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Federal Reserve Accounts, Money Supply, and Bank Credit

Ovwer the past four and one-half years of economic ad-
vance, total loans and investments at all commercial banks
have grown at a compound annual rate of 8.5 per cent,
more than twice as fast as the ratc of growth of bank
credit in the two preceding general business expansions.
Moreover, due to a surge in bank credit demands in the
carly months of 1965, the 9.4 per cent rate of growth in
bank credit over the year ended in September 1965 has
been more rapid than earlier in the expansion.

This article focuses on the provision by the Federal
Reserve of member bank reserves underlying the bank
credit cxpansion between September 1964 and September
1965. The associated rise in the moncy supply and in
commercial bank time deposits is also discussed. The
article thus continues and updates a type of analysis in-
itiated in the December 1964 issue of this Review. The
discussion is illustrated by the set of charts shown on
page 268.

The rcader will realize that the financial interrelations
that are described are highly complex. All magnitudes
shown in the charts are determined mutually and simul-
taneously through additions to reserves by the Federal
Rescrve and the demands for, and supplies of, funds gen-
cratcd by the banking system and the monbank public.
Where one breaks into this interrelated system to describe
what actually has happened during a particular period is
largely a matter of choicc. The approach adopted herc is
to begin with the creation of bank rcserves by Federal
Reserve opcrations and then to work “‘forward” through
the banking system to the nonbank public. In retracing
this analysis with the aid of the charts, it should be kept in
mind that a numerical accounting of what actually hap-

1 The data shown in the charts have been compiled from several
releases, containing diverse data that are not necessarily wholly
consistent. Thus, some of the underlying data are available on a
daily average basis, while other items can be obtained only on a
last-Wednesday-of-the-month basis, The numbers presented have
been derived from balance sheets as close as possible to the two
:ceelé; ctl\;l;g Scptember 30, 1964 and the two wecks ended Septem-

r ’ .

pened should not be interpreted as a causal chain of past
cvents or a mcchanical prediction of future events under
similar circumstances. Evcntual reactions to the creation
of additional bank reserves by the Fcdcral Reserve de-
pends—most broadly—on the demand for credit and the
respective costs of borrowing from banks and from other
sources. On the liabilities side, the public’s relative prefer-
encc for currency, demand deposits, and time deposits, as
well as a number of technical factors, have a bearing on
the final numerical outcome. Nevertheless, ex post facto
analysis of the type here presented can be illuminating
provided its limitations are kept in mind.

SOURCES AND.USES OF BANK RESERVES

The Federal Reserve supplied nearly $4.4 billion of
additional member bank reserves during the twelve months
cnded September 1965, as can be seen by adding the fig-
ures in the first column of Chart I. The bulk of this
amount was made available to banks through net Systcm
purchases of United States Governmcent securities and
bankers’ acccptances. As has been truc in previous pe-
riods, however, the volume of reserves actually held by
mcmber banks went up by only a fraction of the new re-
serves supplicd by the System. Thus, a large portion of
the expanded Fedcral Reserve credit offsct the drain on
reserves stcmming from the $1.6 billion outflow of gold
over the twelve-month pcriod, most of which took place
in the first half of 1965. A continued surge in the amount
of currency held by the nonbank public was a sccond ma-
jor drain, absorbing nearly $2 billion of the increase in
Federal Rescrve credit. Together, these two factors ab-
sorbed about four fifths of the total increase in Federal
Reserve credit (as shown by comparing the sum of Col-
umns 2 and 3 of Chart I with the sum of Column 1).

Had the Federal Reserve failed to offset the gold out-
flow and the increase in currency in circulation, a marked
contraction in bank credit and deposits would undoubt-
edly have been forced. As it was, more than $800 million
of the total increasc in Fedcral Reserve credit was added
to member bank reserves after allowance for the major
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drains—an amount that met the bulk of thc $850 million
increasc in requirced reserves over the year (see Column
4 of Chart [). At the same time, member banks utilized
the reserves that they did hold more fully, as indicated by
the fact that they reduced their excess reserves by $40
million over the period.

Actually, reserves required against privatec demand and
time deposits as well as against net interbank deposits
(shown in Column 6 of Chart I) went up by nearly $1.1
billion over the period. Total required rescrves rose by a
somewhat smaller amount, howcver, as a sharp drop in
United States Government deposits—the $1,620 million
shown in Column 4 of Chart 11l—released some $240 mil-
lion of reserves (Column S, Chart I). It is also notcworthy
that, despitc substantially lower reserve requirements
against time deposits than against demand deposits, the
bulk of the additional rcserves were required against time
deposits.

THE INCREASE IN THE MONEY SUPPLY

The $390 million increase in reserves required against
private demand deposits was associated over the period
under study with a rise of about $3.1 billion in such de-
posits at member banks (Chart II). The implied ratio of
nearly eight to onc bctween the increascs in deposits and
reserves over this period reflects, of course, a weighted
average of the demand deposit reserve requirement ratios
at reserve city and “country” banks. On top of this rise in
privatc demand deposits at member banks, therc was
some $1.9 billion in such deposits crcated at nonmember
banks over the period.? Adding the previously mentioned
large increase in currency holdings of the nonbank public
to this total deposit increase—and further adding the
small increase in forcign demand deposits at the Federal
Reserve—one arrives at a gain in the total money supply
over the period of some $7 billion (shown in Column 6
of Chart 11).® This represents a 4.4 per cent increase in

2 Since nonmember banks do not maintain their reserves at Fed-
eral Reserve Banks. the figures for required reserves shown in the
charts do not include these reserves. The banks do, however, have
to comply with state-imposed reserve requirements: and part of the
rescrves supplicd by the Federal Reserve System in effect served
to support expansion of nonmember bank deposilts and credit.

® The money supply is technically defined as including (a) de-
mand depaosits at all commercial banks, other than deposits due to
domestic commercial banks and the United States Government, less
cash items in the process of collection and Federal Rescrve float;
(b) foreign (official) balances at Fcderal Reserve Banks: and (c)
currency outside the Treasury, the Federal Reserve System, and
the vaults of all commecrcial banks.
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the money supply, about the same percentage risc as in
the preceding ycar.

Two points might be madc about thc composition of
this increase in thc money supply. First, the addition to
coin and folding money accounted for nearly 28 per cent
of the over-all gain in the stock of money, considerably
more than the 22 per cent share of currency in the money
stock outstanding in September 1964. This reflects the
fact that currency has in recent years been gaining again
in relative importance in the money supply, after nearly
two decades of almost continuous rclative decline follow-
ing World War II. Second, with respect to the deposit com-
ponent of the money supply, a growing sharc has bcen
accounted for by nonmember banks. In carly 1961, at
the start of the current business upswing, only about 18
per cent of the demand deposits included in the moncy
supply had been held at nonmember banks. Over the first
three and one-half years of expansion, however, nonmem-
ber bank deposits accounted for nearly 33 per cent of
the gain in total private demand deposits at all commer-
cial banks, and over the past year their share in the in-
crcasc has amounted to ncarly 40 per cent. Nevertheless,
nonmembers still accounted for only about 20 per cent
of total private bank demand deposits in September 1965.

COMMERCIAL BANK ASSETS AND COUNTERPARTS
IN BANK LIABILITIES AND CAPITAL

Fractional reserve recquirements permit, as previously
noted, a multiple expansion of bank credit and deposits
on the basis of given reserve increases. Even though
member bank reserves went up only by some $800 mil-
lion during the period, this rise—combined with a
drawing-down of excess reserves—was sufficient to sup-
port ncarly $19.4 billion in additional mcmber bank
credit, as can be seen in the first two columns of Chart
III. At the same time, nonmember banks increased their
outstanding credit by more than $5.2 billion. Together,
these gains in bank loans and investments represented a
very substantial 9.4 per cent increase over the twelve-
month period. (Chart IV and its discussion will provide
a brecakdown of the bank credit increase.)

The major counterparts of this growth in bank credit
and other assets are shown in the staggered Columns 3
through 6 of Chart III. First, therc was the 35 billion
increase in private demand deposits that has already bcen
shown in Chart 11 as a component of the rise in the money
supply. Total demand deposits at commercial banks went
up by a substantially smaller amount over the period,
however, as the previously mentioned decline in United
States Government dcposits offset some of the gain in
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private accounts.*

The bulk of the growth in bank credit and total assets
has had its liability counterpart in thc form of increased
commercial bank time deposits. Time and savings dcposits
at all commercial banks rosc by nearly $19.5 billion over
the past year, or by some 16 per cent. (This growth rate
actually excceds the rapid pace of 15 per cent per year
set in the preceding three and onc-half years of busi-
ness cxpansion.) Although time and savings deposit bal-
ances accounted for only about 40 per cent of total com-
mercial bank liabilities (plus capital) in September 1964,
their sharc of the increase in this total over the subscquent
year came to ncarly 64 per cent. The growth of time and
savings dcposits has been fostcred throughout the current
expansion by the narrowing differential between interest
rates on such deposits at commercial banks and at com-
peting institutions as banks have competed more aggres-
sively for these types of dcposit. Furthermore, the
development of the market for negotiable certificates of
dcposit and the repcated upward revision of maximum rates
of interest payable on such deposits under Federal Reserve
Regulation Q have been major stimulants to time deposit
growth at commercial banks.

The growth in bank capital contributed another impor-
tant counterpart to the increase in bank credit (Column
6, Chart III). This incrcase—some 9 per cent—is some-

« United States Government deposits were unusually volatile over
the year ended in September. In early 1965, with Government reve-
nues running substantially hghcr than expected and well ahcad
of current expenditures, the Government's balances at commercial
banks grew substantially (1o a record $9.7 billion in May). This
increase has becn more than wiped out by a greater than seasonal
decline in the past several months so that there was a net decline
over the year ended in Scptember.
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what more rapid than the 7 per cent per year average
growth during the preceding three and onc-half years. A
risc in bank borrowings of some $1.6 billion accounts for
the bulk of the rcmaining rise in the counterparts of the
bank credit expansion shown in Chart I1I. This increase
consisted mainly of greater intcrbank indebtedness, more
member bank borrowings from the Federal Reserve, and
the issue of short-term promissory notes by banks.

BANK CREDIT

The major components of the change in bank credit
over the year ended in September are presented in Chart
1V. During the early years of the current expansion, loan
demand was moderate by the standards of preceding ex-
pansions, but it has become considerably heavier in the
past year, Thus, the growth ratc of business loans
amounted to 19.3 per cent in the year ended in September
1965, compared with an annual rate of increase of only
8.5 per cent over the previous thrcc and one-half years
of cconomic advance. This singlc loan category accounted
for some 44 per cent of the risc in total bank credit from
Septcmber 1964 to Septcmber 1965 (see Column 6, Chart
IV), as against only half as much earlier in the expansion.

Banks were able to satisfy exccptionally large loan de-
mands without liquidating investments. Indeed, holdings of
sccurities other than thosc issued by thc United States
Government have been rising throughout the current ex-
pansion. In the year ended in September 1965, the rise in
bank holdings of municipals and other sccurities exceeded
the decline in Government securities by more than $1
billion. This net increase in investments occurred although
the liquidation of Government securities, which previously
had been proceeding at only a slow pace, gaincd momen-
tum as banks cut their holdings by $4.8 billion, or nearly
8 per cent.
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BIBLIOGRAPMHY ON
MONETARY THEORY AND POLICY

The Board of Governors of the Federal Reserve
System has just announced publication of a bibliog-
raphy covering monetary theory and policy. Copics
are available, upon request, from the Division of Ad-
ministrative Services, Board of Governors of the Fed-
eral Reserve System, Washington, D. C. 20551, at






