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— liE Board of Governors of the Federal Reserve
System recently announced its decision to isnplesncnt
a version of contetnpom-aneous reserve requirements
(CR11) that will become efleetive in Febrt.tai-y 198-1.
This am-tide describes both the regiuie of lagged re-
serve requirements (LRR) currently in efkct and the
new system of CRR, amid explains why each feature of
the new reserve accounting systemn was adopted.
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Under the current system of reserve accounting.
reserve maintenance periocls—periods during which a
depository institutions average daily reserves must
equal or exceed its required reserves—coyer seven
clay’s ending each \Vednesclav An institution’s re—

c1tured reserves for the current reserve maintenance
week are based cm its average daily deposit liabilities in
the eomputatiou period two weeks earlier, as illus-
tratecl in exhibit 1 . Assets eosmnted as reserves in the
ctmrrent maintenance week ineltmde the average daily
vattlt cash held its the computation period two weeks
earlier, pltms as’erage reserve balances held in the ctsm-—
rent maintenance period. A depository instittmtion
must keep its average reserves within 2 percent of its
reqtmired reserves to avoid incsmrring a penalt for a
deficiency- or losing credit fbr holding excess reserves.
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Reserve maintenance pd~riodlswill be lengthened
from one week to two weeks; they will dos-cr 14 days
ending every other We.dnesclas’.
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Under contemporaneous reserve accounting, there
will he considerable os-erlap between the resent’ coin—

putation and maintenance periods fbr transaction tie—
posits. Reqtnrecl reserves in the current 14—clay
maintenance period will he held against the average
level of transaction deposit liabilities over 14 clas end—
imsg two clays hefoi-e the end of the current tn;tintenanee

periodl (exhibit II.
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Required reserves against liabilities other than
transaction deposits (nonpersonal time deposits and
Eurodollar liabilitiesi will he based ott average liabili-
ties over 14 days ending 30 days before the end of the
current mnaintenance period1 (exhibit 11.
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\“atilt cash counted as reserves will continue to be
lagged under CR11. Thus, a depository institutions
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The New System of Contemporaneous
Reserve Requirements

reserve defleieisey up to 2 percemmt of nedtttim’edl reserves iti One
nsaintemmanec week may he made up the next week witlmout incur-
ring a penalty. Excess reserves up to 2 percent ol’requimccl reserves
inlay he eousmted as part nif reserves in the fkillowiisg week,
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Exhibit I
Timing of Lagged and Contemporaneous Reserve Accounting Systems

Present Lagged Reserve Accounting System

week week 2 wee 3
TWThF SuM WThFSSuMTWT F $ttMTW

1-week rnpu I-week reserve
avon period to maintenance
at eservable period
abilities and

vault cash

Approved Contemporaneous Reserve Accounting System

weeki weekz weekS week4 weekS weekS
TWThFS$UMTWThFSSUMTWT8 SSuMTWThF SuMTWThFSSuMTWThFSSuMTW

Reserve Account ng for L abititie I
2 we k computa ion period for II 2 week computation period to I
reservabie Uabm ii es other than transa~9~depe~__,,,~,J
transaction deposits

Accounting for Reserve

Average vault cash in h 2 week 2 week eserve maintenance

period counts as reserves in the period

period ending 30

Note A reserve maintenance penod isa penod ove which the dad averag reserves of a depository i stitution must equa or exceed its
required reserves Required reserves a e based on daily ave age deposit liabilities irs reserve computation pe iods’
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thin deposits ky-crc $10 miullioms until the last clay’, when
they’ rose to $12 milhioss. For simplicity, assume that
the reserve requirement on transaetioss deposits is 10

percemst. Simsee the issstitntion does not knox’’ ahout the
rise in transaction deposits on the last day’, it holds
average reserves oL$1 million during the maintenance

period (assuming no neqniredl reserves Ott hiahilities
other than transaction deposits). If reserve eosnpnta—
tion periods and maintenance peniodls eoveredl only
sex-en days, average reserves of $1 million would he
278 percent helow required reserves of $10286 mu—
lion. With 14—day maintenance p~sioc1s us contrast,
the rise oftransaetioms deposits to $12 mihhioms on the last
dlav of the computation periodl would make the average
reserves of $1 million osslv 1.41 pereesst below the
average requiredh reserves of $10143 nsilliou.
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Under the current system of LRR, there is a one—
week gap between the end of the period over which a
depository’ institution calculates its deposit liabilities
and the heginmng of the seven—day period over which
it holds the s-equired resenx’es. During that intenmnedi—
ate week, each depository institution informs the
Federal Reserv’e of its deposit liabilities and vault cash;
the Federal Reserve. in turn, imifbrrns each depositor’
institution of its required reserve balances befbre the
beginning of each maintenance period.

Tinder the plan for CRR, the Federal Reserve will
notify a depository institution before the beginning of
each two-week maintenance period how much re-
serves it is required to hold against liabilities other
than traissaetion deposits and the amount ofvault cash
it may count as reserves. Each depository institution
then must monitor its trausactiors deposits during the
current computation period for those deposits and hold
the appropriate amount ofreserve balances. After each
maintenance period, the Federal Reserve will deter-
mine whether each institution’s reserves were
adequate.2

tThe arrangements for determining compliance with rescue re-
quirememits are more complicated under the pass-through arrange-
memst, Depository institutions that are not members ofthe Federal
Reserve System may choose to hold their required reserve bal-
ances in their own reserve accounts at Federal Reserve Banks, or
designate other institutions to hold the required reserve balances
for them. Depository institutions that hold m-equired reserve bal-
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The timing of reserve accounting under the new
system of CRR is desigued to strengthers the rela-
tionship between money growth and reserve growth
by creating a nearly contemporaneous link between
transaction deposit liabilities and the reqtured re-
serves against those deposits. This section explains
why each feature ofthe new reserve accounting system
was adopted, and the system’s role in binding short-
run money growth more closely to the growth of total
reserves of all depository institutions.3
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It takes at least one day for banks to compile infornsa-
tiou on their deposit liabilities. The two days between
the end of the reserve computation period for transac-
tiors deposit liabilities and the end of the maintenance
period permits depository institutions to compile in-
formation on their deposit liabilities and to make the
final adjustments to their reserve balances for each
maintenance period.

Since there is a two-day lag between the end of the
period overwhich depository institutions will measure
their deposit liabilities and the cud of the period over
which they will Isold reserves, the new system of re-
serve accountiug is not exactly a contemporaneous
one. If maintenance periods had remained one week
under the new regulations, required reserves would

ances for other institutions are called pass—through agents. Under
LRR, a pass-tlsrough agent receives a report from the Federal
Rescue before the heginmung of each settlement week on the
required reserve balance of each institution for which it holds
reserves, Under CRR, a pass-thi-ough agent will have to monitor the
transaction deposits of the institutions for which it holds required
reserves during each seulensent period, and the Federal Reserve
will determine after the fact whether the reserve balances held by
the passthrough agemmt were sufficient, given the liabilities of the
depository institutions for which it holds reserve balances,
3
This paper does not discuss the effects of adopting CRR on mone-
tary control, Whether money growth is actually more stahle after
CRR goes into effect will depend, iii part, on the weight given to
short-run monetary control in the conduct of monetary pohic~.For
a theoretical aisalysis of the significance of reserve accounting for
monetary control, see Daniel L- Thornton, “Simple Analytics of
the Money Supply Process and Monetary Control,” this Review
(October 1982), pp. 22—39- i’hechange in reserve accounting from
LRR to CUR also has implications for reserve management by
individual depository institutions, which are not diseussedl in tlsis
paper. See B. Alton Gilbert, “Lagged Reserve Requirements:
Implications for Monetary Control and Bank Reserve Manage-
ment,” this Review (May 1980), pp. 7—20.

5



FEDERAL RESERVE BANK OF ST. LOUIS DECEMBER 1982

havebeen predetermined by prior deposit creation for
two-sevenths of each maintenance period. By making
maintenance periods two weeks long, each period for
measuring transaction deposits overlaps six-sevenths
of the period1 for holding required reserves against
them. Consequenstly, required reserves are predeter-
mined for only one-seventh of each maintenance
period.

Increasinsg reserve maintenance periods from one
week to tsvo weeks creates the potential for large gaps
to develop between reserves and required reserves
unless depository institutions adjust their reserves to
anticipated levels of required reserves frequently
throughout the mnaintemsance period. If diepository in-
stitutiosss wait until the end of each maintenance
period to adjust tlseir reserve positions, the Federal
Reserve is fiieed xvith txvo choices: 1) to allow large
fluctuations in the federal funds rate near the endl of
maintenance periods (to fbree transactions deposits td)

the Fed’s target levels), or 2) to adjust the supply’ of
reserves to accommodate the levels of transaction de-
posits created by depository institutions. Ifthe Federal
Reserve chooses to keep total reserves on target,
however, depository insstitutions will discover that
they must keep their reserves close to the reqmnred
reserves throughout each maintenance period, if they
want to minimize their interest—rate risk.
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Countissg vault cash as reserves oms a lagged basis
facilitates the eosstrol of total reserves. Tlse Federal
Resem’v-e does msot know the amount of coin and curren-
cy held by depositor’ iisstitutions usstil tlsese iisstitu-
tions file reports Ofl their deposit liabilities and reserve
assets. If the vault casls held in the current mainte—
siamsee period counted as reserves in the current

period, the Federal Reserve’s errors its estimating cur-
rent vault casls xvould lead to errors in the amnount of
reserves the Fed supplied. With lagged accounting br
vatmlt cash. the Fecleral Reserve will know, at the be—
gissning of each maintenance neriocl, the exact amnoumst
of vault cash to cowst as reserves.4

.11 ~agged isccums is tim i g fbr kammit casls allows de
1

iositom-v institutioms5 to

imscrease )decrease) their reserves t emnporariiv by depositing vault
cash in (withdrawing vault cash from) tiseir reserve accosmmsts. Cuts—
trol of total m-csen’es by the Federal Reserve could he adversely
afieeted if depository institutions adimmst their reserve positiniss by
depositimig and xvitlsdrawing vault cash, Coats finds little or mso
evidemsce however, that commercial banks have used clsanges in
their vault cash as a method of reserve adjustmnemmt. See x%’arrems L.
Coats, Jr.. Regulation I) amid the Vault Cash Caine,’ Journal of
Finance ~tmmmc1973), pp. 601—07.
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The reserve requirements ous non-transaction de-
posit accounts would create potesstial problems for
short-russ monetary control if required reserves were
based on the amount of those non-transactiomi liabilities
in the current period. To determine the amount of
reserves for the current period available to “support”
tramssaction deposits, the Federal Reserve would have
to estimate the required reserves on the non-
tnansactious deposit liabilities. Errors in those esti-
mates would create errors in supplying time desired
amount of reserves available to support transaction
deposits. With lagged accounting fbr non—transactioms
deposit liabilities, however, the Federal Reserve will
know’, at the beginning of each maintenance period,
the required reserves on these deposits.

WE/Sr Garn1’ov-sr Allowance

The purpose for widenimsg the carryover allowance
under CRR is to make reserve managemnesst easier for
depository institutiomss. They may have difficulty fromss
time to time calculating their transaction deposits

quickly enough to determine exactly their redluiredl
reserves by the end of the maintenance periodl. The
carryover allowance permits discrepatseics betxveen
their actual reserves and their redluired reserves its osse
maintenance period to he offset in the folloxving
period, witlsin the limits described ahov’e. The mnax—
imusn carryover allowance is imsitially’ set at 3 percent of
requim’ed reserves, since difficulties its calculating re-
quired reserves on a eontesuporamseous basis are ex—

pected to be greatest during the first few usomsths after

CRR becomes effective.

Implications ofthe widler carryover allowance fbr tlse
relatiomsshsip between short—rums money groxvths amid re-
serve growth depend oms whether depository institu-
tions xvihl have sigisificaist difficulty in estimating their
required reserves, and how they xvill manage tlseir
reserve positions. Ev’en if depository institutions can
calculate their required reserves on a contempo-
raneous basis, they still might use the carryover alloxv—
anee to avoid the costs involved in keepumig their re-
serves equal to their red1u redl reserves. If depository
iisstitutions would use the carryover ahloxvance todelay
adjusting their reserves to required reserves, xviden-
ing the carryover allowance xvill tend to xveakeu time
short—run relatiomsship betweems transaction deposits
and reserves.
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In contrast, suppose tisat depository institutiomss will
have to estimate their required reserves under CRR,
because of incomplete information on their transaction
deposits near the end of the computation periods for
those deposits. lii particular, suppose that by the end
of each reserve maintenance period, which is every
other Wednesday, each depository institution has in-
fornuation on its transaction deposits through the prior
weekend, but lacks iuformnation on transaction
accounts for Monday, tbse last day of the computatioms
period for transactioss deposits. Each institutioms esti-
mnates transaction deposits on that Monday as the level
over the prior weekend. To avoid penahities on reserve
deficiencies or the unprofitable holding of excess re-
serves, each depository iustitutioms would keep its re-
serves equal to its estimate of required reserves, and
use the carryover allowance to accomnmnodate differ-
ences between estimates of required reserves and final
valnmes. An institution that has ass increase in its tramssac—
tion deposits on the Monday befbre the emsd of a
maintenance period will end up with deficiemst re-
serves~it will not kmsow about tlse rise in traissactioms
depositson the last clay’ ofthe computation period, but
will lend to other institutions any’ increase us reserves
tisat resulted from the unexpected deposit imsflow. Ass
institution thsat hadl a reductioms its transaction deposits
on the last day’ of the computation period will have
excess reserves, since actual required reserves will be
less thass the estimated level. ams~iany’ loss of reserves
dime to tlse unexpected deposit omstflow will he replaced
b~’borrowing reserves from otlser imsstitutiosss.

Under these conditions, w’idemnmsg the carryover
allow’ance need not have adverse effects ott the money-
reserve growth relationship. Deviations of reserves
from required reserves at individual institutions w’ouhd
not necessarily weaken the sisort-run moniey-reserve
growth relationship, since those deviations w’ould tendl
to he offsetting. The implications of the wider carry-
over allowance, therefore, will depend on w’hether it is
wide enough to aceommnodate the errors that deposi-
tory institutions niake in estimnatimsg their required re-
serves on a contesnporaneous basis, yet small enough
to induce them to keep their reserves close to their
estimates of required reserves.

(DC/SOIl .IJSION ç

The Federal Reserve has adopted a new system of
contemporaneous reserve accounting that will hecomne
effective in February 1984. The new system of reserve
accounting is intended to strengthen the rehatiomsship
between transaction deposit balances amscl thse total
reserves of depository insstitutious. The timing of re-
serve accounting under the new’ system appears to he
complicated. Each feature, however, was adopted to
facilitate short—m’ums monetary comstrol, while snaking
allowamsce for the difficulties thsat depository’ institu—
tions will have its measuring deposit liabilities and
holding required reserves on a contemnporaneons
basis.
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