
Using A  Sharper Pencil?
Part II

A Study of Changes in Reserve 
Management at District Banks

Sixth  D istrict banks, w hich  hold  m ore excess reserves on  average than all 
banks in the nation , are seek ing to  put their reserves to greater use. T he  
first part o f our study, in the N ovem b er issue o f the Review, briefly  
described the theory o f reserve m anagem ent and d iscussed  our investi­
gation  o f the current practices o f D istrict m em ber banks in balancing  
their reserve accounts. T he study revealed that large banks generally  
m anage their reserve positions m ore c lo se ly  than sm all banks. D a ily  
reserve surpluses and deficits tend to vary w ith in  sm aller lim its, relative  
to  required reserves, at large banks than at sm all banks. Furtherm ore, 
sm all banks tend to  run larger surpluses and sm aller deficits, relative to  
required reserves, than large banks. Since sm all banks run surpluses  
nearly all the tim e, they apparently m ake little attem pt to  use excess  
reserves accum ulated  during the statem ent period.

W e w ill now  take up d evelopm ents in the U n ited  States during the  
past d ecade that theoretically  should  have induced cost-con sc iou s bank  
m anagem ent personnel in the Sixth D istrict to  put idle funds to  w ork , or 
to  cut back  excess reserve balances by using sharper pencils in m anaging  
their reserves. W e w ill then  see w hether they actually  did chan ge their 
reserve m anagem ent practices, and if so , w hat m ethods th ey  used.

W hy P ut Id le F u n d s To W ork?

Interest rates, particularly short-term  rates, h ave risen substantia lly  over  
the p ast decade. F or exam ple, the rate on  three-m onth  T reasury bills 
has increased  m ore than 2  percentage points since 19 5 5 . A s interest 
rates rise, it becom es m ore costly  to  hold  id le balances and m ore profita­
b le to put them  to  w ork. T hus, h igher interest rates in recent years 
m ust have encouraged  banks to  use their excess reserves.

A  general aw areness o f these con d ition s has d evelop ed  in recent years 
—  particularly at sm aller banks in various parts o f the country. T his  
know ledge has been  stim ulated  in  part by a squeeze on  bank profits: 
A verage interest exp en se  on  dep osits has increased  w ith the rising in ­
terest rates and the rapid flow s o f funds into tim e deposits concurrent 
w ith w idespread econ om izin g  on  dem and dep osit accounts. Increased  
know ledge has also b een  stim ulated  by bond  dealers and the bond  de­
partm ents at large banks w ho, in trying to build up m ore business for 
them selves, have poin ted  out the rationale and m ethods for investing  
excess reserve balances.

T h e d evelop m en t and refinem ent o f the F ederal funds m arket, through  
w hich  reserve balances are bought and sold , h ave enabled  m any banks  
to  b a lance their reserves m ore c losely . In  addition, m any sm all banks 
that earlier had b een  barred from  participation  by the size o f the m in i­
m um  trading unit now  have access to the Federal funds m arket. T his  
has resulted from  offers o f various large banks to  enter into Federal
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funds transactions w ith  their sm all correspondents, not 
on ly  in  am ounts o f $ 5 0 0 ,0 0 0  and over in w h ich  trading  
norm ally occurs but in  sm aller am ounts —  as low  as 
$ 1 0 0 ,0 0 0 . T hus, excesses, or deficiencies, accum ulated  
b y  sm all banks during the early days o f the reserve settle­
m ent period  m ay now  be offset by sales or purchases 
o f F ederal funds from  larger correspondents, resulting in 
a closer balancing o f reserve averages w ith  requirem ents. 
M any bankers fee l safe in  ba lancing  reserves quite closely  
through purchases and sales in the F ed eral funds m arket, 
since they can  norm ally  cover sudden shortfalls at the d is­
count w indow .

I: Ratio of E xcess R eserves to Required R eserves
SIXTH DISTRICT AND U. S. MEMBER BANKS 

1954-65

P erce n t P ercent

In  the light o f the foregoin g  develop m en ts, w e w ou ld  
exp ect that D istr ict banks are b alancing  their reserves 
m ore c lo se ly  than they did several years ago. I f  so , their 
excess reserves as a proportion  o f required reserves m ust 
have declined  in recent years.

H ave D istr ic t B a n k s U se d  S h a rp er  P e n c ils?

H ave m an agem ent person n el at D istr ict banks actually  
used sharper pencils in balancing  their reserves? In  a w ord, 
Y es. A verage excess reserves per bank  d eclined  as did  
excess reserves, relative to  required reserves. D istrict 
banks reduced their excess reserve b a lances from  5.3  per­
cen t o f required reserves in 19 5 5  to  about 3 .4  percent dur­
ing the first ten  m onths o f 1 9 6 5 . A s show n  in  C hart I, the  
dow nw ard m ovem en t in  this excess reserves ratio w as  
interrupted by increases in 19 5 8  and again in  1 9 6 0 -6 1 . 
T h ese  interruptions partly reflect the effects o f the  
recessions o f 1 9 5 7 -5 8  and 1 9 6 0 -6 1 , w h en  the dem and  
for loans d eclin ed  as b usiness activ ity  contracted . A t the  
sam e tim e, an easin g  o f m on etary  p o licy  led  to  an in ­
creased  supply o f lendab le funds and a su bsequent de­
cline in interest rates. W ith the econ om ic  p icture less 
optim istic and the co st o f  h o ld ing  excess  reserves so m e­
w hat low er, bankers probab ly  d ecid ed  to  h old  m ore ex ­
cess reserves as a cush ion  against d ep osit losses.

O ne additional factor figures prom inently  in the rise in  
excess reserves in  1 9 6 0 -6 1 . B egin n ing  late in  1 9 5 9 , the  
B oard  o f G overnors a llow ed  m em ber banks to  count, first 
a part and then , by the end  o f 1 9 6 0 , all their currency and  
co in  as lega l reserves. T h e substantia l am ount o f reserves 
created  by this action  to o k  the form  o f excess reserves, 
w hich  w ere gradually put to  w ork  as bankers adjusted to  
this n ew  com p on en t o f their reserve balances.

Som e econ om ists argue that vau lt cash  has acted as a 
new  source o f reserve instab ility  and that m em ber banks  
now  m ust hold  m ore excess  reserves as a buffer against 
sw ings in vau lt cash. If so , the effect o f this factor has 
been  offset by other forces, for excess  reserves, relative to  
required reserves, have trended dow nw ard  since 1961 to  
points b e low  th ose  reached  b efore the vau lt cash  action.

H avin g  determ ined  that reserve m anagem ent personnel 
at D istrict banks w ere using sharper p encils in  m anaging  
their reserve b a lances, w e w anted  to  know  w h ich  group  
o f banks w ere m ost active in  this d evelop m ent. W e found  
that all banks have reduced  their excess  reserve balances, 
relative to  required reserves, but coun try  banks have re­
duced theirs considerab ly  m ore than reserve city  banks. 
E xcess reserves at country banks fe ll from  9 .5  percent of 
required reserves in 19 5 5  to  an average o f 5 .9  percent in 
the first ten  m onths o f 1 9 6 5  —  a reduction  o f 3 .6  per­
centage points. R eserve city  banks, h aving m anaged  their 
excess reserve p osition s c lo se ly  for som e tim e, cut excess  
reserves b ack  over the p eriod  b y  0 .9  percentage points
—  from  1.6  percen t o f required reserves in  1955  to  0 .7  
percent thus far this year. T h e sizab le reduction  in excess  
reserves at country banks ind icates that sm aller banks in  
this part o f the U n ited  States h ave taken  advantage o f  
recent d evelop m en ts in reserve m anagem ent and m on ey  
m arket techniques.

H o w  do these changes in  excess  reserves at banks here  
com pare w ith  th ose  elsew here? In  a nutshell, banks in  
this D istrict m ay h ave sharpened  their pencils a little
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faster, although n ot quite to  the sam e sharp poin t as 
banks in  the entire nation.

C loser in spection  show s that D istrict reserve city  banks 
apparently h ave im proved  their reserve m anagem ent tech ­
n iques m ore rapidly than reserve city banks in the U . S., 
low ering their excess  reserve balances nearly to the na­
tional average for reserve city banks. O n the other hand, 
D istrict country banks have failed to  reduce excess re­
serves as rapidly as country banks in the nation.

In  term s o f im proved reserve m anagem ent, a cutback  
in excess reserves w ould  not be very m ean ingfu l if it w ere  
accom pan ied  by a corresponding rise in  other non-earning  
cash  assets, or b alances w ith  other com m ercia l banks. 
M in im al b alances in these accounts are im portant, of  
course, since banks receive services in exchan ge for them . 
H ow ever, w e w ou ld  exp ect banks to  have reduced non- 
essen tia l balances in these accounts for m uch  the sam e  
reason that they reduced  excess reserves, nam ely , to  m axi­
m ize earnings w ith in  an environm ent o f rising interest rates 
and o f increasing k now h ow  in putting idle funds to  w ork.

A s show n in  C hart II, D istrict banks indeed did reduce  
their balances w ith  other banks in relation  to  their total 
deposits. A lth ou gh  country banks effected  the sharpest re-

II: B a lan ces Due from Sixth D istrict M ember Banks
As Percent of Total Deposits 

1954-65

P e r c e n t  P e r c e n t

duction , reserve c ity  banks also reduced their b alances  
w ith other banks to  a p oin t still som ew h at below  the  
country bank averages. T h e sizable reduction  in balances 
w ith banks brings us to  the con clu sion  that the decline  
in excess  reserves is real, and n ot sim ply a transfer of 
funds from  on e non-earn ing asset to  another.

H ow  W ere E x c e s s  R e se r v e s  R ed u ced ?

O ne im portant w ay D istrict banks have responded  to  in­
centives to use a sharper p encil has been  to borrow  or lend  
m ore frequently to  banks outside the D istrict— and to each  
other— through purchases or sales o f F ederal funds. W hen  
one bank acquires the idle excess reserves o f another, 
both  banks benefit: T he borrow ing bank gets reserves 
at a rate w hich  until early this year w as norm ally  below  
the d iscount rate and avoids any stigm a attached to  co n ­
tinued borrow ing from  the d iscount w indow ; the lend ing  
bank invests funds for short periods at a reasonab le rate 
w ith little risk.

A lth ou gh  the data are difficult to  obtain  and m ust be  
interpreted w ith caution , they indicate clearly that reserve  
m anagem ent m ethods in  the 1 9 6 0 ’s have b een  m odified  
to include increased  trading in F ederal funds. T h e m ost 
reliable figures, show n in C hart III, are those for a sam ple  
o f large banks in the D istrict. Increases in am ounts traded

by certain banks are illustrated in the chart, but the scop e  
o f F ederal funds trading is not fully dep icted . Special 
studies o f D istrict banks, conducted  at irregular intervals 
since 1 9 5 6 , ind icate that the num ber o f banks trading in ­
creased  m ore rapidly than the total vo lum e o f purchases 
and sales. T o  c ite  the extrem es, about 15 banks w ere trad­
ing at the tim e o f the 1 9 5 6  and 1958  studies, and about 
75  banks traded F ederal funds in A pril o f  this year. S ince  
the m ethods w e used  in these studies alm ost certain ly un­
derestim ate b oth  the am ount o f trading and the num ber  
o f banks, the absolute increase is probably greater than  
these figures show .

T he A pril study revealed  an interesting facet o f  the  
F ederal funds m arket: E ven  though  transfers o f $1 
m illion  or over accoun ted  for m ore than 95  percent of 
the total dollar am ount o f F ederal funds transfers in  the  
D istrict, 3 0 0  transactions w ere in am ounts o f less than $1 
m illion . M oreover, nearly 2 0 0  transfers w ere less than  
$ 5 0 0 ,0 0 0  each . Som e o f these transfers w ere purchases o f 
F ederal funds by sm all D istrict banks, w hich  supports 
the notion  that D istrict bankers are b ecom ing m ore soph is­
ticated  in m anaging their reserves. M any o f the sm all trans­
actions reflect larger D istrict ban ks’ purchases o f F ed eral 
funds from  sm all correspondents m ade in  order to  keep  
their accounts.

A  continu ing  need  for funds by large D istrict banks  
cou ld  further increase F ederal funds trading in  sm all 
am ounts. Som e large D istrict banks are presently  attem pt­
ing to  establish  loca l sources o f F ederal funds, w hich
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m ight con tinue to  provide funds if the usual sources, the  
large m on ey  m arket banks in N ew  Y ork , C hicago, and  
the W est C oast, shou ld  dry up. It seem s likely  that trading  
for periods o f m ore than one day— n ot often  found in 
larger transactions— w ill b ecom e m ore frequent as both  
buying and selling  banks try to m in im ize “handling co sts” 
o f F ed eral funds transactions. Sm aller banks, how ever, 
m ay increasingly  enter the m arket on the borrow ing side  
as their reserve m anagem ent b ecom es m ore refined and  
their excess reserves decline. T h ey  m ay be look in g  to  the 
larger banks in the D istrict as sources as w ell as outlets  
for funds. T h ese  d evelop m en ts are m inor, relative to the 
total am ounts o f  trading, but they are interesting.

T rading in F ed eral funds, though  im portant, m ust be 
view ed  as but on e o f several im portant d evelopm ents in 
the evo lu tion  o f reserve m anagem ent. A s C hart IV  show s, 
during the past ten  years borrow ing from  the System  by  
D istrict banks increased  as the econ om y expanded  and  
borrow ing receded  as it contracted . A lso , the ratio o f e x ­

cess reserves, although exh ib iting a general dow nw ard  
trend, rose in  periods o f contraction . W e can infer from  
this that bankers responded  to credit expansion  squeezes  
on  their reserve p osition s by trim m ing their excess reserves 
and borrow ing m ore frequently from  the System . Part o f  
the pressure to  borrow  at the d iscou nt w in dow  w as a llev­
iated  b y  the d evelop m en t o f the Federal funds m arket, 
w hich  w ou ld  help  exp la in  the delay in the upturn in bor­
row ing during the present expansion . T he increased  bor­
row ings in 1 9 6 4  and 1965  m ay partly reflect a return to  
the d iscou nt w in dow  now  that the possib ilities o f inter­
bank  borrow ing have been  m ore fu lly  exp lo ited . A  Federal 
funds rate generally  above the d iscount rate, w hich  has 
prevailed  m ost o f this year, supports this contention .

T he d iscussion  o f reserve m anagem ent m ethods is in ­
com p lete  w ith out a consideration  o f factors other than  
the m anipulation  o f  reserve accounts by  borrow ing and  
lend ing reserve balances. C learly, the nature o f the loan  
and investm en t p ortfo lio  and the structure o f deposits  
affect the need  for the m anipulations d iscu ssed  so  far. 
T rue, excess reserves, relative to  required reserves, have  
been  reduced in the past ten  years, ind icating im prove­
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m ents in reserve m an agem ent m ethod s, but it is equally  
true that the nature o f deposits has changed  radically  over  
the sam e tim e span. W ith the grow th in deposits, required  
reserves have increased  m ore rapidly than the need  for  
a cush ion  o f excess  reserves. Larger banks can  afford to  
d evote m ore tim e to reserve m anagem ent, and m ore d e­
posits per bank  generally  reduce the lik elihood  o f w ide  
variations in deposits. A lso , since a large percentage o f the  
grow th in total deposits has b een  in tim e d ep osits, total 
dep osits should  be m ore stable and, con seq u en tly , changes  
in reserve p ositions m ore m oderate.

T he grow th in deposits has also altered the flexib ility  
of the G overnm ent securities portfo lio . R eserve m anagers 
have less freedom  to use p ortfo lio  ch anges to  adjust their 
reserve p osition s now  that the G overnm ent securities port­
fo lio  is m uch sm aller, relative to  total d ep osits, and a 
greater portion  o f these securities is p ledged  as collateral 
for deposits. A s the ability to  change the G overn m ent p ort­
fo lio  has d ecreased , how ever, the possib ilities o f acquiring  
funds from  other sources have increased . B ankers can  vary  
the rate o f acquisition  o f  funds by ch anging the rates and  
am ounts o f prom otion a l efforts for certificates o f dep osits, 
savings certificates, and short-term  unsecured  notes. A l­
though som e D istrict banks have b een  active in prom oting  
savings certificates and certificates o f deposits and a few  
have issu ed  short-term  u nsecu red  n otes, these m ethods  
have n ot yet b een  w id ely  u tilized  in this D istrict.

P a u l  A . C r o w e  
R o b e r t  R . W y a n d  II

This completes a two-part series on a study of reserve 
management at District banks during the past decade. Part 
I of “Using a Sharper Pencil?” appeared in the November
1965 R e v ie w . Copies of both articles are available upon 
request to the Research Department, Federal Reserve 
Bank of Atlanta, Atlanta, Georgia 30303.

Bank Announcements
The C o h u t t a  B a n k i n g  C o m p a n y ,  Chatsworth, Georgia, 
a nonmem ber bank, began to remit at par for  checks drawn  
on it when received from the Federal Reserve Bank on 
N ovem ber 1. Officers are R. E. Chambers, President; L. P. 
Huff, R. K .  Richardson, and Jack Greeson, Vice Presi­
dents; and Frances Heartsell, Cashier.

A lso on N ovem b er  1, the B r o o k h a v e n  B a n k  a n d  T r u s t  
C o m p a n y ,  Brookhaven, Mississippi, a nonmem ber bank, 
began to remit at par. Officers are S. E. Babington, Presi­
dent; F. F. Becker II, Executive Vice President; R. L. 
Davis, Senior Vice President; T. E. Applewhite, Vice Presi­
dent; and F. J. Rein, Cashier.

On N o vem ber  4, the U n i v e r s i t y  N a t i o n a l  B a n k  o f  
B o c a  R a t o n ,  Boca Raton, Florida, a newly organized  
m em ber bank, opened for business and began to remit at 
par. William M . Stowe is President, and Kenneth N . Brad­
shaw is Executive Vice President and Cashier. Capital 
is $250,000; surplus and other capital funds, $250,000.

The R e p u b l i c  N a t i o n a l  B a n k  o f  M ia m i ,  Miami, Flor­
ida, a newly organized m em ber bank, opened for business 
on N o v em b er  8 and began to remit at par. Officers are 
Ernest Janis, President; R. J. Grazier, Executive Vice  
President; William A . Rushton, Vice President and Cashier; 
Bernard Janis and Simeon D. Spear, Vice Presidents. Cap­
ital is $250,000; surplus and other capital funds, $375,000.

IV: Ratio o f Borrowings from the Federal 

R eserve Bank to Required R eserves
SIXTH DISTRICT MEMBER BANKS 

Quarterly Averages: 1954-65

R e s e r v e  C i ty  B a n k s

1 9 6 31 9 5 5  1 9 5 7  1 9 5 9  19 61  

Shaded areas represent periods of recession.
1 9 6 5
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