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would call the instrumental or evolutionary theory of valie. In other -

words, they are not convinced that Galbraith genuinely shares with
them the view of Dewey-Ayres—Commions and others that any behay-
ior ar instrument is valued in context according te its capacity to cope
with the problem to which it is addressed. Value is thus not intrinsic, or

fudped by fixed standards, but arises from process.

These matters are nol (0 be expanded hese. They surfuce only in
trying to understand a general—and one's own—response to
Galbraith's work on developmental cconomics, and to his othier contri-
butions. Das Gafbroithproblenr may never be satisfactorily resolved
wnd may linger to plague historians of thought in the decades ahead; but
lrying to probe its nature and origins is fundamental to any assessment
of his work and Jife.
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Contemporaneous reserve accounting
can reserves be quantity-constrained?

Introduciion

The Board of Governors of the Federal Reserve System recently {Feb-
ruatry 1984) infroduced it version of conCnpOraneos reserve account-
ing (CRA) lor all depository institutions under its purvicw. The timing 1
of reserve sceounting under the new system is complicated, reflecting
the attempt to strengthen the relationship between reserve growth and
meney growth by creating a more nearly contemporancous link be-
tween transaction deposit liabilities and required reserves, while ap the
same time making aflowance for the difficultics depository instilutions
have is measuring deposits and holding reserves op a CORCMpOrancous
basis.! .

The Council of Economic Advisers {CEA) has endorsed the main-
stream view that, by switching to CRA from lagged Feserve aeeounting
{LRA}, the Federal Reserve would be able to
trol owver the monctary agprepates (CEAL 1982, pp. 67-68). Thelr

The auther s Pralessor of Teonoamics ot Wesleyan Umiversity and Sir Jaln Cass
Felloaw, City el Londore Polytechnic,

VThe new system is non caactly contempormcous. Fhe cnrrent b week e will be
reducedl o two days, and the reserve computadion and o intenanee perinds will
cach be increased o 14 days. For transaction deposits, required reserves in the cur-
rent b4 day eserve mmaintenance period will be held against the average level ol
reunsact iows depesits over 14 doys cnding swer eders Sefore the end of the cunnent

I THe L _E_..::“. Hf..;::_..m FESCLYes “Eu._:..m._ lahilities sthee e EransweLivng de-

al 3 percent, will aosw e applicd goewo-weck pericds, See Gilherl and Trebling
(1UR2),
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(unstated) premise appears to be that LRA essent lally delays the banks’
wnmnmo:. to Federal Reserve controd, since the Fed is forced to validais
portfolio and loan decisions aiready made by the commercial banks, 2
They also state that CRA would Upermit greater flexibility in the
Emne._:a rate,”" but do not explain how this conclusion was reached,

The Federal Reserve has announced that the new reserve require-
ments would potentially permit somewhat closer control of Mi in
particular. Its position had previously been that tighter short-run con-
trol over monetary aggregates was neither possible nor desirable, given
the low signal-to-noise ratio in weekly and monthly data resulting from
the various stochastic features of the financial systein.® Emphasis was
placed on the size and costs of interest rate volatilit y ftkely toaccompa-
ny tightened control, and the minimal effects of short-lived deviations
of monetary growth from target paths on prices and real auiput
(Watlich, 1980; Federal Reserve Staff Studly, 198F).

.mnaoﬁ__. Reserve defenders point o the instabil ity in mancy demand,
and unpredictable shifts in the relation belween reserve growth sod
monetary growth (Bryant, [982). Its critics point to the procyclicat
Eyrations in reserve growth. and conclude that the Federal Resarve has
not really freed itself from _concern over movements in the Federal
Funds Ratef{Poole, 1982) .4 T -

Critics have atfempted 1o resolve issues with an appropriate set of
empirical tests, and cannot enderstund why the Fed refuses to guide
policy with their models (Johannes and Rasche, 1979 1981; Lombua,
I980).% Federat Reserve officials in turn wonder why researchory per-

—_— Fleuil

s1stin framing the problem so natvely, and in oversell ing the rabustacss

*The CEA conclded thae at present the Fed s passive supplive af reserves “:_.r_
e r.._:.‘..n 0 awdmmilting that all 1he Fed can do vurrently is detereine e compoyi-
e ol the reserves to be supplicd, “Lruring any twor veek perined e sal reseove
regairement is prodetermined by deposits two weeks enrlier, This wmeans thal se-
serves ot e supplicd within the period, cither borrowed or unborrowed (Cenin-
cil of Economic Advisers, (982, p. 68, itlics peovided.,

TThe Bach Commitiee estimated e he standant deviation ol monthly menetary
wE.....___.M vikes dlue to fransiery Buctuastions was 2.5 jereent, a fgure which dwarls
the waderlying grwih rate of any serpel appregats (Bach, 19763, .
L_u::r.. I insisted flust the feal significance of the clange in operating procedures
SHIGE October &, 1974, in spite o the stated ol W phice wiore cimplasis on contol-
ling reseeves dircetly, bos been pritarily sy allow the Federal Fuids mne 1o vy
o widely thi Bad previeusly been the case (Pocle, [982). .

*Ihe E.:.mn.f.. pusition is essentizally that the costs sssoviated will contr ling &
...x:_u:m_.:_::m: aggregie tre less them w costs of emphusizing defiviencies From the
vIeW eIl of il contil theery and a5 a resuly abirogating conlrod crtively gl
peranitting procyelical variations in reserve growth, “We must not, in this area s it
others, let the best be the encmy of the good®” {(Fricdman, 1976).

CAW RESERVES BE QUANTITY-CONSTRAINED? 165

of their results {Simpson and Porter, 19803, Neither sppear (o have
recopnized sufficiently thal the disagrezment is not primarily empiri-
cal, but rather reflects a fundamental analytical misunderstanding of -
the process of determination of the money stock. -

H

The money multiplier approach

The conventional view of maney stock determination beging by formal-
ly recognizing the joint influence of the Federal Reserve, the banks,
and the public (Cagan, 1965; Jordan, 1969). This appreach is summa-
rized by the following familiar cxpression: . :

{1) M = mR

where M = a particubar monctary aggrepate (M1,M2, 33)
R = a particular reserve m,nmﬂmﬂmmmn (the monetary base, total
reserves, of nonborrowed reserves) '
m1 = a particular money mutiplicr, :
With R ay exogenous, 1.c., under the potential control of the Fed,
contralling the monctary aggregate turns on the central banks” ability to
forecest rr, which is jointty determined by the actions of the belnks
{excoss resorves, {loat, borrowings, ete.) and the actions of the public
und the Treasury (carecncy demand, composition of deposits, ete.). s
Empirical applications of the reserve multiplicr approach tead Lo ab-
siract ftom Lhe shait-term dynamics of adjustment by banks and the
public, and so leave the role of inferest rates implicit rather than
cxplicit, Such empirical work uses time scrics methods Lo estimate the
multiplicr or its components directly (Bomhoff, 1977, (_srmzaomwm:ml.ﬁ
Rasche, 19791, .
The results of such work typically conclude that the multiplier can
be forceast one month ahead, {or allernative reserve appregates, with
very tow and unbiased mean squared lorccast crrors (Jobannes and
Rasche, 1981), Given that X is agsumed cxogenous, controfling M is
viewed as a comparatively simple task, so that the Federal Reserve
Open Market Committee |FOMC| should be able fo schiove short-run
memetary control within a Band of 1 or 2 poreent around s target
midd range growih palk (Poole, 1970, Jolsnnes and iRsche, 19817, One
W g seide ceosometric madeis. o soplistivaicd ancd expanched sersion af coua-
Livwn ¢ 1F b5 created as o oy supply Tanction, Moe-borrewed reserves are assamed
Ler be dedernpined exvgennusty, ol the bunks” excess reserves and borrowed ee-

serves equelion (free reserves) oo combimed wath @ miiney demand eguation 10
yichd e cquitibrium meney siock and marker clearing inlerest rate fLamtres, F980).




P.03

16:49

Oct 3

Fax

816-255-2531

ILL UMKC LIBRARY

106 " JDURNAL OF POST KEYNESIAN ECONOMICS

may wonder why CRA is necessary.

In'the literature, equation (1) is conventionatly treated as a supply
function, rather than as a reduced form equilibrivm relationship. Gpen
market operations determine the size of the Federal mnmm_éo.m.mwnci@
portfolio and presumably can be used to offset movements from atl
other sources {Burger, 1971). The contro] mechanism implied is that
deposit expansion of the banking system is QUi ity-consirained

B e T —

‘m_:acmr the Federal Reserve's control over the sources of bank Te-
serves (Lombra, T98(). ‘ .

Tiie Post Keynesian view

it bas only recently been recognized that the eonventional view, that the
growth of monetary agpgregated can be ““controlled®’ through 2
quantity-constrained process gver the sources of bank resCrves, repre-
sents a fundamentaf analytical misunderstanding of the nature of the
money supply process. [n credit-money as distinet from commgdity-
noney . econciies, the money stock is determined _Eﬁnw_lmu._u\w.,rﬂrm
‘amEm:ﬁ_ for bank credit, wHich governs the volume of bank
n .n«En&m:az {Hicks, 1977; Kaldor, 1982; Moore 19843, Banks are
price-setters and quantity-takers in both their retail loan and deposit
markets, and they nse the wholesale markets, where they arc price-
takers and quantity-setters, to lend or borrow ANy net cxXCess SORIces or
uses of funds (Willis, 19823, As a result bank garning assel decisions
are largely independent of thefr reserve ___uc,_.,mmﬂ.w_._.__w_wu .. —
““Bank Toans arc deicrmined by borrower demand for credit, much
like debit baiances outstanding on consumer credit cards, a total over

which banks in the short run have little or no control, Mowe than hallf of %

all_loans are made under lines of credit arran ements, and the wiliza-

tion rate of lines of credit is characterisiically abour 50 percent. Simi-
tarly banks stand ready at all times to receive deposits on demand aut
their administered deposit rates, The supply of money schedule must be
viewed as fiorizontal in every short-rin period, essentially at whatever
short-term interest rate the central bank chooses to supply liguidity.
(Kaldor, 1982y,

The central bank™s prinuury obligation is (o casure the f fegrededif v ool the
financial system, by standing ever ready to prowide [ender-of-jast-
resort facilitics. Consequently it can never_gquantity-constrain bank
TeSErVes of the money stock in the short run, withont by so doing

n?.wamn_._ﬂ,.._m its fundamental role as the financial system’s provider of
ultimate liquidity .”Eomﬂ. 1979, 19843, Asaresull, as central bankers

CAM RESERVES BE QUANTITY.CONSTRAINED? {07

themselves recognize,” so lang as the supply of deposils is horizontal,
the guantity of money can only be controlled indirectly, by regulating
he level of short-term inferest rates, and so the quantity 6f loans and

———

T

n%ﬁm&n&.zcﬁHﬁmEm m:ED:mEQmmmawanmEﬂw::_m:_u”
credit-driven. Changes in the demand for bank credit are in turn deter-
mined primarily by business working capital needs, of which the single

most important component is the behavior of the wages bill (Moore and

Threadgold, 1980; Moore, 1983},

The direction of causality implied by the conventional multiplier
modcl is more like the reverse of what actually occurs. Reserves arg the
resilt, rather than the cause, of movements in deposits. Feige and:
WMcGee (1977} report convincing evidence that since 1968 money has
“‘Granger-caused’” reserves with a two-week lag. Total TVeS are
eadogenous and ag ity-c ined, whatever reserve ac-
counting system is in force. In spite of the fact that, ax post, the
maltiplicr formulation wil! always appear stable, there is in actuality
no simgle direct cavsal_link between the supply of nonborrowed e
mm.mmuﬁm and the money stock. The causal dynamics of monctary control
actually works through borrowed and excess reserves and short-ierm
intercst rates.® Yet these variables are entircly suppressed in the multy-

plicr (reduced form) relationship.

—

AL any given paint, hank roserves depend oo the volume of deposils onatstambing

ang the enmesegeent recd for reguiisd reserees, T the grovdh in privide deposits and

reserve denuend appear to be more rapid dhan desired, the Dosk halds back on the
provision ol nonborrowed reserves, This Forees banks to scek out sources of re-
serves and, on Qe marging 10 wrn b the sysiem discount windew, Tete firs
instance . . . the Desk’s action docs nol redece the fow of wial resceves; it oaly
changes the mix between nonborroswed and borrowed reserves. The ssquence of re-
lagionships in this process is clear” The Desk holds back on the provisien of
nonburrowed seserves, forcing banks mto debt a the disconnt wimlow, This raises
money eirket rates, Hipher inlerest rates lead the public to coenomire on deposits,
snd denmands for reserves are lovered. In the lust enalysis, while the reserve Light-
ening precess storts with the Desk holding back on the provisios of sonborrowed
roserves, the el afinment of slower growth in gtal reserves sind the aggrepates
reflects o kapped response of moacy dematied 1o higher imerest ates'” (Federad Be-
serve Open Market Committee, 1973 po 313 See olso Porer, Linsey, and
Limsfenherp {1975) 1. 4, and Bank of Bopland ¢ 1980,
A huler present operating procedares, sinee reguiece reserves ane padecomined by
the quantity ol depusits existing lwe wecks previowsly, changes in nonborrowed re-
seeves can i Ehe reserve period only affeet T volume of free reserves.

Since TR == R+ £F, and TR = NBR + B8, cewcranging, we lind it

WAR = RR + R ~ BR = AR + FR

where T8 = tetal reserves
BR = reauired resceves forcdeermined by denesils pwe weeks earbien
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H_H _um:_ﬂ reserves cannot be quantity-constrained without disrupting the
liquidity of the financial system, whal is to be gained {rom a change
toward CRA? The use of CRA cannot aiter the centrat fact that reserves
must be made available to the banking system on demand so as [o
permit it to meet ifs reserve requirements. I the banks cannot
obtain their needed reserves in the Federal Funds market, whether
nﬁnu_‘amg on LRA or CRA principles, they must turn to the Fed and
borrow at its discount window. As the banking system’s uitimate
source of reserves, the Fed cannot avoid satisfying banks’ nced for
.nmm_ianm reserves, irrespective of whether an LRA or o CRA regime is
enposed. )

The main effect of CRA witl be confined to any effect it may have on
bank lending and deposit creating activity during the reserve mainte-
nance period.? Lagged accounting for vault cash in the now system will
enable the Fed to know the cxact amount to count as reserves in the
current period. But it will also permit depository institutions to adjust

their current reserve position by depositing or withdrawing vault cash,

E:m adversely affecting Federab Reserve control of total rescrves

ER = cxress rescrves

MBR = nonhormovecd poserecs

1 = howrowed reserves

FR = free reserves = (B0 — BRY

L R . H ; i
C"When jitree becerl i P96E, TRA ey copoeieel i meaderare aetpstions in <hart-

erem __d_,.u.nz" ries near The el of setilement wecks, since both the Federl Reserve
lual banks wanld Saow with cortainly the required reserve balances cich

aml imdi
werk. m:.: since peguired reserves are entisely predetermined. LIRA does ot allew
m__r. Barking, systean Lo aedjust wighin Uae weck e chisge in ol _.p..,.n_.f_a..w Ty m__._: -
g ::m__ required reserves. A nunber ol stucics have shown thut Tpﬁ_r..E._ xn.ﬁw.ﬁ.m.
;n_\n:“ﬁcn opun ket operations increased alter LRA, and the werkihlicy .:_.. z_::._-
term interest rates alse bnercased, just the oppeesite of the expected amdcane (urger.
(971 PE_..“. FFG; Coats, 1976 Loufenberg, 1976}, Bandom chianpes in il ne- |
serves, owing to misprejection el dlat or oflier stochastic earker Getors, lead e
LXCESS O deficioney ol reserves in the corment week, regardless of _.f.:mn:_.._ﬁ._ -
Cirvivs by fainks, since their reguired eeserves are predetermined. The main E_:..En_:
lor b comduct of mometoy policy umder LA i thae dhe Federal Reserve his cre-
abial reserve halances cach weck basel on deposit lEabilities that buuks nqnm.n,.w tw
woecks curlior: in essence il his suppbicd reserves o acoonunocdige the grewih ol
Mr.::“. m,d_n_..:.__ {00 here, By, Moevertheless arecem shady conglusled _r..:, Lhesre waes s
sipmilicann chunge in the week -to-weck warinbibity of ML as n resull ok LRA B
(Thornton, 1943, .

{Coats, 1973).'® Increasing the reserve maintenance period from onéto

‘maintenance period. A depository institution's decision 1o make add

two weeks will create the polentiak for larger gaps 1o develop between
aciual aigd required reserves, urdess depository institutions adjust their
actual reserves to anticipated levels of required reserves throughout the,

tional loans and investments need not be closely related 0 its current
holdings of reserves. In the short run it can obtain additional revenues
by borrowing from the Federal Reserve, purchasing federal funds,
managing its liabilities, hoddling fewer excess reserves, or selling short-
term securities.!! ‘ :
CRA can have an cffect only to the extent it induces depository
institions to alter their loan and investment positions from those they
wauld have held otherwise. If depository instiutions wait until the end
of each maintenance period to adjust their reserve positions, the Feder-
al Reserve will then either have o adjust the supply of reserves (o
aecommaodate the levels of transaclion depesits created s under
LRAJ. or allow larger fluctuations in the Federal Funds rate near the
end of maintenance periods 50 as © force transaction balances o the
Fed's target levels. o _
If the Fed attempted to take the latter course, it could reduce the
tendency of banks to compel the Fed to supply reserves o support
credit deeisions already made, by forcing them to make sudden asset
adjusiments. However, if the resulting inerest rate volatility were sudht
i to prevent short-lerm financial instruments from providing banks
with sceondary teserve protection, bank managements would certainly
decide voluntarily to mainiin higher lcvels of excess TCsCrves, thus
lowering the Fed's comtrol uver inoneliry aggregaies by raising the
variability of reserve ratios. Finally, if depository instimations usc the
wider carry-over allowance Lo delay adjusting their reserves 1o their
required feserves, this woukd weaken the short-run relationship be-
tween Lransactions deposits and reserves. -

T panticipates) coseeve supply developments, due to misprajectiong al chaeges i
in ciecwlalion, Mo, or Tredsary Talances, could produce o interest
rate instahikity wader CRA, tothe extent the Fesd is Iess coplain of required reserves.
But 1his wesnld b nuitigited o the extent deposilary institulioms wre indueed to sk
just their aetual reserves W gheir pntieipated regaired ceseyves mor Froeuently
thronphout fhe resere mamkennee period. The et effeel s lerelons 1 CE PR
by, T
WEnr cnpricl evidenes on ghe st hanks cely on eoele ol thwse reserve adjust-
pent weelamisms, see Spivdl and Furban, 1983, :
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In conclusion CRA will only produce an improvement in monetary

control (Fit induces members Eu the banking system to adjust their loans

and Investments and so their deposits to their required reserves more
rapidly, within the réserve maintenance period. ‘This will depend on the
ability of individual banks (o estimate their required reserves under
CRA, and their ability to keep their actual reserves equal to their
estimated required reserves throughour the reserve maintenanee period
by appropriate asset adjustments that change their deposit liabilities.
Since bank credit is largely demand determined, it is a mistake to
assume that banks car closcly control their earning asset positions at
their discretion.

Conclusion

o

Bank reserves cannot meaningfully be quantity-constrained inthe _,:u:.,f

e,

ner assumed by the conventional reserve multiplier view of money
stock determination. In particular banks have limited ability to redice
their earning assets at their initiative. The Federal Reserve has no
choice but to provide the an::.h.ﬂ,ﬂ..lﬁmn?ﬁm to banks as required, so
long as it operates to preserve the liguidity of the financial system.

The Federat Reserve does have in its power the ability to decree the
price, and so the level of short-term interest rates, at which it will
provide its lender of [ast liquidity facilities. Since the quantity of bank
credit and deposits is always demand-determined, the supply of money
schedule is horizontal-Central banks cun coniral i supply ol moricy
only indirectly, by regulating interest rates and so the quantity of laans
and deposits demanded. To control the money stock more eifectively,
the Federal Reserve must devise methods of more flexible price rules to
affect bank deposit-creating activitics, primarily the volume of bank
lending. ‘

The recognition that the bank reserves capnot meaninglully be
quantity-constrained by the Federat Reserve docs not imply that greater
control over the behavior of monctary agpregates is impossible, Rather
the conventional multiplicr paradigm has diverted informed apiftion
towirds the false issue of the manner in which reserve requircments are
calewlated, and away from the central key o more effective ety
comrol—institutional changes that permit the Fed to initiate preater
short-term variations in interest rates, without simultancously provok-
ing greater financiul instbility,

CAN RESERVES BE mﬂxﬁa..ﬁﬁzhﬂfimﬁ.u fif

.bmazmmwﬁﬁmnmxmaﬁ_m__uu.,mzm:mﬁm:wm_:m&u_m:u:waancc::mﬁw..m"
depositery institutions would be enconraged to vespond sooner in their :
pricing of their lending activities to Federal Reserve tightening of |
nonborrowed reserves. The present “'escape valve’ of being abie to
obtain administered reserves at the discount window at below market *|.

rates would then cease to exist. As is well known, bank berrowings at |
the discount window are highly interest sensitive (Polakoff, 1960,

Higgins and Sellon, 1981): If a tied penalty discount rate were institut-

ed, borrowed reserves and the monetary aggregates would still move

endopenously in response to changes in the demand for bank credit. But

the resulting increased pro-cyclical movements of short-term interest

rates would serve to dampen, even though not offset completely, endog-

enous procyclical movements in bank eredit and the money stock,

A muore thoroughgoing structural reform would be a move towards
widespread adoption of variable-rate financial instraments, both shart
term and long term. Suppose, for example, that all deposit and loan
contracts, short run and long run, werc tied, at some differential spread,
which necd not remainconstant, to, for mstance, last month’s Treasury
Biil rate. This would permit much greater fluctuations inthe leved of
short-tlerm and long-term interest rates, without creating fluctuation in
financial asset capital values, with its accompanying portfolio ESJ_“ .
instability. If short-term interest rates could be administered o vary
over a much wider range, without at the same time creating a major
turmnoil in financial asset values and Ninancial portfolios, this would

—=-—permit-the Federal Reserve to -reduce substantially the pro-cyclical

variability in credit and money prowth, in spite of the highly inclastic
natere of the demard [or shirt-term bunk credit. Very gh merest
rates paid on deposits and charped on Joans would Severely discourage
deficit spending by all economic units, and induce them to move to-
ward surplus spending positions. Similarly very low rales paid on
deposits and charged on loans would powerfully discourage surplus
spending, and induce all cconomic tnits to increase their deficit spend-
ing position. As a result eyelical fluciuations in bank credit, the mone-
tary agpregates, aggrepte demand, and nominal income would all he
reduced.

In market ceonomies less pro-cyclical movement of the mancy stock,
and greater stability of the growth of nominal income necessarily re- @
quire greater pro-cyclical variations in the general level of interest
rates. ’
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