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Controlling Reserves
The Heart of Federal Reserve Policy

What the Federal Reserve System can do still mystifies many persons. 
Does it control credit? Money? Interest rates? Spending? Prices? 
Actually, the System controls none of these but indirectly influences 
them all. What it does come close to controlling are the reserves of 
banks that are members of the Federal Reserve System. Reserves are 
another name for the deposits that these banks maintain at Federal 
Reserve Banks and the cash that they hold in their own vaults. When 
commercial banks extend credit—i.e., make loans and investments— 
they do so on the basis of bank reserves.

The influence of System policy actions on the economy originates with 
reserves. A greater volume of reserves, for instance, enables banks to 
expand credit. Thus, the relationship between reserves and bank credit 
is close, although changes in one are not always accompanied by cor
responding changes in the other.

In comparison with bank credit, other effects of Federal Reserve 
actions are more difficult to observe. Although changes in bank credit 
influence spending, they are only one of many elements that do. 
Changes in spending, in turn, affect production, income, and employ
ment. Hence, the ultimate response of the economy to System actions, 
which are aimed at expanding employment, encouraging economic 
growth, and preserving the integrity of the dollar here, as well as abroad, 
is far removed from the initial effect these actions have on reserves.

Reserves: How the System Influences Them

Open market operations are the System’s most important tool for 
changing reserves. When the System buys securities, bankers find their 
reserves have increased. They know that the System pays for the securi
ties by check, which the seller of the securities deposits with his com
mercial bank. Upon sending the check to the Reserve Bank, the bank 
receives credit to its reserve account. Conversely, when the System sells 
securities, reserves decline.

Reserves can change for reasons other than System actions, however. 
The public’s need for coin and currency, for instance, varies. Fluctua
tions in the amount of money in circulation have the effect of reducing or 
increasing bank reserves. Gold movements, changes in U. S. Government 
deposits, and float (i.e., credit given by the Reserve Banks on uncol
lected checks) are other major factors supplying or absorbing reserves. 
The swings in reserves caused by these factors are often quite large; daily 
increases or decreases of several hundred million dollars are common.

Many such reserve changes can be predicted reasonably well. Cur
rency demand, for example, usually increases before holidays. But, the 
unexpected will occur. A storm affecting check delivery or an unantic
ipated Government expenditure, to name only two, often supply or 
withdraw reserves unexpectedly.
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Impact of System Actions
Billions of Dollars Billions of Doliars

Open m arket op eration s, i.e ., the buying or se lling  of 
U. S. G overnm ent securities, a re  the System 's most im por
tant tool fo r changing rese rves.

In creases in b an k  rese rv es  en ab le  b anks to exp an d  cred it, 
i.e ., loans and investm ents.

By influencing reserves,, p rin cip a lly  through open m arket 
o p erations, System  actions affect in terest ra tes. They a re  
on ly  one of m any influences upon in terest ra te s , how ever.

Billions of Dollars Billions of Dollars

System  actions a re  determ ined a fte r  carefu l consideration  
of the state  of dom estic business conditions, m easured here  
b y  Gross N ational Product, and the b a lan ce  of paym ents  
situation .

Federal Reserve officials, responsible for the day-to-day 
conduct of operations, base their decisions in part upon 
the actual and anticipated movement of reserves. The 
Federal Open Market Committee, which is responsible 
for formulating the broad outlines of open market opera
tions, likewise takes account of the reserve position of 
banks in making its decisions. Whether past, current, and 
anticipated reserve levels satisfactorily meet the Commit
tee’s objectives is given careful examination. When busi
ness activity is slack, the Open Market Committee usually 
decides to expand reserves for the purpose of increasing 
banks’ ability to expand credit. But how great should the 
reserve expansion be? This decision rests heavily on the 
volume of reserves banks already have; on the extent to 
which banks are making use of these reserves; and on the 
ways banks are putting their funds to work. Anyone trying 
to keep up with what the System is doing or attempting 
to interpret Federal Reserve policy must keep a close 
watch on reserves.

Reserves: Measurements
Following reserve developments is more difficult than one 
might suspect. No single set of statistics comes close to 
being a perfect measure. Still, research has produced sev
eral new and refined reserve measures in recent years.1

The measure that financial writers seem to pay most 
attention to is free or net borrowed reserves. These fig
ures, for the previous Wednesday and the average for the 
week ending Wednesday, are published by the Board of 
Governors each Thursday afternoon. The Board’s weekly 
release “Factors Affecting Bank Reserves and Condition 
Statement of Federal Reserve Banks” carries this infor
mation, as do major newspapers and financial publications.

The concept of free reserves grew out of the legal re
quirement that member banks set aside, either in Reserve 
Banks or as cash in vaults, a prescribed percentage of 
their deposits, i.e., required reserves. Reserves held in 
addition to those necessary to meet legal requirements are 
known as excess reserves. Banks’ free reserves, conse
quently, are those remaining after member bank borrow
ings from the Reserve Bank have been subtracted from 
excess reserves. By the same token, net borrowed reserves 
exist when member bank borrowings are greater than ex
cess reserves. Thus, free or net borrowed reserves reveal 
the combined influence of excess reserves and borrowings.

Excess Reserves
Excess reserves alone can be a useful measure of the re
serve position of banks. An increase in excess reserves 
indicates that the banks’ supply of available funds has in
creased. But, a given volume of excess reserves is not 
an accurate indication of unused lending power. Certain 
groups of banks traditionally keep excess reserves, while 
others do not. Larger banks usually hold their excess re
serves at a minimum; whenever possible, they keep their 
funds fully invested. Small banks, on the other hand, 
typically hold substantial amounts of excess reserves. It 
is, therefore, not enough to know the level of excess 
reserves; one must also know who holds them.

1 B ack  data and a technical description o f some o f  the newer reserve measures
have recently been published in the Federal Reserve Bulletin. See “M easures
of M em ber B a n k  Reserves,” July 1963.
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When all or nearly all of the increase in total reserves 
takes place at banks outside the financial centers, the im
mediate lending power of all banks does not necessarily 
increase. On the other hand, banks’ lending power is apt 
to increase even when the total amount of excess reserves 
remains unchanged if reserves shift from smaller banks to 
the larger institutions in financial centers. In planning 
their operations, Federal Reserve officials must take care
ful account of the distribution of these excess reserves.

Less Member Bank Borrowing
While some banks hold excess reserves, others might be 
borrowing. An important reason for this situation is that 
various banks do not manage their reserve positions in 
the same way. Larger banks tend to watch their daily 
reserve positions closely, attempting to run neither a deficit 
nor an excess reserve position. Normally, they will try to 
avoid having excess reserves altogether or will lend excess 
reserves (so-called Federal funds) to other banks. And, 
when pinched for funds, they typically borrow excess 
reserves from other banks. Large banks, moreover, usually 
do not borrow from the Federal Reserve Banks when they 
can borrow Federal funds at a lower rate than the Fed
eral Reserve charges.

Small banks, on the other hand, are handicapped in 
using the Federal funds market because the amounts they 
usually need are too small for other banks to supply 
profitably. Consequently, or at least in the immediate past, 
small banks normally have not borrowed Federal funds 
but have looked to the Reserve Banks for funds to cover 
temporary reserve deficiencies. In appraising the total bor
rowing volume, especially over short periods, one must 
look under the surface to determine which group of banks 
is engaging in this activity.

Equal Free Reserves
The shortcomings of excess reserves and member bank 
borrowings as separate indicators of credit availability 
explain the popularity of free reserves, which combine 
the effect of the two. When free reserves rise, it means 
that banks (after due allowance for borrowings) have 
more excess reserves that can be used to expand credit. 
Alternatively, a decline in free reserves or an increase in 
net borrowed reserves suggests that banks’ capacity to 
extend credit has diminished. In fact, when net borrowed 
reserves exist (i.e., when borrowings are greater than ex
cess reserves), banks, as a whole, are already using bor
rowed money that they will have to repay.

The level of free reserves is affected by a number of 
different influences. Open market operations result in 
higher or lower free reserves, as does an increase or re
duction in reserve requirements. Free reserve positions 
are affected by fluctuations in currency, float, and other 
operating factors. And, free reserves vary with the amount 
of outstanding bank credit. As banks extend more credit, 
for example, the amount of bank deposits and, therefore, 
the amount of required reserves increases. While individual 
banks react to a higher level of required reserves in a 
variety of ways, the immediate result, as far as the banking 
system as a whole is concerned, is the lowering of excess 
reserves and a corresponding reduction of free reserves.

A consideration of free reserves and the variety of in-

Seas. Adj.

Changes in Loans and Investments

June'60 Dec. '60 June'61 Dec.'61 June '62 Dec.'62 June'63 
from from from from from from from 

Dec. '59 June '60 Dec. '60 June '61 Dec. '61 June ’62. Dec. '62

Free rese rv es, ho w ever, a re  u su a lly  not too ind icative of 
actual trends in loans and investm ents.

Billions of Dollars ___________________ Billions of Dollars
.Seas. Adj.

Seas. Adj.

Nonborrowed Reserves

Unadjusted

Borrowings from Federal Reserve Bank  

> 11.. 11 ■ 11. i . i i L 1 1 1  > 1111 i i  L jlI  l . i l l l
IQAO * IOC'1962

Reserve Measures
Millions of Dollars Millions of Dollars

Unadjusted

Total rese rves a re  a useful policy guide. They m easure the  
rese rves supplied and used; req uired  rese rves m easure on ly  
the rese rves that a re  used.

Billions of Dollars Billions of Dollars

In interpreting  rese rv e  m ovem ents, m em ber b ank  borrow 
ings must be considered. N onborrow ed rese rv es e x ist  w hen  
m em ber bank borrow ings, w hich need to be rep a id  qu ick ly , 
a re  deducted from total rese rves.

I960 1961 1966 1963
Free rese rv es, o r excess rese rves less m em ber b ank  bor
row ings, often m ake the headlines.

Billions of Dollars Billions of Dollars

1962

Free Reserves

• 3 •Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis

September 1963



fluences, including changes in bank credit, that affect them 
suggests they are greatly overrated as a barometer of credit 
availability. In fact, focusing on free reserves can be mis
leading. Free reserves, as noted in discussing excess re
serves, can change merely because of shifts in reserve dis
tribution. Because larger banks typically avoid holding free 
reserves, another problem of interpretation is that even 
when, nationwide, free reserves are small, many banks 
might have plenty of funds to lend. Of importance is 
whether banks have greater amounts of short-term securi
ties and other liquid assets than they customarily retain or 
desire to retain. If they do, they usually seek loans quite 
aggressively.

Failing as a sure sign of credit availability, free reserves 
also are faulty as a measure of the intensity of credit 
demand. Moreover, they are usually not very indicative 
of actual bank credit trends. When the demand for bank 
credit is heavy, a given level of free reserves means some
thing quite different than it does when the demand for 
credit is slack. It is conceivable that a credit expansion 
could be greater with free reserves of $400 million than 
with free reserves of $500 million.

Something of this sort actually occurred in the first half 
of 1962, as the chart reveals. Free reserves were then 
trending downward from about $500 million to $400 mil
lion. Seasonally adjusted bank credit in the same period 
increased nearly $11 billion, thus outstripping the gain of 
the preceding six-month period by $3 billion.

Federal Reserve officials have found that this uncer
tain relationship between a particular level of free reserves 
and bank credit expansion makes it impractical to rely 
heavily on this measure as a guide to operations. Further
more, experience has shown that maintaining the same 
level of reserves over a prolonged period will not neces
sarily result in a steady expansion of bank credit. Much 
will depend upon the strength of credit demands. If credit 
demands are intense and the System maintains a fixed 
level of free reserves, it must supply new reserves to match 
the decline in free reserves. As banks step up their lend
ing and investing, these new reserves supplied by the Sys
tem disappear. Additional credit demands cause a repeti
tion of this process, resulting finally in a more rapid bank 
credit expansion than previously, even though the level of 
free reserves remained unchanged.

In fact, even on a given day or week, when credit de
mands normally change little, a given level of free reserves 
may not produce the accustomed monetary conditions. 
This occurs, for example, when an increase in free re
serves is caused by float. Since banks expect to retain 
these funds only briefly, they have little incentive to ex
pand credit.

Aggregate Reserve Measures
These and other shortcomings of free reserves have stimu
lated System economists to investigate and develop alter
native and supplementary reserve measures. The concept 
of total reserves is one of the most important of these. 
Total reserves (the sum of required and excess reserves) is 
a measure of the reserves actually supplied and used. Since 
the System can create and destroy reserves and, in the 
process, offset influences on reserve levels, it has rather close 
control over the amount of total member bank reserves.

The total reserve concept is thus often considered a 
better analytical tool than free reserves because it enables 
the System to take account of demands for bank credit. 
Movements in total reserves correspond more closely with 
bank credit changes than do free reserves. Total reserve 
figures, available daily, may also be averaged to remove 
the influence of unusual occurrences in a single day’s level. 
Bank credit figures, available for a single day only, cannot 
be adjusted in this manner.

As a policy guide, total reserves are valuable for still an
other reason. If expansion in total credit is deemed either 
too small or too large, policy-makers can step up or re
duce the expansion in the reserve base. Figures on total 
reserves, adjusted for reserve requirement changes, also 
provide some historical perspective on the influence of 
monetary policy.

Although the total reserve concept is a highly useful ba
rometer in many ways, it is not without some shortcom
ings. Its seasonal pattern—fairly easy to detect from 
month to month—is difficult to isolate for short periods. 
Reserve figures from day to day are volatile. How the re
serves are distributed geographically, a problem noted 
with excess and free reserves, must be considered. The 
movement of total reserves does not always mirror un
usual day-to-day developments in the New York money 
market or short-run developments related to U. S. Treas
ury operations. The total reserve concept, moreover, makes 
no distinction between reserves that are used and those that 
are idle. But since separate figures on required reserves are 
available, these can be compared with total reserves to 
assess the extent to which banks are using their funds.

As a policy guide, the rate of expansion in total reserves 
can be deceiving if the public changes its preference for 
checking to savings accounts. Reserve requirements against 
time and savings deposits are lower than those against de
mand deposits. Consequently, when the public’s desire to 
hold savings deposits increases relative to demand deposits, 
the total reserve growth is less than it would be otherwise. 
If total reserves are used as an indicator of the deposit 
preferences of the public, it is necessary to look separately 
at what is happening to required reserves against time 
deposits and to required reserves against demand deposits.

One also must take account of the amount of borrow
ings from the Reserve Banks. Borrowed funds are different 
from other factors affecting reserves. A reserve expansion 
resulting from an increase in member bank borrowing 
cannot exist for long because borrowings are temporary 
sources of funds. With the help of figures on nonbor
rowed reserves (total reserves less borrowings), which are 
now available, one may assess the importance of borrow
ings in the total reserve picture.

Policy-makers, armed with these refinements, have given 
careful consideration in recent years to aggregate reserve 
measures. And, while recent concern with movements in 
short-term rates, which are not always consistent with 
reserves, present added complications, controlling reserves 
still lies at the heart of Federal Reserve policy.

H a r r y  B r a n d t

Reprints of this article are available upon request to the 
Research Department, Federal Reserve Bank of Atlanta, 
Atlanta, Georgia 30303.
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