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CQMHEPCIAL PANE RESERVES AND RESERVE REQUIREMENTS

Introduetion

This paper 1s a study of the regerves which commercial banks,
for ressons of prudence or law. have to hold against thelr deposit
ilebilities; . The study is especially concorned with the problems ef
underdevoloped countries, but, in order to provide & historical and
comprretive backgrcund, & considerable amount of space is devoted to
the expsriencaes of the more advanced countries, especially the United
States,.

The reasons banks need reserves in the absence of any
statutory requirements, end the comsiderations which determine the amount
:of reserves needed, are discusssd first, Then the effect which .the need
for holding reserves has on the credit potential of the banking system
is explored,

This 1s followed by & brief-explanation of the historical
origin of statutory reserve requirements against-bank depositss -Next,
there is a discussion of the purpeose which these reéquirements ‘normally
serve, Because the United States was the first country to have reserve
requirements against deposits, ‘and because the subsequent adoption of
such requirements by & great many other countries has been baded to a
consldereble extent on ceértain principles which underley the requirements
in the Uni%Yed States, the hiatorical evolution of reserve requirements

in this country is'studied in some detail, Then there is a brief survey
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of reserve requirements in other countries, and of the main features
which charecterize the requirements .of the individual countries,

After having completed the discussion of the characteristics
of reserve requiremants in the United Stetes and other ccuntries, a
study is made of the effectiveness of flexible reserve requirements
2f the usual type as an instrument nf credit regulation, and of the
practical limitations on the use of this instrument,

The 1ast three sectlons of the paper deal with three novel
types nf reserve requirements which have been devised for the purpose

of overcoming some nf the shortcomings nf the usual type ~f requirement,

The need for reserves

The.amount »f cesh which individuael benks receive for deposit
et any'given moment mey not necessarily be as large as the withdrawals
af cash taeking place at the same time, Morecver, at interbank clearings
of checks, a bank may find that its claims nn nther banks are smaller
than the claims nf other banks on it, For both reasons, banks need a
reserve of money which they can draw upon. This 1s true regardless
of the existence of any legal reserve requirement,

Beanks usually find it convenient to hold the bulk of their
reserves in the form ef deposits with the central bank, even in coun-.
tries in which there are no legal requirements compelling them to do so.
This is e safe and convenient form of meintalning reserves., For one
thing, peyments by one bank to another, as & result »f debit balances

at clearinz, are customerily made by drawing checks against depcsits
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with the central bank. If banka are neer a central bank and have de-
poeite with it, their need to hold reserves in the form ox notes and
eoine in their own vauits is very small, because by drawing on the )
central bank they can quickly replace eny cash withdrawn by their ’
depcsitors. - 7

Froﬁ the efendpoint'ef an individual bank, a demand deposit
with ancther commercial bank 1n the same country ﬁey be regarded as
part af 1ts reserves, because it can obtain cash by drawing on the
;depoeit in the same way that it can draw on its deposit with the
central bank. From the standpolnt of the banking system as a whole,
however, deposite of one commernial bank‘with enother do not increase
the totai velume ef reserves, Viewing the banking eystem as a unit,
the only deposits which represent reserves are those whieh can be
withdrawn in ceash by the depositing bank without reducing the reserves
of some other bank in the system. In most countries, only deposits
with the centralvbank meet this test, | )

Money which a bank holds as & reserve egainst its deposit
liabilities cennot be iéﬁt out, and ordlnarily earns no interest;
accordingly, banks have an incentlive to keep their reserves as low as
is compatible with their mlnimum needs for liquidity. The extent to
which a benk can sefely reduce its reserves, in the absence of any
statutory requirements, depends lergely on three conaiderationss

(1) The bank's experience with respect to the amplitude

ard timing of fluctuatlons in withdrawals and depositsj
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(Z)A The extent ﬁa whigh the‘banﬁ holdsiggldyand foreign ex-
change or other assets wh;cg Egﬁ be sold at short notice with littlev
risk of loss; and -
(3) The extent to which the bank can count on bérrowing

funds from the central bank or other sources, such as correspondent

banks, at any time, ‘

The first of these thres considergtions,‘the degree of
stebility in the benk's deposits, depends oﬁ & numbe? of institutional
factors releted to the nature of the business activities'aﬁd‘tpe
spending and saving patterns of the bank's customers. It also depepds
on the extent to ﬁhich depnsitors are liksly to subject tpe,bgpk.tq
senseless “"runs", |

The second consideration listed above is a very %mporﬁant
cne, In countries with broad and sctive merkets in short-terp,private
end public debt, banks cen safely operate with low reserves if‘they
keep & substanclal "secondery reserve" in the form of short~term

negotlable instruments which can be converted into cash within a few

hours time with little risk of less (unless too many sellers enter

the merket at one time, as happens during finencial panics), in cases
where the central bank or the Treasury is maintaining an orderly "
market in government securities, and where there 1s no reason to ex~

pect & change in this policy, a secondaryrrqserte in government

securities may be almost as liquid as & deposit with the central bank,
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The financiel markets of underdeveloped economies do not
offer the seme fine gradations of reedily marketable assets of different
meturities as are to be found in the large industrial countries, As
& consequence, banks In the underdeveloped countries to a much greater
extent must achieve liquidity through holding idle funds, or in some
cases foreign exchange which can readily be converted into cash by
gale to the central bank,

The third consideration determining the amount of reserves
& bank needs is thé possibility nf borrowing money at very short
notice, The existence of & central bank which can provide banks with
liquidity through rediscount operations reduces the need of banks to
hold large cash reserves; however, in many, and perhaps most, countries
banks are expected to meintain sufficiently large reserves to obviate
recourse to rediscounting except in rather special circumstances,
Similarly, the amount of cash reéerves a»bank will need to hold will
be smaller in situations in which the bank can depend on its ability
to borrow frém its correspondent or, in the case of a foreign branch,
from its head office,

The effect of reserves on the credit potential of the banking system

The greafer the amount of;réserves which banks feel they
need to hold in relation to their deposit liabilities, the smaller is
the capacity of the banking systém to expand credit, If banks need te
hold reserves eéﬁal to, saj, twenty per cemt of their deposit lim~

bilities, then the total amount of their deposit liabilities cennot
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exceed five times the amount of their feservgs. When reserves fall
below this percentage, banks must either obtain additional reserves

or else contract credit. The commercial banﬁing system As e whole can
obtain additionel reserves either by selling assets such és foreign
exchange or govermment securities to the Eeptral bank, or by borrowing
from the central tank, R

An individval bank may acquire reserves at the expense of a
loss of reserves by other benks, but this does not strengthen the
reserve position of the banking system as a whele, Tt elso does not
affect the credit potential of thé system unless there is a difference
in the relative reserve needs of the banks concerned, because the in-
creage in the credit potential of the banks acquiring reserves is
nffget by the contraction of the credit potential of the banks losing
reserves,

The credit potential of a banking system does not depend
solely on the relationship of reserves to deposits. It also depends
6n the extent to which an expansion of credit on the basis of excess
reserves sets in motion forces which will drain»reserves out of thél
banking system, There are two principgl kinds of drain which occuf
as benks expand credit, First, there is an increased demand by the
public for notes and coins, end, second, there is an increesed demand
for foreign exchange, The first is usually referred to as the "internal®
or "domestic" drain; the second is called the "external" or "foreign"

drain.
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For the banking system as a whole, the internal drain, or
the increased demand for ecesh as the volume of credit is expanded, will
be &etérmined in large measure by the institutional faétof of the ex-
tenﬁ to which'cash, rather than cheéking deposits, is used iﬁ ﬁakingb
payments, | | \

The more highly developed the economic end finencial system
of & nation, the greater is the use of checks rather than cash, 1In
the indﬁstriélized countries, the processes of production and distri-
bution are divided into many successive steps which call for peyments
by one firm to enother, The use of cheocks provides'businass enfer-
prises with a convenient and safe way of making and récaiving such
peyments, In the underdeveloped countries, on the other hand, the
pracesses of production and distribution involve fewer inter-business
and inter—urbanApayments, and as & conséquénoe a smalier percentage
of the totel of all payments and receipts are of theAtypes which can
best be made by the use of checks, Moraover, because of the higheri
levels of per capite income in the develéped countries, a.lafger per-
centege of the total expenditures of consumers involves sums whioh make
the use of checks highly desirable from the standpoint of both the
buyer and the seller, Largely for these reasons, end for the other
elements which follow from it, such as the lack of banking serviees in
meny communities, & much larger‘part of the money suppiy‘fnnﬁbe uﬁdefr
developed countries takes the>form of notes end coins than it does in

the developed countries,
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| The relatively greater use of sésﬁiin the underdeveloped_
countries acts as a sharp breke on bank coredit creation, This_fgctor
is occasionelly overlooked, nr is insﬁfficiently stressed, in dis-
cussions of the ability of banking systems to creste money, As banks

in underdeveloped countries expand credit, the increased volume of

payments involves a substantial withdrawsl ofkcurrenoy from the banks,
As eech bank finds its cash reserves disappearing, its ability to ex-
tend further credit is reduced, regardless of eny legal reserve re-
quirements, Accordingly, because of}the{large outflow of currency
which fcllows any expansion of credit, the banking éystems of these
countries cannct increase their earning assets or the money supply by
8o large a margin as one might expect, For example, in a country in
which inereeses in the money supply tend to be distributed 40 per cent
invthe form of demend deposits and 60 per cént in the form of currency
in circulation, the maintenance of & minimum reserve ratio of 20 per
cent would not enable the banking system to expand credit up to five

times the amount of any excess reserves, 1In fact, it couig create
1

only $1470 of credit for every $10P0 of excess reserves,

L/ The meximum potentiel increase in bank credit, deposits, and cash
1n circulation, on tho basis of a givon amount of excess rosorves of the ¥
commercicl banking system, oan Berdctermined as follows: ‘
Let AD = potential increase in deposits
/AC = potentiel increase in cesh in circulstion
potential increase in bank credit
commercial bank reserve ratio
amount of excess reserves of the commercial banking system
Thena D +/xC =A L; and bank credit expansion reaches its limit when
AD'r +AC = R, (continued at bottom of next page)

2ol BN ol
nu




—gan

There is still another factor which operates to check bank
credit expansion, This is the so-called "external drain", Because
of the limited variety of goods which can be produced in an‘&ﬁdér—
developed country, an ihcrease in income generated}by bank gfedit
generally leads to a substantially greater demend for 1ﬁporfs; In
meny countries, en inerease in incomes also leads to & strong demand
for foreiga exchange as a hedge against expected depreciations in thé
external value of the local curfency. Ordinerily, the banks will have
to meet the increased demend for foreign‘exchange by purchasing ex-
change from the central bank, thereby drawing down their resefve
belances and reducing their cepacity to extend credit,

Thus, an expansion of credit on the basis of‘excess reserves
sets in motion forces which reduce the reserves of the banks, thereby
limiting the emount of credit expansion thet can ocour. These forces
are especially strong in underdeveloped countries,

The origin of statutory reserve requirements

In England, the relationship between banks! holdings of cash

and their deposit liebilities has been determined by custom and

+

If r = ,20 and R = $1,00N; and if 60% of eny increase in the money
supply takes the form of cash and the remeining 40% tekes the form

nf deposits, so thet/.C = 1,5.D, then the formule ADer +5C = R becomes
AD(420) + 1,5\D = 41,009; and.\D = %588, Since’AC = 1,5\D, then

AC = 1,5(%588) = $882, Therefore, /.D +/\C = $1470, which is the
meximum potential increase in bank credit on the basis of $1000 of ex~
COS8 reserves,
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convention, end not by law, Moreover, banks have been permitted to

determine the distribution of their reserves between cash and depoéifs
with the central bank, Beanks in England developed the practice'of
Eepusiting the bulk of their cash reserves with the Bank of Eﬁgland
for reasons of convenience and security, | | &
The private banks were the first to entrust their surplt.is 6
cash to the Bank of England, The joint-stock banks, which sprang up
in large numbers after 1826, adopted the same practice, The Scottish
end Irish banks similarly came to use the facilities of the Bank of
Englend, The prectice of keeping balances with the Bank of Englahd
was expedited when the Bank opened branches in various parts of the
country and when it took on the function of interbank'cléaring in
1854.2 |
For similer reasons, banks in other Europeen countriesu
adopted the practice of keeping their surplus reserves with the prin-~
cipal bank of issue in the country, The development of this practice

was a definite advence in the direction of meking such banks "bankers!

1/ ™In Great Britain these decisions are left to the unfettered dis- .
cretion of the bankers, that is, we mey elmost say, of those who control

the poliey of the five giant joint stock benks--Barclays, Lloyds, the
Westminster, the Midland, and the Netional Provineisl, But it is *
generally believed that the bankers regulate the volume of deposits in
accordance with a customary rule of their own, which consists in keeping
e certain rough proportion between their deposits and what are called
their reserves," D.H. Robertson, Money (Cembridge, 1948), p. 51,

At present, however, British banks are "expected" by the monsetery
authorities to hold reserves of at least 8 per cent at all times, even
though there is no legal requirement to this effect,

2/ M. H. DeKock, Centrai Banking (Loxdon, 1946), Second Edition,

P 68, T
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banks", and was an important step in the evolution of banks nf issue
toward the modern centrsl bank of todey,

In the United States, the question »f the minimum amount nf
reserves banks should hold egainst their deposit lisbilities, and the
form in which the reserves should be kept, has not been left to the
discretion of the individual bank, Statutory reserve requiremsnts
against bank deposits were a feature of our banking system long before
& central banking system was esteblished by the creation of the
Federal Reserve System in 1913, Fven prior to the enactment of the
National Benk Act of 1863, Louisiena and Massachusetts required banks
to hold & specified minimum reserve égainst deposits, In Louisiana
the required reserves had to be held in specie; in Massachusetts they
could be held in specle or in interbank balances,

The Netlonal Benk Aot required all national banks to carry
reserves ageinst deposits as well as against notés. Deposit banking
was still of relatively minor importance, however, and the purpose of
the reserve requirements was prinéipaliy to prevent over-issue of bank
notes, The required reserves of the national banks could be held in
the form of "lawful money" and, subject to certain limitations and

1/
exceptlons, in balances with other banks,

%/ See Robert G, Kodkey, Legal Reserves in Americen Banking (Ann Arbor,
1934), Michigan Business Studies, Vol, VI, No, b, Chapters 5-4, Also,
The History of Reserve Requirements for Banks in the United States,
Federal Roserve Bulletin (Washiugton, D, C.), November 1938, p, 955,
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The institution ef statutory reserve requirements against
deposits seems to have been an American innovation, It represented a
recognition by the authorities that the ease with which bank charters
could be obtained in the United Staﬁes almost inevitably led to the
establishment of banks by persons with limlted experience in banking
who oculd not be depended on to maintain sufficisntly high standards
of liguidity end solvenocy unless required to do so by lew, In cther
words, legal reserve reGuirements were originally imposed for the
purpose of protecting the individual depositors by enforcing higher
standards of prudence on banks thag‘they would be likely to impose on
themsalves.é/;t is for these reasons that banking in the United States,
and in other countries which have edopted American practices and
traditions, is subject to so many statutory regulations on matters of
regserves, the types of loans and investmen#s‘banks mey meke, the amount
of deposits they may eccept in relation to the size of their cepital,
ernd so forth,

The principle nf requiring banks to hold reserves equal %o
8 specified proportion of their deposit %iabilities has been widely
adopted in subsequent banking legislation of & number of other countries,

The nature of the reserve requirements now in effect in such countries

will be described in detsil latér ch.

1/ ¢f. Roland I, Robinson, The Management of Bank Funds (New York,
T951), pi 4:50
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The normal purpose of statutory reserve requirements

The normel purpose of statutory reserve requirements is

L N AR

to limit the volume of ﬁoné&‘wﬁich banks can oreate by their credit
opafaﬁions;l Ogiginali;,-as has already beén noted, théﬁgvowed purpose
of limiting bank oredit expension was to protect the depositors,
Without such réstriction, it was feared thet some banks might expand
oredit to & point where they could not meet their depositors! demaﬁés
for cash, Reserve ?equirements gueranteed depositors thét tﬁeir
banks would have to maintain’at leasf 8 certain minimum degree of
liquidity, | |
It hes f?éépently been said that regerve requirements do
not incréaee a ﬁank*s liquidity because'raquired reserves cannot be
paid ouﬁ; hence, liqui¢ity is.p£g;ided only by excess reserveé and
by assets which can be readilyvconve;teéwihto oash.z/’ This observation
1s not entirely correct, hoﬁever, §n‘tw§.oounta.

| In the first placé, ﬁhenever depcsifﬁrs withdraw funds from

a bank, the amount of required reserves which the bank must hold is

reduced, If the reserve requirement is twenty per cent, for example,

}/' The reason for using the adjective "normel™ is that special kinds
of reserve requirements have been proposed or adopted in some countries
for purposes other than, or in addition to, Yimiting the total volume
of bank credit, Principal emong such purposes have been the regulation
of eredit to privaete borrowers on a ‘selective basis, and the isolation
of the market for government securities from the merket for private
eredit, ) ‘ : : A L ’
.g/ For example, such a statement appears in A.l. Allen, S,R. Cope,
LsJsHs Dark, and H.J., Witheridge, Commercial Banking Legislation and
Control (London, 1938), p, 18,
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8 withdrawal of $100 will reduce the volume: of required.reserves by
4'$20§' The remeining $80 can be obtained by drawing down the bank's
excess reserves, if it has Bny, or by liquidating $80 of its earning
essets, It is clear the% the higher the compulsory reserve ratio,
the larger will be the reduction in the amount of required reserves
whenever & deposit withdrawal of a given amount occurs, end, corree
spondingly, the smeller will be the amount of earning assets whisch
the bank will have to liquidate, Thus, if the required reserve ratio
were 100 per cent, a deposit withdrawal would never necessitate a
liquidation-of earning assets, The bank's liquidity needs would be
met entiroly from its required reserves, L

In the second plece, nearly all legislatien establishing re-~
serve requirements provides that banks can draw down their reserves
below the legal minimum, but et a penalty, The distinction between
& required reserve and a voluntary reserve ordinearily is not that
‘the latter cem be used and the former cannot be useds The real dis-
tinetion is that in the first case the government or central bank
decides what an adequate minimum reserve shﬁll be,'whereaé in the
second case the matter is left to the discrétibn of»the individual

benker, In the one case a banker 1s induced by penalties to eliminate

& reserve deficiency promptly; in the other case, he is not, This wes
made quite clear by the United States Comptroller nf the Currency in
his Annual Report far the year 1873 (p, XXV)s

"To claim thet a bank cannot redeem its own notes
upon presentation, and cennot pay the checks of its



depositors on demend if the peyment of such debts
shall entrench upon its reserves, is equivalent to
declering that the naticnal currency act was in-
tended to provide for the destruction of the very
institutions it had created, From. the first organ- -
lzation of the system to the present time, the uniform
decisions heve been that the object of the reserve is
to enable the bank at all times to pay its debts, 1In
times of panic the depositors of a bank, and not its
officers and directors, asre its masters,"

Moreover, the Federal Reserve Act, in Sec, 19, explicitly provides
that, |

"The required balence carried by a member with a

Federal Reserve Bank may, under the regulation

exd subject to such penalties as ray be prescribed

by the.Board of Gnvernors of the Federsal Reserve

System, be checked against and withdrewn by such

member bank far the purpose of meeting existing

liabilities,™

Actually, however, most bankers endeavor to avoid incurring
reserve deficiencies by keeplng some excess reserves, or assets which
can be liquidated at & moment's ﬁotice, such as call loans, foreign
exchange, or short-term government securities (in countries where
there is a broad market for such securities), They do this because
& reserve deficiency of any duration might shake the confidence of the
business and financial community in the soundness of the bank, and
because the penalties on reserve deficiencies in most countries are
much greater than the income sacrificed by maintaining an adequate
amount of excess cesh reserves or low-yielding quasi-ocash aséets.' In

short, even though required reserves cen be used to meet unexpectedly

large withdrewals of funds by depositors, the penalties on reserve
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defibiepciaé are usually so great that bankers fin& it advisable in
practice not to rely ohkfheir requ;red feservesAfor tﬁeir liquidity
requirements, except to the extent that such;resefveé are released as
' déposits are withdrawn, M

Under Regulation D of the Federal Resefve ﬁoard, éeﬁalties
for reserve deficiencies of member banks are assessed monthiy at &
rate equal ta-two'pércentage.points per mnnum above the Federal Reserve
Bank r;tg on disccunts of ninety-day c@mmerb;al»paperffor member
banks, The panalty rate is applied against th&(avqrage of daily
deficiencies during each of the reserve computg#ion periods ending in
the preceding calender month, Additional pengitiesAmay be imposed
by the Board if the bank’has repeated deficienciés. In the Philippines,
to teke another example, banks must pey & penalty of:one-fehth of one
per cent per dav on any average daily deficiency occurring during any
glven week, Moreover, if a Philippine bang chfonicglly haé a reserve
deficlency, the centrel bank mey limit or prohibit the granting of
new loans or investments by the bank end mey require thaﬁvpart ar all
of the net profits of the bank be assigned to its surplus, The legigla~
tlon of most other countries provides for comparablevpenalties.

In the case of commercial banks! which are in business for

proflt, penalties on reserve deficiencies make good sense, This is

1/' It should be noted that the only real penalty is the two per cent;
tThe rest is equivalent to the interest charge the bank would have had
to pay to the Federal Reserve Bank if it had borrowed from it instead
of incurring a reserve deficienocy,
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to be distinguished from the case of centrel banks, where laws im-
posing penalties on reserve deficlencies are largely a result of a
failure to Eengnize éhaéfﬁhé'éréfiﬁémotive'has no role in determining
cexitral bank policy, Such previsions are a oarry-over from the days
when central banks were commercial banks with a special privilege

of riote issue granted by the government.

Nowadeys it is recognized that :aser%é_rqquirbmentguageua
poor way of’éssuring depositors of the liquidity of their banks in
times of unusually heavy withdrawals, In such circumstances, in most
oountries at least, the central bankyis‘expectgd to provide liquidity
lby monetizing assets gf banks which,ére ;n distress, The purpose of
reserve requirements, thereﬂp?e,‘iajnbllqnger conceived of as being
that of restricting irresponsible bgﬁka'who might otherwise expand
credif to éuch &n extent as to jeppérgizé their abil%ty to mest demands
nf théirldépgsitorsAfor cash, .As'Relénd Robinson observes in his book

on the Management of Bank Funds:

"The spirit of promotion and adventurs that chardsterized
bankers in the days of wildecat banking has largely
passed; bankers are now, by reputation and by deed,
rather cautiously disposed, There is no reason to fear
that, if the legel reserve requirements were relaxed,
there would be a deterioration in standards which would
endanger the solvency of banks or the soundness of the’

- banking structure.“_i/

This quotaﬁion refers to bankers in the United States, Nevertheless,
the conclusion drawn would be egﬁﬁlly'trué of most other esountries,

including the underde?eloped dbnﬂtrieg. The ‘purpose of reserve

3// Robinson, op, cit., p, 45,
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requiremente nowedays is tn enable the monetary authorities tm control
oredit expansion by the banking system as a whole in order to prevent

inflation,

This change in conception was well stated in e Report éf'the

Committee on Bank Reserves of the Federal Reserve System; in 1931, |

which declered that;

"The Committee takes the position that it is no longer
the primary function of legal reserve requirements to.
assure or preserve the liquidity of the individual
member bank, The maintenance of diquidity is neces-
serily the responsibility of baenk menagement and is
achieved by the individual bank when en adequate- pro-
portion nf its portfolio consists of assets that cean
be readily converted into ocash, - Since the esteblish~ .
ment of the Federal Reserve System, the liquidity of
an individual bank is more adequately safegunrded

by the presence of the Federasl Reserve banks, which
were organized for the purpose, among others,.of in-
creasing the liquidity of member banks by providing
for the rediscount of their eligible paper, than by
the possession of legal reserves."

Similarly, Governor Eccles of the Board af Governors testified at the
hearings before the Congressional Subcommittee on Monetary, Credit,

and Fiscal Policies of the Joint Committee orn the Economic Report,

on November 22, 1949, thatg

"In sharp contrast with State reserve requirements,
those applied to member banks under the Federal Re-
serve Act are primarily designed to affect the »
availability of credit; that is to say, the money

supply, The Federal requirements. are not primerily

applied for the purpose of providing a cushion to

protect the individual bank," : o

Because bank reserve requirements in meny of the under-

developed countries have been patterned after the requirements adopted




in the United States, it is worthwhile revicwing the historical evolui/
1
tion of some of the features of reserve requirements in this country,

he geographioal classification of banks for reserve purposes,

In the United States, banks which are members -of the Federal Reserve
System are classified into three categoriess  central regserve oity
benks, reserve city banks end country banks,

This method of classification had its: origin in the circum-
stances prevailing et the time of the passage of the National Banking
Act in 1863, Benks in smell communities usuelly held balances with
banks in larger cities to assure the redemption of their notes, Banks
in most of the larger cities, in turn, kept balences with banks 1n
New York, The Netional Banking Act, as emended in 1864, took cogni-
zance of this system, Failure to include such- interbank deposits as
part of the required reserves against the -note and deposit liebilities
of the depositing banks would have placed quite w hardship on them,
because they would need to hold such balences. for working purposes in
any event, It was essential however, for banks holding the reserve
deposits of other banks to be sufficiently liquid to meet withdrawals
at all times, otherwise the entire banking system might collapse, It
seemed reasoneble, thefefo}e} to require banks te be subject to

higher reserve requirements if they were to have permission to hold

L/ The gources for the following historical review ares Robert G,
Rodkey, Legal Reserves in American Banking (Ann Arbor, 1934), Michigan
Business Studies, Vol, VI, No. 5, Chepter 4 passim, ard the History of
Reserve Requiremenss for Banks in the. United States, Federal Reserve
Bwlletin (Vieshington, D. D. C ), November 1938g




- 20 -
| 4

deposits which could serve as part of the required reserves of other
hanks, It also seemed raasohable to prescribe special reserve require-

ments for banks in cities such as New York which held résérve deposits

of banks in other cities which in turn held reserve deposits of banks -
in emller communities, n 5
The relative importance af correspondent eccounts obviously ‘

varied considerably from bank to Bank within any given city, Never-
theless, it was believed that a system of classifying cities rather
than individual banks would be reasonably satisfactory, and it had
the great merit of simplicity, This is the origin of the present
geographical olaésificatioh of banks for reserve requirement purposes,
The dfafters of the Federal Reserve legislation desired to
interfere with the existing banking structure only where there seemed
good reason to do so, There seemed to bs no pronounced agitation
ageinst the exiéting classification of central reserve city, reserve
city end country (or non-reserve city) banks for reserve purposes,

end apparently there was little consideration of eliminating this

feature of the reserve structure provided for under the Natiomal Bank
Act, |

The underlying reasons £ar the geographical distinctions dis- v
appeared with the enactment nf the Federal Reserve Act, however,
because the required reserves of member banks had to be held in cash
and in deposlits with the Federal Reserve Banks, and, after en emgndment

to the Federal Reserve Act in 1917, entirely in the latter form, It ‘l
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is now felt by most students of banking that the system of geographical

clessification is emachronistic and diseriminates againét banks in

the central reserve and reserve cities for no good reason,

The distinction between demand and time deposits for

reserve purposes, The National Banking Act did not distinguish between

verious types of deposit lisbilities, probably because it was not

contemplated that national banks would eccept time deposits{k/lln
1874, New Hampshire pacsed a law whioi subjeoéed banks chartered by
that state to higher reserve requirements on demend deposits than on
savings deposits, This was the first lew in the United States or
elsewhere which clearly distinguished betwezn demand deposits and
savings deposits for reserve purpcses end specified lower requirements
for the latter, The reason for the distinction was that such deposits
were considered less likely to be subject to sudden heavy withdrawals
that would endanger the liquidity of the bank, Thus, with the New
Hempshire legislation, differences in thes probeble degree of stebility
of the different classes of deposits held by a bank came to be rec—

ognized as an element to be teken into consideration in the establish-

ment of legal reserve ratios., This principle was adopted by ééveral

nther states and later by the drafters of the Fedsral Reserve Act.

In 1889, Nebraska adooted a ressrve act which went even

farther than the New Hampsﬁire legislation in its efforts to adjust

Ejvaf, B, A, Goldenweiser, Amsricen Monetery Policy (New York, 1951),

Po 39 ne
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required reserve. ratios to the likelihood of withdrawals, g;d hence to
"the need for liquidity, Higher requirements were fixed for bankers'!
balances than for other demand. deposi ts, and the requiremsnts for other
denapd deposits, in turn, were made higher than those for savings
depveits, The Nebraske law did‘not stop et this point, however, It
also clessified banks aceording to their location, and esteblished
different reserve requirements against demand deposits for banks in
each of the geographical categories,

The Federal Reserve Act (1913) wes the first ratiam]

leglslation to differentiate between demand and time deposits for re-
88rve purposes. It established much lower resorve requirements foer
time daposits, One of the reagons for thi§>wgs to eneble the national
banks to compete with state~chertered banks for time dsposits on more
equal terms, because state banking legislaiinn gonerally either re-
quired no reserves against savings and time deposits or olse required
a smaller reserve than against demand depccits., The smaller probable
fluctvwations in withdrewels of time deposits, which is the reason that
amotivated lower reserve requirements against savings and time deposits
in state tanking legislation, was doubtless also an important considera-
tlon influencing the drafters of the Federal Reserve legislation,

The usefulness of a distinetion between demand ard time de~
posits for reserve purposes mey be Questioned now that the purpose of
reserve requirements is to plece a limit on the ability of the banking

systen to expand credit on the basis of any given amount of reserves,

b
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rether than to assure that the individual bank w111 be sufficlently
liquid to meet withdrewals of depcsits. |

It may be contended that checkiﬁg accounts are money, wherssas
sevings and time deposits are not, because they are not means of pay~
-ment, end that, accordingly, there is no need to limit their volume as
strictly es thet of demand deposits, This line of reesoning overlooks
the fact that debits to savings end time deposits mey finance--and do
| finance-~purchases of goods almost as directly as do debits to check-
ing eccounts, The only diffefenCe.is that a debit to a checking account -
usu&lly_pgp:esents & payment in itself, whereas a withdrawal from a
savings or time account ordinerily represents a payment‘césting its
shadow before it,

The form in which required reéérves must be held, The Federsal

Resgrve Act, as pessed in 1913, not only stipulated that member banks
must hold certain minimum reserves against their deposit liebilities;
it also provided that they must keep a certain minimum proportion of
these reserves on deposit with the central bank; that is, with the
Federal Reserve Banks, In the United States, therefore, unlike England,
the role of the central bank as the principal depositary of bank re-
serves did not evolve graduelly on a voluntaery basis; it came into being
es & result of legislation,

Under the Federal Reserve Act as ofiginally enacted, member
banks also hed to hold a specified minimum proportiqn of their re-

quired reserves in the form of caesh in their own vaults, The total




of these two minimum proportions wes less than the total required re-
séfve; end banks were given the option of holding'the remainder on
deposit _v}ith the Federal Reserve Banks or of keeping it in their own
1 , .

vauits.

In 1917, these pravisions of the Federal Reserve Act were

emended, The minimum reserve requiremenfs were reduced from 5 to
3 per cent for time depoéits for all member banks and from 12, 15, and
18 per cent to 7, lO,iand 13 per cent, respeétivéiy, for démand de-
posits of country, reserve city, and central resér%éyéity banks, ‘The
entire required reserve had henceforth t5 heikept on deposit with the
Federal Reserve Banks, Cash in veult could no lnngér be counted as
part §f the legal reserve,

The significance of this change is somsﬁiﬁesimisinterpreted.
For example, one commentator on the subject haé stated that:

"The shift'nf required reserves from the vaults

of member btanks to the vaults of the Federal Reserve

Benks was not simply a change in physical location,

It made a chenge in the character and effectiveness

of the reserves and enebled them to serve more ade-
quately their original purpose,

"A first basic principle which gives greater .
effectiveness to reserves under the Federal Reserve
System ls the insurence principle of distributing
the risk ... Under the old scheme, each bank set ~
aslde its own funds against emergencies, The result
was that no one bank was able to set aside a suf-
ficient sum to meet its needs in cese of a real
emergency, But under the Federal Reserve System

_]:/ Vault cash eligible for reserves did not include national bank .
notes, Federal Reserve notes or Federal Reserve Bank noses, :




the reserves of the ccoperating banks are pooled

and are thus available to meet the emergency of

any member or group of members, provided they have

not impaired their borrowing power by dishonest

or imprudent banking methods.".L/

In reality, however, the shift of reserves to the central
bank does not involve any "insurance principal of distributing the
risk", A distinction must be made between a central bank's function
of depositary of the cash reserves of the banks and its function of
lendser of last resort,

The first of these functions is not essentiasl to the second,
The ebility of the Federal Reserve Banks to lend money to banks in
times ﬁf need, cr at any Athqr time for that matter, is not derived
from;théir acting as depnsitery 6f:fhe cash reserves of the banks,

If the Federal Reserve Banks could loxd only what was deposited with
them, the pooling.nf reserves wGuid indéed enable them "to serve more
adequately éheir<§riginal purpése"; As it is, however, the lending
capacity of'the Fedcédl Reserve Banks, and of central banks in general,
is not limited to the funds deposited with them, Moreover, if it
were, central banks wou 1d be unabié'to«aésist commercial banks in

- periods of fineanciel penic during:which theApgblic_was withdrawing
large emounts of cash from the banking system as a whole,

- Whet limits the magnitude of central bank lending operations

are the atgtutory>prnvisio;srprescribing the types of assets the

E/(-W} Randolph Burgess, The Reserve Banks and the Money Market (New
York, 193€), Revised Edition, pp. 26-27. 566 also M. He "DeKock,
op. cit,, ppe 69=70, ' S S B
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central bank may hold, and'#hé minimum gcld‘(c; goid and foreign ex-
chenge) fesgrve which it mustgkeep‘agaihst iféﬁliabilities¢ Whether
the cash reserves of the bﬁﬁks‘aré'stored in tﬁa'Qauth\of the banks
"Ar are deposited with the céntfal:bank makes no différence, axqept to

the éxfent that these reserves consist of gold or other esseots which

S

"the central bank is legelly required to hold in a certain proprrtion
‘to ite sight liabilities, |

Plumptre hes explained thisg very ciearly in his excellent
1
study of centrael banking in the British Dominions;

"A central bark creates legal tender money and thus
there is no financial or economic obstacle to prevent
it doing so spontaneously: it can ereate money for
lending and investing and does not have to begin by
&cquiring deposits or capital or anything else, An
obstacle to this unorthodox procedure lies, however,

in the constitutions of most central banks; for they
are legally required to hold a certein minimum pro-
portion of gold or forelgn assets against their notes
and other demand. liebilities, When commersial banks
make depnsits with a central bank these are usually
brought in the form of gold and foreign exchange; so
that the deposits of the commerciel banks give tn the
central bank not the. local funds which are economically
or financially required for local operations but rathner
the gold and frreigm funds that are legally reguire

for locel operations,®

This is the only sense in which the centralization or "pool-
ing" of benk reserves may be said to affect the lending capacity of a
central bank, and it was a consideration of this sorg which motivated

the amendment to the Federal Reserve Act in June 1917, At that time,

E/ A, Fo W, Plumptre, Central Banking in the British Dominions (Toronto, .
Canada, 1947), p, 263, , ) .
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the Federal Reserve was concerned about its ability to finance the
goveroment's needs for credit during the war, By compelling member
banks to hold all of their required reserves in the form of depésits
with Federal Reaerve-Banks, the Fedaral Reserve System acquired Treasury
currency and gold from the banks, and this in turn enlarged thé gredit
potential of the System, The Annual Report of the Federal Reserve
Board in that year states that these emendments "were most opportune,
a8 they added greetly to the ablility of the Federal Reserve System to
assist” in meeting the financial requirements »f the goveranment, and to
exerclse a contrelling influence in the money market, just at a time
when much larger demands were being mede upon it because of war |
firancing™, ”

The credit potential -of the Federal Ressrve was enlarged
not oxly by the acquisition of gold hut ry annther circumstaence as
well, The Federal Reserve Banks had tn keep resserves of 40‘per cent
EE.EEEQ egainst their note issue, Against their deposit liabilities,
. on the other hand, they hed to hnld reserves of only 35-per cent, and
these reserves could be in gold nr lawful money, Thus, the amendment
enlarged the credit base not only Sy bringing gold and "lawful money"
into the Reserve Banks but also by getting banks to exchange Federal
Reserve notes for Feﬁéﬁal'Reéerve deposits, |

Inasmuch as banks in the United States no‘longer cén hold
gold or gold certificatés, ard inesmuch és the same reserve ratio

(Le0s, 25 per cent) now applies to both the note and deposit liabilities



- 28 =

of the Federal Reserve Banks, the original reasons for excluding vault
‘cash from required reserves of member banks no longer are meaningful,
Under present~day conditions, the credit potential of the banking
system is unaffected by the location of the required reserves, If
banks could count vault cash as reserves, this would be fairer to
banks in rural ereas and in locations where till money requirements
are large for one reason or another{ﬂ/ The lower reserve requirements
for country banks compensate them to some extent for their greater
needs for till money, but they are not & very precise way of dealing

"~ with the problem,

The use of reserve requirements as an instrument of credit

regulation, The Federal Reserve System wes not empowered to use re-
serve requirements as a flexible instrument of credit regulation until
1933, Prior to thet time, the reserve requirements were specified

by law end could be changed only by Congress, Congress had changed

L/ The Report nf the Committee on Bank Reserves of the Federsl Reserve
System, in 1931, stated that the amount cf vault cash reserves a
member benk held depended mainly on whether or not it was located in
the immediate vieinity of a Reserve Bank, If a benk was close enough
to & Federal Reserve Bank or branch to obtain additional currency when
needed, within a metter ef elmost minutes, it could deposit for credit
to its reserve balance e large prrporticn of the vault cash whieh its
business would ntherwise require it to hcld in its veults, On the
other hend, banks which, because of their location, could not ‘obtain
additional currency so readily hed to hold larger amounts of cash in
their vaults, A special study of the daily vault cash holdings of
member banks revealed that banks in the second category held more than
three times as much cash as banks in the first category, relative to
deposit liebilities. Thus, the e limination of vault cash from legal
reserves gave banks located very near a Federal Reserve Bank cr branch
an edvantage over banks located elsewhere,
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the requirements only once, in 1917, as noted ebove, The so-called
Thomas Amendment in 1933 provided thet the Federal Reserve Board,
with the approval of the President, could declare that a national
emgrgeney existed by reason of credit eipansion and that during
such an emergency the Board could alter the required reserve ratios
to which member benks would be subject, This was the first time
thgt any country adopted flexible reserve requirements as en
instrument of credit regulétion..

This aufhofity was very broad, No limits were placed
on the height to which the requirements might be raised, However,
the stipulation thet e& netionel emergency must be declared, and that
the approval of the‘President must be obtained, greatly limited the
_)pract;cality of using ohanges in reserve requirements as an instru-
ment »f credit restreaint, It should be noted that the Thomas
Améndment was concerned solely‘with checking an inflation end that

the use of reserve requirements lower than those then existing,

for the purpose of moderating & fecession, was not contemplated,
The Board never used the authority granted i1t under the Thomas
Amendment,

The Banking Act of 1935 authorized the Board to raise
or lower reserve reqﬁiremenﬁs‘at its discretion, without having to
get the appro%al of the fresident or to declare a national emergency,

but the requirements could be varied only within limits which could
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never be lower than they were at the time the Act was passed or
higher than twice that amountsa/ |

The circumstance which gave rise to the development of
flexible reserve requirements as an instrument of credit regulation
in the United States was the rapld increase in the excess regerves
of the banking system beginning in 1932, At first, the causé of
the increasse was an expansion of Federal Reserve Bank pur&hases of
government securitles, The expanslon in Reserve Bank credit from
such purchases ceased ap the end of 1933, but was succeeded by &
large inflow of golds as a result, excess reserves continued %o
rise at a rapid rate, The monetary suthorities became con&erned
about the possibility of en inflationary expension of bank cfedit on
the basis of these reserves, It was feared that open-market operea-
tions by the Federal Reserve would be incapable of covoing with the
situation if an inflationery process shoula gain momentuﬁ. .A'new
instrument of credit regulation was clearly needed to redﬁée the
excess reserves of the banking system to an amount that could be
effectively controlled through open-market operations, The Board
has used this authority on & number of occasions, At the present
time (February 1952), the requirements are at their'statutory peaks,

except for demand deposits in central reserve city benks, which are

two points below the statutory meximum of 26 per cent,

E/' This meant lower limits of 13, 10 and 7 per cent against demand
deposits for central reserve city benks, reserve city banks and country
benks, respectively, and of 3 per cent against time deposits for all

member benks,
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Reserve requirements in other countries

During the past three decades, a great many other countries
have adopted the Americen practice of esteblishing deposit reserve re-
quirements for banks; es may be seen in Téble I, In the United States,
as has been pointed oﬁﬁ, the reserve requirements for member banks eall
for the holding of reserve deposits in the Federal Reserve Banks,. and
the ﬁurpose is to regulate any expansion in the total volume of credlt.
In meny other countries, however, reserve requirements of special kinds
heve been impcsed for the dual purposé of limiting credit expansion
and regulétiﬁg the distribution of benk credit on & selective basis,
For‘thé most paft, the seleotive objective of such requirements hes
been one or more of the followings

(1) preventing the banks from disposing of their hold-
ings of short-term public debt}

(2) assuring the government of continued assistance
from the banks in financing budgetdry deficits
and in refinancing meturing debt;
(3) promoting the development of a government
securities market where one does not yet exist,
or
(4) encouraging the extension of bank credit to
private borrowers for purposes regarded by the
government or the central bank as being in the
national interest,
The way in which reserve requirements endeavor to serve these special
purposes is by permitting or compelling benks to include government

securities and/br certain favored kinds of loans among their regquired

reserves. By this device, banks are induced or .compelled to retain
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their existing holdings of such assets end to increase their holdings
whenéver the amount of their deposit liabilities becomes g;eater.

In some foreign countries, the ordinary reserve requirements
have been sup@lemented by special higher requirements which apply only

to inecreases in the volume of & bank's deposits above a specified base .

amount, Suppiementary reserve requirements of this type enable the
monetery authorities to apply & strong curb to credit expansion without
foreing any ﬁank to ocontract the existing amount of credit it hes out-
stending,

In addition to what would commonly be considered as "reserve
requirements", the banking legislation of & number of countries
esteblishes & minimum pronportiom which banks must maintain between
their total short-term assets-and their deposit liabilities (in some
instances the relationship applies only to deménd deposit liebilities),
The purpose of these provisions generally is not to limit the total

volume of bank credit, or to direct its flow into specific channelss

it is to assure that banks will be sufficiently liquid to meet withe

drawals of deposits without having to borrow from the central bank except

-,
in special circumstancess
Europe. Banks in the United Kingdum, Spain, Ireland, and -

Finlend are not subjécﬁ to statutory reserve requirements, As was noted
earlier, however, banks in the United Kingdom are "expected" by the

monstary autnorities tc maintain reserves in the form of cash end de-

posits with the Bank of England equal to at least 8 per cent of their

deposit liabilities,
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Germeny is the only Western European country which has adopbed
the Uﬁited States practice of making feéerVe'requirementsvdepend partly
on the geographio looation of banks, It is also one >f the few-
Eufopéan countries which distinguishes between different classes of de-
posit liabilities for reserve requirement purposes,

Of the countries in Western Europe which require commerciel
anks to hold reserves against depcsit liabilities, required reserves
are limited to cash and/or deposits with the central bank only in
Denhark, Germeny, Portugal end Switzerland, In France, required re-
serves are limited %o government securities; in Itely, the entire re-
Quired.reserves méy b6 held in the form of gcvernment or government-
'guaranteed securities, Ir the remeining countries of Western Europe,
et least pert of commércial bank required reserves may consist of.
government sscuritics,

The extensive use of securities-reserve requirements in Western
Europe during fhe postwar pericd warreits a brief review of their back-
ground and purposec. In the first few years of the postwar period, most
of the European countries found it impossible to avoid budgetary deficits
which had to be finsnced in part by borrowing from the centrel benke As
e result of financing part of the deficit in this fashion, the cash re-
gerves of the banking system were enlarged, Even to the extent that
the deficits werse financed by sale of Tressury bills to the banks, there
was always the danger that the banks might ellow the bills to run off

in order to obtain additicnal cesh reserves with which to finance & more
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rapld expansion of private eredit. Notwithstanding the faot that
interest rates on Treasury bills were already et relatively high levels
in many of the countries, banks were reluctant to invest in sueh ob-
ligations bacause rates on private oredit were even more attractive
and, in addition, banks were interested in helping their private
customers rehabilitete their businesses, Given the heavy demeand for
bank credit by businesses and consumers and the very liquid position
of the bﬁnka,‘the most effective way §f preventing ean inflationary
spiral was te take strong measures to restrict credit "expansion,

In these circumstances, a small increase in cash reserve
requirements would have had little or no effect in restricting bank .
credit expansioﬁ. A large increese in the cash reserve requirements,
on the other hand, would have forced banks to liquidate & substaential
part of their holdings of gnvernment securities, and this would have
hed e drastic effect on their earningaposition, By permitting banks
to hold all or ﬁart of their required reserves in the form of government
securities, over-all reserve requirements could be raised and bank
credit expansion could be limited without forcing banks to liguidate
part of their current holdings of earning assets,

The securities-reserve requirements had arother desirable
effect, Because they immobilized ail or nearly all of banks! existing
holdings of Treasury bills end required that a substential part of any
increaaa in depnsits be invested in sucn obligations (or be held as idle

cash), banks could not proceed very far in the direction of increasing



- 35 -~

their loans to private borrowers without finding it necessary to seek
a?commodation from the ceptral bank, At this point, the central bank
c>uld cherge & high diéc;unt rate and make its assiétance}very ex=-
pensive, Thus, the seourities-reserve requifements Adopted in Europse
in the postwar period have made the classical instruments of the dis-
count rate effective, In fact this has been one of the avowed pur-
poses of these requiremeats in the countries in which they have been
employed, |

Although the main4purpose of thé securities-reserve require-
ments in these countries has been to prevent banks from shifting from
Treagu{y bills %o private loans, it should be noted that an important
by-preduct has been assurence to the government that the éommercial
benks wonld continue to help finence budgetary deficits and refinéncing
operations, This consideration seems to have Eeen of some importance
in toth Frence and Italy. |

In general, there is'much less eméhasis on formal sfatutory
authority to fix and to alter reserve requirements in Europe than there
is in countriesqelsgwhereo In most European countries, the central
bank, in agreement with the Minister nf Finance, could, as a practical
matter, modify the existing reserve requirements even in the absence
of specific statutory authority,

In France, the reserve requirements are fixed by the Bank of
France, on advice of the Netional Credit Council and in aoreement with

the Minister of Finance, In Germany, the requirements are left entirely
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to the discretion of the Central Bank Board, Similarly, in the
Netherlands, the central bank determines the reserve requirements, 1In
Belgium, the requirements are fixed by the Esnking Commlssion, 1In
Sweden, the central bank, with the authorizatien of the goverument, mey

fix the reserve requirements at any level not higher than 25 per cent, .

In Itely, the Inter-Ministerial Committee for Credit end Savings can
change the reserve rsquirements,

British Dominions, Commercial banks in Canada and South

Africa are subject only to a cash deposit-reserve requirement, New
Zealand banks are also subject to a deposit-reserve requirement, but
the oentral bank mey suthorize commercial banks to hold pert of their
required reserves in government or other securities of sorts which the
central bank itself mey ecquire, A distinction is made between time
and demand deposits for reserve requirement purposes in New Zealand
and South Africe, but not in Canada,

Australia represents a speclal case in that it has no reserve

requirements ageinst deposit liebilitles. However, banks in Austrella

are required to hold deposits (sc~-celled "special acccunts") with the

Commnnwealth Benk in an smcunt equel tr a specified propcrtion of any

increase in their total assets, 1In effect, this is practically the
seme as B reserve requirement against increeses in total deposits,
In Austrelia, reserve reguirements can be altered at the

discretion of the central bank, In New Zealand, reserve ratios ocan

be varied by the Governor of the Reserve Bank "acting with the authority
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of the Minister of Fimence", but cennot be lowered to less than 7 per
cent for demand and 3 per cent for time depositss There are no pro-
vision for altering reserve ratios by administrative action in Canada
and South Africa,

Agia, Of the countries of Asia for which informatien is

available "(see Table I), all but Japan have statutery reserve require-
ments for commerciel bank deposit liabilities, Cualy Ceylon, Pakistan
and the Philippines meke a distinction between demand end time deposits
for reserve requirement purposes, Required reserves must be held
entirely in the form of cash and/br deposits with the central hank in
Iran, Iraq, Korea, Pakisten end Thailand,

Banks in Turkey are permitted to hold part of their required
reserves in the form of government securities, On authorization of the
central bank, commercial banks in Ceylon, India and the Philippines
medy also hold certain approved earning assets as part of thelr reserves,
In order to diminigh the treditional reluctance of Philippine banks
to invest in goverrment obligations, ard to take a first step toward
developing & government bond market in that country, the Phillppine
central bank at thoe present time permits the commercial banks tn hold
pert of their required reserves in the form ~f short-term government
secyrities,

dentral banks in Ceylon, Korea and the Philippires have dis-
creticnary authority to alter the reserve requirementa; they‘are elsn
authoriced to impose supplementafy reserve requ'iramenté ~f up tn 120

per cent against increases in deposit liabilities,
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Latin America, Banke are subject to reserve requirements

against their deposit liabilities in all of the Latin Americen republics
except Argentinea and Haiti.i/ El Salvador is the only country which
makes no distinctirn between demand and time deposits for reserve re-
quirement purposes, and Mexico is the only ocountry where reserve re~
quirements differ according to a bank's geogrephic lo-~ation,

In eleven nf the eighteen republies having reserve require-
merts, banks are required to hold their entire required reserve in the
form ~f cesh and/%r deposits with the central bank.2 Government
securities may be included as part of the required reserves only in
Brazil, Chile, the Dominican Republic, Mexicn, Nicaraguas ard Uruguey,

In Uruguey, there is apparently no limit »f the extent to
which required reserves may consist cf gnvernment securities, 1In Costa
Rica, ocertaln mortgage bonds may be ccunted as a part of required re-
gerves, but government securities and other earning assets mey not,

In addition to government securities, banks in Chile and Mexzicr may
include certain grvernment-gueranteed loans and securities as e part -f
thelr required reserves,

Thre Ptanking legislaticn and/br special decrees in nine of the

Letin American countries provide for the establishment of supplementary

l/’ In Argentine, commercial banks may accept depcsits only for the ac-
count of the central bank, 1In Heiti, there are only two commercial
banks, and neither »f them is required to meintaein a minimum reserve
against deposits,

Q/ Bnlivia, Colombia, Cuba, Ecuador, El Salvad¢r, Guatemala, Honduras,
Paneme, Paraguay, Peru and Venezuelsa,
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1
reserve requirements egainst increeses in depnsits, In most of

these countries, the supplementary requirements cen be made as high as
100 per cent, As far as available infgrmaﬁion indicates, only thres

of the nine countries--Colombia, Peru and Mexico--have actually imposed
supplementery requirements against increases in deposits,

The melin purpose of the previsions perwitting banks in some
of the Latin American countries to count govermnment securities and
pther eerning assets as part of their required reserves is to develop
e market for securities and to provide banks with an incentive to
meke certain types of loans, The most outstanding example is Mexico,
where a supplementary reserve requirement of 100 per cent against ine
creases in deposit liebllities has been used as & means for forecing
banks either to meke investments and loans and investments of ocertein
types, or te hold large amounts §f idle cash,

In eight of the Latin American republics,2 the central bank
has undivided authority to alter the reserve requirements, but usually
within a range prescribed by kaw.n In Colcmbia, the central bank may
change the reserve rquirements but the Minister ¢f Finance, who is a

member of the central bank board, 1s empowered to veto any proposed

change in the requirements 1f he so degires, In Chile and Venszuels,

'ﬁ/ Colombie, Cube, the Dominican Republic, Ecuador, Guastemala, Hmnduras,
exico, Paraguay and Peru,

2/' Coste Rice, Cuba, the Dominican Republic, Ecuador, Guatemala,
Honduras, Mexico and Paraguay,




“ 40 -~

the centrel bank maey alter the reserve requirements if it first cbtains
the epproval of the Presideamt, It may be recalled that a similar pro-
cedure of presidentiel approval was esteblished in the United Stetes
hy the Thomas Amendment of 1933, but was eliminated by the Banking Act
of 1935, In Uruguay, the President of the Republic fixes the require-
ments but with the advice of the cemtral bank, ‘
In Peru, changes in reserve requirements, within a pre-
scribsd range, may be made by the Superintendent of Banks at the request
6f the central bank and with the approval of the Minister f Finance,
In Bolivia, changes in the reserve requirements are made
by cabinet decree initiated by the Minister of Finance, or are made
by legieletive action, The central bank apparently has no formal
responsibllity in the matter,
In Bragil, which hes no true central bank, but has a Super-
intendency ef Money and Credit which is an interim body having certain
central bank attributes, part of the reserve requirements may be altered
by the Superinténdency within a certain range,

In El Salvedor, Njcaragua and Panama, the reserve requirements

mey be chenged only by legislative action, In Nicaragua, however, the 2
National Superintendency of Banks may permit a lowering of the statu-

tory requirements by one-quarter in special cases,

Erffectiveness of flexible reserve requirements as en instrument of

credlt regulation

The restraining effect of an increase in reserwe requirements

derends on the extent to whiech banks have excess reserves and can obtain
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additional reservss at a cost that is’'not prohibitive, If the banking
gystem as a whola hes large excess reserves end/or other assets which
1t can readily convert into reserves without a capital loss, & small
increase in reserve requirements mey have little or no visible restrain-
ing effect, .In these circumstances, substantial ircreaces in-reserve
requirements and/br substantial sales of govornment securities by the
central bank may be necessary to reduce the liquidity of the banking
system to & point where credit expansion would be effectively restricted,
The ability of beaks to borrow abrcad is also of some im-
partence in determining the extent to whioh a given increase in reserve
requirements will curb their loan operations, For example, a branch
- of an Americean or British bank in & foreign country might find it
profitable to borrow from its head office in the United States or
Englend, if interest rates are lower there, in arder to meet higher
reserve requirements without curtailing the volume of its loans, The
head office would, of course, be willing to lend to its foreign branch
only if it hed complete confidence in the stability of the foreign
currency, or if the brench could obtaln e forward exchange contract
as & hedge against any possible depreciation of the local currency,
Thus, if a considerable smount nf the banking in a country is conducted
by branches nf foreign banks, ard if there is little doubt about the
- future stability and convertibility of the country's currency, efforts
of the central bank to tighten credit by the use »f higher reserve re-

quirements may be hempered, up to a certain point, by borrowings from
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head offices abrnad, Similarly local banks might find it profitable
to meet higher reserve requirements by borrowing from correspondents
ebroad, In general, however, such responses to increases in resérve
requirements would be of a short-run, transitlonal nature and'would
not prevent an eventusl restriction of bank credit, |

The widespread use of exchange restrictions nowadays and
the generel lack of confidence in so many currencles makes the opera-
tions just described of academic rather than practical interest in
most countries, but it is to be hoped that more normal conditions will
return in the not-too-distant future, When they do, short-term inter-
national borrowlng mey once more be an importent potential soﬁéce of
bank reserves, and may complicate the efforts of the monetary author-
itles to restrain bank eredit expansion,.

In situastions in which banks have few excess reserves snd
other agsets which can be converted into cash at will end without loss,
and in which banks are uneble to borrow large sums abroad at relatively
low rates of interest, a small increase in reserve requirements will
be sufficlent to restrict credit expansion, It will also tend to
meke the discount rate of the central bank en effective instrumsnt,

because banks will find it necessary t» borrow from the central bank

more often.
It should be noted that large holdings of short-term government
sacuritlies by banks need not seriously impair the ef’fectiveﬁess of

increases in reaerve requirements if there 1s a bread market for such
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securities outside of the banking system and if the monetary euthor-
ities are prepmred to allow the prices and yields on such sgcurities
to adjust in the market without significant interference by the central
banke If banks éndeavored to meet. increases in reserve requirements
by letting mé%driné'issues run off, the Treasury would find it
necessary to offer sufficiently higher yields to induce non-bank
investors to increase their holdings by en amount equal to the re-
duction in bexk heldings, As a consequence, the efforts of the banks
to obtain edditional reserves in this manner would be thwarted, MNMrre-
‘over, as bank sales of non-maturing issues of govermment securities
tended to depress their prices and raise their yields, banks would
become increasingly reluctant to sell, because of the capital losses
iﬁvolvadg In addition, govermment securities would tend to become
e relatively more attractive form of investment, and some banks would
doubtless e#pand‘their heldings of government securities,

’Ip réqént years,;bénks in the United States have held large
emounts of goveknﬁent éecu;itieé:ulln meny cases, they have regarded
a sub stantial portion of *Hese holdings as temporary investments, which
they would llquidate 85 soon A8 more profltable cpportunities for meking
loans apneared" Until the Treasury—Federal Reserve accord of Merch 4,
1951, the policy of the Federal Reserve was to support the prices of
government securities, A consequence of this pclicy was that banks
could convert their government security holaings into additional re-

serves at will and without loss, In circumstances such as these, a
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very large increasse in reserve requirements would have been required
tn prevent the banks from expanding private credit,

In most of the underdeveloped countries, hanks and the public
held very few government securities and, as a result, thera is little
scope fer open-merket operations, To a considerable extent, however,
inecreases in reserve requirements cen serve as a suhstitute for open~
market sales af govermment securlties in these countries, = They can
reduce the credit-expansion potential of the banking system and can
make it necessary for the banks ta borrow from the central benk, at
which point the central bank's discount rate can becoms an effective
instrument of credit regulation,

Plumptre, however, is quite skeptical of the use of varieble
minimum reserve requirements as an instrument of credit control in
underdeveloped countries, on the followlng grounds:

"it is possible thet those who are most optimistie.-

regarding the use of varisble minima in narrow

merkets have not taken sufficient seecount of the

fundamentel nature of these markets and of the

normel behaviour of the banks which eperate in

them, The postulate of such control is that the

sommercial banks should pay attention te their

lnsal eash ratios, anc it seems that, in narrew

nmarkets, they cannot be expected to dn &0, The

eredit policles of the banks are not normally inm-

fluenced by the nosition of their leocal eash re-

serves; nor will they be mormally influenced by
changes in the legel minime," 1

31/ g?:;ptf@, np.vcit., pp. 269-270,
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This would appear to be a rather extreme position and it
turns out that Plumptre is apperently thinking of a special situation
which existed in certain of the countries which he wes studying, 1In
Austraelia, New Zealand and South Africa, prior to World War 1I, the
banks customarily held their excess funds in the form of:London
balances, According to Plumptre, if reserve requirements had been
reised (in practice they never were), the initial reaction of banks
in those eountries would not have been to contract loans; instead
they wsuld have sold part of their surplus Londen balances to the
central bank, An expectation of this sort nf reaction has led Plumptre
to believe that the only real usefulness nf variable regerve require-
ments in countries where banks haye large foreign balances 17 to enable
the central banks to get possession of part of these funds{L

Plumptre thinks that a variable minimum reserve ratio which

would relate all liquid assets (i.e., cash, balances with central bank,

end foreign exchenge holdings) to deposits would be more effective
in regulating the volume of credit than would one which included

only local cash holdings as reserves, because

"this is a ratio to which the banks are accustomed

to pay considerable attention; and, more important,

en increase in the minimum liquid-asset-proportion

above the actual could only be met by restriction of
commercial banks' loans and investments, Its effective-
ness could not be postponed by sales of London funds or
other measures," 3/’

E/! Plumptre, »p. cit,, p. 272,
E/ Ibid., p. 271. '
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The only apparent merit in & proposal which would permit
foreign exchange holdings to be counted as required reserves is that
1t might encounter less resistance from the banks, Under such a scheme,
& reserve requirement high enough to prevent an expansion of bank eredit
would not compel the banks to sell their foreign exchange holdings
to the central bank, which they would have to do if the requirements ‘
were rajsed to the same level and had to be met by deposits with the
central bank, From the stendpoint of credit comtrol, however, it
would seem to be immaterial whether legal reserves include or exclude
benks ' foreign exchange holdings, In either event, the reserve ratio
necessary to immobilize funds which could provide the basepfér 8 érédit
expansion would be about the same, and only the form in which required
reserves are held would be substantially effected,

The situation which Plumptre outlines is not one in which
increases in the ordinary type ¢f reserve requirement would be unable
to restrain bank credit expansion. Rather, it is & kind of situation
in which the actual and potential reserves of the banking system are

sr lerge that reserve requirements would have to be raised to quite

high levels before banks would be compslled to restrict their domestic
credit operations,. This is a different matter, of course,

Aﬁ the present tims, banks in nearly all of the underdeveloped
countries hold théir excess funds as cash in veult or as deposits with
the bank of issue, rather than holding them»abroad. For one thing,

there are f'oreign exchange regulations in etrfect in most countries
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':whi;ﬂ'preient benks from building up large net holdings of foreign
Acurfency assets, Accordingly, the imposition of higher reserve re-
(quirements in present circumstances is almost always for the purpose
of credit restraint, and is seldom for the purpcse of compelling banks
tovdeliver‘part of their foreign exchange holdings to the central
bank,

One of the problems involved in reising reserve requirements
1s thet they usually strike banks with unequel severity, The reason
for this is thet the excess reserves of the banking system are seldom
distributed very evenly emong the individual banks, For exesmple, it
is not uncommon, in meny of the non~industrialiged export economies,
for one or two of the banks to get & disproportionate share of the
éxport bills, In such circumstances, the initial increase in bank
reserves during periocds of heavy exports 1s llkely to be limited to
a few banks, These reserves are distributed among the other banks
only later as exporters spend their proceeds end as the banks in
question expand their loan operatlionse, There are many cther types
of clrcumstances in which increases in reserve requirements would force
some banks to call in loans end to put their customers to great incon-
venience, while at the same time cther banks might not be forced to
contract credit at all and some of them might even be able to expand
their loens substantially, It is also conceivable that holdings nf
excess reserves, or of potentlal reserves, might tend to vary con-

siderably from one region to enother in such a way that increases in
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reserve'requiremants‘would céusé a ;erioﬁs”stfingency of credit in
certain regions while still'pe?miﬁting an expension in other. regions,
It might well heppen that these regionel effects might be undesirable
in meny instences,

A selective rediscount policy cen smooth the trensition
fer individual banks whe; recerve requirements are raised, To some
extent, therefore, the t?ansitional difficulties of 'individual banks
can be mitigated, Nevertheless, the problems of equity have been,
and doubtless will continue to bé, one of the most serious drawbacks
to the use of flexible primary reserve réquirements as an instrument
nf credit regulation.

It may be worth noting, in passing, that the problem of
equity is particularly serious in the United States, because the
Federal Reserve Board's authority with respect to reserve requirements
1s 1limited to member banks, Member banks hold approximately 85 per
cent of totel deposits in all commercial banks in the United States,
even though they represent onlylabout half cf the tntal number of
such banks, In this situation, it might seem that control over the
volume ~f deposits of membér bank5vwouiﬁ be sufffcient to regulate
bank credit as a whole, To & congideréble extent this is probably
so, However, the immunily of non-member banks to higher reserve re-
quirements set by the Federal Reserve Board poses & serious problem,
A rise in reserve reguirements hLigh encugh to be very significant in

checking credit expensiou by member banks might tend to drive lcan

-



business to non-member banks, &3 long as the reserve requirements im-

- posed by the_statg bggking authorifies were lower than these for members
of the Federal,Regerve'System, ‘As a result of their preferred
competitive position, non-member 5énks could grow more rapidly end
meke larger earnings than their member-bagk.cdﬁpefitors; This- would
herdly be falr, Moreover, the inequities gfuthe situation might, in
some circumst&pees, convince a large number of member benks that
they chould withdrsw from the System,

I- the wiﬁhdraw&lé‘frsm the Systeu beceme very numerous,

* Congress would probaebly find it necessary fo pass legiclation making
all banks.subject to the reserve requirements presoribed by the Federal
‘Reserve Brard, Tae oppnsition of non-member benks to such legislation

" might be sufficie;tly great, however, to make Congress wmwilling to
teke action until th; problem of withdrawals of member banks had become
very acute, Ag e praetical.matter, astlbhg as the present division

_of suthorlty cpntingeg, reéégnitinn'of:fhé inequitable impact on mem-
ber banks would prqbably‘detéf the Fedefél-Reserve Board from raising
requirements peypn& certain limits, even:if it had the statutory
authority to do 80, -

Another problem'ﬁﬁiﬁﬁ arises in cornection with the use of
variasble regerve reqﬁireméﬁtsnas‘an instrument of credit regulation in
any country is that fhe rééctiéﬁ of ‘bankers inrestricting, or in fail-
ing to restrict, ééf%éihﬁfypés.of‘cfé&it ney be different from what

‘the moactary authorities regérd as in the rational interest,



In order to overcome the problems’of inequitable or undesir-
able inocldence of higher reserve requirements on individual banks end
on the availability of credit for specific purposes, considerable atten-
tion has been given during recent years, in both the developed and
underdeveloped countries, to novel types of reserve regquirements,

Meny frreign countries are presently experimentiné with such devices,

L]
i

&s was observed in the section on reserve requirements in foreign
countries, Some of these new kinds of requirements are primarily con-
cerned with the problem of minimizing the transitionmal hardships for
individual banks when reserve requirements are raised, Others are
concerned principally with the problem of inducing banks to retain, or
increase, their holdings of certain types nf assets at the expense of
other types of credit, In some instances, both of these objectives are
sought, The following sections will discuss the advantages and disad-
ventages of some cf these special reserve plans,

The advantages and disadvantages of deposit-expansion reserve require-

ments as a supplement to primery reserve requirements

In order to overcome the problem of inequiteble incidence
which is posed by substential increases in primery reserve requirements, v
cnnsiderable attention has been given in recent years to the use nf
& supplementary reserve requirement which would be applied to future
increases in hank deposits, In fact, as has already been noted,

several foreign countries have put requirements cf this sort inte ef-

fect, and in & number »f nther countries, especially in Latin Americsa



and the Far East, the central benk has been granted authority to im-

pose such requirements.

Under such plens, a deposit "quota" is establlshed for each
~bank, based on the smount of its depesit liabilities as of some recent
date, or on the average émount of its deposits during a recent period.
As long as = bank's deposits do not exceed its “quota," the bank is
subject to ‘only the regular, or primary, reserve requirements. Whenr
ever the emount of its deposxts exceeds the quota, however, tﬁe bank
is subject to & much higher reserve requirement agalnst the excese of
deposits above the quota, o |

If the reserve requirement against iee;eeees ie deposits is
‘mede 102 per- ceant, commercia banks as a gfoup can.not expand their
lnans except to the extenflthatg (1) they have 6xcess reserves at
the time the supplementary requirement gces into effect, and (2) they
can obtein additional excess reserves from the cemtral bank elther by
borrowing from it or by selling assets to it, such as forelgn exchange
or government securities, Addition&l reserves obtained as a result
of gold inflows from abroed, e return of currency to the_banks from
circulation, the drawing down by the government of ies deposits with
the central bank for the pufpese of financing'doﬁeetic expenditures{
or as & result of central bank purchases of goverhment securities frem

the public, would increase both the deposit 1iabillties and the re-

quired reserves of the banks by equel amounts, under & 100 per cent



sﬁppléﬁéntary reserve’requirement, aend no inecreass in loans orv invest-
ments would be possible,

| A suppleménbafy reséﬁ%e'}eQuirement,of the sort discussed
in this sectinﬁ mey be a very useful instrument for restraining
cre&if expansion in underdeveioped countries in periods in which an

inflow of gold and féréign exchange, or government borrowing from

:l

the central bahk, is expanding bank reserves at a rapid rate, - The
‘supplementary reéuifemént will be eépecially effective if, at the
time 1t 4s imposed, banks do not hold foreign exchange grestly 4in
excess nf their working requirements end if few banks have large
aiéﬁnts Qf excess resér?és. In'théSG‘circumstances; the central bank's
disabuﬁt‘rate cen also be made an effective instrument of credit
regulation, because banks will be dependent on central bank sccommoda-
tien if they deéire to expand their loans to any extent,

" In countries such és the United States, in which holdings
of gévérﬁmént securiéies represent a large proportion of banks' earn-
ing essets, a supplementary7reséfvé'plan of this sort weuld have to

be accompanied by oben—mérket and debt-management policies which would

prevent the ocommercisal bankfﬁé system’from obtaining additional re- ’
Berves at Qill and without cost by selling ‘government securities to

the central bank or by allowiﬁg‘méturing issues of such securities tn

run off, Otherwise, the effectiveness of such a reserve plan could

be greatly diminished if banks chose 6 increase their excess re-

serves by letting maturing issues of govermment securities run off
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| or by selling part of their holdings to the ¢entral bank, Such sales
. migﬁt be very large if theAcentral bank were.rigidly supporting the
péicas and yields of such securities, In these circumstances, in-
creases in the demend for credit by private borrowers would tend to
widen the éffaﬁd between the ylelds nn loans and on government
securiﬁies, The relatively increased yields on privete credit, to-
gethér With & desire on the part of banks to satisfy the credit needs
of their cuctomers, would give banks a strong incentive to dispose
of govérﬁméit seéurities end to expend private-credit., Even though
8 multiéle expahsion of credit would not be possible on the basis
of any additional reéerves acquifed in this wey, & one-to-one shift
from govefnment securities to loans could produce a substantiel in-
crease in total loans and deposits, given the huge amount of government
securities held by banks in this countrye

The obvinue advantage »f & deposit-expansion reserve require-
mﬁnt 1s that it creates no hardships for banks.yhgsq.deposits and
reserfes have'ndt increased, Nevertheless, it'i§ P§§t ﬁuited for use
Aaé g‘teﬁpdrary measure; its use over a long period could rarely avoid
giving rise to ¢ither inequities or administrative difficulties, or
both., In any country, some berks grow more rapidly than others,
partly because they proyidé better service and partly because they
are located in more reapidly growing communitlies, If a supplementary
deposit-expansion reserve requirement.remained in effect for & period

of more than a couple of years, the quotas of the individual banks



would have to be adjusted, Otherwise, growing banks would be dis-
eriminated egeinst and meture or declining banks would be favored,
because the latter would be subject to lower average reserve require-
ments then would the former,

There are a number of methods which could be used for the
purpose of adjusting quotas, One of them, for example, would be to
make a bank's quote equal to the average amount of its deposits over
the preceding twelve months,

The more successful the adjustments in quotas are in elimiw
nating inequities, the more frequent they will have to be and, if
sclentifically planned, the more complex will be the administrative
problems of applying them, This would be especially true in a country
which has a very large number of benks, such as the United States, 1In
countries with only a few banks, the administrative preblems would be
more easily munageable,

The advantages end disadvantages of reserve requirements which permit

certain kinds of earning assets to be counted as reserves

In Europe, as has already besn noted, several countries
permit or require banks to include goveranment securities among their
required reserves, The purpose of these requirements. is to prevent
banks from disposing of such securities in order to purchase longer=-
term govermment securities or to expand credit to private borrowers,
Thoy elso serve to compel banks to invest a% leas: a per:t of any in-

crease in their depesits in such securities,
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>+« In eirqumstances in.which .central bank or government opera-
-+tions are- not increasing the feposits &nd cash reserves of the banking
" system, the effectiveness. of a .sgcurities-reserve plan in limiting
:bank credit expansion will depend on how far the requlrement impinges
an the working 11qu1dity‘p05¢tion of the banks, This, 1n turn, will
depend ons (1) the amount of reserve~eligible government securities
. banks hold inexcess of those immobilized by the reserve requlrement;
(2) the ebility of the banks to sell such excess holdings to the
central -bank without lossy (3) the extent of tpe»atatutory}agﬁpority
of the.central bank to impose still higher reserve requirements, and
(4) the desire of banks to retain additiomal securities f9r4genera1
liquidity purposes and for purpases ¢f easing the procesq’nfvgdjust-
ment to any future increases in reserve requirements." .
In. circumstances in which the cash reserves nf the banking
system. are increasing,,a,pecurities~reserve requirement will not
reduce the size of the multlple deposit expansion which cen take place
‘ " on the bhsis bf %he addltlonal cash reserves. unless the supply of
resarVe—eligibIe securities evailable from sources - other than the
central bank is strlctly limited, Otherwise, whenever the'césh re=-
aerves of the banking system increased the banks could expand their
toﬁal reserve assets still further by buying reserve-eligible
1

securities from 'the public, - In this event, any additiqnal éash

:ff .Purchasges nf réserve-eligible securities from the public by the

»iiee commerciel banking system would not reduce the cash reserves of the

‘Danking system (assuming no incresse in currency in circulation);
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}eséivaé woéld havé‘the same potential for a multiple deposit and
*creéit eip&néicn as would be the case if the only reserve requirement
’inAéffact&wé;é the br&viéibﬁs"§GQuiring certain minimum holdings of
cash, Thbié would be one importenmt difference, however, and thet is
tﬁééjégré 6fi£he credit expansion, under & securities-reserve scheme,
would have to be in the form of purcheses of reserve-eligible
seeﬁrifiea»from private holders instead of in the form of loanaii/
To the extent that banks held reserve-eligible securities in excess
of the minimum requirements, however, the full expension could take
tﬁé‘form of loans, Thus, in periods in which the cash reserves ef
’tha bgﬁking system are expending, a securities-reserve plan is not a
substitute for open-market sales of securities to reduce the volume
ef hank reserves,

The observations made in the preceding paragraph are equally

spplicable to the use of reserve plans which permit certain types of

consequently the total reserve assets of the banks would be enlarged
by the amount of such purchases (prsvided that the proportion of re-
serve~eligible securities to cash reserves did not exceed the ratio
permittéd by the reserve roquirements), On the other hand, purchases
of reserve-eligible securitles from the central bank would reduce the
cash regerves of the banks by an amount equal to the securities bought,
and the total volume of reserve assets would be unaltered,

_5/ For example, if the banks had ‘to hold required reserves of 2M per
cent, of which at least half had to be held in cash and the rest of
which could be held in goverament securities, an increase in the cash
reserves and deposits of the banking system of $100 would then permit
e maximum expansion of credit (and deposits) of $900, of which $100
would heve to be in reserve-eligible securities acquired from sources
other than the central bank and the remaining 8800 could be in loans,
If the securities pe~tion of the requirement were dropped, and banks

. were made subject to only a cash reserve requirement of' 10 per cent,
then an increesse in cash reserves and deposits of $1X20 would:permit a
maximum expansion of credit (and deposits) in the amount of $900, just
a8 before, The only difference would be thet in this case the entire
expansion could take the form of loans,
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1o§p§.pr‘pritape securities to be counted as part of the required re-
té?rves of banks, The only:factors which would limit the amount cf
cfédit expansion that could cccur on the basis of additional cash
reseryeg wquld'be the size of the cash-reserve requirement and the
poas%ﬁilities of finding borrowers for credit of a reserve-eligible
naturei

In underdeveloped countries, reserve requirements which
perﬁi% éertain kinds of "productive" loans to be counted a&s part of
tﬁe requ;red reserves of baenks may be a useful instrument for in-
creasing the availabllity of credit for sueh purprses and restricting
the avellebility of crad@t for. other purposes,:but; as was indicated

above, they are not a substitute for higher cash reserve requirements

insofar as restricting the total volume of eredit [dis comcerned, -

Advantages and disedventages of e credit-expansipn reserve require-

ment for purposes of selective credit reguvlatien

A novel type of supplementary reserve requirement that has
been suggested by some students of banking.is .one which would be
releted to increases in various categories of bank'eredit, instead

R l/‘
of to deposits,  This would enable the centrel bank to.have.somqf

-L/ A very interesting etudy of plans of this’ sort has been'Wriﬁten
. by Viistar H, Maclaren, ‘entitled The Selective Reserve Requirements
Plan, -submlitted in- partial fulfillment of the requirements of:The.
. Gradaats School ‘of 'Bdnking vohducted by the _Americen Bankers- Associa-
tion at Rutgers University, New Brunswick June 1961, See also Mone=-
- tury ‘Policy and: the! Management of the Ppblic Debt, Joint Committee on

. the. Beonomio Repnr% (Washington, D. Cqo, 1952), Part 1, pp. 482-489, and
: The New York Times, April 22, 1951 letter te the editor, by Professor

~Jaenrb Viner,
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influences over the avallability of credit for specific purposes, which
is something that cannot be accomplishad by the traditional procedure
of relating reserve requiremants to deposits.l/

| Under such a plan, benks would be required to hold & sup-
plemantary cesh reserve, in addition to the usual required reserve
agalinst deposits, equal to presoribed percentages of any incresases
in fheir loans and investménté. By astablishiné"high requirements
for some types of loaﬁs end iﬂ#eétmeﬁts and low requirements for
chers,-baﬁks might ﬁe givén en incentive to extend credit of the
iatter tyﬁes in preference to the former,

The way in whioh bgnkers*'preferences fer varioué types

of creaif would be altered would be as follows, Let us suppose, for
purposes éf simplicity,'that the centrel bank divides all bank credit
into only tﬁo ngups, A énd B, and esteblishes a supplementary reserve
requirement of 10 per cent against increases in oredit of type A and
50 per cent egainst increases of type B« In theée circumstences, a
bank ecguiring sxcess reserves of $1000 sould extend $909 of credit

; - 2f
of type A or $667 of type B, Let us assume that the prevailing

1/ It hes been brought to my attention by Mr. Lewis Dembitz that &
rese-ve requlrement ageinst deposits designed so as to permit banks to
“include among “heir regquired reserves specified percentages of their
holdings of varlous types of earning assets, could be made to yield
much the same results es a plan which related required cash reserves
to categories of earning assets.

2/’ Assuwulug that the proceeds of the loan are, entirely withdrawn from
the lending benk, a type A loan of $909 would, involve an increase in
requirsd reserves of $91 and & less of cash of $9809, thereby using up
the $1000 of excess reserves. A type B loan of &667 would involve a
loss or cash of the same emount and an inoreamse in required reéserves of
$333, thereby using up 81000 of excess reserves,
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rate of interest on type A credit is 3 per cent, Then, if the rate
of interest on type A credit remains unchanged ut this level, the
rate of interest on type B credit would have to rise to approximately
4,1 per cent or else the amount of interest the bank could earn on
1ts permissible wolume of loans of this type would not be as great
as the smount it could earn on type A credits.E/;r, to put the matter
more preaisely, the spread between the rates of interest on the twe
types of credit would have to widen sp that the yield on type B was
greater than that on type A by 36 per cent.z/

If demand for credit of type B were strong, a plan of
this sort might not prevent banks from increesing their loans of
this type, unless the differences between the supplementery reserve
retios were very great, Nevertheless, this much would have been
echieveds & given amount of reserves would not go a&s far in expand=-
ing the total volume of credit, The reason for this is thaet in the
process of aequiring essets of the sorts subject to high supplementary

reserve requirements, at the expense of assets subject to low require-

ments, the banks would raise the average level of the ratio between

1/ Three per cent of #909 = $27,27; 4,1 per cent of %667 = %27,35,

If rq 18 the rate of interest on type A credit, end rj the rate of
Tuterest on type B credit, then the two types of credit will yield the
same return if 909(rj) = 667(rz), In this case, rz _ 509

ry T’ and

2771 =909 «r;, rpg=-ry a go9
ry 867 ';.‘1"'-“;;- ~zer~ "1 = .36
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their totel reserves end their deposit lisbilities, with a consequent
reduoction in the ekpansion potential of the banking system, One of
the adventeges of & credit-expansion reserve plan, in fact, is thet
the total volume of credit could be restrained by applying pressure, ;

in the form of high reserve requirements, against certaln types of

oredit for which demand is very inelastic with respect to the rate

-

of interest, .
To some extent, the reaction of bankers to a discriminatory
reserve plan of this sort might be to tighten the availebility of
oredit of sorts subjeot to high supplementary reserve requirements,
instead of merely raising the rate of interest on such loans,. In
some ocircumstances, moreover, competition from non-beank lenders
migat act as a drag gn upward chenges in interest rates, even if banks
were disposed to raise rates en types cf oredit subject to high re-
serve requirements to levels which would affset the difference in
reserve requirements, To the extent that the interest rate on loans
of this sort failed to rise sufficiently to offset the differences
in reserve requirements, bankers would have an incentive to try te (
expand oredit of the types subject to low requirements. N J
If this latter'kiﬁd éf reaction were very strqﬁg, the ex-
peneion in the total volume of .credit might pose a serious>i£fiationary )
problem,
The uncertsinty &s te¢ how banks would Fevise their lending

policies under a selective credit-expansion reserve plan would meke



.
- 6% -

1t difficult for the monetary euthorities to forecast what the
quallitative erd quentisative effects would be and they would have
to proceed on a trial and error besis, The more highly selective
the requirements were mede, the harder it would be to forecast the
probable results of any given structure of asset-reserve ratios,

In conclusion, it should be pointed out that no country
has yet introduced & selective credit-reserve plan of this sort,
although a proposed central bank bill presently under consideration
in Pereguay does authorize the central benk to impose such a reserve
requirement, Consequently, there is no experience by which to judge
its velue snd its limitetions in actual practice., In some circum-

stances, it might prove a useful instrument if' preperly used,
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