent requirement applies to Other demand deposits,
Kentucky - The 10 per cent requirement on demand deposits applies to banks in reserve cities. Thera is a 13 per osnt requiremeht mgainet demand
deposits for central reserve city banks, but there is no central reserve city in the State.

Minnesota - The requirements apply to banks in reserve cities (designated as such under the Federal Resarve Act).

_ﬁtuustm « Ths requiremenis apply to banks in places with population over 50,000,
Montana - The requircment applies to benks approved as reaserve dupositories.

Nebracka - The requiremente spply to bsnks in cities with population of 25,000 or more,
Oklahoma - The requirements apply to approved depositories.

Utah - The requirements apply to banks in places with population of 50,000 or more.
Wieconsin - The requirement appliea to banke designated aa reserve depositoriesa,

Source:

The requirements shown in this Section apply to banks deaignated or approved as roserve depoaitories, banks in central reserve or

For banks that are not reserve depositories, locatad

Legal Division, Board of Governors of the Federal Reserve System.



ABLE 2

BASIC €TATVIONY RESERVE REQIREMMINTS,

ACTUAL REQUIREMeNTS ON JANUARY 1, 1962,
AND NINIMUM AND MAXTMIM KEGUIREMENTS PRESCRIDED BY STATE LAW, FOR STATE COMMERCIAL BANKS AND TRUST COMPANIES
IN STATES IN WHICH DANKING AULHORITIEL ARE RMPOWHRED TO CHANGE RESERVE REQUIREMENTS

Per cent of demand deposits

Per cent of time deposits

State
Busic | Actua) Minf{mys | Moximan | Basle | Actunl | Mintmm | Maximm
Alabana 1/ : 4 1 5
Arizoma 10 10 10 20 5 5 5 10
Arkensss 2/ 3/ 15 15 15 FR 15 15 15 R
California:
Banka in places with population of ~-
100,000 or more 18 18 13 FR 5 5 5 R
50,000 to 100,000 & 15 15 15 ¥R 5 5 5 R
Elsevhere 12 12 12 FR 5 5 5 FR
Comnecticut 5/ 12 12 12 2h ] 0 ] 0
Dalavare 7 1 1 R 3 5 3 L]
District of Columbia FR 16.5 FR ¥R R 5 m "
Kentucky:
Roserve atties &/ 10 10 0 2 3 3 3 6
Elsewvbere 6/ 7 1 7 1h 3 3 3 6
Naine 15 1n * ¥R 0 5 [ R
Naryland 15 15 15 30 FR 3 5 3 6
Massachusetts 5/:
Boston 20 20 * » 0 0 [} 0
Rlsevhere 25 15 * * 0 0 [ 0
Michigan 2/ 12 12 12 2% 12 12 12 2k
Ninnesota™ 12 12 12 FR 5 5 5 n
Nevada 10 12 10 » H 6 5 *
New Haupahire 15 15 * ® 5 15 11 /135
Nov Jersey 15 12 15 30 FR 3 ) 3 m®
Fev Mexico 2/ 12 12 12 15 12 12 12 15
New York:
Manhattan Borough, downtowva ares 10 16.5 10 FR » 5 ] R
Nanhettan Borough, uptown ares 10 16.5 10 R » 5 [ ]
Brooklyn and Bronx Borougha 10 1n 10 i . 3 o R
Buffalo 10 16.5 0 FR L) [ [*] R
Elssvhere ki 1n 1 m * 5 Q TR
North Dakots 10 10 10 20 5 5 5 10
Ohto 15 15 » * 10 10 . .
Oregon 15 13 12 30 5 5 L3 10
Pennsylvania 15 t » 30 1.5 6 * 15
Utads
large oities 8/ 20 20 20 LY) 5 5 5 10
Blsewhere 15 15 15 30 H H 5 10
Vermont 15 30 9 30 3 8 2 8
s 5 ® ng alons sign. tata law-provides maximm and/or minlmum ehall be the some &8 prescribad by Fedaral

authorities for member banks; mn tha uymbol appears with & percentage, the requirement prescribed by State authorities may not exceed
aither that percentage or the corresponding requirement applicable to member banks.

#  None specified in the lav.

Teserve on time deposits may consist of United Statea Qovernment securitiss.

The provision for changes in reserve requirements by the State Banking Board appliss only to time deposits.
_2/ In Arkansaa, Michigan, and New Mexico, identicel requirements apply to demand and time deposita.

}/ Neither these percentages nor the suthority to chunge requirements extends to banks designated as ressrve agents.
Danks is 20 per cent against demand and time deposits,

5/ Ths requiremeats apply also to banks that are reserve depositories located in pluces with popuiation under 50,000

Howvever, in Michigan ths sntire

Tha requirementa for such

2/ Bocause all but a relatively small portion of total time deposits of Connecticut trust compunies consist of deposits in savings departmente
and in the cane of Massachusetts truat companies, of aavinge depoalts, the zero figures for these States refer to such deposits, which de-
However, in Connecticut an actual requirement ot 5 per cent, with a pernissible
yangs of from 5 to 10 per cent, is applitable to time deposits in the commercisl deportment, und in Massachuselts the deiond depusis ruquire-
ment applies to certain tima deposits in the commsercial department.

poaits are exempted by statute from reseme requirements.

é/ The State lav preacrides higher requiregents for banks in ceatral rvserve cities, but there are no such citles in the State.

1/ ®he rangs of reserve requirements on time deposits in the commercial department is from 5 per cent to the Federal Reserve maximum, but the
nts of comzercial banks {6 the sama as fixed for savings banks, namely, 15 per aent, and

reserve requiremsnt on deposits

Attt
coB other

the reserve may consist of cash,

'8/ Banks in cities vith a pogulation of 50,000 or murc.

ROTE¢

s,. or obligations of the United States.

In Plorida (not licted above) the law provides that the Comptroller may from time to tims formilate and promulgate ressonable rules and

regulations -governing tha conduct of Sﬁam banks, vhich shall have the force and effect of lav, and he shall have power to enforce the aame.
This authority has never been used by thosComptroller to increase or lower bank reserve requirements.

Source:

Legal Division, Board of Governors of the Federal Reserve System.



TABLE 3

MEMBER BANK RESERVE REQUIREMENTS

(Per cent of deposits)
Net demand deposits 1 Time deposits
Effective date ' Central
Central Reserve Country reserve and Country
_ reserve city banks banks reserve city banks
city banks 2 banks 2

1917—June 21... 13
1936—Aug. 16. 19
1937—Mar, 1, 22%

May 1. 26
1938-—Apr. 16... 22% .
1941—Nov. 1.. 26
1942—Aug. 20.. 24

Sept. 14...

Oct. 3.....
1948—Feb, 27..00iuevaanes

June 11.

Sept. 56. .,
1949—May 1.

June 30

July 1.

Avg. 1} . 5304

16.
18.

Sept, 1....
1951—Jan. {é

Feb, 1.........
1953—July ;
1954—June 16.

24,

July 29.

Aug. 1.
1958—Feb. 27.

Mar., ...

seesrasrsene
sssscssavene esss|ssresesncece
esessassensn

17.000000na .

A,..
<1960—Sept. L....ivenennss .
Nov.24......co0v0s . 16 12

Dec.
1962—Oct. 25; ........

OVe lecosroes seesofosrvisansnas

tesscrasnsee]ae
esesasscrsee

cesssacrsnae

Ineffect Jan. 1, 1963.....c0ufvenaraiensen

Present legal requirements:
IMUMecaareianeiaonanes 322 14

AW
(-]

1 Demand deposits subject to reserve requirements which, beginning with Aug. 23, 1935, have
been total demand deposits minus cash items In process of collection and demand balances due from
S!omesgcl%inks (also minus war loan and Series E bond accounts during the period Apr. 13, 1943~

une 30, .

2 Authority of the Board of Governors to classify or reclassify cities as central reserve cities was
terminated effective July 28, 1962.

From Aug. 23, 1935, to July 28, 1959, the minimum and maximum legal requirements against
net demand deposits of central reserve city banks were 13 and 26 per cent, respectively, and the maxi-
mum for reserve city banks was 20 per cent.

Nots.—All required reserves were held on deposit with Federal Reserve Banks, June 21, 1917,
until late 1959. Since then, member banks have also been allowed to count vault cash as reserves, as
follows: Country banks—in excess of 4 and 2% per cent of net demand deposits effective Dec, 1, 1959,
and Aug. 25, 1960, vely. Central reserve city and reserve city banks—in excess of 2 and 1 per
cent effective Dec., 3, 1959, and Sept. 1, 1960, respectively, Effective Nov, 24, 1960, all vault cash,

Source: Forty-ninth Annual Report of the Board of Governors of
' the Federal Reserve System, 1962, p. 161.
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. What level and structure of reserves beld by finsncial insti-
tutions will offer the optimum incentive to full employment of the nation's
resources, price stability, and seculer growth? - No one haes really answered
this question. However, most knowledgesble, interested persons who have
addressed their attention to the proper role and structure of commercisl
bonk reserve requirements have concluded that present deay requirements
are not what they should be. Apparently it is widely felt that the present
form of requirements exists largely because of historical éonsiderationa
which no longer epply to our money and banking society. -
The Americaen Bankers Association (1957), ‘the Commission on
Money and Credit (1961), the Advisory Committee on Banking of the Comp-
troller of the Cuwrrency (1962), end the President’'s Conmittee on Financiel
Institutions (1963), have all called for drastic change in the structwre
of legal reserve requiremants. Interestingly, there is very little
evidence presented in all this work that legal reserve requirements are
necessary at all. ~ At leagt there is little attempt to ‘provide such
evidence. All of these studies have resulted in e call for more unie-
formity in legal reserves.l All but the Americen Bankers Associstion
study recommend that all Federally:insured commerciasl banks be subject
to Federsl requirements. All the studies have denounced the present
geographlical basis for eatablishing teséfvéa for member banks.
Legnl reserves of financial institutions are conmsiderebly more
important than would be supposed by leymen unexposed to fundamentel
poney. and benking theory. They affect our economic growth, they effect

government revenue, they affect the growth, earnings and safety of the

: lonly about 18 per cent of state-chartered benks presently
belong to the Federal Reserve System.
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institutions subjected to reserve requirements. Unfortunutely, changes
in legal reserves cffect competitive positions so comprebensively that
it 1s very difficult to ahid suspicion that this or thet viewpoint is
entirely objective, It 15 also difficult to edvunce one's own viewpoint
without (1) adbering to & traditionzl concept which would be contrary
to economic progress or (2) calling for a drastic change which might
bring financiel bhurdship or even ruination to large clesses of insti-
tutiong.: Supply of over-all money end credit in the United States has
come to be a "public” function; however, the ownership of the underlying
capitel which mskes this poseible 1s private. Any change will benefite-
or hurt-=some more than others. The question of change therefore .
involves degree as much as substance, and a step by step approach may
be the best way out of the Jungle of the varying reserve requiremsnts
vhich apply today in this country. The Heller report in 1its advocacy : -
of graduated reserve requirements based upon a commercisl bank's size,
evidently envislions this procedure as s stepping stone end not s perma-
nent, solution to the problem presented by the morass of Federal and state
laws which are themselves products of imperfect evolution from the deys

of the liquidity reserve.

B Sco;gé of‘ the Paperr -

. The principel aim of this paper is to present ell the recent
proposals for changes in commercial reserve requirements, which are
conveniently quoted end described in one places : The evaluations provided
herein are necessarily vulnerable and rether cursory. .The supposed
effects of adopting such chaxigea cannot be based upon mathemstical

certainties or pest statisticel evidence.  Furthermore, the side issues
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or related topice such es competitlive relationships among the finencisl
institutions, Federasl supervision, Federcl deposit insurance, role of
the central bank, or the open market mechanism for credit control can
only be mentioned here and there when 1t appears these considerations
belong with bank reserve considerstions. The side issues sre not

primarily important in this peper. These things are clearly ralated

10 any consideration of what commercial bank legal reserves should bej
they are timely and interesting subjects, but there is not cepacity to
treat them here.

One cannot begin reaslly to disentengle the complicated system
of bank reserve requirements without a thorough understending of how the
various requirements and mechsnics for maintenance of legsl reserves came
to their present state. This, however, is not an historicel account.

The student of money end benking is fully supplied with economic history
in his undergraduate studies and texts. What is attempted here 1s a

kind of editoriael report on current propossls. Undoubtedly there will

be revislons in our banking laws. lLittle improvement can be sccomplished,
hovever, unless this segment of private enterprise can recognize what

are 1ts own shortcomings and which of the lews under which it operates
are unsatisfactory. Then it must interest the public in an up~to-date
banking system. Since the general public lacks sufficient educationsl
background to cope with money and banking problems, the banking community
probadbly must do the Job of correcting any feaulty legislation.

There are three originsl end complete sets of current propossls
for changes in reserve requirements. These ere the American Bankers
Asgociation plan (1957), the Commission on Momey end Credit recommen-

dation (1961), and the Fresident's Committee on Financiel Institutions
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or the Eeller recommendations (1963). These will be quoted, described,
and evaluated in verying degrees. Their svaluation will consist of con-
sidering their effectiveness (in corre:ting inequities or deficiencies
in present laws), their administrotive effects (as to the central bauk
as well as to the commercial bonks), and their structural effects
(changes in organization of the commercial banking system). There 18
some duplication and overlapping of proposals among the results of the
three study groups. . Although each group's recommendations which pertain
to reserve requirements will be fully quoted,; repetitious discussion is
avoided. For example, the Heller report (and this paper--in discussing
it) deals with reserves sgeinst time deposits, and 5o does the ABA plen.
However, little is sald reganung this under:the ABA section. ' This .
procedure is explained appropriately in each chapter., -

A report made in 1962 by the Advisory Committee of the Comps
trollar of the Currency entitled Nationzl Banks and the Future, better . -

known as the Sasxon report, included recommendations substantially equsl
to those contained in the earlier ABA plan. Chapter IV is quite brief
for these reasons. .

- .Thera is & proposal described in Chapter VII for changes in
the reserve pettlement periods (Msrch, 1964). This appears to be quite
interesting since it involves correction of s mechanical deficiency in
the present reserve réquiremnt system. This apparent deficiency has
existed for nearly 50 years, almost unnoticed; yet the new proposal
vould~-in the eyes of its authorse-~facilitate a substantial improvement
in administration. It is the most current of the proposals here discussed,
baving been scquired from its authors for this paper prior to its publi-
cation in the March 196k issue of the Journal of Finance., ' -
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Anothexr unpublished paper concerning statistical anslysis of
the effects of the Heller recammendstions on various classes of United -
8tates commerciel banks is the basis for Chapter VI, . This -inspired -
this writer to e brief further analysis of effects of the CMC recom-
mendations upon the various clesses of banks. - There uare slso included
in Chapter VI the supposed effects of the Heller and CMC proposals upon.
Virginia banksa grouped into gize clussifications.

Chapter II deals with the ABA plen. While wishing to scrupu-
lously evoid en historical and doctrinal approach in writing this paper,
it seems necessary to discuss the events surrounding the 1959 Con-
gressional Amendments to Section 19 to the Federal Reeerve Acts:: Bince
these changesin law followed end lorgely result from activities of the
ABA, 1t seems eppropriate to begin Chepter II with soma discussion ebout
the net borrowed reserve positions in which banks found themselves during
the 1950~1959 period and which princivelly gave risa to the ABA ectivity.
It elso gives us an opportunity to exemine some cwrrent factors affecting
reserves, ond see how the central bank in this instence went' about
changing the structure of legal reserves so delicately es to preserve
un orderly supply of money snd lend stability to existing competitive
relstionships. We will wish to both describe the ABA plsn and review
the 1959 amendments. An evaluation will be chiefly directed toward
tvo ideas expressed in this study: (1) The clessification of benks for
reserve purposes should be abolished, end (2) a substantial reduction
4in legal reserve requirements should tuke place. The chapter closes
with u 1little discussion of "what level reserve requirements should be, "
L The recomiendations of the Comzission on Mi;ney and Credit are
the subject of Chepter III. In this chapter there are three principal
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idess examineds (1) changes in reserve requirements should be used
‘sparingly, (2) wniversal membership in the Federal Reserve System should
be required of all commercial banks, and (3) the time deposit reserve
‘requirement should be repealed. -

Chapter V deals witbh the Heller report of April, 1963. This
report--with the greatest amount of support from all interested segments
of the Federal government and perhaps representing the most practicel
approach to commercial bunk reserve requirements-~has had the least
attention of ell the gets of proposals. It was s conviction that the
Heller report deserved far more attention than it appears to have
received thet caused the writing of this paper. It seems almost incom-
prehensible that all the concerned government egency heads could agree
on a need for extending uniform reserve requirements to all commercisl
banks, a conclusion reached by a distinguished committee of industriel,
financial, and labor leaders three ye:-rs esrlier, snd yet that efter
nearly e year, not one bill hes been introduced in the Congress concerned
with this proposal or any other frem the Heller report.l Chapter V is
addressed to (1) volwntary membership coupled with wniform requirements,
(2) graduated reser#e requirements, (3) extension of uniform time deposit
reserve requirements to other savings institutions end the effect on
comercial banks, |

Together, Chapters II, III, and V form the basis for writing

this thesis: a stetement and brief evaluation of current and recent

Ie find Congress in early 1964 concerned with hearings on
appropriateness of ownership of capital stock certificates in the Federsl
Regerve Banks, sudits of the Reserve Banks by the General Accounting
office, and proper size cnd organization of the Open Market Committee,
anong other things.
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proposals for changes in reserve requirements. This 18 written with the
thought that too little has been said on the subject.

Chapter VIII concludes with the outlook for changes and a

questiont Do these proposels go far enough?



CHAPTER II
THE AMERICAN BANKERS ASSOCIATION PLAN

The Plan Described

The plah of the Economic Folicy Coﬁmission of the American
Bankers Associafibn which was published in 1957; eimed ot reserve
reduction asnd reform; mey not seem after seven yeérs to qualifj ag a
current pléh. Oﬁ the other hand the principsl wim, substantial reduce
tionlihyfequired réserve ratios, has not yet been put into effect.
Thefefofe; the ABA objectives are still in a sense current. Further,
iﬁg ﬁepbtt Bf the Adviabry Committee of the éomptroller of the Currency
(196é)>¥éVeaiéa the continuing dissetisfaction of the banking community
with'the 1959 changes 1n law. This report substentially repeatedksome
of the ABA suggestions.

The proposed program of the ABA will be discussed principslly
1n’terms of the general ideess that reserve requirements on net demsand |
déﬁbsits are too high and ihat geographical considerstions are no
lbhger'appropriate. The quéstion of legel reserves on time depoéits
ié‘diééubsed under the'Commiésion on‘Monej end Credii anﬁ the‘ﬁéllér

rePOrt‘sectiona.l The vault cash proposal has been written into lav.

SR lAlthough time deposit reserve discussion is deferred, it 1s
interesting to note thet the ABA recommended in 1957 e "nominszl reserve
of two per cent”’ against time deposits, in the event vault cash were to

7



(2)

- (3)

“ The ABA plen recommended the following:
)

Eventually reduce reserve requirements for demand deposits to
10 per cent. ' o
Authorige the Federal Reserve to vary the reserve requirement

for demand deposits between 8 and 12 per cent.:

- Eliminate geographical differences in reserve requirements for
" demend deposits.

)

Eventuslly reduce the reserve requirement for time deposits to

" 2 per cent.

(5)

Permit the inclusion of vault cash in legal reserves.

Our intent at this point is to consider the sbove proposals in

the light of "free reserve" conditions which prevailed in the latter -

part of the 1950's; the changes in law which were made in 1959, snd the

situation vhich now prevails. The evaluation of the ~undformity of

classification of member banks snd the substantial reduction ideas will

follow. .

The ‘chapter will conclude with some discussion of how one may

arrive at an eppropriate level of reserve requirements.

From 1917 to 1936 reserve requirements on demsnd deposites were

respectively 13 per cent, 10 per cent, and T per cent for central reserve

city, reserve city, and country banks. A three per cent requirement

obtained on time deposite of ell member benks. In 1934, following -

devalustion of the dollar in terms of gold, huge inflowe of gold from

become pert of legal reserves. It would have been "illogical,” it was
argued for banks to count all of their vault cash as reserve sgainst
net demand deposits "including the portion now held to teke care of the
operating nceds of their savings deposits . -....this would mean that
banks with savings departments would benefit unfeirly.”  Since the
Baxon report in 1%2 recommended complete sbolishment of reserve
against time deposits, it 1s understood that the ABA now agrees with
this later proposel, however.
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abroad occurred. Excess bank reserves soared to such levels that central
bank policy was useless as it applied to eatablishing oppropriste money
supply levels through affacting bank reaerves.1~ The war .end postwar
years were periods of "controlled" government security prices,

In the eerly fifties, the central bank was once egain in charge
of monetary policy following' the now famous Treasury-Federal Reserve
accord of 1951, . From 1945 to 1957, commercial bunks increased their
loens by $67 billion and reduced their holdings of government securities
by $34 billion. This not only raised loan-deposit ratios shorply. (to .
the highest level since the early 30's), but also reduced member banks'
liquidity since the reduction in security holdings was chiefly in the,.

- short~term governments. Between 1946 and 1956, gross national product -
expressed in constant 1947 dollers increased 42 per cent. In the some
period, bank loans rose almost 250 per cent.? The rise in demend . .
deposits of member banks was 1k per cent from mid-1951 to mid~-1957.
Time deposits increased by 49 per cent in this per:lod.31 How could ‘the . .
legel reserves needed for the projected continuation,of,this rise in
deposits be provided? This was the question raised by the ABA, .. .
Certainly an inflow of gold wes not to be .expecﬁed._ . In oxder to . .
provide the needed reserves thro@ System open market purchases of
United Btates govermment securities, the Federal Reserve would need . .

to expand its holdings by $7 billion in the coming five years. . The - -

= 1In 1940 member banks' excess reserves vere sbout 90 per cent
of legel requirements.
o QMurray' G. lee, "Why Reserve Requirements Should Be Cut, "
Reprinting from Banking, Jownal of the Americen Bankers Association,
(Pebrusry, 1958). '

31bid.
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ABA reasoned that this would put pressure on the Reserve Bank's own gold
‘reserves and eventuslly impair the independence of the System in its
relationship to the Tressury. - Another reason for not relying on more
purchases of securities by the System was alleged to be that‘a further
reduction in the supply of liquid assets held by the private economy
would be unwholesome.

' ‘The plen emphesized the inequities of the existing system of
bank clessification according to geogrephicel considerstions. This ves
said to be based upon an historicel accident. ' There were times in the
early history of Federal Reserve and before, when banks in outlying = -
-districts kept 1iquidity reserves in city banks which in turn mainteined
reserves in New York, vChicago, end 8t. Louis. The resulting pyrsmid of
reserves celled for mbore' lié,ﬁidity on the partof bénksbz;t the apex.
When the Federal Reserve System was established, it was thought that
reserves should be mobilized in the central benks, but the importance
‘of the financial centers in continuing to attrsct deposits wes recognized.
Thus, the geographic clessification of baonks for reserve purposes was
preserved.  In later years the distribution was justified on grounds of
greater velocity of deposits in large city banks and‘ the greater re-
sponsiveness of these banks to credit demands. -

" Centrel reserve éity and reserve city banks would benefit most
from & reduction in legel reserve requirements ageinst demsnd deposits
to the 10 per cent level envisaged. Country 'benks would gain most from
ithe reduction in time depoeit requirementa and the vault cash allowance,
since traditionany they have had larger proportions of thelr assets
end lisbilities in these forms then have city benks. TheABA expected
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that the three classes would benefit equslly 4in & general sense with
some greater adventage for smuller reserve city banks. -

A prompt denunciation of the ABA plan was forthcoming from the .
"100 per centers."t. It was pointed out that a $9.8 billion decrease in
required reserves would have to be offget by System open market assles
of $9.8 billion since the monetary authorities could not simply inflete
the money supply ovamight.a Professor Alvin Hansen called this a -
“windfell” for commercial bonks eince they would, in effect,. be transe
forming $9.8 billion in nonearning assets (reserve balances with Federal
Reserve banks) into earning sssets (United States government securities .

relesgsed by the Bystem's open market accoumt). -

Pai'tial Reform vAn“xrid Ecohoﬁié Fluctuation |

The economic downtwrn of 1957-1958 caused the monetary suthority
to use its general powers vigorously to ease oredit. Reserve require-
ments by 1958 hdid slreedy been cut considerably from the 1953 level.
Central 'reae:ve city requirements had been reduced to 18 per. cent fram
24 per cent, reserve cilty requirements had been cut to 16-1/2 per cent
from 20 per cent, and country banks legal reserves lowered to ll per cent
from 14 per éent. Time deposit requirements were set at $ per cent for
all claeeses of banks in 1951&.3 The ‘American B.nkers Association's

J'A characterization of the ''Chicago School' of thinking which
suggests eliminating commercisl banking as we know it by requiring 100
per cent reserve against bank deposits, thus destroying banks' ability
to create money (demand deposits) and transforming them into simple
depositardes, = - o o o e STl vy i L,

2plvin H. Hansen, "Bankers snd Subsidies,” The Review of -
Economics and Statistics, (February, 1958), Hervard University.

3Reduced to 4 per cent in late 1962.
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. plcture of outmoded requirements based upon en originally more-than-
. pufficient money supply was thus not exsctly & trus one. Federal Reserve
euthorities reduced discount rates to 1l-3/4 per ceat in 19568, ond supplied
- commercial banks with $2 billion of reserves through Bystem open market
. purchases, in addition to the finds released by the lowering reserve
requirements which emounted to an additionel $1.5 billion in 1957-1958.
In 1958 the commercial banks experienced three things which led
. 1o very tight reserve positions in spite of rapid easing zction by the
monetery suthority. Demand deposits of banks increased by $5 billion,
‘time deposits by $8 billion, and the outflow of gold wes greater then it
_ ever had been--over $2 billicn. . In consequence benks found .themselves
 once again in a net borrowed reserve position at the and of 1958 having
- borrowed heavily during the year.
~ In early 1959, three changes in Section 19 of the Federal
Reserve Act were included in a bill before Congress which was favored
by the Federal Reserve Board. The changes would: SRR
(1) Permit member banks to include all or part of their veult cash
holdings in their required resaerves;
(2) Set the range of reserve requirements for central reserve city
banks (in New York and Chicago) at 10-20 per cent instead of
_ the previous range of 13-26 per cent; .. .
(3) Permit mdividual banks in a central reserve city or reserve
- “city to carry the 1ower level of .1ega1 resexves est.abliahed
»for reserve eity or- country banka, reapeetively, 11' the
"character" of their bueiness made this appropriate.
. The Board noted that in 1917 vault cesh was discontinued as a

part of legal reserve of banks in an attempt to mobilize gold reserves
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in the Reserve Bonks. It seid thet now veult cesh and gold supply ere
unrelated, now'caahvand reserves are both interchengesble and limit
credit, and the Reserve Banks would enjoy benefits of larger holdings
of cash by members since less money would be transported and handled by
the Federal Reserve; also, lerger holdings of cash dispersed around the
country would facilitate exchange in an emergency'.l' Of grectest
importence, counting of vault cash as reserves it was claimed would =
correct insquities arising from the need of same banks to hold 1argér‘ 3
emounts of cash for operating purposes. The lower reserve requirement
limtts (10-20 per cent) supported by the Board of Governors for centrel
reserve city banks (Ne.r York' and Chicago) would equate theiif require-
ments with those for reserve city banks. it‘waa ’felt' théﬁ thet;xpper
limit would provide plenty of room for any foreseeable mcreaaes in
sctual required reservea.a - R )

Public Law 86-114, approved July 28, 1959 R provided for these
three emendmsnts to the Federal Reserve Act, with the additional pro-
vision that the classification "centrel reserve city benks” be abolished
in 1962. This was very appropriate in light of the incressing simi< =
lerities in cherascter of business between New York and Chicego banks on
the one hand, end large reserve city benks on the other. Congress also

set the upper limits for both reserve city and central reserve city benks

1, Canby Balderston, Vice Chairman, Board of Governors of the
Federsl Reserve System, Statement Before Benate Banking and Currency
Committee, March 23, 1959. Experience has not borne out all these
adventages claimed ‘o,,r supporters of the vault cash amendment.

2Ibid.
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at 22 per cent with a minimm of 10 per cent (rather then the 10-20 per
cent recoxxxmemied):L o | | o |
~ Teble b providaa an interesting Pict.ure of the fectors affecting" B

reserve poeitiona of member banka over the months during which these

{

mf@“ were 1m1>lemented. S S R |
'I'hese reserve requiremant refoms of 1959 were mterpreted by

the nation' s 'banks asg & step toward their goale; 'but they were not. enough,

»»»»»» “

principelly bscause they left higher levels of nonearning assets (legal

reserves) in the hands of the central benk than desired by t!he ABA, The

ABA report of 1957 had ended with the following: edmonttions e
l

‘s o o the Comnission wishes to stress: the necessit.y of
adopting & comprehensive approach to the reserves problem,
instead of desling separstely with different aspects of it.
The need is for & broad plan for overhauling the reserve
structure., BSpecifically, it would be a serious mistske to :
enact legislation chenging the statue of vault cash without SR
coupling this provision with other equally desirable changes
affecting the distribution of the reserve burden, (Itglics

supplied.)

: It 13, therefore, obvious that the 1959 chansea in law must .
L | W
have»—in the eyes of the ABA--—represented a "patchwork refom. The ‘.
l
1957 study was, ine sense, slngularly oriented toward conditions which

would afford great.er earnings for the banks - At the Banme tme it was
quite comprehensive and yet vritten 1n 8- layman s language. “Two- aub.jects-w
of mport.anoe to the student of reserve requiremnts are treated :m the

ABA study.  One 18 the question of fixed versus variable reserve ratios.2

AR R

1 Implementation of thﬂ 1959 Act on Reserve Requiremente, ,
Federal Reserve Bulletin, December, 1960. . ' L

Ly

2For example, the fixed ratio of four per cent now preveiling
against tine deposits end the varisble range egainst net demand d.eposits
within which the Fedﬂral Reaerve Board. 13 authorized 'by daw. to make .

changes.



TABLE 4

FACTCRS AFFECTING RESERVE POSITION OF MEMBER BANKS,
NOVEMBER 25, 1959 - DECEMBER 1k, 19601

* ‘(S1gns indicate effect on net free reserves)

‘ ' ‘ S " | Bi1lions of
~ Fector and type of bank . dollers

Federal Reserve actions relasted to vault cash and
reserve requirements:

Comtry benkss -~ - - - . : : .
Permission to count vault cash « « s ¢ ¢ ¢ o o & & +1.5
Increase in reserve requirement percentage | .. ;

(fmntomp@r cent) ® s e o o s e s s e ¢ » -0.h +1.1

Reserve city banka: : E o . ,

- FPermission to count vault cash .+ ¢ o ¢« o o o ¢ o« & +0.7
Centrel reserve city banks: ' ' T
Permission to count vault cash . ¢ o & 6 o 4 0 & o +0.2

~ Decrease in reserve requirement percentage
(fro’ﬂle to 16"1/2 rer eent) L B I RN ST I +0-)+ +0n6

Banks in centrsl reserve and reserve citles given
. permission to caryry reduced reservest DR

Amount of reduction in requirements .« « « « ¢ + o & - :22
Totel reserve funds released by sbove actions 42,5
System open market purcheses of Government securities (net)| =
‘Total reserves supplied by Pederal Reserve actions | ' +3.2
Reduction 1ng°1d. gstock * ¥ s e s e b s 00 8 4 0 s s TR -1.6
Increesse in currency in circuletion « « « o o s o0 o o o 0.6
Changes in other accountse-net effect on reserves3. e oo _(2)

Change in net free reserves (excess reserves less

bom”ings) ¢ 8 ¢ e & 5 4 4 e s 8 8 o s s e e o o @ cc S ::4'100
Excess reserves (increese) o + ¢ o« o« o s ¢ 0 ¢ ¢ o o 0.3

Borrowings(decreaee)............-... 0.8

1Changea based on averages of duiiy figures for two-week periods
~ending on these dates.
aLgaa then $50 million.

: , 3Repreaents.changps in: Federsl Reserve float, Treassury currency
‘outstending, Treasury cash holdings, deposits (other than member bank
.reserves) with Federal Reserve Banks, and other Federal Reserve Accounts;
also includes $100 million increase in required reserves resulting from
change in deposits (as if deposits in December, 1960 had been subject to
1959 reserve requirements). . | . .. .

- Bource: "Implementation of th311959 Act:on Resafve'Requiréﬁenfs,"-Federal
Reserve Bulletin, (December, 1960), p. 1330. -
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The other concerns reserve trestment of interbank deposits and reserve
credit for "Dus From Benks."! The ABA doas not’ propose any changes in
these importont areas of mechanical reserve procedures, and this peper

will eccordingly not examine this portion of the reserve question.

Evalustion of the Uniformity Proposel®

The elimination of clapsifications of banks for reserve pur=. .
poses 18 recomnended by all the groups associated with the propossls
roeviewed in this paper, Some reasons for this propossl ere readily
apparont.

Reserve sattlement periods for reserve city banks are weekly;
for country benks the periods ere bivweekly. The origin of this arrange-
ment seems rooted in a compromise of various practices which prevailed
smong the Reserve banks before 1919.3 The practice was probably not .
originally based upon any monetary consideration since day~to~day-
"defensive" open market actions were foreign to the System at the
time. As it stands, reserve city banks' required reserves are based .
upon & daily average figured over a seven day period which ends each
Wednesday, Cowntry banks' requirements are calculated over a two-week

reriod ending every other Wednesday. The required percentages are

dthe Uniform Reserves Plan of 1548 proposed that in a corre-
spondent banking relationship, a reserve credit to a creditor bank equal
to the resexrve which the debtor bank has to maintain agasinst its inter-
bank deposit.

2Thé structural effects of the \miformity of resem require-
ments are principally examined in Chapter VI. ;o

3When the System was established in 1914, eocch Reserve bank
wes free to prescribe its own settlement per:lod.a



e
. caleulated egainst the daily deposits averages over " the i)éﬂod.  Uniform
- requirements would thus eliminate the inequitsble end’ the 'scmewhat more
sdministratively difficult system afforded by different settlement '~

. pericds.

‘The classification of member commerciel banks into reserve
city snd country bank groups also 18 todey the result of a compronise
‘between historical precedent on the one hand and on the other, a desire
on the part of the monetary authorities to take account of deposit turne
‘over and the kind of credit needs served by individual banks. The 1957
ABA study provides s seerching analysis of the historical basis for -
"differentiel classification and contains persussive evidence to show.
that the geographical origins still substentially used as a basis for
classifying banks are entirely without merit. The study insists thot
"even if one can accept the questionable argument that extra liquidity
reserve backing i¢ needed for banks écting ss depositaries of other
banks, .the geographicel basis does not achieve the desired results.
‘It is adaitted that reserve city banks as a group hold a much larger
‘proportion of their deposits in the form of interbank balances; but
this proportion hss become smaller, and banks in several cities not -
_classified as reserve cities hold larger proportions of interbank
‘balances than those in some reserve cities of comparable size.

" The classification system which prevails today 18 more
flexible than the one which existed in 1957, but the basic objections
remain and the criteria ars quite conplicated. Generally speaking, :
':claasification procedures today place in the resewe city category: -
‘(1) Banks locating any of their offices in a c:!.t;y in which & Reserve
’banls or branch 1s located, (2) Banks locating eny of the:l.r offices in
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a city in which member banks of the city hold as much as 2/5 of one’
per cent of the total of all balances due to banks, (3) Banks locating
any of their offices in a city in which local member banks hold 2/5 of -

one per cent of total demand deposits of a1l United States member banks,

(4) Benks locating offices in a city in which one member bank holds

1/4 of one per cent of all the demand deposits of United States member
banks. Activity or turnover of deposits is not considered when origi-
nally classifying benks in reserve cities.. On the other hand, individual
benks in reserve cities may apply to carry the reduced level of reserve
specified for country hanks; in considering their request, the Faederal
Reserve Board does consider the turnover of deposits for tne individusl
bank making application.l Other factors considered include proximity

of the applicant bank to the financial area of the city, -number of =
banking offices, size of the larger individual depositor accounts, -
whether the bank purchases and sells in the short term money market, i
smount of deposits consisting of other banks' depositse, and--in general--
the character of business of the bank. Seemingly, the ebove procedure '
is an attempt more to classify banks on the basis of preserving relation-
ships between banks than to take monetery considerations into account. -
It might be argued thet individual banks which can cleim to be 'emall"
by comperison ere encourasged to compete wnfeirly with their lerger -

¢ity fellows. For these reasons it is felt that sizable administrative

o JRegulation D of the Board of Governors provides for banks in'
reserve cities to carry the ‘legal reserves prescribed for country banks
(12 per cent sgeinst net demand deposits in lieu of 16-1/2 per cent) if
the Boerd deems it ‘'reasonsble and appropriste’ in view of the character
of business transacted. . » « In the Fifth District (Richmond), only
two banks applied for such relief in 1963; these were newly chertered
national banks.
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difficulties exist in having to reclassify banks under this complicated
formuls and inequities are inescapsble. Of all the mechanicel aspects
pertaining to legal reserve mointenence, the latter criticism seems the
‘most Justified.l It mey be thet the Federal Reserve Board wishes to
retain the clessifications in order that 1t may deal with concentrations
of exbess reserves in the larger cities more selectively.

Consideration of central bank services creeps into elmost sny
discuésion of legal reserve treatment of the various classes of come
mercial banks in the United States. Some services are rendered country
banks which reserve city banks do not enjoyg @.ge, free safekeeping of
securities, prepaid delivery of currency and coin. On the other hand,
banks in cities where Reserve Banks Or branches are situated receive
earlier credit in their accounts for checks sent for collection because
country‘banks and other reserve city banks must suffer meil deleys.
Thesé end other details would requirc considerztion in conjunction with
adoption of uﬁiform reserve requirements, |

In summary, there seems little to commend a system of favoring--
through reserve requirement differentials~-the "country” benks of the
nation. There seems little more reason to preserve "existing relatione
ships" between banks than there is to impose a progressive tax on the

gross sales of e grocery chain--merely to preserve the country store.

lA statement of the Federal Reserve Board in opposition to
the proposal (considered by the 86th Congress in 1959) that the central
regerve city clessification be sbolished reveals the Boerd's reasoning
"4n wishing to retain the differentisls smong banks for purposes of
monetary policy.
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The Bubstential Reduction Proposal -

The ABA‘s desire for substantially lo%r resem requirementa
muat now be considered in terms of geveral criteria. A tendem.y on the
part of some bankers to argue for lower reserve requirements in t.erms
of narraw intereats is revealed by the following letter written by t.he '
president of G national bank in North Carolina to the Committee on ..
Banking and Currency of the United Stutee Senate on March 25, 1959'

Speaking 88 a banker with 48 years ‘in banking end now

- ypresident of e national benk end member of the Federal '
_ Reserve Bystem that [sic] we are penalized for being a
“member. .+ s+ We . . . 8are required to set up our reserve
in the Federsl Reserve Bank with no remuneration except an
" occesional shipment of currency express charges free,  And; '~
in eddition to that reserve, we are required to keep money
“~in our correspondent banks ‘end cleer through those member
benks who charge the life out of us for clearing nonmember
" - -bank checks. .+ . . this excess kept in the Federasl Reserve
~ bank as & reserve requirement is that much lost to us in
“4income which amount should be invested in govermment bonds *
or loened to our customera.l

Eopef\xlly, not all bankers are 80 lecking in understending of
the purpoae of the reserve requirement. Still, in spite of ita compre-
hensive and conaervative nature, the !BA study has eomething of the
North Carolina banker B preoccupation with benk earnings.

First, what ie t.he effect on the money Bupply of a given change
in requirements? Secondly, is auch a change in the interest of sound
economic growth for the United Statea? Third, how .till the pmposed o
level of reservea affect the safety of the banking syatem, and what

efi'ect aill it. have upcn public service, upon growth of banking, upon o

1Member Bank Reserve Requirements, Hearings Before the Com- .
mittee on Banking and Currency, United Stotes Semate, 86th Congress, .
1st Session, on B.860 end 8.1120, March 23 end 2k, 1959 (Washington:

1959), D« 9.
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competitive relationships? - Just what is the optimum level of reserve
requirements over the long run?

- The ABA concludes that reserve requirements can be xreduced to
10 per cent of net deménd deposits. It contends thet present require-
ments are s result of sn historical eccident--the gold inflow of the -
thirties~~-and that these are much higher then needed for monetsry control.
Also, central bank holdings of governuent securities are sufficiently
Jerge to cope with eny redundant bank reserves by sales from its account.
Indeed tha System's holdings, it 18 said, ere too large, and thus they
could be used to offset any undesireble effects on bank reserves of
lowering present requirements to the 10 per cent level. This would -
provide the commercial banks with needed liquid assets; snd, of greuater
importance, to the ABA, additionsl reserves would be needed over the -
coming years. to provide for natural growth of bank credit and monay.v
The only alternztive would be for the "Fed" to edd to its elrsady - = . -
"axcessive” portfolio of government aecuritiea.l ,.‘Finaily. the ABA
argued, the nation's commerciesl benks' relatively emsll ratios of net -
profite to caepitol sccounts ond declining ratios of capital accounts to -
risk assets should be considered in setting appropriate. levels of rsserve
requirements. These legel reserves constitute nonearning assets of com-
mercial banks and “excessive’ reserves damege banks'' growth abilities.

- What 48 the precise level of reserve requirements needed in the
United States? Obviously this is not easy to determine.  The treatment

efforded this question by the ABA epparently consists of (1) en argument

-  lmne Bosrd of Governors' Anmual Report for 1962 shows roughly
$30 billion in SCMA, This may be contrasted with $17 billion in total
Yalances of member banks held by the Reserve benks, -
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that present levels are too high, (2) & propossl that requirements be
reduced to 10 per cent, and (3) statements of the benefits which would
ensue. The ABA study fails to exemine any foreign benking structures
to find materiel for its thesis. 'I'l;e present paper also lacks such
material. The ABA work also J.ecka en enalysie of the reaults of various .
higher or lower reserve requirements in terms of achieving the benef:lciel
results claimed. In other words, the selection and prolposel of the |
10 per cent level seems almost erbitmry. True, the ABA recommends a
continuation of variable ratios w:lthin an 8-12 per cent{ renge, 'but how
was this errived at? Wby not 6-10 per cent, or lO-lh per cent'l

This writer has feiled to find any empiricel date releting
reserva balances maintained with the central bank to the clearin g
balances which member banks neceeaarily meintein to ussure continuity
in peying for checks, money ehipnents, bonds, and transfers. It herdly
secens poesible for 8 mem'ber ‘bank to maintain less 'balance with a Reserve
bank than is neceaeary to meet its debits. Wbet 15 this reletionship?
For the months of October, November, and December, 1963, total debite to
reserve accoum;s of the 271. banks 1n the Federal Reserve Bank of Richmond
(Bbad Office) territory were added eech busineae dey The eggregete

reserve 'belances each day vere aleo added for compereble monthe., For

- P e —- _._......._J o o 3 semm s o v

the three mon'chs, t.he retios of total debita to total reserve baltmcee
were T2.0 per cent, T73.2 per cent, and 72.9 per cent. If the mid-point
of T2.6 per cent were to be applied to the ratio (14.8 per cemt) of
reserves with Federal Reserve banks (not including vsult caesh) to net
demond deposits for banks over the comperoble period, we might say that
a 10.7 per cent reserve would have been needed for temporarily adverse

clearing purposes slone. Teble 5 provides en interesting compuarison



TABLE 5

MEMBER BANK RESERVE ACCOUNTS - DEBITS AND BALANCES

BUSINESS DAYS OCTOBER 1 - DECEMBER 31, 1963

Federal Reserve Bank of Richmond.

(In Thousands)

Head Office
. : Percentage
Reserve of Debits
Date Debits Balence to Balances
October 1 $ 298,090 $ 419,148 1.1
2 283,628 434,785 65.2
3 297,105 443,550 67.0
4 277,202 bl , 148 62.4
7 359, 359 468,431 76.7
8 290,105 436,742 66.4
9 247,699 437,347 56.6
10 286,094 Lok, 145 67.5
11 267,479 441,425 60.6
1k 381,663 hok, 416 89.9
_ 15 317,416 429,989 3.8
16 286, Th7 451,994 63.4
17 345,573 432,546 9.9
18 291,451 437,367 66.6
22 302,319 411,618 T3.4
23 284,528 395,803 1.9
2k 308,579 411,199 75.0
25 280,299 427,237 65.6
28 402,219 407,826 98.6
29 300,244 413,016 T12.7
30 305,546 417,450 73.3
31 307;228 l"259233 T12.2
Total $7,109,435 39,876,604 72.0
Source: Plles of Federal Reserve Bank of Richmond, Besnk Accounts .

Department.
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"TABLE 5-~-Continued .

Percentage
- S ~ s Reserve e -of Debits
Date Debits Balance to Balances
November 1 $ 265,670 $ u437,318 60.7
. » | 380,221 ZobsT,907 | oo B83.0 .
6 495,592 369,477 , 127.2
7 280,827 . | . k47,726 . : 62.7
8 287,868 446,386 64.5
11 L 232,112 476,580 . - . 48,7
12 | 327,596 434,784 753
13 . 307,616 - | . hok,B06 76.0 .
L 307,158 430,364 V yp
15 | - 330,290 hi5,699 - Tha
18 - 435,547 451,960 96.4
19 . - 331,826 fe 739819 - .83.3
20 266,020 420,312 63.3
21 - 266,841 . ~ 433,780 61.5
22 289,603 LY, 676 65.1
26 " 506,611 1 410,396 123.4
27 63,007 ‘Lo7,968 15.4
29 - 306,397 423,014 -
© Total | $5,680,862 $7,761,312" 73.2
December 2 - $ 390,320 ' $ k41,267 . 88.5
3 331,461 426,850 7.7
Ly 297,199 L k29,618 . 69.2
5 , 299.136 429,414 69.7
6 279,882 439,363 - 63,7
9 331,229 - 4Bo,93k 68.9
0 | 26,2 - |- k5,179 7 99+3°
11 268,998 - k23,312 63.8
12 | - 293,565 - b2k, 78 - 69.1
13 264,063 N 460, 060 A 57k
16 - ho2,406 - | k72,350 . o 85.2¢
17 314,678 443,166 71.0
18 ‘305,801 . |- - )4,35-,&27. LT 27041
19 334,783 453,180 73.9
20 316,899 - | 7 kh6,951 - 7049
23 423,115 460,693 91.8
2k 295,577 - -b58,002 - |° . "6h.5
26 317,943 447,852 71.0
27 310,239 436,670 71.0
30 - 41k, 783 42,921 93.6
31 320,870 398,571 | - 80.5
S omotel | - $6,780,659 | 0 89,301,570 | T2.9°
BSource: TFiles of Federal Reserve Bank of Ricbmond, Bank Accounts
Department.,
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of book balances end debits in the Richmond ‘office reserve accounts for
these months, -

. The above 18 nerely a brief excursion. Better ground on which
to evaluate the ABA ples for lower requirements is found in'the work
of Warren L. Smith of the University of Michigan. His paper entitled
“Reserve Requirements in the Americen Monetary System" was prepared for
the Commissicn on Money end Credit.} The major considerations involved
1n choosing = level of reserve requirements are (1) the interest costs -
of the Tremsury in managing the Federal debt, (2) the level of bank.
esrnings, (3) the leverage of monetary controls, -end (4) the etructure
of public end private Ide'bt, -gecording to Smith.

Using verious reserve requirement levels nnd making certain
assumptions--including a 3 per cent unnual grcwf.h» in money supply, a -
30 per cent tax rate on holders of government securities other than the
Federal Reserve, a 90 per cent "tax rate” on Pederal Reserve earnings -
paid to the Tressury, s 3 per cent yield on governments, and a tendency
on the part of the public to.-hold 10 per cent of the money supply in the
form of coin and currency--Smith calculates changes in the Tressury's
net interest costs from the 1959 cost level. A 12 per cent effective
reserve requirement would add sbout $9 million averaging over the ten -
year period while a8 30 per cent effective requirement would lessen
Treasury interest costs by $443 million a year or $4.4 billion over the
ten year period.~ Hence high legel reserves would substantially lower

Treasury costss . . .

Lorren L. Smith, Reserve Requirements in The American Monetary
System, Monetary Mansgement (& series of resesrch stuiies prepared for the
Commiseion on Movey and Credit, Englewood Cliffs, N. J.: Frentice Hall,
Inc., 1963). .

2Ibid., p. 221.
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- -Bank earnings are grestly affected by reserve requircment J.evels.
Assuming conditions of & tax rate on member bank earnings of. 43 per cent
and a8 1.6 per cent return on esrning assets (other assumption same as in
proceding paragraph), Smith again calculates for different levels of
-reserve requirements what change from 1959 levels would take plece in
total profits efter texes over the decade of the sixties., A 12 per cent
level would yield e $281 million incresnse in 1966 (over 1959); a 30 per
cent level of reserve requirements would yield only $96 million over the
‘earlier level.l Smith states that, whether explicitly or by defauwlti, the
-¢entral bank, through 1te qbility to change reserve requirements, has a
policy with respect to earnings of the bonking system. In raties of met
profits after taxes .to total net assets, commercial banks achieved a
.10 per cent average return from 1953_ t0 1958 compared to 10.6 per cent
for all industries. In 1958 benks' return was 10.4 per cente--higher
than the 9.0 per cent return for all industries,e While these conclusions
and sfc.atistiea,don't agree with those of the ABA (because the latter's
represent an earlier period), this study reveals e continuous and sizable
reduction in ratios of capital.sccounts to risk assets from 25 per cent
“4n 1940 to 14 per cent in 1959.3 This wes noted in the ABA study with
an implication that release of nonsrning reserves would increase earnings
and thereby cause additions to capital eccounts. The principal flaw in
this reasoning is that the incressed earnings might be paid out in divi-

dends and not added to capital accounts. On balance there seems some

: lIbido, P 226.
2Ib1d., P 229' -
3Tbid., pe 231
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cause for concluding thut bank earnings do not need strengthening by
lovering requirements. Banks' earnings are comparable to those of other
industries, and they enjoy the benefit of Federal deposit inswrance in
attracting deposits.  If secondery reserves are 100 low, it would seem .
to d& a cause for stricter supervision.: - '

lover reserve raquirements provide the central benk with greater
leverage in its monetary actions. The lover the required reserve per- .
centega, . the greater the effect of a trensaction in the open market by
the central bank. Expressed as an equation, this relationship may be -
shown 283 K = 1 « Where K 18 the expansion multiplier, r is

r{le-c)+c
the reserve ratio, and c 1s the proportion of themoney supply held by the

public in the fornm of currency end coin. If r is 10 per cent end c 18 0
(for sake o} r‘s‘implification), then K 48 10. Under such conditions a
purchase of securities by the central bank will release reserves and
permit expansion ten times that zmount. If the monetary esuthorities
misjudge the factors affecting reserves (check float, gold, currency in
circulation, etc.), then--under conditions of low requirements--it will
be harder to avoild overdoing the job or not doing enough. Little cen be
proved in a peper of this kind concerning how much leversge is needed.
Certainly the ABA study offers nothing along these lines. It 4s felt
that with the sophisticated system of daily attention to factors affecting
reserves which the Fed employs, there 18 much to be gaid for lower reserve
requirements and greater leverage. This is in support of a widespreed
belief that open market operations ere the principal snd preferable general
credit control tool.

Pinslly, & combinztion of circumstances aimed at achieving a

greater proportionste output in the private sector of our economy might
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not be unlikely in this decade.l These circumstances would be "tight"
fiscal budgeting ylelding significent Federal surpluses and sn easy money
policy represented by continued 4ncresses in central bank holdings of
government secwrities. A "drying up” of the government securities merket
might then obtain to & degree, making the central banks' control of bank
reserves through open markét bperationa more difficult. To the extent
that reducing the level of reserve requirements in lieu of cdding to the
Federal Reaewe portfolio would offer more leverage while slowing down
contraction b:t pﬁivately held public debt, monetary monsgement would be

benefitted.

11vid., p. 248,



CHAPTER III
" THE CQMMISSION ON MONEY AND CREDIT RECOMMENDATIONS

s

The Recommendstions. . ... {:;

In 1961 the Commission on Mbney and Credit published a report
on its studies of the United Stetee monetary and finsnciel ayatem. The
funds tor the work were provided by the Ford Foundatioa, the Merrill
Foundation, and the parent organization, the Committee fer Econamic i
Development. Five of the Commiesion‘e recommendutions dealt directly
with bank reserve requirements.l

The Cammiseion estnbliahed topicel teek forces to undertake
research proJecta which would provide information reletiné to‘each
policy consideration. Each was to provide arguments for and against
the positions taken asg well as elternative positiona. Werren L. Smith
was asked to prepare the paper on reserve requirements. He wae
instructed to appraiee pﬂat propoeale, study present requirements ;'lv
epplicable to commercial banka, etudy poesible modifications, and
analyze the effectsu-including questiona of equity~-on the primery
classes of financial institutiona. He vas eleo to eppraise reserve
requirements es an instrument of credit control.‘ His peper "Reaerve

Requiremente in the American Monetary System" ie perhspe the most ERes

cemprehenaive work available 1n recent years on- this subJect..

1The Commission on Money and Credit, Money and Credit - Their
Influence on Jobs, Prices, and Growth (Englewood Cliffs, N. J.: Prentice
Hﬂll, Inc, ’ 1961), Pp. x*‘66 39
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The recommendations releting to reserve requirement are broadly

conceived in this paper to include those releting to membership requiree

ments end extension of Federal Regerve controle over nonbenk finsncisl

institutions.} For sake of convenience, the seven proposals considered

will be grouped imto fou:j .ce,tego;-ies: (1) recomnendations for status

quo or those discuased elsewhem in this paper, (2) the spuring use of

reserve mquirement changes 65 a contracyclical tool, (3) "universal"

mmbership, and (l&) t:Lme deposit requiremant repeal.a

[e)

@

The Comnission on lobney and Credit; recomended the follcwing

AR

The preaent general rorm of fractional reserve requirements

against net demand. deposits 13 adequate for the purposes of

general monetary policy and the Comnisaion recomnenda that it
-'be continued | o . |

"’he Commission reconmenda that the damarxl depoait reserve

| requirements for all member 'banks ’be made :ldentical and

that the c].assification of banks into country banks and

reserve city banks be eliminated.

'I.'he Comnisaion recomends that Congress continue to grant to

the Faderal Reserve Board 8 range within which reserve require—

ments cen be set for demand d.eposits, perhaps from & to 18 per

., vcent, 80 that the Board can adJust the specir:lc 1evel to ‘meet

| the needs of gro«rth or to meet emergency needs. ‘

Actuslly "universal" membexrship 18 teken to include all |

insured commerciel banks. There are & few noninsured commercisl benks

in the United States and some mutusl eavings banks, Their total resources
ere not thought to be an importent part of the total for all benks.

2‘1‘5& cmj.asion on Money'énd Creciit; Ops cit;, jap.‘ 76-78.

“t -
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The first proposel isn't evsluated beceuse it doesn't recommend
chenge. The gsecond two have been discussed in Chapter I under corre-
sponding recommendations of the American Bankers Association.

Sparing Use of Reserve Requirement Changes
a8 a Contrecyclical Tool

"The Commission believes thut the power to change reserve
requirements should be used only sparingly, and favors maJor reliance
on the use of open market operations for contracyclical adJustments.

The awk.fe.rd nature of chonges in requirements, used as &
cmmtercyclical tool, is often said to be evident from the large change
in banks' reserve positions following even & one-hulf per cent change
1n requirements on demand deposits of all member banks. 1 Decresses in
requirements cen be offset by sales of securities in the System Open
Mafkét account vwhich readily absorb excess reserves created by reserve
requirement reductions. Increases in reserve requirements directly
affect all benks too; however, purchases of securities will not neces-
sarily provide all banks with an opportunity to recoup reserve losses
through sale of zssets of the type purchesed by ‘the Federol Reserve.
Then t00, the concentrated impact of changes m.requirementa on corre=-
spondent city banks can result from asdjusting their own poeit.ioﬁs as
well ee supplying (or using) their cowntry correspondents' reserves.
An exemple 1s provided i;z a study of the accounts of z number of sméller
Richmond Reserve District banks following 1953 and 1954 reductions in

Imig would result in $500 million change in reserves of
banks-~based upon net demsnd deposite sggregating $107 billion for 211
member banks in the United Btates on September 11, 1963, Source:
Asgets and lisbilities of All Banks in the United States, (Washington:
Board of Governors of the Federal Resexve System, September 2k, 1963.)
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regerve requirements. These banks were found to have increased their .

correspondent balances, that i8, amounts dua from other banks by at least

half the reserves released to them.l

- The direct action on smaller banks of System action in raising
and lowering requirements countercyclically would be inappropriate for
two reasons. PFirst, such action might ultimstely cause banks to withe
drav from the System. Secondly, frequent changes might causae these
banks to maintain greater excess reserves more Or less permenently . -
in order to forego sdjustments in tinmes of reserve restriction, thus
neutraliging monetery policy to some extent.: While reserve requirements
can be reduced to obtain en immediate effect for all banks, it might,:
therefore; be difficult even with skillful open market operations to
periocdically tighten up reserves without discriminating ageinst some /. .
commerciel banks,

. Certeinly open merket operations would seem to take effect in
aress vhere credit creating powers are most responsive. Also, this tool
is less personal in nature. - A sale to security denrlers &8 a substitute
for en increase in legeal reserve requirementg 1s not nearly so apperent
to a reserve city bank whiéh f£inds itself éﬁpﬁoaching a reserve deficiency.
The record for the past decede recdily testifies to the effectiveness
of the open market operation; no increases in reserve requirements have
beenrt necessary. This proposal of the CMC appears to be soundly based;
4t vould continus the precision work snd hold on to the "emergency"” tool!

reserve requirement chenges. The latter would come into the picture only

- lopypth District Member Bank Reéponses to Reductions in Reserve
Requirements, " Federal Reserve Bank of Riclmond Month:gy Review December,
-1955: P o ‘ : . . T
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in times such as prevailed during the gold inflow of the thirties or in
the event of a serious recession in which a general increasse in money - .
supply could be reasonsbly expected to generate aggregete demand.L. The
CMC thus suggests & sort of 'standby control.” .

_From an administretive standpoint, 1t is ergued frequently,

but unconvincingly, that reserve requirement changes cannot be made in -
smaller increments than one-half percentage point.,. There is no reesonm,
however, to think that any decimsl system of reserve requirements would
not be entirely feasible. ~ B N

. It must be concluded that infrequent use of reserve requirement
chenges would serve to strengthen System membershbip end quiet the call
for releasse of "nonearning assets.” On the other hand, if it 1s believed
that monetary policy is best confined to the volatile money market banks;
and if reserve requirements continue to drift downwerd as they have for.
ten years,.we cammot eesily justify the next recomendation of the Com-
mission which assures that universal merbership in the Bystem is both

desirsble end necessary for operetion of monetary poldcy. .

Universal Membership

"The Commission recammends that all insured commerciasl banks
sbould be required to become members of the Federal Reserve Bystem.” . -
. The 6,097 member banks in the System held $220 billion in
total deposits on October 30, 1963.% Totsl deposits of ell United States

1Monetary policy could be helpless in same circumstances. An
interesting discussion of the "liquidity trap" described by Keynes is
found in Gardner Ackley's Macroeconomic Theory. (New York: The
MacMillen Cos, 1961)’ P> 192-194,

2poard of Governors of the Federal Reserve System, Federal
Reserve Bulletin, November, 1963 (Washington), Principal Assets and
Iiebilities end Number, By Claess of Bank, p. 1548,
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commercial benks emounted to $265 billion.l ' Because of their relutively
‘smell deposits, the 7,443 nommember banks holding $45 billion in deposits
‘are not indispensable to effective functioning of monetary control.

The Commiesion's view is that the most important probdblem
assoclated with nonmembership is the inequiteble escupe of these bonks
from influence of monetery policy. Also, 'reserve requirements for non-
mexmber banks areesteblished by states end frequently are lower than
requirements imposed on members, which gives nonmembership a competitive
‘sdventage.” - The Federsal Reserve bank Presidents, replying to a gquestion-
naire from Senator Paul Douglus stated in 1949 that "The wider the sprecd
between member and nonmember baenk reserve requirements, the greater the
deterrent to membership end the danger of withdrawel become. The possi-
bility of withdrewsl from membership has to be teken into sccount dby the
Federal Reserve in considering increcses in menmber benk reserve require-
ments and this tends to inhdibit the System in meking such incresses."

There is some evidence that normember banks, which now hold
17 per cent of total deposits, are growing more rapidly than members of
the Federel Reserve System. From December, 1945 to October, 1963, their
share of total deposit growth emounted to 22 per cent. From Jume, 1962
to October, 1963, nearly 30 per cent of total benk deposit growth was
sbared by nommember commerciel banks; aleo in this period a net eddition
of 89 banks included 62 nonmembers.e

The proposal is effective from the stendpoint of securing

membership, certaeinly. It elso provides & meens of securing more

Lrbia.
2Calculated from: Ibid.
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equitable trestment for commercial banks in the sense that a kind of
burden of restraint would fall on all banks equally. Since commercial
benks have the special ability to create money, they should, collectively
and equally, share the burden of restraining the unwise or insppropriate
uyse of that ebility. On the other hand, it is difficult to ascertein
that effective exerclse of monetary control is not possidble without come
pulsory menmbership or even uniform requirements. Evidence that desired
changes in money supply cen be brought sbout through open market oper-
ations reveals that only a minority of the number of commercial banks
is necessary to achieve the results. Therefore, the residusl argument
that the reserve requirements on member banks constitutes & problem
through threct of withdraswael from membership is in itself a vulnersble
positions Why 1is loss of membership a problem unless it undermines
monetary policy? Why should monetary policy be restrained because of
a threat of membership loss? Unless 1t can be shown that the central
bank has other functions which only it cen perform (uside from monetary
control) satisfactorily, the desirability of "universal' membership is
open to0 question.

The Commission mentions the exchange cherge levied by some
nonmembers (against checks drawn upon them) as en impediment to the
United SBtates payments mechenism. This practice is slowly disappearing,
however, and there is little evidence that System membership 1s & factor.
In addition, the central bank performs numerous free services for member
banks which alleviate somewhat their "burden” of reserve differential.
F_;nglly, if wiformity of reserve is the desired end, then compulsory

membership 18 not necessary. Egual requirements for all Federally
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insured banke would serve as well and be politicelly more accepteble.d
What do we want as a result of compulsory membership? More effective
monetary control? A better psyments mechanism? More equitable treatment
for private enterprise at the hands of Federal regulstion? There seems
to be more evidence that the last objective is the cne most' likely to be
achieved.

What are the edministrative effects of umiversal or compulsory
membership? It would certainly require more bookkeeping work for the
Reserve 'banksv. AlBo, the banks presently classed as nonmembers would
be probebly sublected to more supervislon end reporting requirements.
Extension of present centrsl benk services could be assumed. This would
represent sn improvement and enlargement of interbank service relstion=-
ships, e.g., supplying currency end coin, wire transfer facilitiles,
safekeeping end purchase and sale of government securities, collection
of cash and noncash items. These services centralized would be performed
more economicelly. Undoubtedly, the greatest burden on the central bank
would be in the ares of supervision; this might be in the interest of
stockholders and the public as it could result in more uniform and, in
gome instances, more competent bank aupervision.a Many relationships
already exist between the central bank end nommember banke in the sree
of United States fiscel agency relations and through collection of checks
drawn on nonmembers agreeing to remit at par to Reserve Banks,.

From the standpoint of structure, compulsory membership would

undoubtedly affect commercial bank correspouicat relationships.  lLarge

1511 but three or four hundred banks ere insured.

| 2Nationel banks in practice are examined anly by the Comptroller
of. the Currency.
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reserve city banks have come to be, in the eyes of many small country
banks, the equal of (1f not superior to) the centrel bank.: The with-
drawel of balances from city correspondents to establish legal reserves
with the "Ped" and the extension of "Fed" services could well result in
soms decline in clearing and other activities between commerci:l vanks.t
There 1s room for suspicion that the combination of higher reserve require-
ments for many small banks and the ultimate bresking up of Bome corre-
spondent relationships would result in partisl.isolation end sbsorption
of many small unit banks. There is also reason to expect that strict:
state laws egainst branching would be hastened toward their demise..:
Some - of the smeller unprofitable banks might become more interested in
Belling out than in remaining as members with full banking responsi-

bilities.

Repeal of TiméﬁDe_;g}Joait ReserveRequirementB o

'The Commission iecommends that existing statutory reserve

requirements ageinst savings and time deposits be repealed.: = .
~ »"The Commission recommends that there be no extension of '

direct Federal Reserve controls over nonbank financial institutions.”

The second proposal is closely relasted to the f£irst one, for
4+he ponbank financial institutions which ere:causing such concern to
the banks are nsturally their competitors for savings. First, ve must!
consider again the function of reserve réquirements as they. epply to. .. i

time deposits as well as define and differentlate between time deposits

1Although some member banks now maintain both a legal balance
with Federal Reserve and a clearing balance with one or more corre- . .
spondents, this is seldom the most profitable procedure: for utilization .
of excess reserves.
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and demond deposits. Of much importance to the discussion of reserve
against time deposite is the possible effect on monetary policy of
shifts between the two categories. The questions of equity agaln arise
and disparities are even more noticeable than those concerned with non-
member and member banks' demand deposit requirements.. Member commercisl
banks are subject to a four per cent legal reserve. Nonmembers are
subject to requirements ranging from no reserve in five states to the
same requirements which are applicable to demand deposits in eleven
states.® Mutual savings banks in the major savings bank states aren't .
su'bJec;t to asset reserves. Federal savings and loan associctions are
subject to a seven per cent reserve requirement, but this may be kept .
in United States govermments as well a8 cash. Federal credit unjons = -
are not required to maintain asset recerves.s

There is & conspicuous absence of treatment in the CMC work
of the liquidity function of reserves against time deposits. 'The CMC
supporting meterial including Smith's study diemisses the need for such
a liquidity reserve. The Commission's report, however, recognizes &
need but states thut managemant and supervisory authorities are compe~
tent to maintain liquidity.

The other thoices open to the Commission for coasideration
were presumsbly (1) to require uniform reserves against both demand -
and time deposits, () maintain present (lower) requirements but extend

them to all Bavings institutions, and (3) to eliminete reserve requirements

. lgmith, op. cit., Ds 304

2imited States House of Representatives, Subcommittee on

Domestic Finance of the Commlttee on Banking end Currency, Comparative
Regulations of Financial Institutions, 88th Cong., 1963, pp. 75, 113-115,

139"11"0 .
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ageinst individusls' savings deposits but to retain required: reserves.

ageinst time deposits.l

' Elimination of savings reserve requirements would not provide
a defect in monetary control in the opinion of the CMC. It did not
believe thers were very important shifts between demend end. time accounts.
Furthermore, present time deposit requirements ere 80 Jow now as to make -
it unlikely that complete eliminatiom of these requirements would bave a
material effect upon monetary control.

Although it is true that the pfesant four per cent reserve can
hardly be necessary to monetary control, this does not seem to be ground
for further opening up what elready seems to be a substantial loophole.
Comxerciel banks--unlike pure savings institutions which can only extend
credit--create money as well. They do s0 whether the deposit takes the
form of a time deposiu wr a demand belence. Time deposits of menber
banks of the Federnl Reserve System heve risen more rapidly than eny
other group of institutions accepting these funds. Since 1960, growth
in member bank savings balances has t3en greater than 50 per cent.

The lack of statistical data concerning debits to time accounts
is a handicaep to this study, but it seems safe to aspume that savings are
often "spent’ for goode and services. Thus they sometimes constitute a
part of the money supply. Without any reserve requirements, a growth in

time deposits could free reserves for use in greater expansion of credit

l'I'he latter only are open to corporatiomns; at least this has
been the Federel Reserve Bosrd's ruling for meny yearse-now challenged
by the Comptroller of the Currency.

2poard of Governors of the Federal Reserve System, Federal
Reserve Bulletin: November, 1963 (Washington), Savings Institutions,
PP 1548, 1560-1561.
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and the money supply. While it may be true that time deposits do not
fluctuate cyclicelly, the threat of "shifting’ would seem to be a source
of imperfection in monetary control. Furthermore, the size and growth
of time deposits could eccentuate this imperfection.

The special ability of conmercial banks to create demend money
plus the fact that they have shared subatentially in the growth of savings
deposits (m spite of generally lover rates of intereat paid) also lends
Bupport to the second prOpoaal which the CMC xnakeu in this area.



CEAPTER IV

REPORT QF THE ADVISQRY COMMITTEE ON BANKING TO THE
COMPTROLLER OF THE CURRERCY: . ,

An advisory committee established by the Comptroller of the

Currency preaented Q report entitled National Banka end the Future 1n

September, 1962. This report, ‘often called the Saxon Report, was

besed, presumably, on findings from reports received from 1,500 netionzl

bonks These banks were eaked to reviev their experience and suggest

any modificution of policy or pructice which they thought would promote

the more effective operetion of our National Benking Syatem. Queation-

nefres vers used.’ . ’ |
Becommeudetions of the Committee which were concerned with

benk reserves were'l o S o

(l) That all geogrephical differences in reserve requirementa

' against denand deposite be eliminated. '

S(é): That legislative authority be sought to eliminate eny’oeqoire-
A " ment for reserves egeinat time und savings eccounte, and that,
1n the interim, the required percentege should be reduced
‘Ato the baaic three per cent level set forth in the Federal

'Reserve Act.' o

lﬂationel Banks end the Future, Report of the Advisory Com-
mittee on Banking to tie Comptroller of the Currency, United States
Treasury Department, (Weshington: Government Printing Office, 1962),
po 126.
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(3) That reserve requirements against demand deposits be reduced
to ten per cent, and that the Federul Reserve Board be given
the authority to vary these requirements only bstween eight
‘per cent znd twelve per cent..
These proposals are almost identical to same m:de by the
American Bankers Association (Suprs, Chapter I) five years earlier.
Purther, the treatment afforded these questions (in the published report,
at least) is rather superficial. Since we have already discussed the
American Bankers Association proposals, no attempt will bde made to evsalu-
ate the details of the Saxon Report. It is interesting to note, however,
‘the continuing attention in this report to the competition afforded by
mutual Bavings banks and suvings and lozn assoclstions which are not
subject to reserve requirements on time 'balances.l Also, the level of
requirements and geographicel differences involved in demand deposit
regserves are sttacked in the report. While maintaining that reserve
requiremenﬁs ;t present (high) levels are unnecessery for liquidity und
monetary control, the Saxon Report fuils to provide on its face eny
resgon for reduction. Undoubtedly, the desire for greuter earnings
potentisl was foremost in the minds of the Comptroller's respondents.
Bome jJustificetion may be found for strengthening commercisl bunks'
capital structure (not dividends) end providing for long term deposit
growthy however, little evidence is seen that elther of these conditions
will be lacking under a dual benking system where bsnks are soundly
organized in the public interest and competently managed. Withdrawal
f£rom Federal Reserve membership has been rare even under wide differ-

ences in reserve requirements between member end nonmember banks.

11pid., p. 123.
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A statement is provided in the "enalysis of issues" to the
effect that reserves aguninst time and susvings accounts ure not required
for monetary control purposes since the creditecreating powers of com-
mexrcisl bsnks do not apply to their operastions in the time and savings
field.l This statement seems qﬁestionable. Shifts of balunces from
demand accounts lto time eccounts do increase the supply of losnzble
funds because leg:l reserves on time accounts are lower,

, The' call for sholishment of time deposit reserves fails to
sccount for the earlier comtention of the ABA that benks with large
saﬂngs dépaitments would have en "unfair sdvantoge.” Since the ABA
hasg éndoi'sed. £he Saion Reporf., it too reflects an abasndonment of this

cob:sideration of ethics on the purt of the cammercisl banking community

(suprs, p. 17). |

Ibid.

TR e———




. CHAFTER V

REPORT COF THE COMMITTEE ON FINANCIAL INSTITUTIONS
TO THE PRESIDENT (F THE UNITED STATES

Tha peraistence of queationa concarning thc appropriateness of
the wide range or Federal lawa d.ealing with financial inetitutionﬂ in
the United’ States waa mridenced by a memorandtm from President Kennedy
to eleven Federal agencies on March £8, 1962.1 A committee, headed by
the Chairmsn of the Council of Economic Advisors, wab to "review legis-
lation and .administrative practices releting to operations of financiel -
intermediaries.’ 'Although the group was named the Comnittee on Financiel
Institutions, it came to be known informally as the Heller Committee,
after i1ts chairman. The President directed that among the topics to be.
considered wes. "the scope of controls over commercial banke end: oth‘er.
finmecial intermediaries exercised by the 'Federa.l Regerve-System and
other govermment and quats:l-memmenﬁ ‘agenciest. for example,  membership
in the Federal Reserve System end in the:PFedernl Home Loan Bank,Byatgm,
reserve requirements, regulation of interest rates on deposits end other

liebilities and on government-guaramteed mortgageg'.v’f?h T N S G TARNIY

lmhe agency heads were: Secretary of the Treasury; Secretary
of Agriculture; Director, Bureau of the Budgetj Chairmen, Federsl Home . -
Loesn Bank Board; The Comptroller of the Currency; Chairman, Council of
Economic Advisors; The Attorney Genersl; Secretery of Health, Education
and Welfare3 Chairmsn, Federal Reserve Boerd; Administrator, Housing and
Bome Finance Agency; and. Chaiman, Federal Deposit Insurance Corporation.

" 2{n1ted States, Report of the Committee on Finsnelal Tnsti-
tutions to the Fresident of the United States (Vash:mgtom United States
Govermment Printing Office, 1963), p. 65.
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The Heller Committee findings presented April 10, 1963 included
three recommendations regarding scope and structure of reserve require-
ments. Interestingly, nearly a fourth of the entire report's 60 peges
are devoted to these first three conclusions.

Voluntary Membership Coupled
With Uniform Requirements

Conclusion 1 -- The Cormittee, with one member dissenting,
concludes that all commercisl banks ought to be subject to
the reserve requirements specified by the Federal Reserve,
and ought to have access to Federsl Reserve discounts and
advances. Membership in the Federal Reserve System would
continue to be voluntary for state-chartered 'banks.l

Some long ra indication that the deposit growth rate among
nonmember banks has been greater than among member banks led the com-
mit.tee to believe tbat a question of equity in the presant structure is
important. The earlier compariaona of the member and. nomember require-
ments certainl,y indicate the portion of nonearning aasets which the ,
former must hold is greater. Hence, this must inhihit earnings as well
as deposit creating abilities to a greater degree. More important, in
terms of public ob,jectives, higher member banl: requirementa are saici to
be & d.eterrent to exercise of xnonetary conrbrol. This possibility is not
due so nmch to nonmember benka holding 17 per cent of commercial bank
deposits or even because they number 7,h1+3 es opposed to 6,097 member
banks.2 The chief deterrent lies in the ggaaibmtx that menber bank
requiremenu might at some future time need to be x‘aieed to comparatively
high levels and. thus the threat of loxge scale withdrawals from membership

lzbid., ppe 9-10. The dissenter member in each case is under-
stood to be the Comptrolier of the Currency.

2pederal Reserve Bulletin: November, 1963, loc. cit., p. 1,5i8.
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-might inhibit monetary policy. It really doesn't seem logical for only
scne portion of the small and medium sized commerciel benks to have bal-
-ences with the central bank while arguing that these particular banks'®
membership 1s essential for exercise of public policy. Why tﬁen wouldn't
it be necessary for all commercial banks to have balances subject to
central bank requirements? Either the smeller banks are not needed and
should be excused from central bank requiremente (even though Federally
chartered) or all benks should be subjected to comparable requirements.

The Heller report presents the view thet all banks should be
subject to Federal Reserve requirements; therefore, it sidesteps the
politicelly vulnersble propecsition that all banks be members of the
System and preserves to a degree the duality of Federal-state banking.
For this reasson it is an effective proposal. The central bank would
possess more precise credit tools and undoubtedly be less inhibited in
. eircumstances vwhere coumpetitive factors would have less weight., At the
pame time the propossl would be more palatable to proponente of state
.benking. It must be remembered thet commercial banks, by their abilities
to creaste money, have widespread public responsibilities. Therefo;re, it
is spperent they should be willing end able to assist public monetary
policy when times demend restraint.

The idea that Federal supervision 1s samehow related to monetary
control remsins in the writer'’s mind. While recomending wniformity of
reserve requirements for all commercial banks, the Heller Committee
. ndmits thet uniformity in supervision has varied from time to time
depending on the views and temperaments of the respomsible officials.
~ Tn such circumstances isn't it conceivable that the Federal Reserve

Board might prescribe certain minimum balances, but lack the means to
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;nsure compliance? For this reason un administrative defect sppears.-
The Heller rerort does not specify thet nonmember banks subjected to -
Federal Reserve requirements would have to curry these balences with
the Reserve banks. This 1s the only conclusion one cen draw; however,
since the muintensnce of legel reserves in correspondents' accounts: -, .
isn't presently permitted by the Reserve benks. Under the circumstances -
we cen assume that the new required reserves would have to be withdrawn
from correspondent accounts und deposited with Federal Reserve. Unless
merber banks on the whole were to gain reserves by reason of lower
percentage requirements sufficlent to offset iosses of correspondent
belsnces, purchase of securities in the System's Opan Market account
would be necessary to provide the necessery "defemsive' action. It is
probable thet System liebilities would be somewhat greater raising more: -
questions sbout the domestic gold reserve required by law to back these
liebilities. The independent bankers would probably urgue that power -
to control benk credit throughout the‘commercial banking system will
inevitebly be followed by power to supervise. = Next central bankers will
wish to eliminate nonpar check clearing and go on. Nelther erguments
against the Heller proposal vhich condemn loss of local rights to
supervise banking nor those argumente in fuvor which have to do with
the 1nequities inherent 1n the prasent situution carry as much weight
a8 the cage for full monetary control. Principally, the emphasia on
the structural napects of this pr0p03a1 will be found in Chapter VI
(__inf__l_‘_éy ps T5)

Fram an administrative atandpoint, Federal Reserve bookkeeping
capacities could be doubled vithout difficulty &8 most Reserve banks

possesa modern data procesaing facilitiea. A mechaniem similar to that
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provided for member banks for weekly reporting of nonmember cash, deposit,
and reserve figuree to the Reserve banks would undoubtedly be necessary.
This reporting requireinent might be slightly onerous to some small none
member banks. Incressed check volume for Reserve banks would occur to
& small degree. Clearing operations of the correspondent city banks for
their nonmem‘bef aésociateé would go on ond Fedérai Reserve would ultimately
handle these ';:hecke snyway. It 4s felt that a large portion of non-
mexzbers' balancés would be preservéd in city banks even after meeting! o
Federal Reserve requirements. There they would continus to commend the
ettention snd services now provided by the city correspondents. In short,
there would be same but not e materiel disruption in the correspondent
'banking reletionships. " | "

Access to Federel Reserve discounts and advances is not exactly
related to the limited conrines of this paper. If, however,’ one cen
effeétively argué oﬁ ﬁhe grounds of public interest that all commercial
banks should be gsubject to recerve requirements of the central bank, °
then it must follca that all banks should be afforded the opportunity

of borrowing from the "lender of last resort." o

- Gradusted Reserve Requirements

Conclusion 2 -~ The Committee, with one member dissenting,
" ctoncludes that a system of gredusted reserve requirements
. for demand deposits would eliminate many of the inequities
end sdministretive difficulties in the present system of
. reserve requirements, end would fecilitete e decision to
bring all commercial banks umder the reserve Jurisdiction "
of the Federel Reserves - L

In cn atmosphere of camplete reform, one couJ.d suppose that
the gredusted system would preserve inequities among the qlgases it
provides for., On the_wother hand, the Cammittee has recognized the

politicel uncertainties or the "impact” effact inberent in a system
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of uniform requirements. The larger banks have long been recognized as
having grester velocity effect in the exchange equation.l The graduated
reserve arrangement implies & recognition that size of deposits, ipso
facto, is indicative of velocity. This is not necessarily the casc,

howaver.

The Heller graduated resczrve would be feasible from an
administrative standpoint with some minor difficulties spparent. It
would do awsy with the differential requircments sccording to geography.
Classification would no longer be necessery. Some bunks would not be
in .. position to know their required reserves until the period involved
were over since deposit level:s would not be precisely known; therefore,
the present busis of ::lculution by Feder:l Reserve member bunks would
not suffice. If same pust avérage or figures as of .. glven dute were
used, reverse "window dressing' might be the order of the day. Perhaps
therbeat system would be to ullow the net demand deposits of one period
tg‘determine the required reserve of the same period on a duily busis.
The Heller exomple wast (1) 7 per cent on the first $5 million in net
demand deposits, (2) 12 per cunt om the next $95 million, znd (3) 16-1/2
per cent on all net demunds in excess of $100 million. Thus, the bunker
with & daily aversge o.' $110 million in net demand deposits would--midway
of‘alreserve period--celculate his everage required reserve at $5.4
million. This would result fram: (1) $350 thousand, (2) $3.400 million,
and (3) $1.650 million. To this $5.l4 millfon requirement would be added
or subtracted $16-1/2 thousend for each $100 thousand in deposits geined
or lost per day for the remainder of the reserve period. Such a calcue

lation would certeinly be more complicated then the present system.

lMoney supply times income velocity equals nutionsl product
times the price level, or MV = PT.



60
The graduated system would be effective; it would probably.
facilitate monetary policy &8 well as sny other system including the
present one. - It might be argued that the reserve effect of System open
market policy would be more indeterminate by reason of not knowing the

distribution of purchase and aale effecta upon the three categories of

banks. If purchases failed, for exam;>le, to provide reserves to the
smaller 'banka 1n en 1n8tance of aupplying reserves to the banking system,
then the multiple expansion poaaibilities might be lessened. - However,
this tuctor of uncertainty obtains under thc present class:lfication
according to city or country status. By graduating requirements sccord-
ing to size of bank, the impact of monetary policy would .-be leveled ocut
for all banks because the larger and more volatile deposit eccounts
would ba subject to more restraint.

. “Chapter VI reveals the structural effects which might result
from the graduated reserve of the Heller repart. Added strength to .
the smaller member bank would be afforded by s five-twelfths drop in
requirements.: It is entirely possible that the seven per cent reguired
reserve of these banks, less provision for vault cesh,- would be insuf-
ficient to serve as m clearing balsnce. . These banks might maintain
excess reserves with Federal Reserve sufficient to meet check clearings,
currency orders, Treasury tex and loan calls, etc.} or these banks
might look to their correspondents to meintein their clearing accounts.
The result could be & loss of clearing belences from the central banks
‘to the 'corresyondent city banks to offset the opposite effect mentioned
.garlier in this chapter, Most banks would receive a benefit of reduced
regerves under the Heller-suggested levels. - Some of the larger benks
would lose en indeterminate amount of balences due to other banks. -
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A few of the largest country banks would experience a rise in require-
ments and perhaps s loss of balances as well.
The chief criticism to be leveled against graduated reserve
requirements 1s that they discriminate asgsinst size.

. Extension of Uniform Time Deposit Reserve Requirements
To Other Savings Institutions

© - Conclusion 3 =~ The Committee, with one member dissenting,
favors the continuastion of reserve requirements on time &nd
savings daposits at cammerciel banks, and the introduction
of e simileor reserve requirement for shares at savings and
loan associations and deposits at mutusl savings benks.

Since this paper is concerned with ccmmerciel banks, it is
tempting but difficult to discuss the relation between i'eserva require-
mants on savings and loan zssociations and those on time and savings
depoaits of commercial banks. Perhaps one might dodge this question by
assuming that reserve requirements are not intended to assure liquidity
snd that savings deposits are not part of the money supply. Therefore,
a hasty conclusion might be reached that reserve requirements asgainst,
savings deposits aren't relevant. Both premises sre subject to serious
question and so one must at least consider, as far as commercial banks
are concerned, whether Conclusion 3 1s feasidle, effective, and
structurally sound. Some few comments concerning other institutions
are unavoidable. |

Unlike the proposel concerning demend deposit reserves which
would provide for central bank-prescribed minima for all commercial
benks, the time and savings requirement would extend to all importent
classes of savings depositaries excepting credit unions. In this case,
the: cdmnittee evidently assunes reserve balances of the savings and loan
associations would be mainteined by thelr supervising agencies. The
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custody of mutual savings and loan associations' reserves is admittedly’
complicated by current questions about Federel chartering, The study
overlooks nonmember commerciel banks. These, it will be remembered,
have to put aside varying reserves against their time deposits ranging
from 20 per cent in Florids to O per cent in four other states. It
Beems logical to assume that they would be required to maintein equsl
time and savings reserves with the Regerve Banks. This would result in
soms wdditional withdrawals from correspondents. Since this type of
deposit 18 typlcally stable (in total) end cash withdrawels .ere more -
or less predictable, tbe structural effects upon institutioms not now
subject would not be important, assuming a three or four per cent
requirement. If, however, savings in future times take on the charsce
teristic of higher velocity, then they might be subjected to much' - -
higher reserve requirements. In such circumstances, savings end loan -
institutions would enjoy & sizable advantage over commercial benks ' -
without the Heller prescription. Some nonbank finsneiel institutions
are spparently leaning tovard nonliquid positions according to recent
reports. . R ' '

There should be no edministrative difficulties in continuing
the requirement for member danks or im extending it to non:;iember banks
or nonbenk institutions. HBere egain it seems most businesslike to base
required ressrves for a given period upon the deposits in that seme
perdod.. -

- Judgement of the effectiveness of steriliving part of savings
and time deposits against credit expansion must be preceded by a statement
of logicel purpose for such sterilization. First, commercial banks
create money whether the proceeds of a loan ultimately coms to reat in .
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& demend or & time account. Becondly, deposits can shift from demend to -
time accounts and back egein. When they move taoward e cluass of deposits
requiring more or less sterilizetion, then free reserves change. .The
smount of change 18 equal to0 the differentiel betwaen the percentage .
required reserve on the two deposit classifications. Therefore, some .
reserve against time deposits is needed to lessen the differentisl
effect end 4o discoursge use of savings deposits asg n substitute for
high velocity money. -

- Secondary considerations are: (1) liquidity, and (2) the non~
equitable arrangement prevailing now wherein competing institutions are
variously subjected to elther no requirements or to legal minima.

Under the Nationel Bank Act of 1863, reserve requirements on
time”dewpoqvi.ts were at the same level as on demand accounts. The Federal
Reserve Act of 1913 provided e differential based upon the findings that
the time accounts vere less volatile and required less protection egeinst
sudden withdravel. The approach of the Heller Committee wag aimed at
deciding the all importent question: Are time deposits properly a part:
of the money supply? The Redcliffe Report (1959) in the United Kingdom
vas said to feel thet central bank-control is needed over gll insti- -
tutions whose lisbilities are close substitutes for money'.J,“ ‘The cleer -
inference 18 that savings and losn shares, for example, are close substi~
tutes for money. The Heller report, while sgreeing with this general
conclusion of the Radcliffe Report, finds no empirical evidence that
nonbenk finencial intermediaries have weskeped countercyclicel monetary
policy. Rather, the camnmittee’'s conclusion is seemingly based egain

. , J'Report of the Committea on Financiel Institutions, loc. cit.,
P 150
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upon the equity of the situation. Thus, it msy de open to the accusation
that in its attempt to equalize competitions, it has overlooked the fact
that nonbank institutions are not really competing since they serve the
public in a specielized fashion instead of performing a general service.

From the point of viev}z of this paper, & better approach might
be to determine vhether time and savings accounts do or do not act as
monsy. If they do then the central bank nmust have full monetery control
powers. If only liquidity ie involved then the liquidity g_e'_e_g_g peculiar
t0 the kind of institution responsible for such deposits might be more
relevent' than & uniform epproach, The Heller Committee specks first
of inequities; then 1t clinches its argument with a belief that central
bank-prescribed controls over nonbank institutions would be a veluable
supplement to monetery policy. Thus, it apperently eims for & new
gelective credit control which would not be Justified. Furthermore,
the huge growth of time deposits in commerciel banks of late hardly
seems &n indication that they sre not attracting such deposits suf~
ficiently. The structural effect is, therefore, meant by Conclusion 3
of the Heller Committee to be the real target; that is, a realigmment
. of competitive relations. Practically, it wvould sgem more logical to
impose special liquidity requirements on nonbank financial institutions
for the protection of the general public; or upon determinstion that
the money supply cennot be fully controlled without these uniform
reqﬁirements, to impress them on that dasis alone.

In summary, the first three conclusions reached by the Heller
Committee, considered togetber and with the remainder of the report,
constitute an effective means of streamlining monetery policy without
serious jeoperdy to private financisl enterprise. Their administration
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seems entirely feasible. They sre admittedly pointed in the direction
of eventual uniform requirements. They would, if adopted, confomm to a
long trend in the direction of a banking system oriented toward national

objectives,



BRIEF BTATISTICAL ANALYSIS OF THE EFFECT OF UNIFGRM
- AND OF GRADUATED RESERVE REQUIREMENTS ON . . -
UNITED STATES BANKS AND ON VIRGINIA BANKS
It is difficult, perhaps even impossible, to determine the

effects of these proposals empirically. Given static balunces and -
relationships between banks end with the public, the effect of a chenge
in reserve requirements can be predicted. These conditions do not obtain
hovever. Distributions of essets and lisbilities among the nation's
commercial banks end other institutions would change in indeterminate
ways with changes in legal requirements. Any change in free resarve of
Bank ‘A might cause it ﬁo incresse or to draw down its balance with
Bank B. The situation is complicaoted by the fact thst the central bank
which holds the legel reserve also is a clearing bank.-

. .. ¢+ It is nonetheless intriguing to speculate upon the possibili-
ties open to a given bank or group of banks were a particular change -
in reserve requirements to teke place.  The two proposels most reedily ;.
adaptable to "face velue" analyeis are -the uniform requirements mentioned
in the ;report,ofﬂtpa-c:omiaaion on Money and Credit and the gradusted

requirements of the Heller reporte . .

© 7 The CMC Effecte-~United States
" 'mhe uniform requirement propossl is not original with the CMC
report. In fact)' them; 13311 _e.édy ,‘é, "unii 01"?&" resenre require ,‘ ment ‘against
66
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all member banks' time deposits. About the only way one can easily
deternmine the effect of a uniform requirement on net demand deposits is
to obtain a ratio which, if applied to the net demsnd deposits of all
banks, would yield reserves equal to those which actually prevailed under
the perics of time studied. Thia approach at least serves to illustrate
the effects on verious clesses of banks and to indicate s formule for
future use in determining the effects of uniformity.

In order to accomplish this esnalysis on a nation-wide basis,
Federal Reserve Board semimonthly stotements showing date for all United
States banks were utilized.l The ratio of net demand deposits of member
benks to0 cambined cash and reserve belences with Federal Reserve banks
was determined for twelve dates (one cach month) in 1963.2 Thds ratio
was then considered (in the abaenée of any legal requirements against
time depositg-~+hich the CMC favors abolishing) to be the prevailing
wmiform legal reserve percentage..

Teble 6, which producas an average emmual ratio of 18.3 per
cent based upon member banks' cash and reserve balences, illustrates the
application of the monthly ratios to nonmember banks. Three flaws in
- this applied ressoning should be pointed out. First, since nonmemi;er
banks do not maintain reserves on the same basis a8 member banks do now,
f,he monetary authorities might well consider an entirely different ratio
appropriate for all bonks as opposed to the one which prevails for |
member benke at the time the wniform requirement is put into effect.

lpoard of Governors of the Federsl Reserve System, "Assets
and Liabilities of All Banks in the United States,” KRo. J. ﬁ.

29Nat, demand deposits" was computed by deducting fram "gross
demsnd deposits,” “cash items in process’” and "due from banks,"
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* APFPLICATION OF UNIFCRM RESERVE REQUIREMENTS TO KONMEMBER COMMERCI/ I
TO N’ET DEMAND DZPOSI’I‘B, AND ELIMINATION OF REQUIRED RIE:

e ﬁ (3]
o (:i ;—-i

! UHITED STATES BASED UPON RATIO OF RESERVES OF m:mam BANKB
©T TDM DEFOSITS, LAST WEDNESDAY EACH MONTH 1963 '

(Figures in millgns ..llars)
o 1/30/63 | 2/27/63 | 3/27/63 | 4/24/63 f‘j/ﬁiz/v: 6/ 6/63 1/31/63 8/28/63 | 9/25/63 10/30/63 |11/27/63 |12/25/63
Member Benks * ;
1. Reserve With | ] an | N N
Pederal. Reserve Banks ' 16,262 | 16,252 | 16,259 16,623 || 15,21 16,511 | 16,768 | 15,936 | 16,351 | 16,379 | 116,068 | 16,776
2., Cash In Veult 3,262 3,249 | + 3,227 3,286 § 3,008 3,422 | 3,397 | 3,440 [ 3,458 | 3,550 | 3,LuB 3,661
3. Total (1 + 2) 19,524 | 19,501 | 19,486 | 19,909 f 17,027 | 19,933 | 20,165 | 19,376 | 19,809 | 19,929 | 19,516 | 20,437
4. Balonces With ) ] 1 S o i RN :
-~ Commercial Banks 6,946 | 7,225 7,027 TyOh 6,00 7,260 | 7,221 | 7,090 | T,uks | 7,382 | ¢ 7,758 | ' 7,958
5. Cash Items In Process 13,554 | A4,Ths | 13,172 | 13,431 W,k | 1k,579 | 15,002 13,161 | 14,957 | k4,584 | ‘17,092 16,260
6. Total Deductions (4 +5) 20,500 | 21,970 | 20,199 | 20,525 L 21000 | i,83 | 22,223 | 20,251 | 22,h02 | 21,966 | ‘2,760 - 24,218
7. Gross Demend Doposits 128,188 | 128,898 | 127,111 | 126,51 fior,205 | 151,493 | 130,716 | 125,670 | 131,732 | 129,939 | 133,99 | 138,117
8. 'Less Deduction (6) 20,500 | 21,970 | 20,199 | 20,525 | 21,660 | 21,839 | 22,223 | 20,251 | 22,b02 | 21,966 | 2h,760 | 24,208
9. Net Demond Deposits 107,688 | 106,928 | 106,912 | 105,556 Jl03,203 | 109,654 | 108,453 105,'#19 109,330 | 107,973 | 108,739 | 113,899
10, Ratio (3 : 9) 18.1 18.2 18.2 18.8 | 18.2 18.2 | 18.6 | 181 18.1 _’,18.5 1729 | 7.9
Nomﬁember Banks ‘
(211 Commercicl Banks
Lass All Members) : 7 | S D P
1. GCross Demend Deposits 23,052 | 23,022 | 22,659 | 23,159 § 22,97 23}4571 k 23,484 23,180 23,948 .gl"‘lﬁjf‘ v2h,631 ,25,1.93’ ~
= mes ek Gomereied b2hh | 4,335 | b,oe3 | W66 bshz | W,650 | BT39 | %630 bb15 [ 4,538 |- k582 | k712
3, Cash Items In Process + 386 |+ 375 348 369 | 348 361 3688 329 363 | . 396 | E hSB _
k. Totel Deductions (2 + 3) 4,630 | 4,710 I, 571 5,005 1 1,620 5,011 5,127 | 1959 | L,718 | h,93% |- 5,000 | . ;,1&2 B
5. Net Demand Deposits (1 - u) 18,422 | 18,312 | 18,088 | 18,13+| 18,037 | 1£,566 | 13,357 ;B,ggl 19,170 | 19,227 | 19,631 | i20,0/5,_
6. Gross Required Reserve (5 10)| 3,334 3,333 3,292 3,409 | 3,283 3,379 3,h11+ | 3,353 3,470 | . 3,557 IR 3,51k B 3,589
7. Lless Cash In Vault - 1,078 | - ,070 | - 1,053 1’00)4 982 3’@@' 1,073 1,050’_ / 1,092 |- -1,1!»0' | 1,092 1,139
8., Net Required Resexrve (6 - 7) 2,256 2,262 2,239 2,505 | 2,301 :,331 g3 | 2,303 2,378 | ‘ 2,1;17» '_ ?"*22 | 2,50
Bource: Board of Governors of the Federal Reserve System, "Assets und Li¢D Utisg o 11 Bam in the UI??'“?“ Sﬁatefs( ' quﬁJ;.‘ _hf, 17963. L
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The precise legsl ratio ﬁnally selected would have to be baaed princi-
rally upon desired effects to be obtained in the money supply. Second_ly,
the member bank ratio of 18.3 per cent includes ebout $400 million 1n |
excess reserves which is 2 per cent of required reserves.l Lastly, the
"upper limit" suggested by the CMC wae to be 18 per cent. Our select:lon
of 18.3 per cent can be considered somewhat high |
Table 7 illustrates the effect of application of the 18 3 per
cent reserve regquirement upon the verious clesses of banks as they existed
on December 25, 1963. Nonmember benks end their correspondents wou.‘!.d. be
the ones ms't aﬁ’ected by this proposal. As new mem'bers or the Federa.l
Reserv’e System they would have had to draw down corresyondent balances |
equel to $2.5 billion, asamning they would not vieh to liquidate other '
asséﬁs; This would constitute more than ha.lf o: 21l their 'balances d.ue
frOm banks. Undou‘bted]y, many correspondent relationships would ceqse:
fto be profitable and use of central bank services would grow.
| Although ‘country" merber benks hold b3 per cent of their total
gross d.eposits 1n the time category, end these would no longer be aub,jecti
to any requirements, this group of banks might be hardest hit amng the
member 'bsmk youps. This is due to their no longer being a‘ble to enjoy |
a preferential reserve rate in relstion to the "reserve city" banks.
Their required vreserves would have been raised by $1.2 'billion and would
largely have to be secured. from t.heir balances due from banks Jh:lch‘ ‘
emounted to $5.2 billion. The $2 5 billion which nomncmber banks .rould

d.raw out of correspondenta and. transfer to Federal Reser\re would

lIt does not seen 1mproper bo consider this two per cent
excess a6 'required" reserve. All benks, especially smoll country 'banks,
gre inclined to maintein some margin of ssfety over absolute legal :

minima.
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i mmmmwmmmmmmmcmamm IHUNITEDS?:ATES

(Figures in millions of dollars)

~ BASED UPON 18.3 PER CENT RESERVE REQUIREMENT AGAINST
NET DEMAND DEPOSTIS AS OF DECEMBER 25, 1963

Reserve Clty Member Banks

- Country All : *
. ' Member ~ Member Nonmember All
Hew Yark Chicago Other ~ Banks . Banks Banks Banks
1. Gross Dmnand Deposita 26,17k 6,629 53,112 52,202 136,117 25,153 163,310
2. leances With Banks | - 27 10 | 2koh | 5,170 7,958 4,712 12,670
3. Cash Items In Process’ k,612 910" 8,297 2,441 16,260 430 16,690
k. Deductions (2 + 3) 4,886 1,020 10,701 7,611. | 24,218 5,142 29, 360
5. HNet Demand Deposits - S : S ‘ -

o @- ; 21,288 5,609 - | k2,b11 kh, 591 113,899 20,051 133,950
6. Required Reserves : - N '

@ 18.3 Per Cent 3,896 1,026 7,761 8,160 20,844 3,669 24,513
7. Cash in Vault 303 57 1,137 2,164 3,661 1,139 - 4,800
8.“ Het Required Reserves - : - ; : : ‘ ' ' :

- 6-17) 3,593 969 | 6,624 5,996 17,183 2,530 19,713
9. Actual Reserve With E '

.-. Federal Reserve Banks , E

- Decenber 25, 1963 3,872 - 997 7,089 4,818 16,776 16,776
10. me?emé {ﬁ; gtg +;t 279. + 287 L+ _h65_“ . =1,178 - kot -2,530 - 2,937
Souwrce: Board of Governors of the Federal Reserve System,i "Assets and Lisbilities of All Banks in the United

States, ' No. J. 4., December 25, 1963.
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similarly reduce member banks' deposits. This reduction in deposit
liabilities of banks would reduce thelr required reserves by $0.7 billion.
A net incresse in legal reserve requirements as indicated above would
probebly have to be offset by massive purchases in the open merket by
the Federal Reserve. Just what asmount of purchases would be necessary
is difficult to determine.

Reserve city banks would gain considersble free reserves.
Table 7 indicates that New York city banks would enjoy = gain of $279
million in free reserves while Chicsgo benks would gain only one-tenth
es much. Other reserve city benks would gain $465 million in free
reserves. The increase in required reserve for ell members reflected
by this teble 1a not particularly meaningful. It merely results from
our using the snnual eversge ratio of 18.3 per cent insteed of the 17.9
per cent which actuslly prevailed on December 25, 1963. The more
important aspect of this illustration is the effect upon the classes
of banks., It is interesting to note, however, thet a chunge of only
four-tenths of one per cent yields a $400 million increase in reguire-
ments for member banks. Perhaps this result illustrates the difficulty
of using changes in reserve requirements as a contracyclical tool. It
should be pointed out that these figures ure totals and averages; there-

fore, they conceal the extreme cases.

The CMC Effect--Virginiu

It has been convenient to group Virginia banks into size
classifications for two reasons: (1) these banks are "closer to home"
end the effects upon various sizes indicate to a degree effects upon

various individual banks with vhich we are femiliar, and (2) banks must



f : T2

be grouped accOrding to size when one wishes to apply the Heller gradusted
requirements. For this letter reason the groupings are the same for

both uniform (CMC) end graduated reserve (Heller) analysis.‘ Member and

nonmember Virginia 'banks are grouped according to: - (l) banke with more
than $100 xnil.lion in net demand deposits, (2) banks with more than $5
million but no more than $1oo million in net demands, and (3) banks with
$5 million or less in net demands. Member banks will de deaignated»in
descend.ing order es groups 1, 2, and 3; nommembers will be called groups
A end B. Theré is no nonmember Virginia bank with deposita of $1oo

! .‘
million or more. el s S —

Table 8 1ndicate8 that, on the averase, the tbree largeat and

‘ the 39 medimn-sized banks would lose a substantiel amount of free reserves
per 'bank The lho emnll member benks would lose an insignificant emount
of reserves. Within the lntter group, however, there would be large
variations depencung on the proportion of time deposits held by each
banke The losa indicated for the larger Virginis banks would also

P
depend upon time deposit proportions. More importsnt, some of theee

banks would los‘e”o' 'tremendous amonnt of their correspondent depoaits
needed ‘by nomnember Virginla banks to establish reserve balences under -

the new law. Tbere is.no pu’blished information to 1nd1cate which

~~4

Virginia banka would be hardest bit by loss of correspondent balcnces.
Indeed a great deal of the nonmembers' 'balances would be probably with-
drawn from New York city 'banka; some would be taken from Washington, D. C.

benks. It is safe to assume that the larger Richmond, Norfolk, and
t
Roanoke banks vould be the most affeoted by withdrawals of correspondent

balances resulting from :hnpoeition of uniform reserve requirements

asains’c nomem’oer Virginia banks |

l
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_TABIES

APPLICATIOI‘I OF UNIFORM RESERVE REQUIRIMENTS TO VIRGINIA MEMBER BANKS FOR RESERVE PERIOD ENDED DECEHBER 25 » .1963,
7 AND TO VIRGINIA HONMEMBER BANKS FCR STATEMENT DATE DECEMBER 28, 1962w«
BASED UPON 18.3 PER CENT REQUIREMENT AGAINST NET DEMAND DEPOSI‘I‘S OI‘ILY

(Amounts in thoussnds of dollars) '

- Dailly Piédecte;i
- . Average | Required o R
Aggregate Reserve Actusl ""Reserves | T
Virginie Net Demsnd & 18.3 Required Required Lveruge
Member Bonks Number Deposits Per Cent Reserve (Difference) Per Bank
Group 1 Banks ' , _
(More than $100 million - R -
in net demand deposits) 3 565,031 103,400 88,75 + 4,625 1,542
"’ Group 2 Bemks i
($100 million or less -
but more then $5 million f
in net demand deposits) 39 728,293 133,218 121,057 +12,221 313
Group 3 Benks - o i
($5 million or less
in net demsnd deposits) 142 309, Tk 56,683 55,281 + 1,402 10
‘Totul 8% 1,603,068 293,361 . 275,113 ~+18,218 99

Computed from: Report forms BK 246,
of Richmond, Bsnk Accounts Depertment, December 25, 1963).

"Reserve Status Computation” (accounting files of Federsl Reserve Bunk
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TARLE 8--Continued

Projected
' Required Y
, ) : ~ fggregute Reserve Averege
.. Virginia o : Net Demand @ 18.3 Amount
. Nonmember Benks HKumber Deposits Per Cent Per Benk
: i;;Group A Banks f
~($100 million or less = ,
- but more than $5 million S o : S
- in net demand. deposits) 13 164,411 30,087 2,314 -
" " Group B Banks
.. (%5 milldon or less - : -
1n net dem:nd deposits) ‘ 86 150,381 27,520 320
.,mbt'.;u 99 314,792 57,607 582
| Computed from: Commcnweslth of Virginis, 1962 Annusl Report of the Burecu of Baxking, State
. Corporation Commi.,sion, 195-3'.
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: .The Virginis analysis, like the one concerniné the entire . -

United States, indicates that scme feirly sizable dislocations might
take place through nommember banks withdrawing deposits from member
banks; elso some extensive open market operations would be, necessary. .
Frobably, uniform requirements are desirable in the long run, but some . -
other scheme that will avoid the transitionsl problems in the wniform
requirement plan would be prefemble. This seems the chief merit in the

groduated reserve requirement proposal advocated by the Heller Committes.

' The Heller Effect--United States

The 'gradgaf;gd reserve proposal has been gtﬁdiedig terms of
Septeaber, 1961 reports of condition by . Levis N. Desbitz, Diviston
of Research and Btatistica of the Board of Governors of the Federal
Reserve System. Mr. Dem’bitz hes generously offered to allow use of the
data from this mpu'blished study. 4

The graduated requirements suggested by the Heller Committee
are: 7 per cent aga:lnst the first $5 million of net demand deposits,

12 per cent aga:lnst the next $95 million, ond 16-1/2 per cent against
the nat demand deposits sbove $100 million. Uniform requirements~-as
noted earlier-=would pose en irmense problem for the group of- banks (and
their ‘corrvespondents) which would move from nommember to member bank
status under terms of the CMC recommendation.l -The effect of the gradu-
ated requirvements on these banks, which incidentelly would retein non-
member -stetus under the  Heller proposel, would probebly be smaller

S AP e N ST

llt must, be 'borne in mind that the Heller Committee recommended
equal reserve classification of all insured benks except as to size; . -
the CMC recommended full membership in the Federal Reserve System. .,

[T B R A
SR T
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but this is problemstical. The following table taken from the Dembitz
material shows the effects on various size groupings of banks.  This !
i1llustrates the gentle progression in requirement percentages as the
demand deposit size groups mcmase.l This 18 in contrast to the sharp
41/2 par cent differentisl prov:lded b}'the present reserve city-country

LR

requirements.

TABLE 9

GRADUATED RESERVES--PERCENTAGES OF NET DEMAND DEPOSITS® -

. Required Reserves . .
Net Demand ueposlts “ ' As & Percentege of ’

jgillions of dollars) Net Demand Deposits
" Upto5 7.0
8 cee T ol 8.9
P 10 : ’ E y 905
o 20 10.8
50 11.5
. 100 .. ., ...o1.8 .
Clee bt monrigte
150 o sa. 1303
30 T ewvites gaed
. ., 500 . 15.6
2 : 1,000 16.0 &

Mr: Dembitz ‘bases his analysia upon September 27, 1951, con=
dition report data. : : ‘ T :
o More than 90 per cent of the nonmember banks would be sub,ject

to the lowest ,’.éqaimmgnt;.'.geven“ per cent. Only ten nommember benks had

R

dneserve required egpinst time deposits, presently in effect
for member banks, would presuma'bly be extended to nonmmber banks at the

present four per cent rate.
e Lawis N. Dembitz, 'Graduated Reserve Requirements" (unpublished
staff paper, Boerd of Governors of the Pedersl Reserve System, June b,

1963) pe b
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net demands of more then $100 million. The following teble illustrates
the mumber of nonmember benks and proportion of total net demend deposits

in'each size category.
" TABLE 10

' INSURED NONMEMBER BANKS CLASSIFIED BY AMOUNTS . - - -
OF THEIR NET DEMAND DEPOSITSL

ta

‘ Total Net
U Total Demand  Number Member
Rumber sits Deposits Banks in Bame
o Bankar zBi 1on8 of do% ) _Bize Cless
Under $5 millton 6,356 :‘,_.188 .88  u,218
s on to TSR o | .

$100 million 639 14.9 . 7.8 1,761
Over :}100 million 10 : 2.4 | lb 5 A‘.,“.:" ~.'1.532

o Aa 1n the case of the preceding discussion of the CMC proposals,
11'. 13 assumed that nonmember banka would estsblish their reserve balances
by d.mving down en equal amount of corrasmndem; balances.. Actually somae
mighb draw down more than enough to establish reserves with the central
bank; they might wish to become members and establish all tl;eir clearing
funds with the Federal Reserve. On the other hand, six per cent of the
nonmember banks in Beptember, 1961 would have held sufficient vault cash
balances to meet the Heller required reserve:. Thus, they might not have
withdraven 'vamr correspondent balances.

o, The Dembitz study reveals that ‘even after deducting from corre-

spondent balances of nommember benks an-amount sufficient to meet the -

1vid., pe 6-
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impact of the Heller reserve, more than two-thirds of the nommembers -
would 8t11l have equal or greater correspondent balances than the median
belsnces held by member banks in compareble size rroupings. The next
table reveals the sverage correspondent balances which would have been
held by member end nommember banks in-the various size groupings after
deduction of smounts necessary to satisfy the normembers' newly required

reserves on time and net demand deposits.
TABLE 1

" .. AVERAGE CORRESPONDENT BALANCES (DUE FRQM_BANKS)
. o HEL) BY MEMBER AND NOMMEMBER BANKS!
Corvo e (Thousands of dollars)

LI
VN .

. Held by Nommember Beanks

Benk 8ize Lo T v After Deducting
{Total deposite J _ Held by Member Banks = _ Leserve Requirement
Under $2 mill4on 150 . . . 1T

2=-3 million = R 2ko- 7 ' 292

3-5. ot L L 1;07,“;

7-10 ; , . 627 | A (°

10_20 R | A L . 9&9 . i et . . 958 .
$20-50 " oooonei o . L3
100-500 " 8,n8 L 1,367
oer g0t s 600

While the effect of losing correapond.ent balances to the Federsl
Reserve might be conaidered in.jurious to the menmer banks, the errect of \
the Heller requirements upon nomembgrs' v"°‘v114 nqt “be; a8 drestic as one
might svt;mjx;se’.w 'l‘wo-thirds .fould havevmp‘re than_ enough correspondant, .
balances, if member banks of comparable size can be seid to have enough,

évi'enmafter mposition of the new requirements. The remsining one-third

lIbid., Do 8.
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nonmember banks in all but a few instances, perheps the largest, would
have a choice of paring balances due from banks below "normel” levels or
liquidating earning assets. Mr. Dembitz states that if this entire group
of nommember banks (one-third the total number of nonmembers) were to
require balances with other commercial banks equal to the median emount
held by member banks of comparable size, the emount of earning assets
driven to liquidation would be only ebout $600 million or two per cent
of ¢ll nonmember banks' earning aasets.l

What of the effect upon member banks? The following is a
sumary adapted mainly from the Board study:2
Group 1 Banks

Net Demcsnd Deposits More Than $100 Million:

Reserve City Banks == A reduction of $4-3/4 million would benefit

each of these benks. This is derived from a reduction of $250
thousend on the first $5 million (five per cent) of their not
demand deposits plus a 4-1/2 per cent reduction on the first $100
miliion. Iosses of correspondent bzlances by reason of nommembers'
establishment of legal reserves would probably cancel this gain.
Derbitz fouﬁd that $10-1/2 billion in doposits due to correspondent
banks were held by the 228 reserve city banks in September, 1961.

He estimates that an aggregate of $800-300 million would probably
be trensferred by nommember correspondents to their reseive gccounts
at Fedefal Reserve Banks from their accounts with reserve city

banks. This loss of reserves would approximate the $816 million

J'.Ibidu, p' 90
V 2Ibido’ ppi 9"12’
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gain in reserves afforded by the reduction in requirements on their
net demand deposits. The above is besed upon assumptions that
withdrawals emong member banks of this size would be proportional
to these banks' totels of balances due to other benks; end non-
membars would transfer to the Fed only to the extent that such
trensfer would not reduce their correspondent dalances below those
beld by member banks of comparsble size.

Country Banks -~ These 31 largest country banks would have increuses

1n their reser\re requirements. As country bunks they presently
’are aubJect to 1.2 per. cent requirement on net demzxnds, but the
Beller proposal would subject & portion of these dsposits (over
$100 mimon) to a 16-1/2 per cent requirement. The study estimates
& total increased reserve of $110 million sppliceble to these banks;
alsoA they would lose about $15 million in wiﬁhdrawals of balances
by nommember correspondents. However, $60 million of the increase
in reserve would apply’ t0 nine gountry bankg which would have become
reserve ‘(:ity — @Aer the redéfa_i Reserve Board's classification
published in March, 1961.1

Group 2 Banks

Net Damand Deposits More Than $5 Million to $100 Mill:lon-

Reeerve City Banks -« These banka would gein reductions on the first

$5 milldon of their nat demend deposits equal to 9-1/2 per cent or
$475,000 each plus 4-1/2 per cent on the smount of net demands which
" exceed $5 million. However, losses of correspondent: balunces by
" reason of nonmember banks' eatabli:éhment of legal reserves would

~emqm- 511 34keldhood cencel out a large portion of this gain.

18_ggra, pp. 26-27.
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Country Banks -~ This group of banks would gein reductions on the

first $5 million of net; demand deposita equal to rive per cent or
$250,000 The requirement of 12 per cent would. rema:l.n equal to
the preaent one for t.he net demands which exceeded $5 million.
An aggrege.te reduct:lon of $180 m:lllion woum be offaet by loss of
74 a‘bout $75 million 1n correspondant belances to nonmembers establish-

i

1ng Federal Raserve accomta.

Group 3 Banks

Net Demand Deposits $5 Million or Lesss

... Raserve City Banke -« There are none in this category.

... .Country Banks -~ These banks would gnin reductions in legal require-
ments equal to five per cent ar five-twelfths the present level of

.1 A2 per cent. The following 18 e summary adapted from the Dembitz

... . -conclusion:®

.. TABLE 12

- .++.. EBTIMATED EFFECTS ON CLASSES OF BANKS IN UNITED STATES FRQM -
APPLICATIQN OF HELLER COMITTEE GRADUATED RESERVE mummmvrs
SR o (smounts in millions of dollars) . k

o o u'l'hirt.y-one
- Nonmember Reserve City Most Cowntry - = largest
Bank ’ Member Banks Member Banks Country Banks

‘hssets:
* Reserve with e Tl T
F. R. Bek  +1,700  -80 -850  +100

" other benke ~ - - ‘=1,000

¢ !Earning Assets - = 700 . o . " U4+ T50 0 - 135
1debildtiass o o o e nl
s Due todbamks - .- =80 . =200 .. . - 15

denbitz, loc. cit., ppe 13-1h.
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. The Heller Effect--Virginiam

The writer has followed & somewhat different epproach in the ‘
applicution of greduated reserve requirements against Virginia banks.
First, the imp&xct of correapondent nonmembor banks' withdrawals from |
member banks is not indicated. It would be difficult to detemine thia
in a limited srea because oome balancea would move into Virginia from
other atates; also, some of the reserve city banks in Virginia might
lose balances to out-of-state nommembers. Secondly, the ei’fects upon N
reserve city 'banks as 0pposed to country banks i1s not shown; the groupinge
a8 to size seem more appropriate ‘ ' -

Member Banks

Country bank reserve position reports i‘or the two-week period
ended December 25, 1963 were used. These are computer-prepured from ‘

L

mem‘ber banks' | ports of deposita und. required reserve. | They were
d.ivided into the tnree groups ‘according to dail,; average net demand-
demsits over the two-week period. In the case oi’ reserve city banka,
one-week reports were utilized ‘and dail,y everages obtained. Thore are h
fiva reserve city banka in Virginia. 'l‘wo ere in group. l; three are in
group 2. ;There are 179 country banks in Virginia. One is in group l,
36 are in group 2, and 11.2 ere in group 3.1

The one country 'bank in group 1 io a state-wide 'branch banking
system with ‘almost $200 mil.lion in net demand deposita subdect to only h
212 per cent reserve requirement. It hus no office in the etate 8 only
reserve city. One of the group 2 reserve city banks confined to the

city of‘ Richmond hes net demand deposits of only about $18 million.

s e e
PAR IR S

| lS . p‘.. 73' | ;,
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It is sui:,ject to a 16-1/2 per cent requirement. No better evidence could
be found for the proponents of a change in the present system of resarve
requirementa for member banks of the Federal Reserve System, Draatic |
changes 1n these two banks' reserve levels would take place as will be
nOted fro.n revieving Table 9 above.

' | The applicable Heller percenteges were computed from the t.hrec‘
grOups' het d.emand. depoaits in Table 13. For exemple, there are 39 't;anka
in sroup 23 a Beven per cent required reserve was calculated against the
t:lrat. $5 million of each of these banks resulting in $13.650 xnillion
($5 million x 39 bemks x T per cent) required reserve. The remaining
net d.emand deposita were subjected to & 12 per cerrt required reserve,
producing $63,995 million. The total, $77.645 million, was compq.re_d‘

wit.h the deily average required reserve actuslly in effect for the per1od
ended December 25, 1963 for these 39 benks: $9%4, 6&9 million. The result
’ : wae a releaae of about AT million. This is mialeading hovever, eince '
36 of- theae banks would unifomly have their reserves reduced by $250 .
thousand. The three Richmond. banks presently claaeified. a8 reserve city‘
banks whose net demand. depoaits are less than $100 million would enJoy )
8 reduction of $8 million in required reservc, almost balf the release |
for thia, entire group of 39 benks. ' ) o

: Lgein 1t 18 necessary to point out that we don't know what »
effaect ccrreapondent nonmember withdrawals would have, certainly 11; would:
not greatly change the picture of & significant potential for greater T
earning asseta on the. pert of the group 2 banka (eapeciany those three
banks in Richmond) afrorded by the Heller requirements. - '

Nomnember Banks
The 1962 Annusl Report of the Bureau of Bank.ing, State Corpg—

ration COnmiesion, Commonwealth of Virginia shows condition of each |




TABLEJ.S

mncamm o® "HELLER" COMMITTEE GRADUATED RESERVE REQUIRRMENTS TO VIRGINIA mmm mmcs
T . FOR RESERVE PERIQD ENDED DECEMEER 25, 1963

(Amounts in thoussnds of dollurs)

Deily
v S . o Avercge
‘Aggregate Net | Fro Forma Present Amount of | Reserves
Denmsnd Deposits|  Required Required Reserves | Rele:sed
Daily Average Reserve Reserve | Relersed | Fer Bunk
Group 1 Banks (3) -
Het Demend Deposits More Thon $100 Millian:
. Amount subject to 7 per ceat requirement - _ :
" $5 million x 3 banks - 15,000 1,050
. fmount subject to 12 per cent requirerent -
~ $95 million x 3 banks - 285,000 34,200
- Amount subject to 16-1/2 per cent .
requirement - remainder , 265,031 | 43,730 , .
Total Group 1 Net Demand Depoaits 565,031 78,580 85,030 6,050 2,017
Group 2 Banks (39) S ~ ' S o
Bet Dewund Daposits more than $5 million: , 7
-Amount subJect to 7 per cent requirement Sl '
45 millton x 39 banks .. 195,000 13,650
fmount sublect to 12 per cent requirement - - o v v
- remainder ; 533,293 63’995. S . R
Totol Group 2 Net Denand Deposits 728,293 T7,645 94,649 17,004 436
Gmug,‘iBa.nLa (2 ' ’ S ‘ ‘
Net Demund Deposits $5 Millim or Less:
' © Total Group 3 Net Demend Deposits: : R : ;,
Snbject to 7 Fer Cent Requirements 309,74k - 21,682 37,169 15,487 109
Grand Totel ALl GrOupa (18%) 1,603,068 = | 178,307 216,848 38,541

Computed from: Report forms EX 21&6,

Richmond, Bank Accounts Department, December 25, 1963).

“"Reserve Status Ccanputation“ (accounting files of Federal Reserve Bank of -
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Virginis state nonmember bank. Although net demand deposits are not
Indicated, ench bank's gross demsnd deposits were considered to be five
times deductions (caeh items in process of collection and balances due
from banks); in other words, net demends were figured to be four-fifths
gi-oss dem.nds. This is based upon ratios found in Table 6 between non-
member bank totals in the United States.
The 99 nonmmember bunks were cllocated either to group A or
group B on the basis of net demond deposits for each bunk. Group A
includes 12 nonmember Virginia banks whose net demunds wore more then $5
million (there are none with as much as $100 million) as of December 28,
1962. Group 7 consists of the remaining 87 nonmember benks whose net
demsnds are less than $5 million.
Table 1+ 1llustrates the effect of applying 7 per cent and
12 per cent respectively to the first $5 million of net demund deposits
of nommember bunks, and to the excess sbove that smount for the 12 banks
affected by the higher requirement. Also, time deposits of these 99 benks
a8 of Decemver 28, 1962 has been aggregated end & 4 per cent requirement
levied pro forma.
| Lggregate required reserves for Virginie nonmember banks under
the Heller proposuls would emount to ebout $38-1/2 million--almost
exactly the ambunt of reserves released to Virginis member benks (refer
to Teble 13). In Virginis, stete nommember banks are presently subject
to & 10 per cent requirement on demand deposits end a 3 per cent require-
ment on time deposits. These requirements mey be met by either balences
with depository banks or vault cash (refer to Teble 1). On December 28,
1962 ell 165 state benks beld $284 million in cash ond balences with
other banks. Probably balf or more of these primary reserves belonged

to nonmenbers.



TABLE 1k

AFPLICATION OF HELLER COMMITTEE GRADUATED RESERVE REQUIREMENTS TO VIRGII‘IIA NONMB{BER BAM(S

FOR STATEMENT DATE DECEMBER 28, 1962

(Amownts in thousands of dollurs)

Required . ; .
Required Reserve Pro Forma
Aggregate Reserve | Aggregate Time Totzl Aver-ge
Net Demand | Ret Demund Time Deposita @ | Required | Reserves
Deposits Deposits | Deposi:cs |4 Per Cent Regerve | Per Benk
Group A Bsnks (13)
Net Dem:nd Deposits More Th-n $5
Million But Less Thzn $100 Million:
fmount subject to T per cent
requirement - $5 million x 13 banks 65,000 4,550
Amount subject to 12 per cent -
requirement - remainder 99,411 11,929 ) : :
Totsl Group A Net Demond Deposits 164,511 16,479 11k,453 4,578 21,057 | 1,620
Group B Bunks (86)
Net Demand Deposits $5 Million or Less: .
Total Group B Net Demsnd Deposits o =
Subject to 7 Fer Cent Requirement 150, 381 10,527 180,430 1,217 17, '{hk 206
Grand Tot:1 All Groups (99) 314,792 27,006 294,883 11,795 38,801 392

Computed from:

Commission, 1963.

Cammonwealth of Virginiu, 1962 Annusl Report of the Burenu of Banking St te Corporation
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In conclusion, it seems safe to assume that Virginin nonmember
banks cmﬂ.d. easlly afford the price of the Heller recommendations. This
would result in some shifting of correspondent balances from member
banks' depositories to the Federgl Reserve. However, some would come
fram out~-of-gtate banks amd in meny instances nommenmbers' vau;t cash
would constitute & ﬁajdr ﬁart'bf‘the reqﬁi}edlrdsérvé.l ﬁéﬁﬁe;}banks,
except for a very few, would probably ngoy an 0pportupity’to 1ggreaae

their earning assets under the nev requirements.



 CHAPTER VII
. A FROPOSAL FOR CBANGE IN RESERVE SETTLEMENT meonsl_.

The March, 1964 issue of the Journsl of Finance contains en

article by Albert H. Cox end Relph F. Leach recommending that reserve
gettlement periods for member banks be lengthened and ‘staggered. Mr. Cox
18 Secretary of the Banking and Finsnciel Reseerch Committee of the '
Americen Benkers Association. Mr. Leach is Senior Vice President and
Treasurer, Morgen Guarenty Trust Compsny, New York. Correspondence
with Mr. Cox resulted in an early enough look at the manuscript to sdd
this chapter. | o o
e This 1s an important plece of work in that 4t lays open to
inquiry snother epperent "historicel accident.” It suggests that present
reserve settlement periods for member benks pose cperating difficulties
for themj end, worse yet, the reserve settlement procedure interferes
with private security and money markets by ceusing unnecessery "defensive”
open market operations. It 18 proposed by Messrs, Cox and Leach that
member banks be permitted to average required reserves over a one month
period and that reserve periods be errenged B0 as to have some of the
banks' periods ending on each of the first four Wedneedays in each month.

In other wc;rds the reserve settlement periéda would be lengthened to

1pivert H. Cox, Jr., and Relph F. leach. "Defensive Open
Market Operetions and the Reserve Settlement Periods of Member Banks."
An unpublished peper, December, 1963. Ce R T MR

88
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one month and staggered s0 @8 to permit ome-fourth of the benks to:
settle on eech of the first four Wednesdeys of the month. The proposal
is beyond the scope of this paper and, moreover, there has not been
sufficient time to evaluate it adequately. BHowever, because this pro-.
posel seems to represent an original end logical approach to an important
phsse of reserve mechanics, it is considered eltogether appropriate to
offer here e teatative evaluation.

The Federel Reserve Act prescribes minimum balences to be
beld by member banks with the Reserve banks.  However, it leeves to the
Federal Reserve Board authority to change reserve requirement percentsges
within limits and to prescridbe such rules end regulations es it may deenm
necessary to effectuste the purposes of establishing member bank reserve
requiremente.l One of the Board's rules prescridbes that deficiencles
-in reserve baslances of reserve city benks shall be computed on the basis
of daily average cesh end balences with the Reserve benk over &.one week
yeriod. Deficiencies of banks not in reserve citles shall be computed .
on & biveekly basis.2 In other words, & country bank may be deficient
in required reserves over a substantlel pert of a two week period just
g0 long as he 1s able to 'everage out,"” or offset these deily deficiencies
with excess reservee in other days of the. payriod.3,

- Originally, esch of the twelve Reserve benks specified their

own computetion periods. One assessed penalties against deficiencies

- lpedersl Reserve Act (38 Btat. 270, as emended; 12 U.8.C. 461,
h’62’ 1“62&"1, l’l’62b’ l“&, %5)'

2 'Regulation D: Reserves of Member Banks,” as amexﬂed effective
January 29, 1964, Washington.

3No member banker may overdraw his balence at eny time, however.
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.88 they occurred on any individusl dey. Three banks permitted their
-members to avercge any deficiencles or offset them with excess reserves
~over an entire month. Gome banks differentiuted between country banks . -
-end city banks as to settlement periods, It wesn't wntil 1923 that the:
:various Reserve banks uniformly adopted the reserve settlement periods
recammendga‘by:tha Board, and these were a result of compromising the
.various yrgctiées of the Reserve banks. These 1923 settlement periods
were essentially what we have today. Messrs, Cox and Leach point out
-that money market or monstary considerations were not taken into eccount
iiqk1923_o:,before.1 ‘Dally attention to bank reserves and money market.:
Anfluences had not then come upon the scene: It 1s, therefore,. hard to
disagree with the contention that today's reserve settlement periods--
weekly for reserve city and biweekly for country banks~~have no real
monetery basis for their establishment. The fact that 5o meny practices
originally prevailed emong the distiicts gives rise to suspicion that
little attention was glven to selection of either the original practices
or the conpromise practice which prevails todsy. It might be argued o
‘gﬁat one to two veeks 1is long enough to permit banks to adjust their
reserves to the required balance, phnt,anqm;pngpr period would.encourage
umwise sbort term credit expansionm, that city banks would be more vulner-
v551a to sudden cesh outflows end hence require more sttention to reserves
from & liquidity standpoimt. Furtber,. it might be ergued that the Pederal
B;ggrgeﬁgct_1nplies;bankz must meintein legol reserves every day and
that they gay only withdrew or "check agaiﬁst";the required balence

subject to the deficient reserve penslties. As noted earlier, liquidity

J'COX and leach, Ope. cit.; Do k.,
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1s of minor importence in esteblishing reserve requirements; rather, S
monetary management is the principal considaration. Therefore, it might
be more properly aaked: how would 1engthen1ng reserve periods to one month
affect monetary management? The enswer to thie 15 the crux or ‘the thesis
'by Cox e.nd Leach. o Lol L e B AT .
Today, the Fed.eral Reserve Bank of New York under directitm
of the Federal Open Market Committee carries on oPen market operations,
the principal money And crédit Aéozi{;'roly izi;ti-ment ‘of .ﬁhe: Vcentrﬁi bzink‘.
Many of the New York Bank's ﬁﬁréﬁébeé and ‘sélves ;or thited “St;.aﬁeé governe-
ment securities are defensive oPerations designed to oftset 1ntra-mnthly
sxinse in factors affecting reservea, e.g. s Federal Resem flont of ’
ncollected checks. In the months April through September 1961, gross
day today chéhges in factors éxff'ecting reserves emounted to $lh,892 |
mi11icn supplied and $14,937 million withdrewn.l Thus, reserves supplied
throughout the six month period almost exactly equaled reserves with-
drawn. Theae factors increasing or decreaainsreserves excludJed Syatem
Open markat holdinga, 'but 1nc1uded check rloat, currency in circulation,
'l'reasury deposits with Reserve banks, vault cash in 'banks, required
reserves, “and other factors. 'Ihe la.rgest net change in any one mon
September 1961-~amounted. to minus $1&1@ mi{llion. The net for the six
months vas only plus $1&5 millton. Similarly, 'Federal Reserve Bystenm
open merket holdings 1ncreased’ on balance "only\"$669 million over the
six nonth perfod, However, gross pirchases smonted £ $5,607 ond
gross sales amownted to $4,93 over this period.? Obviously, therefore,

e R

R 1Ib1d., p. 7. RS A e

“Prpgd.
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Federel Reserve activities in the government securities murket ara largsly
defensive in nature, apparently designed to offset the fluctuations in
other factors affecting resexves. Why does the Fed need to engege in
such ‘defensive maneuvers? Messrs. Cox end Leach enswver this by saying
that given the present lengtl-of time for settlement (one week in the
case of the city banks) they are necessary to maintain stability in
money market conditions. The Fed requires that these bsnks settle for
their legsl reserves every week end the Fed must determine and offset
the short term fluctuetions in the factors which affect bank reserves.

- 'Check float in the United Btates resaches its pesk around the
middle of each month. 'Toward the end of thermonth it declines shorply.
It results from the Reserve bank's having pessed creditxto its depositor
nmasgber banks more rapidly tkea 1t receives credit from the drawee banks.
This is due to the Fed's policy of slways granting credit to its deposi~
tors in two days or less while actusl collection time may require as . .
mich &8 fouwr to six days. In a sense it 1s en illogicsel practice and
the flont which it creates tends to fluctuate rapidly, thereby compli-.
cating monetary control. . Nevertheless, it encourages use of the more -
efficient collection system which the central bank provides.' Thus, it
‘parhapsrehcouragpa.maﬁhership. Of greater significence here is the fact
+that check float provides benks with reserves. - 8ince the reserves thus
‘supplied do fluctunte, the central benk must teke defensive.action to
offset intra-monthly fluctuations in check float, -The central benk must
purchase for 1ta open market accownt near month end when float contracts;
‘otherwisa, banks would have to liquidate short term assets.: It must
sell govermment securities at the middle of the month to avoid banks

with excess reserves investing too heavily. The study states that
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"¢ + o+ these offsetting operations prevent large fluctustions in reserve
f‘_\,rgilabil:l‘tytajmﬁox‘xe’y mtee + » » they help stebilize the money market.
Lv e tha pattern is .clegr, vith the factors going one way, and the Fed
- the other, both ending the month in epproximate balance.” -

A good deal of the blame for the necessity of intramonthly,
'offsetting purchases and sales of govermment securities can be attached
to the short reserve settlement periods. If banks were permitted to
“avv'e_rég‘e gu:t; their required reserves over a one month period, the central
‘bank would not Lneéd) to take these offsetting short term actions. And
e the pgntral bank wer_v to stay out of the govermment securities market
tqr & gzje‘aterv Wm: ~the short term moneymarket Qould be fres ;qf’some ,
,oti‘,‘i’t‘a‘ disruptive influence. Furthermore, with longer reserve periods
the nﬁney markat_ubanks cou.).d plen reserve utilization more effectively.
| , o The caumon settlement dates also serve to impede a freer money
market. For example, when excess reserves are ‘relatively large, it has
becc:m e :nmilﬁ_.gr pattem fqr the Federel tmda;ate to drop ‘aharply‘
Just before gomxtry bank settlement days. This instebility agnin arises
from no real difference in credit ‘avellability, but from the artificial
stimulus of the eomuon settlement dates. If staggered settlement deates
~vere permitted with banks' periods ending at different times, their
asgregate reéem funds could be evenly apportioned over time. One
quafte;; ,of_ the city end country banks in each Federal Reserve district
would aettio' each, Wgek,‘ and sqttlemnt dates would be distributed among
the banks in each mador city. These settlements would be apportioned

%o each o of the ﬁrat four Hedniesdays 1in the month. No benks' reserve
periods vould end whenever a fiﬁ:h Wednesday occurs (four times a year).
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This proposel brings a fresh new criticimm to the mechanical
rules by which commercial banks maintein their reserves. It provokes
nev thoughts about the necessity and purpose of reserve requirements.
It should dispel some of the mystery ebout the mechanics of the Fed
"going to market" by forcing the monetary theorists to come to grips
with a monetary problem which the suthors expose snd then "solve" with
a simple mechanical device. The most serious question might be con-
cerned with the degree of imperfection to result from the reliance upon
the commercie) banks to plen reserve needs over so lomg a period of time.
Might not they miscalculste and ectually sccumulate even greater reserve
deficiencies or excesses over a month, such that finally--realizing their
positions--they might exert a magnified pressure on the money market
themgelves? - And--worse yet--might not they run the risk of incurring
hiige reserve deficiencies and penalties levied by the central benk?
Also, precisely how would the banks be divided into the four groupst
Would one week of the month (es & time for ending a settlement period)
have more significance to a given bank than enother week? If so, would
the bank have any choice in gelecting 1ts particuler closing week? |
7 Messrs. Cox and Ieech anticipate end answer other questions.
They also 1llustrate their study with deily reserve asnd "factors" charts
which amply reveel their thepis.l This 1s an interesting pape’r and one
which seems o merit a considerably greater amount of study than is
afforded in this short chapter.

B R S S PR
o A

Lo ?'iﬁ'dévéioﬁiné‘ﬁgm‘es for the April-September, 1961 period
which eve used in the charts, the suthors were assisted by the statistical
steff of the Board of Governors.



CHAPTER VIIX
CONCLUSION

".The dusl role of the central bank presents some difficulty

to the student of money and banking. The Federal Reserve System nmust
contribute substantially to the payments mechonism in the United States.
It must also regulate the supply of money and credit in keeping with
national cutput. One function lies in the field of administrative
finence and the other has to do with economic poldicy. Seemingly, the
two functions are seperate, yet relationships baetween the central bank
and commercial banks touch upon both asreas. Legel reserves are the base
for monetery control. They are also used for clearing purposes, and ths -
central bank's policy of granting credit through the payments mechanism

affects the reserve base. The "services' which the central bank performs,
e.g+y check collection for its members, are often thought of as a kind
of revard to a member bank for its having become & member and thereby
established a nonearning reserve balance.

" It cen safely be stated that the central bank is essential for
the performance of both of these two functions. What does it need in
the way of support through membership of the commercial banks? Does it
need to exercise supervision and control over most of the nation's come-
mercial banks for purposes of providing an effective payments mecheniem?
Probably. To provide aen effective monetery control? Frobably not.

The point of this discussion is not to rrovide imowledgeable snswers
95
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‘to these two questions; it 48 to draw & line between the two principal
.kinds Of work which the central bank performs, and to suggest thet
authority in one field should not be unnecessarily complicated by legis-
‘detion in the other. For exemple, provision for changes in reserve
‘requirements should not be made with en eye toward central dbank services.
‘Raserve requirements should be set primarily for reasons of monetary
needs.  ELervices established are présmably to improve the psyments
‘mechanism. For this reason, a system of uniform reserve requirements
‘applicable to ell ereators of loanable funds will remove much of the
discontent and misunderstanding which cloazks present reserve requirements
with cznsiderations of compensatory aservices,

The student 18 likely t0 be tempted to favor proposals which
simplify the task of monetary control and eliminate the fuvored
atatus of some financial institutions which seemingly do not carry their
share of reaponni‘bili’cy for modern money and banking needs. Specifically,
there seenm J.ittle to commend a geographicel or otherwise differentiated
reserve requireuent. There is good reeson to suspect that monetary policy

is complicated by ﬁhe wnknown distributive effects of changes in bank
reserv)'as dua to reserve differentials. |

At the seme time, it is unreasonsble to demand that small unit
‘banks be forced to ceasse existence through umbridled campetition. It
‘48 not required that banks be compelled to become members of thé Federel
‘Regerve Bystem or that states cease chartering banks. The Heller
.recommendation, within the framework of the Federal-stute banking systen,
_seems fairito pearly ell classes or groups of commercial bapka; It
;Qcogniz.eg mderal insurance 28 & criterlon for Federally established

‘pesarve requirements. It gradustes requirements in keeping with



91
traditional concepts of size amd velocity. Finally, 1t provides reduction
in requirements for masny danks.

What are the chances of amending the Federal Reserve Act and
the Banking Act of 1935 elong lines suggested in this papert™
There seems to be little hope for remedisl action in the near future.
Exhibit 1, a letter from Benator A, Willis Robertson, Chairman, Committee
on Banking and Currency of the United States Senate, doted December 17,
1963, .indicnted t0 the writer that no proposals have bdeen presented slong
these ‘lineg since the 1959 legislation was adopted. More recently,
8enator Robertson remarked!
. "With most finencial institutions thriving and with their’
customers on the whole supplied with adequate credit, the
= need for substantial changes in the organization of our
financial institutions does not appesr great. The long
- established rules of a game should not de changed unless
and until the need. for change has been pmrved. ‘
‘\ "My hesitance to enter the area or chenge 18 further
. .8trengthened by the fact that the Congress has other pro-
posals which asre generally consldered to be of far greater
immediacy and importence, whatéver one nay think of their -
merite.
"Tha banking proposala must ccmpete for the attention of
- the Congress with such messures as the tex cut bill and
the civil rights bill which the President has placed at
the top of the list."@
.+, As yegards the appropriate level of reservea‘ againpt time
deposits, it seems necessary to establish more empirical evidence to
determine the nature of these funds. In the meantime, theories that -

time depoeits are not money must lead to an sssumption that these -

Ifhege are the laws presmned to be subject to legislation in
 the’ event the Heller recommendations are ad0pted:

"2, \1111s Robertson, "Report on the Weshington Scene,” remerks
before the Convention of the Wisconsin Bankers Association, Milwaukee,

Januaz'y 20, 1962"0

e
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reserve requirements are not needed for monetery control. Also, sdequate
liquidity for these funds' withdrawel is obtained through maintenence of
ressrves against net demend deposits; clearing belsnces, effective super-
vision, and secondery reserves.

nror b The proper level for reserves sgainst net demand deposits is
the most elusive element in the "solutions” discussed here. Apperently
the reductions which heve teken plece in the last decesde heve not impaired
the central bank's ability to regulste money and credit. In Chepter II
it was found that the less reserve requirements are, the greaﬁer leverage
is afforded. It was slso found that eggregete clearing cherges egainst -
menber bank resarve balances in the Richmond territory amount to 70 per
cent-of bslances over e three month period. One might conclude that
benks nsed a sizable portion of whet they now maintein if they are to -
withetand edverse clearing belances in the form of checks drawn upon
them; cash withdrewals, etc.

In a sense, benks eppear to have & kind of precautionary demand
for money, If this epproaches the present level of reserve requirements,
then further reductions in legel requirements would create excess reserves
end monetary control would be camplicated. Changes in benks' reserve
positions would then rosult from chenging cesh needs more than from

‘conscious monetayy. action.
- Are yeserve requirements needed at all? Most writings exomined

in yreparing' this paper sssume that they are., The /mericen Bunkers
Association reasson is hard to essallt legnl reserves are necessary to
act as & mlcrum asainst which the leverage of monetary control cen be

exert‘.ed.«:L However, if monetery leverage becomes progreasively greater

lyember Bank Reserve Requirements, op. cit., p. 1l.
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o8 -the legal reserve ratio is reduced, then without any requirements a
factor of change effecting bank reserves would have an infinite effect
on the money supply. Surely this camnot be. There must be some other
deterrent to infinite expension of the money supply. It must be that
banks have & demond for cash belences or primary veserves, owing not
entirely to law but to instinct and experience, Any reduction of
primary reserves below the safe level will csuse the bank to borrow or
t0 fail to meet 4its obligations.

. Have recent reductions ccused reserve requiremsnts to approach
the point of precautionary demand on the part of member banks? Apparently
they have not.  State member banks' cesh sasets are now 21 per cent of
their total deposits; nonmember commerciz) banks' cesh assets are only.

14 per cent of their depoaits.l Thus, the nommembers with ‘the genarelly
lover regquirements are teking advantage of opportunities for a greater
proportion of earning sssets.2

L. A-conclusion might be reasched that cocmplete removel of reserve
requirements 18 possible with the Federal Reserve Board empowered to
reinatitute them at any time (a standby basis) The f100r of primary
reserves which the comercial banks must have to carry on their Opere=
ations might aerve as an appropriate fulcnm Just as 1ega1 rcserves |
nov do. Byatem open market oPerationa have come to reprenent the pre-
dcminant nonetary tool 1n recent yeare. On the other hand, it is
pro‘bable that the central bank would suffer a loss of contxol sufficient

1Fedeml Reserve Bulletin, op. cit., p. 1550.

‘?‘l‘his may 'be due in part to their larger proportion of time
depoaits. . ,
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The He.'!.‘l.er proposals represent & gie.n’c step in the right
direction. If these are embraced by both the central bonk and the cone
merciel banking associations, it is likely they will be sdopted within
a few years.

There is J.i‘ctle emphasis pleced upon the study of economic

subjects in public education, end most fmericans understand little about

‘-/e

their money and banking systems. In some ways the averesge Americon seems
to have b kind of eighteenth century attitude toward economic problems.
Banking lawg tpro‘bably reflect to a degree the kind of social or economic

INALTU “«JY‘ i
awarenass of the general populace. The general view that legal reserves
in tne

are: c‘hleﬂ.y a powrce of liquidity is manifested in many quarters. | The

monetary authorities express a sense of ewe in contemplating the repid
Corvae

derelogﬁent of monetary theory and their responsibilitiea in coping
T,

with 11:. , George W. Mitchell, Member, Board of Governors oi‘ the Fedsral
[6X3 )" : . . . .

Beserve Syatem, receszly hed this to sey:

Where tbe faith is serenely confident, the mechanism that makes
monetary policy work mey be thought of es belng locked away in .
& bleck box which cannot be opened. Where heresy or agnosti-

. cism prevail monetary action may be derided as little more than
economic voodooism. In between these extremes, scholars end
monetary practitioners have been leboring over the years to
improve their understanding of the ways in which monetary
action affects the economy, unashamed to edmit that in this
world there is & great deal the humsn mind can describe but

very ldttle it can fully explain or cwpmmm.l
In such e climate, it 1is very appropr:mta for. studies such &s

those witnessed over the past few yeara to take place.

ATITY .

Enel
1George W. Mitchell, "Evalusting the Effects of Monetary Actiom,”
remarks et Obio State University, Columbus, Februery 20, 196k,
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MAURINE B. NEUBERGER, OREG,
THOMAS J. MCINTYRE, N.H. COMMITTEE ON BANKING AND CURRENCY

MATTHEW HALE, CHIEF OF STAFF

December 17, 1963

Mr. W. B. Harrison, III
7718 Yarmouth Dr.
Richmond 25, Va.

Dear Mr., Harrison:

In your letter of December 13 you ask for in-
formation and material which might be helpful in preparing
a paper on the subject of recent proposals for changes
in the legal reserve requirements of commercial banks in
the United States.

This Committee considered the question of re-

serve requirements at length during the 1lst session of

the 86th Congress. As a result of these hearings, Public
Law 86-114 was enacted, making a number of basic changes
in the laws relating to reserve requlirements. I enclose
copies of this Committeel's hearings on the bill, together
with copies of the reports of this Committee and the House
Banking and Currency Committee and the Conference report.

I believe these will be the most helpful infor-

mation which I.can send you. No further proposals have
been presented to the Committee in the form of bills.

- With kind regards, I am

Sincerely yours, ~

O

A, Willis Robertson
' Chailrman

AWR:hc
Encl
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