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State of South Carolina )
! ) ss.
~ County of Marion ) NOTICE OF

RECISSION
OF CONTRACT FOR
FRAUD, USURY AND
BREACH OF

CONTRACT

C(:)MES NOW the Borrowers, Arnold Parson Jr. and Dazarhea Parson, and
hereby declares and states that the following is true and correct to the best of their belief
and knowledge:

1.1 That on the 29" day of March, 2012, the borrowers did confer with Mr. Rivers

' Anderson of Anderson Brothers Bank at 102 N Main St, Mullins, SC 29574
. PO Box 310 Mullins, SC 29574 concerning a loan of Twenty thousand nine
hundred Dollars ($20,900) which borrowers desired to obtain from said
Anderson Brothers Bank.
2., Mr. Rivers Anderson did represent unto the borrowers that the bank would
: lend to the borrowers twenty thousand nine hundred dollars the bank was
entitled to receive principal and interest uporf the whole twenty thousand nine
- hundred dollars and that the entire loan would be of and consist of twenty
thousand nine hundred dollars. Mr. Rivers Anderson then told borrowers to
consult with Ron Elliott, Chief Loan Officer for Anderson Brothers Bank.
3. By the research and study performed by the borrowers concerning the contract
- that was signed between the parties it has come to the knowledge and to the
attention of the borrowers that said bank, by and through its agents Mr. Rivers
Anderson and Ron Elliott, Chief Loan Officer did misrepresent unto the



borrowers the true and correct process of the loan and who truly funded the
loan to the borrowers.

In reliance upon the representations by the representatives of Andérson
Brothers Bank, Mr. Rivers Anderson and Ron Elliott, Chief Loan Officer the

borrowers did execute and deliver unto the Anderson Brothers Bank a certain

promissory note in the amount of twenty thousand nine hundred dollars which

stated collateral categories as all that certain piece, parcel or lot of land lying

and being situate on the southeast side of Quail Roost Drive near the city of

‘Mullins, Marion County, South Carolina. Said lot being shown and designated
'as Lot No. 34 on a map of Quail Roost Subdivision, Phase I, by Pittman-
'Lesson Survey Company dated January 24, 1999 and recorded in Plat Book
f282, Page 7, Office of the Clerk of Court for Marion County. Reference is
;hereby made to said plat for more detailed metes and bounds description.

;. ALSO, that 2000 Dynasty mobile home, VIN#H801260GL&R located on
:subject property. This being the same property conveyed to FBSA 1, LLC by

Deed of Haigh Porter, Special Referee for Marion County, dated November

122, 2011, and recorded in the Office of the Clerk of Court for Marion County
,on December 2, 2011, where it appears in Book 183, at Page 323. Tax Map
Number: 034-00-00-255-000.

. The Anderson Brothers Bank, by and through its agents Mr. Rivers Anderson
*and Ron Elliott Chief Loan Officer knew should have known, or had the
' responsibility of knowing that the amount actually loaned to the borrowers was
, not twenty thousand nine hundred dollars, but in fact the borrowers funded
_ their own loan and the amount risked by Anderson Brothers Bank was nothing
' (0). Which can be evidenced by the following:

e “_. under the present system banks do not have to wait for depositors
to appear and makes funds available before they can on-lend, or
intermediate, those funds. Rather, they create their own funds, deposits,
in the act of lending. This fact can be verified in the description of the
money creation system in many central bank statements, and it is
obvious to anyone who has lent money and created the resulting book
entries.” (The Chicago Plan Revisited, Jaromir Benes and Michael
Kumbhof, IMF Working Paper August 2012)

e - “Banks create money when they lend it” (Money Banking &
Monetary Policy... Federal Reserve Bank of Dallas, May 2007)

e - “_ banks extend credit by creating money.” (Quarterly Bulletin, Q1
Vol 48. No. 1. Bank of England, 2008)
o - “Commercial banks create checkbook money whenever they grant a

loan, simply by adding new deposit dollars to accounts on their books
in exchange for a borrower's IOU.” (I Bet You Thought... Friedman,
David H. Federal Reserve Bank of New York, Dec 1977)

e “What they do when they make loans is to accept promissory notes in
exchange for credits to the borrowers' transaction accounts.” (Modern
Money Mechanics... Dorothy M. Nichols - Federal Reserve Bank



{

5.

of Chicago, May 1961) .

e “ _bankers discovered that they could make loans merely by giving
their promises to pay, or bank notes, to borrowers. In this way, banks
began to create money...” (Modern Money Mechanics... Dorothy M.
Nichols - Federal Reserve Bank of Chicago, May 1961)

e - “ __credit of promissory notes (money of account) become money
when banks deposit promissory notes with the intent of treating them
as cash.” (Walker F. Todd. Affidavit, Chagrin Falls, Ohio, USA, 05
Dec 2003 - 20yrs as attorney & legal officer of Federal Reserve
Bank of New York & Cleveland) A

e “It was a small step from printing notes to making book entries
crediting deposits of borrowers, which the borrowers in turn could
"spend" by writing checks, thereby "printing" their own money.”
(Modern Money Mechanics... Dorothy M. Nichols - Federal
Reserve Bank of Chicago, May 1961)

The Anderson Brothers Bank by and through its agents, Mr. Rivers Anderson

+ and Ron Elliott has represented unto the borrowers that they are entitled to
. receive principal and interest on the twenty thousand nine hundred dollars.
~ The Anderson Brothers Bank knew, should have known, or had the

responsibility of knowing that the usury demanded of them from the bosrowers—="

" was unlawful and usurious and that they were charging principal and interest
- on twenty thousand nine hundred dollars when in fact they knew, should have

known, and had the responsibility of knowing that they risked nothing.
Therefore they couldn’t charge principal and interest on twenty thousand nine

. hundred dollars.
- The Anderson Brothers Bank knew, should have known, and had the
" responsibility of knowing that they IN FACT breached the contract with the

borrowers by declaring unto the borrowers that they would lend to borrowers
twenty thousand nine hundred dollars when they had IN FACT risked nothing,
loaned nothing therefore payment in kind should be nothing. Borrowers makes
this notice to all parties concerned, having become aware of the fraud
described above on or about June 17, 2013. (06/17/ 13)

' Dated this 27™ day of September 2013.

ALL RIGHTS RESERVED WITHOUT RECOURSE
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Armnold Parson Jr in propnagersona sui juris Dazarhea Parson propria persona sui juris




In the District Court of Marion County

7 A
State of South Carolina (\%) ' s “’/ %
, A ~ 0
Anderson Brothers Bank, Respondent, ) 0‘{'?‘ o 20/")3 '
) YL
) .
Gl
) , ~
Vvs. ) Appellate Case No. 2013-001865
)

Dazarhea Monique Parson, aka Dazarhea D )
Parson, a/k/a Dazarhea Monique Daniels )
Parson, A. Tyrone, Jr. a/k/a Amold Tyrone )

Parson, Jr., South Carolina Department of ) RE CEIVED '

Revenue and South Carolina Department ) .
of Motor Vehicles, Defendants, ) ocr 0 9 201 3

_ S.C. SUPREME COURT
- Appellate’s motion to vacate a void judgment under authority of
South Carolina Title 15-48-130 .1 judicial notice

Brief in support of motion to vacate

Arnolﬂ T Parson Jr. and Dazarhea Parson, an aggrieved party, moves this court under
authority of South Carolina Title 15-48-130 .1
void judgment attached. Nexsen Pruet Suzanne Grigg attorney for Anderson Brothers Bank,

 for vacation of a

practicing subterfuge and acting in a purely criminal mode, obtained judgment in this instant
case. Amold T Parson Jr. and Dazarhea Parson did not recéive any proof that a security interest
has been perfected by Anderson Brothers Bank, that Anderson Brothers made a loan for either
default or summary judgment. Therefbre Anderson Brothers Bank did not prove standing to
bring this acﬁon and Nexsen Pruet’s Suzanne Grigg attorney for Anderson Brothers Bank fail to
prove the cla:jm of damages.

Memorandum of law in support of the point of law that

party alleging to be creditor must prove standing

Nexsen Pruet’s Suzanne Grigg attorney for Anderson Brothers Bank failed or refused to produce
the original wet ink signature note which Anderson Brothers Bank alleges Arnold T Parson Jr.

and Dazarhea Parson owes. Where the complaining party can’t prove the existence of the



original wet ink signature note, then there is no note. To recover on a promissory note, the
plaintiff must prove: (1) the existence of the note in question; (2) that the party sued signed the
note; (3) that the plaintiff is the owner or holder of the note; and (4) that a certain balance is due
and owing on the note. See In Re: SMS Financial LLc. v. Abco Homes, Inc. No.98-50117
February 18,:1999 (5th Circuit Court of Appeals.) Volume 29 of the New Jersey Practice Series,
Chapter 10 Section 123, page 566, emphatically states, “...; and no part payments should be
made on theibond or note unless the person to whom payment is made is able to produce the
bond or note and the part payments are endorsed thereon. It would seem that the mortgagor
would normally have a Common law right to demand production or surrender of the bond or
note and mortgage, as the case may be. See Restatement, Contracts S 170(3), (4) (1932); C.J.S.
Mortgages S 469 in Carnegie Bank v Shalleck 256 N.J. Super 23 (App. Div 1992), the
Appellaté Diﬁsion held, “When the underlying mortgage is evidenced by an instrument meeting
the criteria f;>r negotiability set forth in N.J.S. 12A:3-104, the holder of the instrument shall be
afforded all the rights and protections provided a holder in due course pursuant to N.J.S. 12A:3-
302" Since no one is able to produce the “instrument” there is no competent evidence before the
Court that any party is the holder of the alleged note or the true holder in due course. New Jersey
common law dictates that the plaintiff prove the existence of the alleged note in question, prove
that the party sued signed the alleged note, prove that the plaintiff is the owner and holder of the
alleged note, and prove that certain balance is due and owing on any alleged note. Federal
Circuit Courts have ruled that the only way to prove the perfection of any security is by actual
possession of the security. See Matter of Staff Mortg. & Inv. Corp., 550 F.2d 1228 (9" Cir 1977),
“Under the Uniform Commercial Code, the only notice sufficient to inform all interested parties
that a security interest in instruments has been perfected is actual possession by the secured
party, his agent or bailee.” Bankruptcy Courts have followed the Uniform Commercial Code. In
Re Investors & Lenders, Ltd 165 BR. 389 (Bkrtcy. D.N.J.1994), “Under the New Jersey
Uniform Coinmercial Code (NJUCC), promissory note is “instrument,” security interest in which
must be perfected by possession ...” As so in the case of UNITED STATES OF AMERICA, et
alex rel. LYNN E. SZYMONIAK, Plaintiffs, vs. AMERICAN HOME MORTGAGE
SERVICING et al.,Defendants in UNITED STATES DISTRICT COURT DISTRICT OF
SOUTH CAROLINA ROCK HILL DIVISION.



Memorandum of law in support of the point of law that

even in a default judgment, damages must be proved

Trial court could not award damages to plaintiff, following default judgment, without
requiring evidence of damages. Razorsoft, Inc. v. Maktal, Inc., Okla. App. Div. 1, 907 P.2d 1102
(1995), rehearing denied. A party is not in default so long as he has a pleading on file which
makes an issue in the case that requires proof on the part of the opposite party in order to entitle

him to recover. Millikan v. Booth, Okla.. 4 Okla. 713, 46 P. 489 (1896). Proof of or assessment

of damages upon petition claiming damages, it is error to pronounce judgment without hearing
proof or assessing damages. Atchison, T. & S.F. Ry. Co. v. Lambert, 31 Okla. 300, 121 P. 634,
Ann.Cas.1913E, 329 (1912); City of Guthrie v. T. W. Harvey Lumber Co., 5 Okla. 774, 50 P. 84

(1897). In the aséessment of damages following entry of default judgment, a defaulting party has
a statutory ﬁght to a hearing on the extent of unliquidated damage, and encompassed within this
right is the oppértunity to a fair post-default inquest at which both the plaintiff and the defendant
can participate in the proceedings by cross-examining witnesses and introducing evidence on

their own behalf. Payne v. Dewitt, Okla., 995 P.2d 1088 (1999). A default declaration, imposed

as a discovery. sanction against a defendant, cannot extend beyond saddling defendant with
liability for the harm occasioned and for imposition of punitive damages, and the trial court must
leave to a meaningful inquiry the quantum of actual and punitive damages, without stripping

defendant of basic forensic devices to test the truth of plaintiff's evidence. Payne v. Dewitt,

Okla.. 995 P.2d 1088 (1999). Rendition of default judgment requires production of proof as to
amount of unfiquidated damages. Reed v. Scott, Okla., 820 P.2d 445, 20 A.L.R.5th 913 (1991).
When face of judgment roll shows judgment on pleadings without evidence as to amount of
unliquidated damages then judgment is void. Reed v. Scott, Okla., 820 P.2d 445, 20 A.L.R.5th
913 (1991). Rule that default judgment fixing the amount of recovery in absence of introduction

of supporting evidence is void and not merely erroneous or voidable obtains with regard to

exemplary as well as compensatory damages. Graves v. Walters, Okla.App., 534 P.2d 702

(1975). Hearing Trial court's discovery sanction barring defendant from using cross-examination
and other trilth-testing devices at post-default non-jury hearing on plaintiff's damages violated

due process. Payne v. Dewitt, Okla., 995 P.2d 1088 (1999).




Memorandum of law in support of the point of law that to prove
damages in foreclosure of a debt, party must enter the account and general ledger statement into

the record through a competent fact witness

To prove up claim of damages, foreclosing party must enter evidence incorporating
records such as a general ledger and accounting of an alleged unpaid promissory ndte, the person
responsible for preparing and maintaining the account general ledger must provide a complete
accounting wfxich must be sworn to and dated by the person who maintained the ledger. See
Pacific Concrete F.C.U. V. Kauanoe, 62 Haw. 334, 614 P.2d 936 (1980), GE Capital Hawaii,
Inc. v. Yonenaka 25 P.3d 807, 96 Hawaii 32, (Hawaii App 2001), Fooks v. Norwich Housing
Authority 28 Conn. L. Rptr. 371, (Conn. Super.2000), and Town of Brookfield v. Candlewood
Shores Estates, Inc. 513 A.2d 1218, 201 Conn.1 (1986). See also Solon v. Godbole, 163 Tll. App.
3d 845, 114 11

Memorandum of law in support of the point of law that a void judgment cannot operate

The general rule is that a void judgment is no judgment at all. Where judgments are void,
as was the jlidgment originally rendered by the trial court here, any subsequent proceedings
based upon the void judgment are themselves void. In essence, no judgment existed from which
the trial court could adopt either findings of fact or conclusions of law. Valley Vista Development
Corp. v. City of Broken Arrow, 766 P.2d 344, 1988 OK 140 (Okla. 12/06/1988); A void
judgment is, in legal effect, no judgment at all. By it no rights are divested; from it no rights can
be obtained. Being worthless, in itself, all proceedings foﬁnded upon it are necessarily equally
worthless, and have no effect whatever upon the parties or matters in question. A void judgment
neither binds nor bars anyone. All acts performed under it, and all claims flowing out of it, are
absolutely void. The parties attempting to enforce it are trespassers." High v. Southwestern
Insurance Company, 520 P.2d 662, 1974 OK 35 (Okla. 03/19/1974).

Memorandum of law in support of the point of law that

a void judgment is not void when declared void but is void ab initio



If the trial court was without subject matter jurisdiction of defendant's case, his
conviction and sentence would be void ab initio. See Patton v. Diemer (1988), 35 Ohio St.3d 68,

518 N.E.2d 941.

Memorandum of law in support of the point of law that party seeking to vacate a void judgment
is invoking the ministerial powers of the court / courts lack discretion when it comes to vacating

void judgments

When rule providing for relief from void judgments is applicable, relief is not
discretionary matter, but is mandatory, Orner v. Shalala, 30 F.3d 1307, (Colo. 1994). See also,
Thomas, 906 S.W.2d at 262 (holding that trial court has not only power but duty to vacate a void
Jjudgment).

Judicial notice

This court is noticed: Any attorney who in any proceeding before any court of a justice of

the peace or police judge or other inferior court in which he appears as attorney, willfully
misstates any proposition or seeks to mislead the court in any matter of law is guilty of a
misdemeanor. Any person guilty of falsely preparing any book, paper, [({ record, })], instrument
in writing, or other matter or thing, with intent to produce it, or allow it to be produced as
genuine upon' any [({ tnal, proceeding or inquiry whatever, })] authorized by law, SHALL BE
GUILTY OF A FELONY. See South Carolina Code of laws

Memorandum of law in support of judicial notice
The federal district courts have jurisdiction under Civil Rico to order any person to divest
himself of any interest, direct or indirect, in any enterprise; imposing reasonable restrictions on
the future activities or investments of any person, including, but not limited to, prohibiting any
person from engaging in the same type of endeavor as the enterprise engaged in, the activities of
which affect interstate or foreign commerce; or ordering dissolution or reorganization of any

enterprise. Any person injured in his business or property by reason of a violation of section



1962 of this chapter may sue therefore in any appropriate United States district court and shall
recover threefold the damages he sustains and the cost of the suit. Because the language of
Racketeer Influenced and Corrupt Organizations Act authorizing suit by any person injured in
his business or property by reason of violation of Act tracks section 4 of the Clayton Act, rules
established in antitrust cases for identifying proper complaints should be applied to RICO, too.
Both requirements of Rule mandating particularity in pleading of fraud and liberal notice
pleading philosophy of federal rules apply to RICO claims based upon fraud. In order to state
claim for treblg damages as result of injury to business or property, plaintiff in RICO action must
(1) prove RICO violation, (2) prove injury to business or property, and (3) that the violation
caused the injury. Additionally, plaintiff must prove (1) existence of enterprise which affects
interstate conimerce, (2) that defendant was employed by or associated with the enterprise, (3)
that defendant participated in the conduct of the enterprise’s affairs, and (4) that the participation
was through a pattern of racketeering activity. Elements essential to CR are (1) existence of
RICO enterprise, (2) existence of pattern of racketeering activity, (3) nexus between defendant,
pattern of RICO activity or RICO enterprise, and (4) resulting injury to plaintiff in his business
or property. Plaintiff must demonstrate that he sustained injury as proximate result of one or
more predicate acts constituting pattern. Plaintiff must allege that defendant, through
commission of two or more acts, constituting pattern of racketeering activity, directly or
indirectly invested in, or maintained an interest in, or participated in an enterprise affecting
interstate commerce. Plaintiff must allege injury flowing from commission of predicate acts
which meansvl that recovery must show some injury flowing from one or more predicate acts.
Plaintiff musf show how violation caused injury and in conjunction with RICO prohibitions
stated in 18 USC 1962 (which centers on actions conducted through pattern of RICO activity by
reason of requirement effectively forces civil RICO plaintiff to demonstrate that predicate act
alleged for purposes of making out violation of 1962 resulted in direct harm). Causal connection
between injury and alleged acts of RICO activity is requirement of standing under RICO. Injury
must be caused by a pattern of RICO activity or by individual RICO predicate acts. Pattern or
acts must proximately cause the injury. There must be a direct relationship between plaintiff’s
injury and plaintiff’s conduct (as in plaintiff relying on). The test for proximate cause is
reasonably foreseeable or anticipated as natural consequence. Civil Rico cause of action does not

require prior criminal conviction, relationship to organized crime, or proof of injuries outside



those caused by the predicate acts. To prove that enterprise existed within meaning of RICO
plaintiffs must present evidence of ongoing organization and evidence that various associates
functioned as continuing unit. RICO plaintiff must establish that defendant has received money
from pattern of RICO activity and has invested that money in enterprise affecting interstate
commerce. Showing injury requires proof of concrete financial loss. Loss cannot be intangible.
Lost profit is an injury cognizable within Civil Rico. No particular RICO injury need be proven
to maintain a Civil Rico. Plaintiffs must prove criminal conduct in violation of RICO injured
business or property. Liability attaches where injury is direct or indirect result; however,
standing requires direct injury. Lost opportunity must be concrete injury meaning not
speculative. Civil Rico does not apply to personal injuries. Plaintiff need only establish that
predicate acts were proximate cause of injury. Plaintiffs are not required to show nexus between
defendants and organized crime. Plaintiffs must show (1) at least two predicate acts, (2) that
predicates were related, and (3) that defendants pose a threat of continued criminal activity.
Cardinal question is whether defendants have committed one of enumerated acts under 18 USC

1961. Relying on a fraud to one’s detriment and resulting injury to property or business is

injury cognizable within Civil Rico. Communicating misrepresentations to the effect that

the party relying on the misrepresentations loses money or property is injury. Injury

caused by reliance on fraud is injury. Standard of proof is preponderance of the evidence.

Question of whether plaintiff’s business or property was injured is question of law for the court
taking into consideration such factors as foreseeability of particular injury, intervention of
independent causes and factual directness of causal connection. There are elements that must be
pled before plaintiff may avail himself of enhanced damages, (1) two predicate acts, (2) which
constitute a pattern of racketeering activity, (3) directly participating in the conduct of an
enterprise of (4) activities that affect interstate commerce, and (5) that plaintiff was injured in
business or property. There is no right of contribution under civil hability provision of RICO
Act. Each element of RICO violation and its predicate acts must be alleged with particularity.
To state a claim under CR there must be a pefson, enterprise, and pattern of racketeering activity.
Plaintiffs must show a nexus between control of enterprise, RICO activity, and injury. Complaint
must allege (1) existence of enterprise affecting interstate commerce, (2) that defendant
participated directly or indirectly in the conduct or affairs of the enterprise, and (3) defendant

participated through a pattern of racketeering activity that must include the allegation of at least



two racketeering acts. A necessary ingredient of every successful Civil Rico claim is an element
of criminal activity. Civil Rico claim must adequately allege that scheme of fraud would have

foreseeable result and continuity or threat of continuing racketeering acts._Enterprise as defined

in_Civil Rico is (1) identified formally or informally, and (2) common purpose of making

rhoney from fraud schemes. Referring to entity as both enterprises and person does not defeat
Civil Rico in spite of requirement of (1) identifying a persons and a (2) separate enterprise.
Enterprise can be association-in-fact. Plaintiff must show how person’s criminal conduct
enables obtaining an interest or control of the enterprise. Failing to allege that defendant was
affiliated with or engaged in organized crime is not fatal to Civil Rico claim. Sufficiency of
pleading of RICO conspiracy claim is not subject to higher pleading standard of civil rule for
fraud claims. In order to sufficiently allege a conspiracy, a party must allege two acts of
racketeering with enough specificity to show there is probable cause to believe that crimes were
committed. Although rule that fraud must be pled with particularity requires that plaintiff in a
suit brought under RICO provide only a general outline of the alleged fraud scheme, sufficient to
reasonably notify the defendants of their purported role in the scheme, the complaint must, at
minimum, (1) describe the predicate acts with some specificity and (2) state the time, (3) place,
(4) content of the alleged communications perpetrating the fraud and (5) identity of party
perpetrating a fraud. Fraud allegations are sufficient for purpose of stating Civil Rico claim if the
place the defendant on notice of precise misconduct Claim must be made that defendant actually
made false statements. To state a claim the “continuity plus relationship standard” must be met.
Pattern of racketeering activity means a nexus between the affairs of the enterprise and the RICO
activity. There must be a threat of future activity. Continuity means “regular way of doing
business.” To satisfy the “pattern prong” requires that acts be related. Actual fraud and not
constructive fraud must be shown. See Attick v. Valeria Associates, L.P., SD. N.Y. 1992, 835
F. Supp. 103., Avirgan v. Hull, C.A. 11 (Fla.) 1991, 932 F.2d 1572, Yellow Bus Lines, Inc. v.
Drivers, Chauffeurs & Helpers Local Union 639, C.A.D.C. 1990, 913 F.2d 948, 286 U.S. App.
D.C. 182, certiorari denied 111 S.Ct. 2839, 501 U.S. 1222, 115 L.Ed. 2d 1007, Hecht v.
Commerce Clearing House, Inc. C.A. 2 (N.Y.) 1990, 897 F.2d 21, 100 ALL.R. Fed. 655,
Standard Chlorine of Delaware, Inc. v. Sinibaldi, D.Del. 1992, 821 F. Supp. 232., Jordan v.
Herman, FD. Pa. 1992, 792 F. Supp. 380, Nassau-Suffolk Ice Cream, Inc. v. Integrated
Resources, Inc. SDN.Y. 1987, 114 FR.D. 684., Polletier v. Zweifel, C.A. 11 (Ga.) 1991, 921



F.2d 1465, rehearing denied 931 F.2d 901, certiorari denied 112 S.Ct. 167, 502 U.S. 855, 116
L.Ed. 131, Khurana v. Innovative Heath Care Systems, Inc. , C.A. 5 (La.) 1997, 130 F.3d 143,
vacated 119 S.Ct. 442, 525 U.S. 979, 142 L Ed. 2d 397, on remand 164 F.3d 900, In re American
Honda Motor Co., Inc. Dealership Relations Litigation, D.Md. 1996, 941 F.Supp. 528., Red Ball
Interior Demolition Corp. v. Palmadessa, SDN.Y. 1995, 908 F.Supp. 1226., Protter v.
Nathan’s Famous Systems, Inc. ED. N.Y. 1995, 904 F.Supp. 101, Prudential Ins. Co. of
America v. U.S. Gypsum Co. D.N.J. 1993, 828 F.Supp. 287, Compagnie de Reassuarance D'lle
de France v. New England Reinsurance Corp. D. Mass. 1993, 825 F.Supp. 370., Grand Cent.
Sanitation, Inc. v. First Nat. Bank of Palmerton, M.D Pa. 1992, 816 F.Supp. 299, Randolph
County Federal Sav. & Loan Assoc. v. Sutliffe S.D. Ohio 1991, 775 F. Supp. 1113, Venzor v.
Gonzalez, N.D. 1. 1996, 936 F. Supp. 445, Miller v. Affiliated Financial Corp. N.D. 1ll. 1984,
600 F.Supp. 987, Yancoski v. E.F. Hutton & Co. Inc. F.D. Pa. 1983, 581 F.Supp. 88, Gitterman
v. Vitoulis S.D. N.Y. 1982, 564 F.Supp. 46,. Minpeco, S.A. v. Hunt, SD.N.Y. 1989, 718 F.Supp.
168, Florida Dept. Ins. V. Debenture Guar. M.D. Fla. 1996, 921 F.Supp. 750, In re Sahlen &
Associates, Inc. Securities Litigation, S.D. Fla.1991, 773 F.Supp. 342, Buck Creek Coal, Inc. v.
United Workers of America, S.D. Ind. 1995, 917 F.Supp. 601, In re Phar-Mor, Inc. Securities
Litigation, W.D. Pa. 1994, 900 F.Supp. 777, Liquid Air Corp. v. Rogers C.A. 7 (1l1.) 1987, 834
F.2d 1297., Poeter v. Shearson Lehman Bros. Inc. S.D. Tex. 1992, 802 F.Supp. 41, Guiliano v.
Everything Yogert, Inc. ED. N.Y. 1993, 819 F.Supp. 626., Babst v. Morgan Keegan & Co. E.D.
La. 1988, 687 F.Supp. 255, U.S. v. Gigante, D.N.J. 1990, 737 F.Supp. 292, Frank E. Basil, Inc.
v. Leidesdorf, N.D.Ill. 1989, 713 F.Supp. 1194, In re Crazy Eddie Securities Litigation, E.D.
N.Y. 1990, 747 F.Supp. 850, and O 'Rourke v. Crosley, D.N.J. 1994, 847 F Supp. 1208.
Affidavit

We, Arnold Jr. and Dazarhea Parson, of lawful age and competent to testify state as

follows based on my own personal knowledge:

1. We are not in receipt of any documents which verifies that Anderson Brothers Bank
has proved standing having right to sue in South Carolina courts.

2. We are not in receipt of any documents which verifies that we have a valid contract
with Anderson Brothers Bank.

3. We are not in receipt of the alleged note which would verify that a security interest has
been perfected and that we owe a debt to Anderson Brothers Bank.

4. We are not in receipt of the accounts payable, accounts receivable, and off book
balance sheets through a competent fact witness which would verify damages in a foreclosure of
a debt.



5. As the result of Nexsen Pruet, Suzanne Grigg attorney for Anderson Brothers Bank pattern of
acts against us, we have been damaged financially, socially, and emotionally.

(e l=30F G 1d1~257 3 ~ QL \-20% o\ \- 20"
O ondd) s (p a_idumon S

Arnold Parson Jr. In propria person sui juris Dazarhea Parson In propria persona sui juris

INDIVIDUAL ACKNOWLEDGMENT

STATE OF SOUTH CAROLINA

COUNTY OF MARQ o)

Ty Before me, the undersigned, a Notary Public in and for said County and State on this
7 day of OCJo8én 2013, a natural man and woman in their true character appeared to me
known to be the identical person who executed the within and foregoing instrument and
acknowledged to me that they executed the same as their free and voluntary act.

Given under my hand and seal the day and year last above written.

My commission expires _Q(p 252010 PATRICK T RICHARDSON
v miss / Notary Public, South Caroling
. : My Commission Explres
A June 25, 2020 ]
A Notary Public ™"

' Declaration
Eiﬁéeﬁ‘ days from the verifiable receipt of this motion to vacate a void judgment, an order
shall be prepared and submitted to the court for ratification unless prior to that time, Nexsen
Pruet, Suzanne Grigg attorney for Anderson Brothers Bank rebut all articles - one through five —
of our affidavit by and through a competent fact witness making their statement under penalty of
perjury, supporting all the rebutted articles with evidence which would be admissible at trial, and

sets the matter for hearing.

Prepared and submitted by: , -3 0%¢e g7 UCC, \-3G 5 O \d \- 207\
(s otd 7{%/"\9’*/1 ) QAN N QQ V Cri SO

Arnold Parson Jr. In propria persona sui juris & Dazarhea Parson In propria persona sui juris




Certificate of service
We, Amold Jr. and Dazarhea Parson, certify that on October ﬁ‘ZOB, we mailed a true and

correct copy of the above and foregoing motion to vacate via certified mail to:

Suzanne Grigg South Carolina Department of Revenue

1230 Main Street 300A Outlet Pointe Blvd

P O Drawer 2426 Columbia, South Carolina 29210

Columbia, South Carolina 29574 P. O. Box 125 Columbia, South Carolina 29214

South Carolina Department of Motor Vehicles
P.O. Box 1498
Blythewood, South Carolina 29016-0024

uct - 36glold 1-207) WCC \-R0¥ o\d -0
& {)0\2\9\&%@) Q?O\/k/b’cq
Arnold Parson Jr. In Propria persona sui juris Dazarhea Parson In propria persona sui juris
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BOND-13-0909-001

DIPE Trust, an Express Trust Organization, in care of 7729
Batavia Lane, Charlotte, Mecklenburgqg, North Carolina,
("principal"™), DEMETRIUS ISHMEAL PARSON, [a corporation
organized and existing under the laws of NEW YORK], with
its principal office located at 55 WATER STREET, NEW YORK,
NEW YORK, [and qualified and authorized to transact a
surety business in SOUTH CAROLINA] ("surety"), JEANNINE
BEATRICE PARSON, [a corporation organized and existing
under the laws of NEW YORK], with its principal office
located at 55 WATER STREET, NEW YORK, NEW YORK, [and
qualified and authorized to transact a surety business in
SOUTH CAROLINA] ("surety"), acknowledge our indebtedness to
DAZARHEA MONIQUE PARSON, of PO -BOX 776, MULLINS, SOUTH
CAROLINA ("obligee"), in the sum of $2,000,000.00, for
which payment, well and truly to be made, principal and
surety do bind ourselves and our legal representatives and
successors, jointly and severally.

The condition of the obligation of this bond is that if
principal shall indemnify obligee, obligee's - legal
representatives, successors, and assigns, against any and
all loss or damage that may be caused or occasioned by, or
that may arise from [set forth risk or risks for which
indemnity given], and against all 1liability whatsoever
accruing or resulting from such loss or damage, then this
obligation shall be void; otherwise ‘it shall remain in full
force and effect.

Each patty to this bond has caused it to be executed on
this ﬁ ‘day of S'fp-_)!mm" , 2013.

PRIRCIPAL SURETX(leS)

J;w 974 ‘ : ; o
[name of trustee], as Trustee \cm&rtws I-.,hva -~ %f-fmi
And not personally Title: £ <, e - :

e s~ 309 [ ao') o

Vi 'iwruwé 3%:&5'
' mmmﬁo& S D
___State of NORTH CAROLINWHIBDINTH}SOWIW

CLERK OF comz'r 11ARION COUNT"
SOUTH CAROLINA
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County of MECKLENBURG _ )

Demetrius Parson trustee, Board -of Trustees for DIPE Trust (Principal)
and DEMETRIUS ISHMEAL PARSON {Surety)and JEANNINE BEATRICE
PARSON (Surety) personally appeared before me and acknowledged the

execution thereof to be his voluntary act and deed and in the capacity
stated.

Dated: ¢ ‘?/o‘?/o?() /

/ otary Public

el )ﬂw fm:eqf/ @ CommrsOn OPITS ﬁaj 22, 2014

MOHAMMED JALAL HEMIDACH
Notary Public
Mecidenburg Co., North Carolina

Gommission Expires May 22, 2018
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MODERN MONEY MECHANICS

A Workbook on Bank Reserves and Deposit Expansion

Federal Reserve Bank of Chicago

Introduction
The purpose of this booklet is to describe the basic process of money creation in a
"fractional reserve"” banking system. The approach taken illustrates the changes in bank
balance sheets that occur when deposits in banks change as a result of monetary
action by the Federal Reserve System - the central bank of the United States. The
relationships shown are based on simplifying assumptions. For the sake of simplicity,
the relationships are shown as if they were mechanical, but they are not, as is described
later in the booklet. Thus, they should not be interpreted to imply a close and
predictable relationship between a specific central bank transaction and the quantity of
money.

The introductory pages contain a brief general description of the characteristics of
money and how the U.S. money system works. The illustrations in the following two
sections describe two processes: first, how bank deposits expand or contract in
response to changes in the amount of reserves supplied by the central bank; and
second, how those reserves are affected by both Federal Reserve actions and other
factors. A final section deals with some of the elements that modify, at least in the short
run, the simple mechanical relationship between bank reserves and deposit money.
Money is such a routine part of everyday living that its existence and acceptance
ordinarily are taken for granted. A user may sense that money must come into being
either automatically as a result of economic activity or as an outgrowth of some
govemment operation. But just how this happens all too often remains a mystery.

What is Money?

if money is viewed simply as a tool used to facilitate transactions, only those media that
are readily accepted in exchange for goods, services, and other assets need to be
considered. Many things - from stones to baseball cards - have served this monetary
function through the ages. Today, in the United States, money used in transactions is
mainly of three kinds - currency (paper money and coins in the pockets and purses of
the public); demand deposits (non-interest bearing checking accounts in banks); and
other checkable deposits, such as negotiable order of withdrawal (NOW) accounts, at
all depository institutions, including commercial and savings banks, savings and loan
associations, and credit unions. Travelers checks also are included in the definition of
transactions money. Since $1 in currency and $1 in checkable deposits are freely

Exniert[Al
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convertible into each other and both can be used directly for expenditures, they are
money in equal degree. However, only the cash and balances held by the nonbank
public are counted in the money supply. Deposits of the U.S. Treasury, depository
institutions, foreign banks and official institutions, as well as vault cash in depository
institutions are excluded.

This transactions concept of money is the one designated as M1 in the Federal
Reserve's money stock statistics. Broader concepts of money (M2 and M3) include M1
as well as certain other financial assets (such as savings and time deposits at
depository institutions and shares in money market mutual funds) which are relatively
liquid but believed to represent principally investments to their holders rather than media
of exchange. While funds can be shifted fairly easily between transaction balances and
these other liquid assets, the money-creation process takes place principally through
transaction accounts. In the remainder of this booklet, "money” means M1.

The distribution between the currency and deposit components of money depends
largely on the preferences of the public. When a depositor cashes a check or makes a
cash withdrawal through an automatic teller machine, he or she reduces the amount of
deposits and increases the amount of currency held by the public. Conversely, when
people have more currency than is needed, some is retumed to banks in exchange for
deposits.

While currency is used for a great variety of small transactions, most of the dollar
amount of money payments in our economy are made by check or by electronic transfer
between deposit accounts. Moreover, currency is a relatively small part of the money
stock. About 69 percent, or $623 billion, of the $898 billion total stock in December
1991, was in the form of transaction deposits, of which $290 billion were demand and
$333 billion were other checkable deposits.

What Makes Money Valuable?

In the United States neither paper currency nor deposits have value as commodities.
Intrinsically, a dollar bill is just a piece of paper, deposits merely book entries. Coins do
have some intrinsic value as metal, but generally far less than their face value.

What, then, makes these instruments - checks, paper money, and coins - acceptable at
face value in payment of all debts and for other monetary uses? Mainly, it is the
confidence people have that they will be able to exchange such money for other
financial assets and for real goods and services whenever they choose to do so.
Money, like anything else, derives its value from its scarcity in relation to its usefulness.
Commodities or services are more or less valuable because there are more or less of
them relative to the amounts people want. Money's usefulness is its unique ability to
command other goods and services and to permit a holder to be constantly ready to do
so. How much money is demanded depends on several factors, such as the total
volume of transactions in the economy at any given time, the payments habits of the
society, the amount of money that individuals and businesses want to keep on hand to
take care of unexpected transactions, and the forgone earnings of holding financial
assets in the form of money rather than some other asset.

Control of the quantity of money is essential if its value is to be kept stable. Money's real
value can be measured only in terms of what it will buy. Therefore, its value varies
inversely with the general level of prices. Assuming a constant rate of use, if the volume
of money grows more rapidly than the rate at which the output of real goods and



' 4 Y

services increases, prices will rise. This will happen because there will be more money
than there will be goods and services to spend it on at prevailing prices. But if, on the
other hand, growth in the supply of money does not keep pace with the economy's
current production, then prices will fall, the nations's labor force, factories, and other
production facilities will not be fully employed, or both.

Just how large the stock of money needs to be in order to handle the transactions of the
economy without exerting undue influence on the price level depends on how
intensively money is being used. Every transaction deposit balance and every dollar bill
is part of somebody's spendable funds at any given time, ready to move to other owners
as transactions take place. Some holders spend money quickly after they get it, making
these funds availabie for other uses. Others, however, hold money for longer periods.
Obviously, when some money remains idle, a larger total is needed to accomplish any
given volume of transactions.

Who Creates Money?

Changes in the quantity of money may originate with actions of the Federal Reserve
System (the central bank), depository institutions (principally commercial banks), or the
public. The major control, however, rests with the central bank.

The actual process of money creation takes place primarily in banks.(1) As noted
earlier, checkabile liabilities of banks are money. These liabilities are customers'
accounts. They increase when customers deposit currency and checks and when the
proceeds of loans made by the banks are credited to borrowers' accounts.

In the absence of legal reserve requirements, banks can build up deposits by increasing
loans and investments so long as they keep enough currency on hand to redeem
whatever amounts the holders of deposits want to convert into currency. This unique
attribute of the banking business was discovered many centuries ago.

It started with goldsmiths. As early bankers, they initially provided safekeeping services,
making a profit from vault storage fees for gold and coins deposited with them. People
would redeem their "deposit receipts” whenever they needed gold or coins to purchase
something, and physically take the gold or coins to the seller who, in tum, would deposit
them for safekeeping, often with the same banker. Everyone soon found that it was a lot
easier simply to use the deposit receipts directly as a means of payment. These
receipts, which became known as notes, were acceptable as money since whoever held
them could go to the banker and exchange them for metallic money.

Then, bankers discovered that they could make loans merely by giving their promises to
pay, or bank notes, to borrowers. In this way, banks began to create money. More notes
could be issued than the gold and coin on hand because only a portion of the notes
outstanding would be presented for payment at any one time. Enough metallic money
had to be kept on hand, of course, to redeem whatever volume of notes was presented
for payment.

Transaction deposits are the modern counterpart of bank notes. It was a small step from
printing notes to making book entries crediting deposits of borrowers, which the
borrowers in tum could "spend" by writing checks, thereby "printing" their own money.
What Limits the Amount of Money Banks Can Create?

If deposit money can be created so easily, what is to prevent banks from making too
much - more than sufficient to keep the nation's productive resources fully employed
without price inflation? Like its predecessor, the modern bank must keep available, to
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make payment on demand, a considerable amount of currency and funds on deposit
with the central bank. The bank must be prepared to convert deposit money into
currency for those depaositors who request currency. It must make remittance on checks
written by depositors and presented for payment by other banks (settle adverse
clearings). Finally, it must maintain legally required reserves, in the form of vault cash
and/or balances at its Federal Reserve Bank, equal to a prescribed percentage of its
deposits.

The public's demand for currency varies greatly, but generally follows a seasonal
pattern that is quite predictable. The effects on bank funds of these variations in the
amount of currency held by the public usually are offset by the central bank, which
replaces the reserves absorbed by currency withdrawals from banks. (Just how this is
done will be explained later.) For all banks taken together, there is no net drain of funds
through clearings. A check drawn on one bank normally will be deposited to the credit of
another account, if not in the same bank, then in some other bank.

These operating needs influence the minimum amount of reserves an individual bank
will hold voluntarily. However, as long as this minimum amount is less than what is
legally required, operating needs are of relatively minor importance as a restraint on
aggregate deposit expansion in the banking system. Such expansion cannot continue
beyond the point where the amount of reserves that all banks have is just sufficient to
satisfy legal requirements under our “fractional reserve” system. For example, if
reserves of 20 percent were required, deposits could expand only until they were five
times as large as reserves. Reserves of $10 million could support deposits of $50
million. The lower the percentage requirement, the greater the deposit expansion that
can be supported by each additional reserve dollar. Thus, the legal reserve ratio
together with the dollar amount of bank reserves are the factors that set the upper limit
to money creation.

What Are Bank Reserves?

Currency held in bank vaults may be counted as legal reserves as well as deposits
(reserve balances) at the Federal Reserve Banks. Both are equally acceptable in
satisfaction of reserve requirements. A bank can always obtain reserve balances by
sending currency to its Reserve Bank and can obtain currency by drawing on its reserve
balance. Because either can be used to support a much larger volume of deposit
liabilities of banks, currency in circulation and reserve balances together are often
referred to as "high-powered money" or the "monetary base." Reserve balances and
vault cash in banks, however, are not counted as part of the money stock held by the
public.

For individual banks, reserve accounts also serve as working balances.(2) Banks may
increase the balances in their reserve accounts by depositing checks and proceeds
from electronic funds transfers as well as currency. Or they may draw down these
balances by writing checks on them or by authorizing a debit to them in payment for
currency, customers' checks, or other funds transfers.

Although reserve accounts are used as working balances, each bank must maintain, on
the average for the relevant reserve maintenance period, reserve balances at their
Reserve Bank and vault cash which together are equal to its required reserves, as
determined by the amount of its deposits in the reserve computation period.

Where Do Bank Reserves Come From?
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Increases or decreases in bank reserves can result from a number of factors discussed
later in this booklet. From the standpoint of money creation, however, the essential point
is that the reserves of banks are, for the most pan, liabilities of the Federal Reserve
Banks, and net changes in them are largely determined by actions of the Federal
Reserve System. Thus, the Federal Reserve, through its ability to vary both the total
volume of reserves and the required ratio of reserves to deposit liabilities, influences
banks' decisions with respect to their assets and deposits. One of the major
responsibilities of the Federal Reserve System is to provide the total amount of reserves
consistent with the monetary needs of the economy at reasonably stable prices. Such
actions take into consideration, of course, any changes in the pace at which money is
being used and changes in the public's demand for cash balances.

The reader should be mindful that deposits and reserves tend to expand simultaneously
and that the Federal Reserve's control often is exerted through the market place as
individual banks find it either cheaper or more expensive to obtain their required
reserves, depending on the willingness of the Fed to support the current rate of credit
and deposit expansion.

While an individual bank can obtain reserves by bidding them away from other banks,
this cannot be done by the banking system as a whole. Except for reserves borrowed
temporarily from the Federal Reserve's discount window, as is shown later, the supply
of reserves in the banking system is controlled by the Federal Reserve.

Moreover, a given increase in bank reserves is not necessarily accompanied by an
expansion in money equal to the theoretical potential based on the required ratio of
reserves to deposits. What happens to the quantity of money will vary, depending upon
the reactions of the banks and the public. A number of slippages may occur. What
amount of reserves will be drained into the public's currency holdings? To what extent
will the increase in total reserves remain unused as excess reserves? How much will be
absorbed by deposits or other liabilities not defined as money but against which banks
might also have to hold reserves? How sensitive are the banks to policy actions of the
central bank? The significance of these questions will be discussed later in this booklet.
The answers indicate why changes in the money supply may be different than expected
or may respond to policy action only after considerable time has elapsed.

In the succeeding pages, the effects of various transactions on the quantity of money
are described and illustrated. The basic working tool is the "T" account, which provides
a simple means of tracing, step by step, the effects of these transactions on both the
asset and liability sides of bank balance sheets. Changes in asset items are entered on
the left half of the "T" and changes in liabilities on the right half. For any one transaction,
of course, there must be at least two entries in order to maintain the equality of assets
and liabilities.

1n order to describe the money-creation process as simply as possible, the term “bank” used in this booklet should be understaod to
encompass all depository institutions. Since the Depository institutions Deregulation and Monetary Control Act of 1980, all depository
institutions have been permitted to offer interest bearing transaction accounts to certain customers. Transaction accounts (interest bearing as
well as demand depasits on which payment of interest is still legally prohibited) at all depository institutions are subject to the reserve
requirements set by the Federal Reserve. Thus all such institutions, not just commercial banks, have the potential for creating money.

back
2Part of an individual bank's reserve account may represent its reserve balance used to meet ils reserve requirements while another part
may be its required dearing balance on which eamings credits are generated to pay for Federal Reserve Bank services. back
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Bank Deposits - How They Expand or Contract

Let us assume that expansion in the money stock is desired by the Federal Reserve to
achieve its policy objectives. One way the central bank can initiate such an expansion is
through purchases of securities in the open market. Payment for the securities adds to
bank reserves. Such purchases (and sales) are called "open market operations."

How do open market purchases add to bank reserves and deposits? Suppose the
Federal Reserve System, through its trading desk at the Federal Reserve Bank of New
York, buys $10,000 of Treasury bills from a dealer in U. S. govemment securities.(3) In
today's world of computerized financial transactions, the Federal Reserve Bank pays for
the securities with an "telectronic" check drawn on itself.(4) Via its "Fedwire" transfer
network, the Federal Reserve notifies the dealer’s designated bank (Bank A) that
payment for the securities should be credited to (deposited in) the dealer's account at
Bank A. At the same time, Bank A's reserve account at the Federal Reserve is credited
for the amount of the securities purchase. The Federal Reserve System has added
$10,000 of securities to its assets, which it has paid for, in effect, by creating a liability
on itself in the form of bank reserve balances. These reserves on Bank A's books are
matched by $10,000 of the dealer's deposits that did not exist before. See illustration 1.
How the Multiple Expansion Process Works

If the process ended here, there would be no "multiple” expansion, i.e., deposits and
bank reserves would have changed by the same amount. However, banks are required
to maintain reserves equal to only a fraction of their deposits. Reserves in excess of this
amount may be used to increase eaming assets - loans and investments. Unused or
excess reserves earn no interest. Under current regulations, the reserve requirement
against most transaction accounts is 10 percent.(5) Assuming, for simplicity, a uniform
10 percent reserve requirement against all transaction deposits, and further assuming
that all banks attempt to remain fully invested, we can now trace the process of
expansion in deposits which can take place on the basis of the additional reserves
provided by the Federal Reserve System's purchase of U. S. government securities.
The expansion process may or may not begin with Bank A, depending on what the
dealer does with the money received from the sale of securities. If the dealer
immediately writes checks for $10,000 and all of them are deposited in other banks,
Bank A loses both deposits and reserves and shows no net change as a result of the
System's open market purchase. However, other banks have received them. Most
likely, a part of the initial deposit will remain with Bank A, and a part will be shifted to
other banks as the dealer’s checks clear.

It does not really matter where this money is at any given time. The important fact is that
these deposits do not disappear. They are in some deposit accounts at all times. All
banks together have $10,000 of deposits and reserves that they did not have before.
However, they are not required to keep $10,000 of reserves against the $10,000 of
deposits. All they need to retain, under a 10 percent reserve requirement, is $1000. The
remaining $9,000 is "excess reserves." This amount can be loaned or invested. See
illustration 2.

If business is active, the banks with excess reserves probably will have opportunities to
loan the $9,000. Of course, they do not really pay out loans from the money they
receive as deposits. If they did this, no additional money would be created. What they
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do when they make loans is to accept promissory notes in exchange for credits to the
borrowers' transaction accounts. Loans (assets) and deposits (liabilities) both rise by
$9,000. Reserves are unchanged by the loan transactions. But the deposit credits
constitute new additions to the total deposits of the banking system. See jllustration 3.

3bollar amounts used in the various illustrations do not necessarily bear any resemblance to actual transactions. For example, open market

operations typically are conducted with many dealers and in amounts totaling several billion dollars. back

4Indeed, many transactions taday are accomplished through an electronic transfer of funds between accounts rather than through issuance
of a paper check. Apart from the time of posting, the accounting entries are the same whether a transfer is made with a paper check or

electronically. The term "check,” therefore, is used for both types of transfers. back

SFor each bank, the reserve requirement is 3 percent on a specified base amount of transaction accounts and 10 percent on the amount
above this base. Initially, the Monetary Control Act set this base amount - called the "low reserve tranche® - at $25 miillion, and provided for it
to change annually in line with the growth in transaction deposits nationally. The low reserve tranche was $41.1 million in 1991 and $42.2
million in 1992. The Garn-St. Germain Act of 1982 further modified these requirements by exempting the first $2 million of reservable
tiabilities from reserve requirements. Like the low reserve tranche, the exempt level is adjusted each year to reflect growth in reservable

liabilities. The exempt level was $3.4 million in 1991 and $3.6 million in 1992. baCk

Deposit Expansion

1 . When the Federal Reserve Bank purchases government securities, bank reserves
increase. This happens because the seller of the securities receives payment through a
credit to a designated deposit account at a bank (Bank A) which the Federal Reserve
effects by crediting the reserve account of Bank A.

[ FR BANK | BANK A |
Assets Liabilities Assets Liabilities

US govt Reserve acct. Reserves with Customer

secunties.. +10,000 Bank A.. +10,000 FR Banks.. +10,000 deposit.. +10,000

The customer deposit at Bank A likely will be transferred, in part, to other banks and
quickly loses its identity amid the huge interbank flow of deposits. back

2. As a result, all banks taken together Total reserves gained from new deposits....... 10,000

now have "excess" reserves on which
deposit expansion can take place.

back

less: required against new deposits (at 10%)... 1,000
equals: Excessreserves................. 9,000

Expansion - Stage 1

3.Expansion takes place only if the banks that hold these excess reserves (Stage 1

banks) increase their loans or investments. Loans are made by crediting the borrower’s
account, i.e., by creating additional deposit money. back

|

STAGE 1 BANKS

Assets Liabilities



Loans....... +9,000 Borrower deposits.... +9,000

This is the beginning of the deposit expansion process. In the first stage of the process,
total loans and deposits of the banks rise by an amount equal to the excess reserves
existing before any loans were made (90 percent of the initial deposit increase). At the
end of Stage 1, deposits have risen a total of $19,000 (the initial $10,000 provided by
the Federal Reserve's action plus the $9,000 in deposits created by Stage 1 banks).
See illustration 4. However, only $900 (10 percent of $3000) of excess reserves have
been absorbed by the additional deposit growth at Stage 1 banks. See illustration 5.
The lending banks, however, do not expect to retain the deposits they create through
their loan operations. Borrowers write checks that probably will be deposited in other
banks. As these checks move through the collection process, the Federal Reserve
Banks debit the reserve accounts of the paying banks (Stage 1 banks) and credit those
of the receiving banks. See jllustration 6.

Whether Stage 1 banks actually do lose the deposits to other banks or whether any or
all of the borrowers' checks are redeposited in these same banks makes no difference
“in the expansion process. If the lending banks expect to lose these deposits - and an
equal amount of reserves - as the borrowers' checks are paid, they will not lend more
than their excess reserves. Like the original $10,000 deposit, the loan-credited deposits
may be transferred to other banks, but they remain somewhere in the banking system.
Whichever banks receive them also acquire equal amounts of reserves, of which all but
10 percent will be "excess.”

Assuming that the banks holding the $9,000 of deposits created in Stage 1 in turn make
loans equal to their excess reserves, then loans and deposits will rise by a further
$8,100 in the second stage of expansion. This process can continue until deposits have
risen to the point where all the reserves provided by the initial purchase of government
securities by the Federal Reserve System are just sufficient to satisfy reserve
requirements against the newly created deposits.(See pages10 and 11.)

The individual bank, of course, is not concerned as to the stages of expansion in which
it may be participating. Inflows and outflows of deposits occur continuously. Any deposit
received is new money, regardless of its ultimate source. But if bank policy is to make
loans and investments equal to whatever reserves are in excess of legal requirements,
the expansion process will be carried on.

How Much Can Deposits Expand in the Banking System?

The total amount of expansion that can take place is illustrated on page 11. Carried
through to theoretical limits, the initial $10,000 of reserves distributed within the banking
system gives rise to an expansion of $90,000 in bank credit (loans and investments)
and supports a total of $100,000 in new deposits under a 10 percent reserve
requirement. The deposit expansion factor for a given amount of new reserves is thus
the reciprocal of the required reserve percentage (1/.10 = 10). Loan expansion will be
less by the amount of the initial injection. The multiple expansion is possible because
the banks as a group are like one large bank in which checks drawn against borrowers'
deposits result in credits to accounts of other depositors, with no net change in the total
reserves. _

Expansion through Bank Investments

Deposit expansion can proceed from investments as well as loans. Suppose that the
demand for loans at some Stage 1 banks is slack. These banks would then probably



purchase securities. If the sellers of the securities were customers, the banks would
make payment by crediting the customers' transaction accounts, deposit liabilities would
rise just as if loans had been made. More likely, these banks would purchase the
securities through dealers, paying for them with checks on themselves or on their
reserve accounts. These checks would be deposited in the sellers' banks. In either
case, the net effects on the banking system are identical with those resulting from loan
operations.

4 As a result of the process so far, total assets and total liabilities of all banks together
have risen 19,000. back

i ALL BANKS §
Assets Liabilities
Reserves with F. R. Banks...+10,000  Deposits: Initial. . . .+10,000
Loans................. + 9,000 Stage1......... + 9,000
Total ................. +19,000 Total ........... +19,000

5Excess reserves have been reduced by the amount required against the deposits
created by the loans made in Stage 1. back
Total reserves gained from initial deposits. . . . 10,000

less: Required against initial deposits . ....... -1,000
less: Required against Stage 1 requirements. . . .-900
equals: Excessreserves. ................... 8,100

Why do these banks stop increasing their loans
and deposits when they still have excess reserves?

6 ..because borrowers write checks on their accounts at the lending banks. As these
checks are deposited in the payees' banks and cleared, the deposits created by Stage 1
loans and an equal amount of reserves may be transferred to other banks. back

] STAGE 1 BANKS

Assets Liabilities
Reserves with F. R. Banks . -9000 Borrower deposits . . . -9,000
(matched under FR bank (shown as additions to
v liabilities) other bank deposits)
[ FEDERAL RESERVE BANK
Assets Liabilities

Reserve accounts: Stage 1 banks . -9,000
Otherbanks. . ............... +9,000

OTHER BANKS




Assets Liabilities
Reserves with F. R. Banks . +9,000 Deposits . ........ +9,000
Deposit expansion has just begun!

Page 10.

7Expansion continues as the banks that have excess reserves increase their loans by

that amount, crediting borrowers’ deposit accounts in the process, thus creating still
more money.

[ STAGE 2 BANKS
Assets Liabilities
Loans........ + 8100 Borrower deposits . . . +8,100

8Now the banking system's assets and liabilities have risen by 27,100.

| ALL BANKS
Assets Liabilities
Reserves with F. R. Banks . +10,000  Deposits: Initial . . . . +10,000
Loans: Stage 1 ........... +9,000 Stagel........... +9,000
Stage2................ + 8,100 Stage2........... +8,100
Total. ................. +27000 Total............ +27,000

Total reserves gained from initial deposits . . . . . 10,000

less: Required against initial deposits . -1,000

less: Required against Stage 1 deposits . -900

less: Required against Stage 2 deposits . -810...2,710

equals: Excessreserves .................... 7,290 --> to Stage 3 banks

1 0 As borrowers make payments, these reserves will be further dispersed, and the

process can continue through many more stages, in progressively smaller increments,
until the entire 10,000 of reserves have been absorbed by deposit growth. As is
apparent from the summary table on page 11, more than two-thirds of the deposit
expansion potential is reached after the first ten stages.
It should be understood that the stages of expansion occur neither simultaneously nor in
the sequence described above. Some banks use their reserves incompletely or only
after a
considerable time lag, while others expand assets on the basis of expected reserve
growth.
The process is, in fact, continuous and may never reach its theoretical limits.
End page 10. back



Page 11.

Thus through stage after stage of expansion,
“money"” can grow to a total of 10 times the new
reserves supplied to the banking system....

Assets } Liabilities |
[ Reserves
Total (Required)  (Excess) Loans and Deposits
Investments

Reserves provided 10,000 1,000 9,000 - 10,000
Exp. Stage 1 10,000 1900 8,100 9,000 19,000
Stage2 10,000 2,710 7,290 17,100 27,100
Stage 3 10,000 3,439 6,561 24,390 34,390
Stage 4 10,000 4,095 5,905 30,951 40,951
Stage 5 10,000 4,686 5,314 36,856 46,856
Stage 6 10,000 5,217 4,783 42,170 52,170
Stage 7 10,000 5,695 4,305 46,953 56,953
Stage 8 10,000 6,126 3,874 51,258 61,258
Stage 9 10,000 6,513 3,487 55,132 65,132
Stage 10 10,000 6,862 3,138 58,619 68,619
Stage 20 10,000 8,906 1,094 79,058 89,058
Final Stage 10,000 10,000 0 90,000 100,000

...as the new deposits created by loans
at each stage are added to those created at all
earlier stages and those supplied by the initial
reserve-creating action.
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End page 11. back

Page 12.
How Open Market Sales Reduce bank Reserves and Deposits
Now suppose some reduction in the amount of money is desired. Normally this would
reflect temporary or seasonal reductions in activity to be financed since, on a year-to-
year basis, a growing economy needs at least some monetary expansion. Just as
purchases of government securities by the Federal Reserve System can provide the
basis for deposit expansion by adding to bank reserves, sales of securities by the
Federal Reserve System reduce the money stock by absorbing bank reserves. The
process is essentially the reverse of the expansion steps just described.
Suppose the Federal Reserve System sells $10,000 of Treasury bills to a U.S.
govemment securities dealer and receives in payment an "electronic” check drawn on
Bank A. As this payment is made, Bank A's reserve account at a Federal Reserve Bank
is reduced by $10,000. As a result, the Federal Reserve System's holdings of securities
and the reserve accounts of banks are both reduced $10,000. The $10,000 reduction in
Bank A's depost liabilities constitutes a decline in the money stock. See illustration 11.
Contraction Also Is a Cumulative Process
While Bank A may have regained part of the initial reduction in deposits from other
banks as a result of interbank deposit flows, all banks taken together have $10,000 less
in both deposits and reserves than they had before the Federal Reserve's sales of
securities. The amount of reserves freed by the decline in deposits, however, is only
$1,000 (10 percent of $10,000). Unless the banks that lose the reserves and deposits
had excess reserves, they are left with a reserve deficiency of $9,000. See jllustration
12. Although they may borrow from the Federal Reserve Banks to cover this deficiency
temporarily, sooner or later the banks will have to obtain the necessary reserves in
some other way or reduce their needs for reserves.
One way for a bank to obtain the reserves it needs is by selling securities. But, as the
buyers of the securities pay for them with funds in their deposit accounts in the same or



other banks, the net result is a $9,000 decline in securities and deposits at all banks.
See illustration 13. At the end of Stage 1 of the contraction process, deposits have been
reduced by a total of $19,000 (the initial $10,000 resulting from the Federal Reserve's
action plus the $9,000 in deposits extinguished by securities sales of Stage 1 banks).
See illustration 14.
However, there is now a reserve deficiency of $8,100 at banks whose depositors drew
down their accounts to purchase the securities from Stage 1 banks. As the new group of
reserve-deficient banks, in turn, makes up this deficiency by selling securities or
reducing loans, further deposit contraction takes place.
Thus, contraction proceeds through reductions in deposits and loans or investments in
one stage after another until total deposits have been reduced to the point where the
smaller volume of reserves is adequate to support them. The contraction muitiple is the
same as that which applies in the case of expansion. Under a 10 percent reserve
requirement, a $10,000 reduction in reserves would ultimately entail reductions of
$100,000 in deposits and $90,000 in loans and investments.
As in the case of deposit expansion, contraction of bank deposits may take place as a
result of either sales of securities or reductions of loans. While some adjustments of
both kinds undoubtedly would be made, the initial impact probably would be reflected in
sales of govemment securities. Most types of outstanding loans cannot be called for
payment prior to their due dates. But the bank may cease to make new loans or refuse
to renew outstanding ones to replace those currently maturing. Thus, deposits built up
by borrowers for the purpose of loan retirement would be extinguished as loans were
repaid.
There is one important difference between the expansion and contraction processes.
When the Federal Reserve System adds to bank reserves, expansion of credit and
deposits may take place up to the limits permitted by the minimum reserve ratio that
banks are required to maintain. But when the System acts to reduce the amount of bank
reserves, contraction of credit and deposits must take place (except to the extent that
existing excess reserve balances and/or surplus vault cash are utilized) to the point
where the required ratio of reserves to deposits is restored. But the significance of this
difference should not be overemphasized. Because excess reserve balances do not
earn interest, there is a strong incentive to convert them into eaming assets (loans and
investments).

End of page 12. forward

Page 13.
Deposit Contraction

1 1 When the Federal Reserve Bank sells government securities, bank reserves
decline. This happens because the buyer of the securities makes payment through a
debit to a designated deposit account at a bank (Bank A), with the transfer of funds
being effected by a debit to Bank A's reserve account at the Federal Reserve Bank.

‘back

|

FEDERAL RESERVE BANK i BANK A |

Assets Liabilities Assets Liabilities




U.S govt Reserve Accts. Reserves with Customer
secunties....- 10,000 Bank A....-10,000 F.R. Banks....-10,000 deposts.....-10,000

This reduction in the customer deposit at Bank A may be spread
among a number of banks through interbank deposit flows.

1 2 The loss of reserves means that all banks taken together now have a reserve
deficiency. back

Total reserves lost from deposit withdrawal ............. 10,000
less: Reserves freed by deposit decline(10%)............. 1,000
equals: Deficiency in reserves against remaining deposits . . 9,000

Contraction - Stage 1

1 3 The banks with the reserve deficiencies (Stage 1 banks) can sell government
securities to acquire reserves, but this causes a decline in the deposits and reserves of
the buyers' banks. back

B STAGE | BANKS i

H

Assets Liabilities

U.S.government securities...-9,000
Reserves with F.R. Banks..+9,000

FEDERAL RESERVE BANK |

Assets Liabilities

Reserve Accounts:
Stage 1 banks........ +9,000

Other banks............ -9,000
OTHER BANKS
Assets Liabilities
Reserves with F.R. Banks . . -9,000 Deposits . . . . -9,000

1 4 As a result of the process so far, assets and total deposits of all banks together
have declined 19,000. Stage 1 contraction has freed 900 of reserves, but there is still a
reserve deficiency of 8,100. back ‘

| ALL BANKS |
Assets Liabilities
Reserves with F.R. Banks . . -10,000 _ Deposits:
.. Initial . ... ... -10,000
U.S. government securities . . -9,000
Total ~19.000 Stagel...... -9,000
ol : Total ... .... -19,000

Further contraction must take place!



End of page 13. forward

Bank Reserves - How They Change

Money has been defined as the sum of transaction accounts in depository institutions,
and currency and travelers checks in the hands of the public. Currency is something
almost everyone uses every day. Therefore, when most people think of money, they
think of currency. Contrary to this popular impression, however, transaction deposits are
the most significant part of the money stock. People keep enough currency on hand to
effect small face-to-face transactions, but they write checks to cover most large
expenditures. Most businesses probably hold even smaller amounts of currency in
relation to their total transactions than do individuals.

Since the most important component of money is transaction deposits, and since these
deposits must be supported by reserves, the central bank'’s influence over money
hinges on its control over the total amount of reserves and the conditions under which
banks can obtain them.

The preceding illustrations of the expansion and contraction processes have
demonstrated how the central bank, by purchasing and selling government securities,
can deliberately change aggregate bank reserves in order to affect deposits. But open
market operations are only one of a number of kinds of transactions or developments
that cause changes in reserves. Some changes originate from.actions taken by the
public, by the Treasury Department, by the banks, or by foreign and intemational
institutions. Other changes arise from the service functions and operating needs of the
Reserve Banks themselves.

The various factors that provide and absorb bank reserve balances, together with
symbols indicating the effects of these developments, are listed on the opposite page.
This tabulaton also indicates the nature of the balancing entries on the Federal
Reserve's books. (To the extent that the impact is absorbed by changes in banks' vault
cash, the Federal Reserve's books are unaffected.)

Independent Factors Versus Policy Action

It is apparent that bank reserves are affected in several ways that are independent of
the control of the central bank. Most of these "independent” elements are changing
more or less continually. Sometimes their effects may last only a day or two before
being reversed automatically. This happens, for instance, when bad weather slows up
the check collection process, giving rise to an automatic increase in Federal Reserve
credit in the form of "float.” Other influences, such as changes in the public's currency
holdings, may persist for longer periods of time.

Still other variations in bank reserves result solely from the mechanics of institutional
arrangements among the Treasury, the Federal Reserve Banks, and the depository
institutions. The Treasury, for example, keeps part of its operating cash balance on
deposit with banks. But virtually all disbursements are made from its balance in the
Reserve Banks. As is shown later, any buildup in balances at the Reserve Banks prior
to expenditure by the Treasury causes a dollar-for-dollar drain on bank reserves.

In contrast to these independent elements that affect reserves are the policy actions
taken by the Federal Reserve System. The way System open market purchases and
sales of securities affect reserves has already been described. In addition, there are two



other ways in which the System can affect bank reserves and potential deposit volume
directly; first, through loans to depository institutions, and second, through changes in
reserve requirement percentages. A change in the required reserve ratio, of course,
does not alter the dollar volume of reserves directly but does change the amount of
deposits that a given amount of reserves can support.

Any change in reserves, regardless of its origin, has the same potential to affect
deposits. Therefore, in order to achieve the net reserve effects consistent with its
monetary policy objectives, the Federal Reserve System continuously must take
account of what the independent factors are doing to reserves and then, using its policy
tools, offset or supplement them as the situation may require.

By far the largest number and amount of the System's gross open market transactions
are undertaken to offset drains from or additions to bank reserves from non-Federal
Reserve sources that might otherwise cause abrupt changes in credit availability. In
addition, Federal Reserve purchases and/or sales of securities are made to provide the
reserves needed to support the rate of money growth consistent with monetary policy
objectives.

In this section of the booklet, several kinds of transactions that can have important
week-to-week effects on bank reserves are traced in detail. Other factors that normally
have only a small influence are described briefly on page 35.

Factors Changing Reserve Balances -
Independent and Policy Actions

FEDERAL RESERVE BANKS
Assets Liabilities
balances O
Public actions
Increase in currency holdings............... - +
Decrease in currency holdings............. + -
Treasury, bank, and foreign actions
Increase in Treasury deposits in F.R. Banks...... - +
Decrease in Treasury deposits in F.R. Banks..... + -
Gold purchases (inflow) or increase in official 4 i
valuation®..
Gold sales (outflows)*...........cceeeeenee - +
Increase in SDR certificates issued™.................... + -
Decrease in SDR certificates issued*.................. - +
Increase in Treasury currency outstanding®................. + -

Decrease in Treasury currency outstanding®................... - +



0
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Increase in Treasury cash holdings*......... - +
Decrease in Treasury cash holdings*......... + -
Increase in: service-related balances/adjustments..... - +
Decrease in service-related balances/adjustments....... + -
Increase in foreign and other deposits in F.R. i +
Banks........
Decrease in foreign and other deposits in F.R. Banks.... + -
Federal Reserve actions

Purchases of securities..............c.ccoceuncuenenne. + +

Sales of securities..............c.c.ccccccooen... - -

Loans to depository institutions........... + +

Repaymenit of loans to depository institutions......... - -

Increase m Federal Reserve float................. + +

Decrease in Federal Reserve float...................... - -

Increase in assets denominated in foreign currency ...... + +

Decrease in assets denominated in foreign currency ...... - -

Increase in other assets®*..............cccovinninnninens + +

Decrease in other assets™**............cocceevevniiniinnnnne. - -

Increase 19 other liabilities™**............ccooviiiiiiiinnn - +
Decrease in other liabilities™®*...........ccoceviniininnnnnn. + -
Increase in capital accounts*™ ... - +
Decrease 1in capital accounts**...............ccccooceee. + -
Increase in reserve requirements................. SFEE

Decrease ?11 reserve requirements................. +HE*

These factors represent assets and liabilities of the Treasury.
Changes in them typically affect reserve balances through 3 related
change in the Federal Reserve Banks' liability "Treasury deposits.”

* Included in “Other Federal Reserve accounts” as described on page
35.

*** Effect on excess reserves. Total reserves are unchanged.

Note: To the extent that reserve changes are in the form of vault cash,

Federal Reserve accounts are not affected. back
Forward




(Required . . . +10)
(Excess . ... +90)

|
|
1 8 If the currency is returned to the Federal reserve, reserve accounts are credited
and Federal Reserve notes are taken out of circulation. back

I FEDERAL RESERVE BANK |
| Assets Liabilities
§ Reserve accounts: Bank A . . +100
| FR.notes..... -100
I BANK A §
Assets Liabilities
Vaultcash . .. .. -100

}
1
iReserves with F.R. Banks ... +100
V
|
!

Page 18
Changes in U.S. Treasury Deposits in Federal Reserve
Banks'

Operating :alsh balance of the U.S. Treasury
wecekly averages. billions of dollars, not seasonally adjusted

Reserve accounts of depository institutions
constitute the bulk of the deposit liabilities of
the Federal Reserve System. Other

60 institutions, however, also maintain balances
2 ole balances

1 Balances at Federal

in the Federal Reserve Banks - mainly the
U.S. Treasury, foreign central banks, and
# international financial institutions. In general,
when these balances rise, bank reserves fall,
43\ Il and vice versa. This occurs because the
=<2l funds used by these agencies to build up
2 their deposits in the Reserve Banks ultimately

N o eV Wil come from deposits in banks. Conversely,
° fas0 1981 recipients of payments from these agencies
normally depos:t the funds in banks. Through the collection process these banks
receive cred|t to their reserve accounts.
The most lmportant nonbank depositor is the U.S. Treasury. Part of the Treasury's
operating cash balance is kept in the Federal Reserve Banks; the rest is held in
depository mstltutlons all over the country, in so-called "Treasury tax and loan" (TT&L)
note accounts (See chart.) Disbursements by the Treasury, however, are made against
its balances at the Federal Reserve. Thus, transfers from banks to Federal Reserve
Banks are made through regularly scheduled "calls" on TT&L balances to assure that

|

20 (B




sufficient fufnds are available to cover Treasury checks as they are presented for
payment. (8)
Bank Reserves Decline as the Treasury's Deposits at the Reserve Banks
Increase
Calls on TT&L note accounts drain reserves from the banks by the full amount of the
transfer as funds move from the TT&L balances (via charges to bank reserve accounts)
to Treasury,balances at the Reserve Banks. Because reserves are not required against
TT&L note accounts, these transfers do not reduce required reserves.(9)
Suppose a ﬂ'reasuw call payable by Bank A amounts to $1,000. The Federal Reserve
Banks are authorized to transfer the amount of the Treasury call from Bank A's reserve
account at the Federal Reserve to the account of the U.S. Treasury at the Federal
Reserve. As a result of the transfer, both reserves and TT&L note balances of the bank
are reduced _On the books of the Reserve Bank, bank reserves decline and Treasury
deposits nse See illustration 19. This withdrawal of Treasury funds will cause a reserve
deficiency of $1,000 since no reserves are released by the decline in TT&L note
accounts at depository institutions.
Bank Reserves Rise as the Treasury's Deposits at the Reserve Banks
Decline
As the Treasury makes expenditures, checks drawn on its balances in the Reserve
Banks are pald to the public, and these funds find their way back to banks in the form of
deposits. The banks receive reserve credit equal to the full amount of these deposits
although the corresponding increase in their required reserves is only 10 percent of this
amount.
Suppose a government employee deposits a $1,000 expense check in Bank A. The
bank sends; the check to its Federal Reserve Bank for collection. The Reserve Bank
then credlts Bank A's reserve account and charges the Treasury's account. As a result,
the bank gams both reserves and deposits. While there is no change in the assets or
total |Iabl|ltles of the Reserve Banks, the funds drawn away from the Treasury's
balances have been shifted to bank reserve accounts. See illustration 20.
One of the objectlves of the TT&L note program, which requires depository institutions
that want to hold Treasury funds for more than one day to pay interest on them, is to
allow the Treasury to hold its balance at the Reserve Banks to the minimum consistent
with current payment needs. By maintaining a fairly constant balance, large drains from
or addmons to bank reserves from wide swings in the Treasury's balance that would
require extensuve offsetting open market operations can be avoided. Nevertheless,
there are still periods when these fluctuations have large reserve effects. In 1991, for

|
example, week-to-week changes in Treasury deposits at the Reserve Banks averaged
only $56 million, but ranged from -$4.15 billion to +$8.57 billion.

8when the Treasury‘s balance at the Federal Reserve rises above expected payment needs, the Treasury may place the excess funds in
TTAL note accounts through a “direct investment.” The accounting entries are the same, but of opposite signs, as those shown when funds

are transferred from TT&L note accounts to Treasury deposits at the Fed. back

Orax payments rc‘aoewed by institutions designated as Federal tax depositories initially are credited to reservable demand deposits due to
the U.S. govemment Because such tax payments typically come from reservable transaction accounts, required reserves are not materially
affected on this day On the next business day, however, when these funds are placed either in a nonreservable note account or remitted to

the Federal Reserye for credit to the Treasury’s balanca at the Fed, required reserves dedline. back

! End page 18. forward
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|
1 9 Whenl the Treasury builds up its deposits at the Federal Reserve through "calls"
on TT&L note balances, reserve accounts are reduced. back
I FEDERAL RESERVE BANK

| Assets Liabilities

E Reserve accounts: Bank A . . -1,000
J
!
|

‘Page 19.

U.S. Treasury deposits . . +1,000

i

BANK A i
Assets Liabilities

Treasury tax and loan note account

Reserves with F.R. Banks . . -1,000 ~..-1,000

(Required . . . . 0)
(Deficit . . 1,000)

20 Checks written on the Treasury's account at the Federal Reserve Bank are

deposited i|}1 banks. As these are collected, banks receive credit to their reserve
accounts at the Federal Reserve Banks. back

I FEDERAL RESERVE BANK g
| Assets Liabilities
% Reserve accounts: Bank A . . +1,000
* U.S. Treasury deposits . . . -1,000

I BANK A |
! Assets Liabilities
Reserves with F.R. Banks . . +1,000 Private deposits . . +1,000
| (Required . . . +100)

(Excess . . ... +900)

i End of page 19. forward

Chanbes in Federal Reserve Float

A large proportion of checks drawn on banks and deposited in other banks is cleared
(collected) through the Federal Reserve Banks. Some of these checks are credited
immediately to the reserve accounts of the depositing banks and are collected the same
day by debiting the reserve accounts of the banks on which the checks are drawn. All
checks aref credited to the accounts of the depositing banks according to availability
schedules related to the time it normally takes the Federal Reserve to collect the
checks, bu} rarely more than two business days after they are received at the Reserve
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Banks, e\'/eln though they may not yet have been collected due to processing,
: transportatnon or other delays.
The reserve credit given for checks not yet collected is included in Federal Reserve
“float."(10) | 0)On the books of the Federal Reserve Banks, balance sheet float, or
statement ﬂoat as it is sometimes called, is the difference between the asset account
"items in process of collection,” and the liability account "deferred credit items."
Statement ﬂoat is usually positive since it is more often the case that reserve credit is
given before the checks are actually collected than the other way around.
Published data on Federal Reserve float are based on a "reserves-factor” framework
rather than a balance sheet accounting framework. As published, Federal Reserve float
includes statement float, as defined above, as well as float-related “as-of"
adjustments (11) These adjustments represent corrections for errors that arise in
processmg transactions related to Federal Reserve priced services. As-of adjustments
do not change the balance sheets of either the Federal Reserve Banks or an individual
bank. Rather they are corrections to the bank's reserve position, thereby affecting the
calculation) of whether or not the bank meets its reserve requirements.

An Increase in Federal Reserve Float Increases Bank Reserves
As float rises, total bank reserves rise by the same amount. For example, suppose Bank
A receives|checks totaling $100 drawn on Banks B, C, and D, all in distant cities. Bank
A increases the accounts of its depositors $100, and sends the items to a Federal
Reserve Bank for collection. Upon receipt of the checks, the Reserve Bank increases its
own asset ‘account “items in process of collection,” and increases its liability account
"deferred credlt items" (checks and other items not yet credited to the sending bank’s
reserve accounts) As long as these two accounts move together, there is no change in
float or in total reserves from this source. See illustration 21.
On the next business day (assuming Banks B, C, and D are one-day deferred
avarlabllrty points), the Reserve Bank pays Bank A. The Reserve Bank's "deferred credit
items"” account is reduced, and Bank A's reserve account is increased $100. If these
items actually take more than one business day to collect so that "items in process of
collection" are not reduced that day, the credit to Bank A represents an addition to total
bank reserves since the reserve accounts of Banks B, C, and D will not have been
commensurately reduced.(12) See illustration 22.
A Declme in Federal Reserve Float Reduces Bank Reserves
Federal Resirve float (including asof adjusemenss)  ONlY When the checks are actually collected
annual averages, billions of dollars from Banks B, C, and D does the float
8 involved in the above example disappear -
"items in process of collection” of the
Reserve Bank decline as the reserve
accounts of Banks B, C, and D are reduced.
See illustration 23.
On an annual average basis, Federal
Reserve float declined dramatically from
1979 through 1984, in part reflecting actions
taken to implement provisions of the

3 4 s g .t & 1 3 4 1 2t 2 & 3 4 i

1976 1081 1085 wer Monetary Control Act that directed the
Federal Reserve to reduce and price float.
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(See chart| ) Since 1984, Federal Reserve float has been fairly stable on an annual
average basns but often fluctuates sharply over short periods. From the standpoint of
the effect on bank reserves, the significant aspect of float is not that it exists but that its
volume changes in a difficult-to-predict way. Float can increase unexpectedly, for
example, |f weather conditions ground planes transporting checks to paying banks for
collection. iHowever such periods typically are followed by ones where actual
collections exceed new items being received for collection. Thus, reserves gained from
float expal?sion usually are quite temporary.

i
1 OFederal Reserve fioat atso arises from other funds transfer services provided by the Fed, and automatic clearinghouse transfers. back
11As-of adjustments also are used as one means of pricing float, as discussed on Qage 22, and for nonfloat related corrections, as
discussed on page 35. back

124t the checks received from Bank A had been erroneously assigned a two-day deferred availability, then neither statement fioat nor
reserves would increase, although both should. Bank A's reserve position and published Federal Reserve float data are corrected for this and

similar errors through as-of adjustments. back
|
]

21 Whe‘n a bank receives deposits in the form of checks drawn on other banks, it can
send them to the Federal Reserve Bank for collection. (Required reserves are not
affected |mmed|ately because requirements apply to net transaction accounts, i.e., total

transacﬂon accounts minus both cash items in process of collection and deposits due
from domestic depository institutions.) back

l FEDERAL RESERVE BANK |
Assets Liabilities
Ttems in process of collection . . +100 Deferred credit items . . +100
[ BANK A |
Assets Liabilities
' Cash items in process of collection . . +100 Deposits . .. .. .. +100

22 if the reserve account of the payee bank is credited before the reserve accounts of
the paying banks are debited, total reserves increase. back
| FEDERAL RESERVE BANK
Assets Liabilities

Deferred credit items . . -100
| Reserve account: Bank A .. +100
| I BANK A f
! Assets Liabilities
| .
|

Cash items in process of collection . . -100

Reserves with F R. Banks . . . +100
(Reauired . ... +10)



(Excess. . . . .. +90)

|
|
|
|
1

23 But upon actual collection of the items, accounts of the paying banks are charged,
and total reserves decline. back

| FEDERAL RESERVE BANK |
| Assets Liabilities
Items in process Reserve accounts:
of collection . . .. .. -100 Banks B,C,and D .. ... -100
| BANK B, C,and D ;
! Assets Liabilities

Reserves with F.R. Banks . . -100 Deposits . . . . .. -100
! (Required . . . -10)
! (Deficit . . . . . 90)

Page 22.

Changes in Service-Related Balances and Adjustments

In order to foster a safe and efficient payments system, the Federal Reserve offers
banks a vanety of payments services. Prior to passage of the Monetary Control Act in
1980, the kFederal Reserve offered its services free, but only to banks that were
members of the Federal Reserve System. The Monetary Control Act directed the
Federal Reserve to offer its services to all depository institutions, to charge for these
services, and to reduce and price Federal Reserve float.(13) Except for float, all
services covered by the Act were priced by the end of 1982. Implementation of float
pricing essentlally was completed in 1983.

The advent of Federal reserve priced services led to several changes that affect the use
of funds in banks' reserve accounts. As a result, only part of the total balances in bank -
reserve atl:counts is identified as "reserve balances" available to meet reserve
requirements. Other balances held in reserve accounts represent "service-related
balances and adjustments (to compensate for float).” Service-related balances are
"required cleanng balances” held by banks that use Federal Reserve services while
"adjustments represent balances held by banks that pay for float with as-of
adjustments.

An Increase in Required Clearing Balances Reduces Reserve Balances
Procedures for establishing and maintaining cleanng balances were approved by the
Board of Govemors of the Federal Reserve System in February of 1981. A bank may be
required to hold a clearing balance if it has no required reserve balance or if its required
reserve balance (held to satisfy reserve requirements) is not large enough to handle its
volume of clearings. Typically a bank holds both reserve balances and required clearing
balances in the same reserve account. Thus, as required clearing balances are
established or increased, the amount of funds in reserve accounts identified as reserve
balances declines.



Suppose Bank A wants to use Federal Reserve services but has a reserve balance
»requwement that is less than its expected operating needs. With its Reserve Bank, it is
determmed that Bank A must maintain a required clearing balance of $1,000. If Bank A
has no excess reserve balance, it will have to obtain funds from some other source.
Bank A cquld sell $1,000 of securities, but this will reduce the amount of total bank
reserve balances and deposits. See illustration 24.

Banks are| billed each month for the Federal Reserve services they have used with
‘payment collected on a specified day the following month. All required clearing balances
held generate earnings credits” which can be used only to offset charges for Federal
Reserve services. (14) Altemnatively, banks can pay for services through a direct charge
to their reserve accounts. If accrued eamings credits are used ta pay for services, then
reserve balances are unaffected. On the other hand, if payment for services takes the
form of a dlrect charge to the bank's reserve account, then reserve balances decline.
See illustration 25.

Float Pncmg As-Of Adjustments Reduce Reserve Balances
In 1983, the Federal Reserve began pricing explicitly for float,(15) specifically
mtertemtory“ check float, i.e., float generated by checks deposited by a bank served by
oone Reserve Bank but drawn on a bank served by another Reserve Bank. The
deposmng bank has three options in paying for interterritory check float it generates. It
can use |ts eamings credits, authorize a direct charge to its reserve account, or pay for
the float with an as-of adjustment. If either of the first two optlons is chosen, the
accounting entries are the same as paying for other priced services. If the as-of
adjustment option is chosen, however, the balance sheets of the Reserve Banks and
the bank are not directly affected. In effect what happens is that part of the total
balances held in the bank's reserve account is identified as being held to compensate
Seric emdted balances and adiostments the Federal reserve for float. This part, then,
woekly averages. billions of doltars, not seasonally adjusted CNNOL be Used to satisfy either reserve
requirements or clearing balance
requirements. Float pricing as-of adjustments
are applied two weeks after the related float
is generated. Thus, an individual bank has
1 sufficient time to obtain funds from other
sources in order to avoid any reserve
deficiencies that might result from float
pricing as-of adjustments. If all banks
together have no excess reserves, however,
the float pricing as-of adjustments lead tc a
1989 1990 1991 decline in total bank reserve balances.
Week-to-week changes in service-related balances and adjustments can be volatile, -
primarily reﬂectlng adjustments to compensate for float. (See chart. ) Since these
changes are known in advance, any undesired impact on reserve balances can be
offset easﬂy through open market operations.
137he Act speaﬁed that fee schedules cover services such as check clearing and collection, wira transfer, automated clearinghouse,
settlement, secirities safekeeping, noncash collection, Federal Reserve fioat, and any new services offered. back

14‘Eammgs credns are calculated by multiplying the actual average dearing balance held over a maintenance period, up to that required
plus the dearing balance band, times a rate based on the average federal funds rate. The dearing balance band is 2 percent of the required

clearing balanoe or $25,000, whichever amount is larger. back

ﬁ Adius‘tmenls o
compensate for float

Reqt%ired clearing balances



1 5While some types of float are priced directly, the Federal Reserve prices other types of float indirectly, for example, by including the cost
of float in the per-item fees for the priced service. back

End of page 22. back

24 When Bank A establishes a required clearing balance at a Federal Reserve Bank
by selling securities, the reserve balances and deposits of other banks decline. back

BANK A |
? Assets Liabilities
U.S. government securities . . -
1,000
1’ Reserve account with F.R.
! Banks:
. Required clearing balance . . +1000
[ FEDERAL RESERVE BANK f
' Assets Liabilities

Reserve accounts:
Required clearing
balances Bank A .. ..+1000

|
|
t
!
|
!
|
. Reserve balances:

Otherbanks . ....... -1000
| OTHER BANKS
Assets ‘ Liabilities
Reserve accounts with F.R. Banks: )
Reserve balances . . . . -1,000 Deposits . ... ... -1,000

! (Required . . . -100)
(Deficit . . . .. 900)

25 When Bank A is billed monthly for Federal Reserve services used, it can pay for

these senilices by having eamings credits applied and/or by authorizing a direct charge
to its reserve account. Suppose Bank A has accrued eamings credits of $100 but incurs
fees of $125 Then both methods would be used. On the Federal Reserve Bank's
books, the liability account "earnings credits due to depository institutions" declines by
$100 and {Bank A's reserve account is reduced by $25. Offsetting these entries is a
reduction ln the Fed's (other) asset account "accrued service income.” On Bank A's
books, the accounting entries might be a $100 reduction to its asset account “earmnings
credit due from Federal Reserve Banks" and a $25 reduction in its reserve account,
which areloﬁ‘set by a $125 decline in its liability "accounts payable.” While an individual
bank may use different accounting entries, the net effect on reserves is a reduction of

. $25, the amount of billed fees that were paid through a direct charge to Bank A's

reserve account. back
!

|

'



[ ' FEDERAL RESERVE BANK E
Assets Liabilities
Accrued service income . . . .. -125 E g.s cn‘edit‘s due to depository
nstitugions . . ... ... -100
‘ Reserve accounts: Bank A . . -25
| . BANK A . |
Assets Liabilities
| Earnings credits due from F.R.
Banks . . -100 Accounts payable . . ... -125
Reserves with FR. Banks . . . .. -25

Changes in Loans to Depository Institutions

‘Loans to depository institutions Prior to passage of the Monetary Control Act
- monthly -averTges. billions of dollars, not seasonally adjusted of 1980, only banks that were members of

When a b

the Federal Reserve System had regular
access to the Fed's "discount window." Since
then, all institutions having deposits
reservable under the Act also have been able
to borrow from the Fed. Under conditions set
by the Federal Reserve, loans are available
under three credit programs: adjustment,
seasonal, and extended credit.(16) The
average amount of each type of discount
window credit provided varies over time. (See
chart.)

ank borrows from a Federal Reserve Bank, it borrows reserves. The

acquisition of reserves in this manner differs in an important way from the cases already
|Ilustrated| Banks normally borrow adjustment credit only to avoid reserve deficiencies
or overdrafts not to obtain excess reserves. Adjustment credit borrowings, therefore,
are reserves on which expansion has already taken place. How can this happen?

In their efforts to accommodate customers as well as to keep fully invested, banks
frequently make loans in anticipation of inflows of loanable funds from deposits or
money m’arket sources. Loans add to bank deposits but not to bank reserves. Unless
excess reserves can be tapped, banks will not have enough reserves to meet the
reserve requnrements against the new deposits. Likewise, individual banks may incur
deﬁmencnes through unexpected deposit outflows and corresponding losses of reserves
through clearmgs Other banks receive these deposits and can increase their loans

accordlng

ly, but the banks that lost them may not be able to reduce outstanding loans

or mvestments in order to restore their reserves to required levels within the required
time penod In either case, a bank may borrow reserves temporarily from its Reserve

Bank.

Suppose a customer of Bank A wants to borrow $100. On the basis of the
managerr;ents s judgment that the bank's reserves will be sufficient to provide the

J



necessary funds, the customer is accommodated. The loan is made by increasing
"loans" and crediting the customer’s deposit account. Now Bank A's deposits have
increased by $100. However, if reserves are insufficient to support the higher deposits,
Bank A quI have a $10 reserve deficiency, assuming requirements of 10 percent. See
illustration '26. Bank A may temporarily borrow the $10 from its Federal Reserve Bank,
which mak‘es a loan by increasing its asset item "loans to depository institutions” and
crediting Bank A's reserve account. Bank A gains reserves and a corresponding liability
“borrowmgs from Federal Reserve Banks." See illustration 27.

To repay borrowmg, a bank must gain reserves through either deposit growth or asset
liquidation.| See illustration 28. A bank makes payment by authorizing a debit to its
reserve account at the Federal Reserve Bank. Repayment of borrowing, therefore,
reduces both reserves and "borrowings from Federal Reserve Banks." See illustration
29.

Unlike Ioans made under the seasonal and extended credit programs, adjustment credit
loans to banks generally must be repaid within a short time since such loans are made
primarily to cover needs created by temporary fluctuations in deposits and loans relative
to usual pattems Adjustments, such as sales of securities, made by some banks to "get
out of the vlwndow tend to transfer reserve shortages to other banks and may force
these other banks to borrow, especially in periods of heavy credit demands. Even at
times when the total volume of adjustment credit borrowing is rising, some individual
banks are repaymg loans while others are borrowing. In the aggregate, adjustment
credit borrowmg usually increases in periods of rising business activity when the public's
demands for credit are rising more rapidly than nonborrowed reserves are being
provided by System open market operations.

Dlscount; Window as a Tool of Monetary Policy

Although reserve expansion through borrowing is initiated by banks, the amount of
reserves that banks can acquire in this way ordinarily is limited by the Federal Reserve's
admmustratlon of the discount window and by its control of the rate charged banks for
adjustment credit loans - the discount rate.(17) Loans are made only for approved
purposes, and other reasonably available sources of funds must have been fully used.
Moreover, banks are discouraged from borrowing adjustment credit too frequently or for
extended tlme periods. Raising the discount rate tends to restrain borrowing by
increasing | its cost relative to the cost of alternative sources of reserves.

Discount wmdow administration is an important adjunct to the other Federal Reserve
toals of monetary policy. While the privilege of borrowing offers a "safety valve" to
temporanly relieve severe strains on the reserve positions of individual banks, there is
generally a‘ strong incentive for a bank to repay borrowing before adding further to its
loans and investments.

1 6Ad]ustment crledlt is short-term credit available to meet temporary needs for funds. Seasonal credit is available for longer perieds to
smaller institutions having regular seasanal needs for funds. Extended credit may be made available to an institution or group of institutions
experiencing sustalned liquidity pressures. The resarves provided through extended credit borrowing typically are offset by open market

operations. back
17 Flexibte d»scolunt rates related to rates on money market sources of funds currently are charged for seasonal credit and for extended

credit outstanding more than 30 days. back




26 A bank may incur a reserve deficiency if it makes loans when it has no excess
reserves. back

| BANK A |
Assets Liabilities
Loans......... +100 Deposits .. ...... +100

Reserves with F. R. Banks . . no change
(Required . . .. +10)
(Deficit . .. .. .. 10)

27 Borrowing from a Federal Reserve Bank to cover such a deficit is accompanied by
a direct credit to the bank's reserve account. back
| FEDERAL RESERVE BANK |

H

Assets Liabilities

Loans to depository institution:
Bank A........+10
BANK A l

§
' Assets Liabilities
Reserves with F.R. Banks . . +10 Borrowings from F.R Banks . . +10

No further expansion can take place on the new reserves because they are all needed
against the deposits created in (26).

Reserve accounts: Bank A . . +10

e

28 Before a bank can repay borrowings, it must gain reserves from some other
source. back
| BANK A |
Assets Liabilities
Securities . . ... .. -10 '
Reserves with F.R. Banks . . . +10

29 Repayment of borrowings from the Federal Reserve Bank reduces reserves. back

| FEDERAL RESERVE BANK |
Assets Liabilities
Loans to depository institutions: ] )
Bank A ... _10 Reserve accounts: Bank A ... -10

{

BANK A |




Assets Liabilities
Reserves with FR. Bank . . -10 Borrowings from F.R. Bank . . -10

Changes in Reserve Requirements

Thus far we have described transactions that affect the volume of bank reserves and
the impact]these transactions have upon the capacity of the banks to expand their
assets and deposits. It is also possible to influence deposit expansion or contraction by
changing tpe required minimum ratio of reserves to deposits.

© The authonty to vary required reserve percentages for banks that were members of the
Federal Reserve System (member banks) was first granted by Congress to the Federal
Reserve Board of Governors in 1933. The ranges within which this authority can be
exercised have been changed several times, most recently in the Monetary Control Act
of 1880, whrch provided for the establishment of reserve requirements that apply
uniformly to all depository institutions. The 1980 statute established the following limits:

On hans‘adion accounts
firstig25million . ........ 3%
above 825 million . . . .. 8% to 14%

On nonpefsona/ time deposits .. . . . 0% to 9%
The 1980 Iaw initially set the requrrement against transaction accounts over $25 million
at12 percent and that against nonpersonal time deposits at 3 percent. The initial $25
million "Iow reserve tranche" was indexed to change each year in line with 80 percent of
the growth in transaction accounts at all depository institutions. (For example, the low
reserve tranche was increased from $41.1 million for 1991 to $42.2 million for 1992.) In
addition, reserve requirements can be imposed on certain nondeposit sources of funds,
such as Eurocurrency liabilities.(18) (Initially the Board set a 3 percent requirement on
Eurocurrency liabilities.)
The Garn-St. Germain Act of 1982 modified these provisions somewhat by exempting
from reserve requirements the first $2 million of total reservable liabilities at each
depository, institution. Similar to the low reserve tranche adjustment for transaction
accounts, the $2 million "reservable liabilities exemption amount® was indexed to 80
percent oﬂannual increases in total reservable liabilities. (For example, the exemption
amount was increased from $3.4 million for 1991 to $3.6 million for 1992.)
The Federal Reserve Board is authorized to change, at its discretion, the percentage
reqmrements on transaction accounts above the low reserve tranche and on
nonpersoqal time deposits within the ranges indicated above. In addition, the Board
may impose differing reserve requirements on nonpersonal time deposits based on the
maturity of the deposit. (The Board initially imposed the 3 percent nonpersonal time
deposit requrrement only on such deposns with original maturities of under four years.)
During the phase-in period, which ended in 1984 for most member banks and in 1987
for most n'onmember institutions, requirements changed according to a predetermined
schedule, lwrthout any action by the Federal Reserve Board. Apart from these legally
prescribed changes, once the Monetary Control Act provisions were implemented in late
1980, the Board did not change any reserve requirement ratios until late 1990. (The
original maturity break for requirements on nonpersonal time deposits was shortened
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several times, once in 1982, and twice in 1983, in connection with actions taken to
deregulatei rates paid on deposits.) In December 1990, the Board reduced reserve
requirements against nonpersonal time deposits and Eurocurrency liabilities from 3
percent to zero. Effective in April 1992, the reserve requirement on transaction accounts
above the Iow reserve tranche was lowered from 12 percent to 10 percent.

When reserve requirements are lowered, a portion of banks' existing holdings of
required reserves becomes excess reserves and may be loaned or invested. For
example, wrth a requirement of 10 percent, $10 of reserves would be required to
support $100 of deposits. See illustration 30. But a reduction in the legal requirement to
8 percent would tie up only $8, freeing $2 out of each $10 of reserves for use in creating
additional bank credit and deposits. See jllustration 31.

An increase in reserve requirements, on the other hand, absorbs additional reserve
funds, and{banks which have no excess reserves must acquire reserves or reduce
loans or mvestments to avoid a reserve deficiency. Thus an increase in the requirement
from 10 percent to 12 percent would boost required reserves to $12 for each $100 of
deposits. Assummg banks have no excess reserves, this would force them to liquidate
assets untrl the reserve deficiency was eliminated, at which point deposits would be
one-sixth Iess than before. See illustration 32.

Reserve Requrrements and Monetary Policy

The power,to change reserve requirements, like purchases and sales of securities by
the Federal Reserve, is an instrument of monetary policy. Even a small change in
requrremeqts say, one-half of one percentage point - can have a large and widespread
impact. Other instruments of monetary policy have sometimes been used to cushion the
initial rmpact of a reserve requirement change. Thus, the System may sell securities (or
purchase Iess than otherwise would be appropriate) to absorb part of the reserves
released by a cut in requirements.

It should be noted that in addition to their initial impact on excess reserves, changes in
requnrements alter the expansion power of every reserve dollar. Thus, such changes
affect the Ieverage of all subsequent increases or decreases in reserves from any
source. For this reason, changes in the total volume of bank reserves actually held
between pornts in time when requirements differ do not provide an accurate indication of
the Federal Reserve's policy actions.

Both reser\l/e balances and vault cash are eligible to satisfy reserve requirements. To
the extent some institutions normally hold vault cash to meet operating needs in
amounts exceedlng their required reserves, they are unlikely to be affected by any
change in requrrements

187he 1980 statute also provides that "under extraordinary circumstances” reserve requirements can be imposed at any level on any
liability of deposnory institutions for as long as six months; and, if essential for the conduct of monetary policy, supplemental requirements up

to 4 percent of tmlnsacucn accounts can be imposed. back

30 Unde'r a 10 percent reserve requirement, $10 of reserves are needed to support
each $100 of deposits. back
[ | BANK A ;

Assets Liabilities




Loans and investments . . . 90 Deposits . . .. ... 100

Reserves........ 10
(Required . . . . 10)
(Excess. .. . ... 0)

31 With la reduction in requirements from 10 percent to 8 percent, fewer reserves are

required against the same volume of deposits so that excess reserves are created.
These can|be loaned or invested. back

[ BANK A |
Assets Liabilities
Loans and investments . . . .. 90 Deposits . ... ... 100
Reserves ........ 10
(Required . . . .. 8
(Excess . .. ... 2)
| FEDERAL RESERVE BANK |
Assets Liabilities
No change No change

There is no change in the total amount of reserves.

32 With

an increase in requirements from 10 percent to 12 percent, more reserves

are requnred against the same volume of deposits. The resulting deficiencies must be
covered by liquidation of loans or investments... back

BANK A i
‘ Assets Liabilities
| Loans and investments . . . . . 90 Deposits . . ....... 100
Reserves......... 10
| (Required. . . . . 12)
i (Deficit . . .. ... 2)
| FEDERAL RESERVE BANK |
Assets Liabilities
No change No change

...because the total amount of bank reserves remains unchanged.

Changes in Foreign-Related Factors

The Federial Reserve has engaged in foreign currency operations for its own account
since 1962 In addition, it acts as the agent for foreign currency transactions of the U.S.
Treasury, and since the 1950s has executed transactions for customers such as foreign
central banks Perhaps the most publicized type of foreign currency transaction



undertaken by the Federal Reserve is intervention in foreign exchange markets.
Interventlon however, is only one of several foreign-related transactions that have the
potential for increasing or decreasing reserves of banks, thereby affecting money and
credit growth
Several fore|gn-related transactions and their effects on U.S. bank reserves are
described i in the next few pages. Included are some but not all of the types of
transactlons used. The key point to remember, however, is that the Federal Reserve
routinely oﬂ‘sets any undesired change in U.S. bank reserves resulting from foreign-
related transactlons As a result, such transactions do not affect money and credit
growth in the United States.
Foreign Exchange Intervention for the Federal Reserve's Own Account
When the Federal Reserve intervenes in foreign exchange markets to sell dollars for its
own account ,(19) it acquires foreign currency assets and reserves of U.S. banks initially
rise. In contrast, when the Fed intervenes to buy dollars for its own account, it uses
foreign currency assets to pay for the dollars purchased and reserves of U.S. banks
initially fall
Consider the example where the Federal Reserve intervenes in the foreign exchange
markets to sell $100 of U.S. dollars for its own account. In this transaction, the Federal
Reserve buys a foreign-currency-denominated deposit of a U.S. bank held at a foreign
commerc:al bank,(20) and pays for this foreign currency deposit by crediting $100 to the
U.S. bank's reserve account at the Fed. The Federal Reserve deposits the foreign
currency proceeds in its account at a Foreign Central Bank, and as this transaction
clears, the foreign bank's reserves at the Foreign Central Bank decline. See jllustration
33 |n|t|all)'/, then, the Fed's intervention sale of dollars in this example leads to an
increase in Federal Reserve Bank assets denominated in foreign currencies and an
Fideral Reserbve Bank assets denominated increase in reserves of U.S. banks.
i forelgn currencies Suppose instead that the Federal Reserve
“end of mionth, bimons of dollars, not seasonally adjusted  intervenes in the foreign exchange markets to
buy $100 of U.S. dollars, again for its own
account. The Federal Reserve purchases a
dollar-denominated deposit of a foreign bank
held at a U.S. bank, and pays for this dollar
deposit by drawing on its foreign currency
deposit at a Foreign Central Bank. (The
Federal Reserve might have to sell some of its
foreign currency investments to build up its
deposits at the Foreign Central Bank, but this
bbb ——— would not affect U.S. bank reserves.) As the
' Federal Reserve's account at the Foreign
Central Bank is charged, the foreign bank’s reserves at the Foreign Central Bank
increase. In turn, the dollar deposit of the foreign bank at the U.S. bank declines as the
U.S bank transfers ownership of those dollars to the Federal Reserve via a $100 charge
to its reserve account at the Federal Reserve. See illustration 34. Initially, then, the
Fed's mterventlon purchase of dollars in this example leads to a decrease in Federal
Reserve Bank assets denominated in foreign currencies and a decrease in reserves of
U.S. banks. .




As noted earlier the Federal Reserve offsets or "sterilizes” any undesired change in
U.S. bank reserves stemming from foreign exchange intervention sales or purchases of
dollars. For example, Federal Reserve Bank assets denominated in foreign currencies
rose dramatlcally in 1989, in part due to significant U.S. intervention sales of dollars.
(See chart. ) Total reserves of U.S. banks, however, declined slightly in 1989 as open
market operatrons were used to "sterilize" the initial intervention-induced increase in
reserves.
Monthly Revaluatton of Foreign Currency Assets
Another set of accounting transactions that affects Federal Reserve Bank assets
denommated in foreign currencies is the monthly revaluation of such assets. Two
business days prior to the end of the month, the Fed's foreign currency assets are
increased |f their market value has appreciated or decreased if their value has
deprecuated The offsetting accounting entry on the Fed's balance sheet is to the
"exchange-translation account"” included in "other F.R. liabilities.” These changes in the
Fed's balance sheet do not alter bank reserves directly. However, since the Federal
Reserve tums over its net earnings to the Treasury each week, the revaluation affects
the amount of the Fed's payment to the Treasury, which in tumn influences the size of
TT&L calls and bank reserves. (See explanation on pages 18 and 19.
Forelgn-Related Transactions for the Treasury
U.S. intervention in foreign exchange markets by the Federal Reserve usually is divided
between its own account and the Treasury's Exchange Stabilization Fund (ESF)
account. The impact on U.S. bank reserves from the intervention transaction is the
same for both sales of dollars add to reserves while purchases of dollars drain
reserves. See illustration 35. Depending upon how the Treasury pays for, or finances,
its part of the intervention, however, the Federal Reserve may not need to conduct
offsetting open market operations.
The Treasury typically keeps only minimal balances in the ESF's account at the Federal
Reserve. Therefore .the Treasury generally has to convert some ESF assets into dollar
or foreign currency deposits in order to pay for its part of an intervention transaction.
Likewise, the dollar or foreign currency deposits acquired by the ESF in the intervention
typically are drawn down when the ESF invests the proceeds in eaming assets.
For example to finance an intervention sale of dollars (such as that shown in illustration
35), the Treasury might redeem some of the U.S. government securities issued to the
ESF, resultmg in a transfer of funds from the Treasury's (general account) balances at
the Federal Reserve to the ESF's account at the Fed. (On the Federal Reserve's
balance sheet the ESF's account is included in the liability category "other deposits.”)
The Treasury, however, would need to replenish its Fed balances to desired levels,
perhaps by increasing the size of TT&L calls - a transaction that drains U.S. bank
reserves. The intervention and financing transactions essentially occur simultaneously.
As a result U.S. bank reserves added in the intervention sale of dollars are offset by the
drain in U § bank reserves from the TT&L call. See illustrations 35 and 36. Thus, no
Federal Reserve offsetting actions would be needed if the Treasury financed the
mterventlon sale of dollars through a TT&L call on banks.
Offsetting actlons by the Federal Reserve would be needed, however, if the Treasury
restored deposits affected by foreign-related transactions through a number of
transactions involving the Federal Reserve. These include the Treasury's issuance of
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SDR or gold certificates to the Federal Reserve and the "warehousing” of foreign
currencies by the Federal Reserve.

SDR certlf cates. Occasionally the Treasury acquires dollar deposits for the ESF's
account by issuing certificates to the Federal Reserve against allocations of Special
Drawing nghts (SDRs) received from the International Monetary Fund.(21) For
example, $3 5 billion of SDR certificates were issued in 1989, and anather $1.5 billion in
1990. Thls "monetization” of SDRs'is reflected on the Federal Reserve's balance sheet
as an mcrease in its asset "SDR certificate account” and an increase in its liability "other
deposits (ESF account).”

If the ESF, uses these doliar deposits directly in an intervention sale of dollars, then the
intervention-induced increase in U.S. bank reserves is not altered. See illustrations 35
and 37. Ifinot needed immediately for an intervention transaction, the ESF might use the
* dollar deposits from issuance of SDR certificates to buy securities from the Treasury,
resulting i ina transfer of funds from the ESF's account at the Federal Reserve to the
Treasury' s account at the Fed. U.S. bank reserves would then increase as the Treasury
spent the funds or transferred them to banks through a direct investment to TT&L note
accounts.

U.S gold stack, gold certificates and SDR certificates Gold stock and gold certificates. Changes in
end of year, tillions of dollars the U.S. monetary gold stock used to be an
important factor affecting bank reserves.
However, the gold stock and gold certificates
issued to the Federal Reserve in "monetizing”
gold, have not changed significantly since the
early 1970s. (See chart.)
Prior to August 1971, the Treasury bought
and sold gold for a fixed price in terms of U.S.
5| SDR dollars, mainly at the initiative of foreign
certificates central banks and governments. Gold
o il L) purchases by the Treasury were added to the
95! 19! i he ' us. monetary gold stock, and paid for from
its accouqt at the Federal Reserve. As the sellers deposited the Treasury's checks in
banks, reserves increased. To replenish its balance at the Fed, the Treasury issued
gold certnf cates to the Federal Reserve and received a credit to its deposit balance.
Treasury sales of gold have the opposite effect. Buyers' checks are credited to the
Treasurys account and reserves decline. Because the official U.S. gold stock is now
fully "monetlzed the Treasury currently has to use its deposits to retire gold certificates
issued to lthe Federal Reserve whenever gold is sold. However, the value of gold
certificates retired, as well as the net contraction in bank reserves, is based on the
official gold price. Proceeds from a gold sale at the market price to meet demands of
domestic ‘buyers likely would be greater. The difference represents the Treasury's profit,
which, when spent, restores deposits and bank reserves by a like amount.
While the|Treasury no Ionger purchases gold and sales of gold have been limited,
increases in the official price of gold have added to the value of the gold stock. (The
official gold price was last raised from $38.00 to $42.22 per troy ounce, in 1973.)
Warehousmg The Treasury sometimes acquires dollar deposits at the Federal Reserve
by "warehousing" foreign currencies with the Fed. (For example, $7 billion of foreign
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currencies were warehoused in 1989.) The Treasury or ESF acquires foreign currency
assets asl a result of transactions such as intervention sales of dollars or sales of U.S
govemment securities denominated in foreign currencies. When the Federal Reserve
warehouses foreign currencies for the Treasury,(22) "Federal Reserve Banks assets
denommated in foreign currencies" increase as do Treasury deposits at the Fed. As
these deposrts are spent, reserves of U.S. banks rise. In contrast, the Treasury likely
will have to increase the size of TT&L calls - a transaction that drains reserves - when it
repurchases warehoused foreign currencies from the Federal Reserve. (In 1991, $2.5
billion of warehoused foreign currencies were repurchased.) The repurchase transaction
is reﬂected on the Fed's balance sheet as declines in both Treasury deposits at the
Federal Reserve and Federal Reserve Bank assets denominated in foreign currencies.
Transactrons for Foreigh Customers
 Marketible U.S government securities held in Many foreign central banks and governments

dy for foreign customers during 1991 maintain deposits at the Federal Reserve to
; ' facilitate dollar-denominated transactions.
These "foreign deposits" on the liability side
of the Fed's balance sheet typically are held
at minimal levels that vary litle from week to
week. For example, foreign deposits at the
Federal Reserve averaged only $237 million
in 1991, ranging from $178 million to $319
million on a weekly average basis. Changes
in foreign deposits are small because foreign
customers "manage” their Federal Reserve
+ ‘balances to desired levels daily by buying

' " and selling U.S. government securities. The

extent of these foreign customer "cash management” transactions is reflected, in part,
by large and frequent changes in marketable U.S. government securities held in '
custody by the Federal Reserve for foreign customers. (See chart.) The net effect of
foreign customers cash management transactions usually is to leave U.S. bank
reserves unchanged
Managmg foreign deposits through sales of securities. Foreign customers of the Federal
Reserve make doliar-denominated payments, including those for intervention sales of
dollars by foreign central banks, by drawing down their deposits at the Federal Reserve.
As these funds are deposited in U.S. banks and cleared, reserves of U.S. banks rise.
See illustration 38. However, if payments from their accounts at the Federal Reserve
lower balances to below desired levels, foreign customers will replenish their Federal
Reserve deposrts by selling U.S. government securities. Acting as their agent, the
Federal Reserve usually executes foreign customers’ sell orders in the market. As
" buyers pay for the securities by drawing down deposits at U.S. banks, reserves of U.S.
banks fall and offset the increase in reserves from the disbursement transactions. The
net effect|is to leave U.S. bank reserves unchanged when U.S. government securities of
customers are sold in the market. See illustrations 38 and 39. Occasionally, however,
the Federal Reserve executes foreign customers' sell orders with the System's account.
When this is done, the rise in reserves from the foreign customers' disbursement of
funds rernains in place. See illustration 38 and 40. The Federal reserve might choose to
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execute s]ell orders with the System's account if an increase in reserves is desired for
domestic policy reasons.

Managing foreign deposits through purchases of securitites. Foreign customers of the
Federal Reserve also receive a variety of dollar denominated payments, including
proceeds |from intervention purchases of dollars by foreign central banks, that are drawn
on U.S. banks. As these funds are credited to foreign deposits at the Federal Reserve,
reserves of U.S. banks decline. But if receipts of dollar-denominated payments raise
their deposnts at the Federal Reserve to levels higher than desired, foreign customers
will buy U.S. government securities. The net effect generally is to leave U.S. bank
reserves unchanged when the U.S. govemment securities are purchased in the market.
Using the|swap network. Occasionally, foreign central banks acquire dollar deposits by
activating|the "swap" network, which consists of reciprocal short-term credit
arrangements between the Federal Reserve and certain foreign central banks. When a
foreign central bank draws on its swap line at the Federal Reserve, it immediately
obtains a dollar deposit at the Fed in exchange for foreign currencies, and agrees to
reverse the exchange sometime in the future. On the Federal Reserve's balance sheet,
activation|of the swap network is reflected as an increase in Federal Reserve Bank
assets depominated in foreign currencies and an increase in the liability category
"foreign deposits." When the swap line is repaid, both of these accounts decline.
Reserves|of U.S. banks will rise when the foreign central bank spends its dollar
proceeds from the swap drawing. See illustration 41. In contrast, reserves of U.S. banks
will fall asithe foreign central bank rebuilds its deposits at the Federal Reserve in order
to repay a swap drawing.

The accountmg entries and impact of U.S. bank reserves are the same if the Federal
Reserve uses the swap network to borrow and repay foreign currencies. However, the
Federal Reserve has not activated the swap network in recent years.

190veral rxponsnb:hty for U.S. intervention in foreign exchange markets rests with the U.S Treasury. Foreign exchange transactions for
the Federal Rmserves account are carried out under directives issued by the Federal Reserve's Open Market Committee within the general
framewaork of exd'aange rate policy established by the U.S. Treasury in consultation with the Fed. They are implemented at the Federal
Reserve Bank of New York, typically at the same time that similar transactions are executed for the Treasury's Exchange Stabifization Fund.

back

20Americans travehng to foreign countries engage in “foreign exchange" transactions whenever they obtain foreign coins and paper
currency in exchanga for U.S. coins and currency. However, most foreign exchange transactions do not involve the physical exchange of
coins and currency. Rather, most of these transactions represent the buying and selling of foreign currencies by exchanging one bank
deposit denominated in one currency for another bank deposit denominated in another currency. For ease of exposition, the examples
assume that U.S. banks and foreign banks are the market participants in the intervention transactions, but the impact on reserves would be

the same if the U.S. or foreign public were involved. back
215DRs were created in 1970 for use by governments in official balance of payments transactions. back
22Technically, warehousing consists of two parts: the Federal Reserve's agreement to purchase foreign cumrency assets from the Treasury

or ESF for dolIaIr deposits now, and the Treasury’s agreement to repurchase the foreign currencies sometime in the fulure. back

33 When the Federal Reserve intervenes to sell dollars for its own account, it pays for
a foreign-é:urrency-denominated deposit of a U.S. bank at a foreign commercial bank by
crediting the reserve account of the U.S. bank, and acquires a foreign currency asset in
the form of a deposit at a Foreign Central Bank. The Federal Reserve, however, will
offset the i mcrease in U.S. bank reserves if it is inconsistent with domestic policy
objectlves back



| FEDERAL RESERVE BANK

! Assets Liabilities

Deposits at Foreign Central Bank . . +100  Reserves: U.S. bank . . +100
| U. S. BANK §
‘ Assets Liabilities
| Reserves with F.R. Bank . . +100
; Deposits at foreign bank . . -100 _
| FOREIGN BANK |

Assets Liabilities
Reserves with
Foreign Central Bank . . -100 Deposits of U.S. bank . . -100
FOREIGN CENTRAL BANK |
- Assets Liabilities
Deposits of F.R. Banks . . . +100
Re‘serves,of foreign bank . . . -100

34 When the Federal Reserve intervenes to buy dollars for its own account, it draws

down its fi)relgn currency deposits at a foreign Central Bank to pay for a dollar-
denommated deposit of a foreign bank at a U.S. bank, which leads to a contraction in
reserves of the U.S. bank. This reduction in reserves will be offset by the Federal
Reserve |f it is inconsistent with domestic policy objectives. back

H FEDERAL RESERVE BANK

i

|

Assets Liabilities

Deposits at Foreign Central Bank . -100 Reserves: U. S. bank . .

-100

[ U. S. BANK

i

Assets Liabilities

Reserves with F.R. Bank . . -100 Deposits of foreign bank . .

-100

| FOREIGN BANK

Assets Liabilities
deposits at U.S. bank . . . -100
Reserves with Foreign Central Bank . +100

FOREIGN CENTRAL BANK

Assets Liabilities

i Deposits of F.R. Banks . .

-100



| Reserves of foreign bank . . +100

35 In an intervention sale of dollars for the U.S. Treasury, deposits of the ESF at the

Federal Reserve are used to pay for a foreign currency deposit of a U.S. bank at a
foreign bank and the foreign currency proceeds are deposited in an account at a
Foreign Central Bank. U.S. bank reserves increase as a result of this intervention
transaction. back

! ESF |
Assets Liabilities
Deposits at F.R. Bank . . .. -100
Deposits at Foreign Central Bank . . +100

I U. S. Treasury ' f
Assets Liabilities
No change - No change
| FEDERAL RESERVE BANK g
Assets Liabilities '

é Reserves: U.S. bank . .. +100
Other deposits: ESF . .. -100

U. S. BANK i
Assets Liabilities
Reserves with FR. Bank . . . +100
Deposits at foreign bank . . . -100
[ FOREIGN BANK i
* Assets Liabilities
Reserves with Foreign Central Bank . -100 Deposits of U.S. bank . -100
| FOREIGN CENTRAL BANK f

Assets Liabilities
Deposits of ESF . . . +100

|
l
‘
E Reserves of foreign bank . . -100
|
!

36 Concl:urrently, the Treasury must finance the intervention transaction in (35). The

Treasury mlght build up deposits in the ESF's account at the Federal Reserve by

redeemmg securities issued to the ESF, and replenish its own (general account)

deposits a’t the Federal Reserve to desired levels by issuing a call on TT&L note
t



accounts. [This set of transactions drains reserves of U.S. banks by the same amount as
the intervention in (35) added to U.S. bank reserves. back

I ESF |
Assets Liabilities
U.S govt. securities . . . -100
Deposits at F.R. Banks . . +100
U. S. Treasury |
Assets Liabilities
TT&L accts . ........ -100 Securities issued ESF . . . -100
Deposits at F.R. Banks . . . net 0
(from U.S bank . . +100)
(toESF........ -100)
| FEDERAL RESERVE BANK §
Assets Liabilities
Reserves: U.S. bank .. .-100
Treas. deps: ....net 0
(from U.S. bank . +100)
(toESF. . ....... -100)
Other deposits: ESF .. .. +100
I U. S. BANK |
Assets Liabilities
Reserves with F.R. Bank . . -100 TT&L acets . . ... -100

37 Alternatively, the Treasury might finance the intervention in (35) by issuing SDR

certificates to the Federal Reserve, a transaction that would not disturb the addition of
U.S. bank reserves in intervention (35). The Federal Reserve, however, would offset

any undesited change in U.S. bank reserves. back

1 ESF |
Assets Liabilities
Deposits at F.R. Banks . . +100 SDR certificates issued to
FR.Banks...... +100
l l U. S. Treasury §
Assets Liabilities
No change No change

FEDERAL RESERVE BANK




Assets Liabilities
SDR certificate account . . +100 Other deposits: ESF ... . +100
U. S. BANK |
Assets Liabilities
No change No change

38 When a Foreign Central Bank makes a dollar-denominated payment from its

account at;the Federal Reserve, the recipient deposits the funds in a U.S. bank. As the
payment order clears, U.S. bank reserves rise. back

] FEDERAL RESERVE BANK i
 Assets "~ Liabilities

Reserves: U.S. bank . .. +100

Foreign deposits . . . . -100

o U. S. BANK |
Assets Liabilities »
Reserves with F.R. Banks . . +100 Deposits . . .. .. .. +100
( FOREIGN CENTRAL BANK §
Assets Liabilities
Deposits at F.R. Banks . . . . -100 Accounts payable . . ... -100

39 If a decline in its deposits at the Federal Reserve lowers the balance below

desired levels, the Foreign Central Bank will request that the Federal Reserve sell U.S.
government securities for it. If the sell order is executed in the market, reserves of U.S.
banks will fall by the same smount as reserves were increased in (38). back

B  FEDERAL RESERVE BANK
Assets Liabilities
Reserves: U.S. bank . . ..-100
Foreign deposits . . . .. +100

i
3

| U. S. BANK
Assets Liabilities

Reserves with F.R. Banks . .. -100  Deposits of securities buyer . . -100

N FOREIGN CENTRAL BANK |

! Assets Liabilities
{ Deposits at F.R. Banks . . +100



U.S. govt. secunties . . -100

40 If the; sell order is executed with the Federal Reserve's account, however, the
increase in reserves from (38) will remain in place. The Federal Reserve might choose
to execute the foreign customer's sell order with the System's account if an increase in
reserves is desired for domestic policy reasons.

FEDERAL RESERVE BANK
Assets Liabilities
. U.S. govt. securities . . . . +100 Foreign deposits . . . . +100
| U. S. Bank |
Assets Liabilities
No change No change
FOREIGN CENTRAL BANK
Assets Liabilities
Deposits at F.R. Banks . . . +100
U.S. govt. securities . . . .. -100

41 When a Foreign Central Bank draws on a "swap" line, it receives a credit to its
dollar deposits at the Federal Reserve in exchange for a foreign currency deposit
credited to the Federal Reserve's account. Reserves of U.S. banks are not affected by
the swap drawing transaction, but will increase as the Foreign Central Bank uses the
funds as in (38). back ‘

[ FEDERAL RESERVE BANK }
: Assets Liabilities
~deposits at Foreign Central Bank . . +100  Foreign deposits . . . . +100
U. S. Bank
Assets Liabilities
, No change No change
| FOREIGN CENTRAL BANK
Assets Liabilities

Deposits at F.R. Banks . . . +100 Deposits of F.R. Banks . . . +100

Federa:/ Reserve Actions Affecting Its Holdings of U. S.
Government Securities



In discussing various factors that affect reserves, it was often indicated that the Federal
Reserve offsets undesired changes in reserves through open market operations, that is,
by buying and selling U.S. government securities in the market. However, outright
purchases and sales of securities by the Federal Reserve in the market occur
infrequent!y, and typically are conducted when an increase or decrease in another
factor is expected to persist for some time. Most market actions taken to implement
changes |n monetary policy or to offset changes in other factors are accomplished
through the use of transactions that change reserves temporarily. In addition, there are
off-market.transactions the Federal Reserve sometimes uses to change its holdings of
U.S. government securities and affect reserves. (Recall the example in illustrations 38
and 40.) The impact on reserves of various Federal Reserve transactions in U.S.
government and federal agency securities is explained below. (See_table for a
summary.)

Outright transactlons Ownership of securities is transferred permanently to the buyer
in an outnght transaction, and the funds used in the transaction are transferred
permanently to the seller. As a result, an outright purchase of securities by the Federal
Reserve from a dealer in the market adds reserves permanently while an outright sale
of securities to a dealer drains reserves pemanently. The Federal Reserve can achieve
the same net effect on reserves through off-market transactions where it executes
outright sell and purchase orders from customers internally with the System account. In
contrast, there is no impact on reserves if the Federal Reserve fills customers' outright
sell and purchase orders in the market.

Temporary transactions. Repurchase agreements (RPs), and associated matched
sale-purchase agreements (MSPs), transfer ownership of securities and use of funds
temporarily. In an RP transaction, one party sells securities to another and agrees to
buy them back on a specified future date. In an MSP transaction, one party buys
securities from another and agrees to sell them back on a specified future date. In
essence, then, and RP for one party in the transaction works like an MSP for the other
party. .

When the Federal Reserve executes what is referred to as a "System RP," it acquires
securities in the market from dealers who agree to buy them back on a specified future
date 1 to 15 days later. Both the System's portfolio of securities and bank reserves are
increased during the term of the RP, but decline again when the dealers repurchase the
securities.: Thus System RPs increase reserves only temporarily. Reserves are drained
temorarily . 'when the Fed executes what is known as a "System MSP." A System MSP
works like:a System RP, only in the opposite directions. In a system MSP, the Fed sells
securities to dealers in the market and agrees to buy them back on a specified day. The
System's holdmgs of securities and bank reserves are reduced during the term of the
MSP, but both increase when the Federal Reserve buys back the securities.

Impact on reserves of Federal Reserve transactions
in U.S. government and federal agency securities

Federal Reserve Transactions Reserve Impact

Qutright purchase of Securities



- From dealer in market Permanent increase
- To fill customer sell orders Permanent increase
(If customer buy orders filled in market) (No impact)

Outright Sales of Securites
- To dealer in market Permanent decrease
- To fill customer buy orders internally Permanent decrease
(if custom:er buy orders filled in market) (No impact)

Repurchasef Agreements (RPs)
- With dealer in market in System RP  Temporary increase

Matched Sale-Purchase Agreements {MSPs)
- With dealer in market in a system MSP Temporary decrease
- To fill customer RP orders internally No impact*
(If customer RP orders passed to market
as customer related RPs) {Temporary mcrease*)

Redemption of Maturing Securities

- Replace total amount maturing No impact
- Redeem ‘part of amount maturing Permanent decrease
- Buy more than amount maturing** Permanent increase**

. *Impact based on assumption that the amount of RP orders done
internally is the same as on the prior day.

**The Federal Reserve currently is prohibited by law from buying
securities directly from the Treasury, except to replace maturing
issues.

The Federal Reserve also uses MSPs to fill foreign customers' RP orders internally with
the System account. Considered in isolation, a Federal Reserve MSP transaction with
customers would drain reserves temporarily. However, these transactions occur every
day, with the total amount of RP orders being fairly stable from day to day. Thus, on any
given day, the Fed both buys back securities from customers to fulfill the prior day's
MSP, and sells them about the same amount of securities to satisfy that day's
agreement. As a result, there generally is little or no impact on reserves when the Fed
uses MSPs to fill customer RP orders internally with the System account. Sometimes,
however, ’the Federal Reserve fills some of the RP orders internally and the rest in the
market. The part that is passed on to the market is known as a "customer-related RP."
.The Fed ends up repurchasing more securities from customers to complete the prior
day's MSP than it sells to them in that day's MSP. As a result, customer-related RPs
add reserves temporarily.

Maturing securities. As securities held by the Federal Reserve mature, they are
exchanged for new securities. Usually the total amount maturing is replaced so that
there is no impact on reserves since the Fed's total holdings remain the same.
Occasionally, however, the Federal Reserve will exchange only part of the amount
maturing.; Treasury deposits decline as payment for the redeemed securities is made,
and reserves fall as the Treasury replenishes its deposits at the Fed through TT&L calls.



The reserve drain is permanent. If the Fed were to buy more than the amount of
securities imaturing directly from the Treasury, then reserves would increase

permanently. However, the Federal Reserve currently is prohibited by law from buying
secuntleSidlrectIy from the Treasury, except to replace maturing issues.

[}
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Mlscellaneous Factors Affecting Bank Reserves

The factors described below normally have negligible effects on bank reserves because
changes in them either occur very slowly or tend to be balanced by concurrent changes
in other factors. But at times they may require offsetting action.
Treasury Currency Outstanding
Treasury ¢unency outstanding consists of coins, silver certificates and U.S. notes.
originally issued by the Treasury, and other currency originally issued by commercial
banks and by Federal Reserve Banks before July 1929 but for which the Treasury has
redempt:on responsibility. Short-run changes are small, and their effects on bank
reserves are indirect.
The amount of Treasury:currency outstanding currently increases only through issuance
of new com The Treasury ships new coin to the Federal Reserve Banks for credit to
Treasury depos»ts there. These deposits will be drawn down again, however, as the
Treasury makes expenditures. Checks issued against these deposits are paid out to the
public. Aslindividuals deposit these checks in banks, reserves increase. (See
explanation on pages 18 and 19.)
When any type of Treasury currency is retired, bank reserves decline. As banks turmn in
Treasury currency for redemption, they receive Federal Reserve notes or coin in
exchange or a credit to their reserve accounts, leaving their total reserves (reserve
balances and vaulit cash) initially unchanged. However, the Treasury's deposits in the
Reserve Banks are charged when Treasury currency is retired. Transfers from TT&L
balances i ln banks to the Reserve Banks replenish these deposits. Such transfers
“absorb reserves.
Treasury Cash Holdlngs
4] addmon to accounts in depository institutions and Federal Reserve Banks, the
Treasury holds some currency in its own vaults. Changes in these holdings affect bank
reserves just like changes in the Treasury's deposit account at the Reserve Banks.
When Treasury holdings of currency increase, they do so at the expense of deposits in
banks. As 'cash holdings of the Treasury decline, on the other hand, these funds move
into bank deposits and increase bank reserves.
Other Deposits in Reserve Banks
Besides U'S. banks, the U.S. Treasury, and foreign central banks and governments,
there are some international organizations and certain U.S. government agencies that
keep funds on deposit in the Federal Reserve Banks. In general, balances are built up
through transfers of deposits held at U.S. banks. Such transfers may take place either
directly, where these customers also have deposits in U.S. banks, or indirectly by the
deposit of funds acquired from others who do have accounts at U.S. banks. Such
transfers into "other deposits" drain reserves.
When these customers draw on their Federal Reserve balances (say, to purchase
securities), these funds are paid to the public and deposited in U.S. banks, thus



|
increasing bank reserves. Just like foreign customers, these "other" customers manage
their balances at the Federal Reserve closely so that changes in their deposits tend to
be small énd have minimal net impact on reserves.
Nonfloat-Related Adjustments
Certain adjustments are incorporated into published data on reserve balances to reflect
nonfloat-related corrections. Such a correction might be made, for example, if an
individual bank had mistakenly reported fewer reservable deposits than actually existed
and had held smaller reserve balances than necessary in some past period. To correct
for this error, a nonfloat-related as-of adjustment will be applied to the bank's reserve
position. This essentially results in the bank having to hold higher balances in its
reserve account in the current and/or future periods than would be needed to satisfy
reserve requirements in those periods. Nonfloat-related as-of adjustments affect the
allocation of funds in bank reserve accounts but not the total amount in these accounts
as reflected on Federal Reserve Bank and individual bank balance sheets. Published
data on reserve balances, however, are adjusted to show only those reserve balances
held to meéet the current and/or future period reserve requirements.
Other Federal Reserve Accounts
Earlier sections of this booklet described the way in which bank reserves increase when
the Federal Reserve purchases securities and decline when the Fed sells securities.
The same results follow from any Federal Reserve expenditure or receipt. Every
payment made by the Reserve Banks, in meeting expenses or acquiring any assets,
affects deposits and bank reserves in the same way as does payment to a dealer for
government securities. Similady. Reserve Bank receipts of interest on loans and
secuntles :and increases in paid-in capital absorb reserves.

| End of page 35. back

The Reserve Multiplier - Why It Varies

The deposit expansion and contraction associated with a given change in bank
reserves, as illustrated earlier in this booklet, assumed a fixed reserve-to-deposit
multiplier. That multiplier was determined by a uniform percentage reserve requirement
specified for transaction accounts. Such an assumption is an oversimplification of the
actual relationship between changes in reserves and changes in money, especially in
the short-run. For a number of reasons, as discussed in this section, the quantity of
reserves associated with a given quantity of transaction deposits is constantly changing.
One slippage affecting the reserve multiplier is variation in the amount of excess
reserves. iin the real world, reserves are not always fully utilized. There are always
some excess reserves in the banking system, reflecting frictions and lags as funds flow
among thousands of individual banks.

Excess reserves present a problem for monetary policy implementation only because
the amount changes. To the extent that new reserves supplied are offset by rising
excess reserves, actual money growth falls short of the theoretical maximum.
Conversely, a reduction in excess reserves by the banking system has the same effect
on monetary expansion as the injection of an equal amount of new reserves.

Slippages also arise from reserve requirements being imposed on liabilities not included
in money as well as differing reserve ratios being applied to transaction deposits



according to the size of the bank. From 1980 through 1990, reserve requirements were
imposed on certain nontransaction liabilities of all depository institutions, and before
then on aII deposits of member banks. The reserve multiplier was affected by flows of
funds between institutions subject to differing reserve requirements as well as by shifts
of funds between transaction deposits and other liabilities subject to reserve
requirements. The extension of reserve requirements to all depository institutions in
1980 and the elimination of reserve requirements against nonpersonal time deposits
and Eurocurrency liabilities in late 1990 The refationshin between sh @
reduced, but did not eliminate, this SOUCE Of  reserves and tramsaction dapesies was autee . "
instability in the reserve multiplier. The volatile before the Monetary Control Act of 1980. .
deposit expansion potential of a given volume 33 21
of reserves still is affected by shifts of

transactiob deposits between larger 22
institutions and those either exempt from
reserve requirements or whose transaction 4
deposits are within the tranche subjecttoa 3 ;|
percent reserve requirement.
In addition, the reserve multiplier is affected -1+ |
by conversions of deposits into currency or

vice versa. This factor was important in the 22
1980s as the public's desired currency
holdings relative to transaction deposits in
money shifted considerably. Also affecting

Weokly changes, 1979

Transaction deposils _| 14
{apht scale)

Total reservas
{32 scafe)

the mumpher are shifts between transaction - .. and before adoption of contemporaneous
reserve accounting in 1984 ...

deposits included in money and other
transaction accounts that also are reservable
but not included in money, such as demand
deposits due to depository institutions, the
u.s. govefrnment, and foreign banks and
official institutions. In the aggregate, these
non-money transaction deposits are relatively
small in comparison to total transaction
accounts, .but can vary significantly from
week to week.

. . but less variable afterward.

40 48
Two-week changas, 1991

6.0 4|l|1||||lh|n|711111}!0_eg




A net injection of reserves has widely different effects depending on how it is absorbed.
Only a dollar-for-dollar increase in the money supply would result if the new reserves
were paid out in currency to the public. With a uniform 10 percent reserve requirement,
a $1 increase in reserves would support $10 of additional transaction accounts. An even
rger amount would be supported under the
raduated system where smaller institutions
re subject to reserve requirements below 10
ercent. But, $1 of new reserves also would
upport an additional $10 of certain
eservable transaction accounts that are not
ounted as money. (See chart below.)
ormally, an increase in reserves would be
bsorbed by some combination of these
urrency and transaction deposit changes.
Il of these factors are to some extent
redictable and are taken into account in
ecisions as to the amount of reserves that
eed to be supplied to achieve the desired
ate of monetary expansion. They help
xplain why short-run fluctuations in bank
eserves often are disproportionate to, and
ometimes in the opposite direction from,
hanges in the deposit component of money.
oney Creation and Reserve
v anagement
Another reason for short-run variation in the amount of reserves supplied is that credit
expansion - and thus deposit creation - is variable, reflecting uneven timing of credit
demands. Although bank loan policies normally take account of the general availability
of funds, the size and timing of loans and investments made under those policies
depend largely on customers' credit needs.
in the real world, a bank's lending is not normally constrained by the amount of excess
reserves it has at any given moment. Rather, loans are made, or not made, depending
on the bank's credit policies and its expectations about its ability to obtain the funds
necessary to pay its customers' checks and maintain required reserves in a timely
fashion. In fact, because Federal Reserve regulations in effect from 1968 through early
1984 specified that average required reserves for a given week should be based on
average deposit levels two weeks earlier ("lagged" reserve accounting), deposit creation
actually preceded the provision of supporting reserves. In early 1984, a more
"contemporaneous” reserve accounting system was implemented in order to improve
monetary ‘control.
in February 1984, banks shifted to maintaining average reserves over a two-week
reserve maintenance period ending Wednesday against average transaction deposits
held over the two-week computation period ending only two days earlier. Under this
rule, actual transaction deposit expansion was expected to more closely approximate
the process explained at the beginning of this booklet. However, some slippages still
exist because of short-run uncertainties about the level of both reserves and transaction




deposits n:ear the close of reserve maintenance periods. Moreover, not all banks must
maintain reserves according to the contemporaneous accounting system. Smaller
institutions are either exempt completely or only have to maintain reserves quarterly
against average deposits in one week of the prior quarterly period.
On balance, however, variability in the reserve multiplier has been reduced by the
extension 'of reserve requirements to all institutions in 1980, by the adoption of
contemporaneous reserve accounting in 1984, and by the removal of reserve
requirements against nontransaction deposits and liabilities in late 1990. As a result,
short-term changes in total reserves and transaction deposits in money are more
closely related now than they were before. (See charts on this page.) The lowering of
the reserve requirement against transaction accounts above the 3 percent tranche in
April 1992 also should contribute to stabilizing the muitiplier, at least in theory.
Ironically, these modifications contributing to a less variable relationship between
changes in reserves and changes in transaction deposits occurred as the relationship
between transactions money (M1) and the economy deteriorated. Because the M1
measure of money has become less useful as a guide for policy, somewhat greater
attention has shifted to the broader measures M2 and M3. However, reserve muitiplier
relationships for the broader monetary measures are far more variable than that for M1.
Although every bank must operate within the system where the total amount of reserves
is controlled by the Federal Reserve, its response to policy action is indirect. The
individual bank does not know today precisely what its reserve position will be at the
time the proceeds of today's loans are paid out. Nor does it know when new reserves
are being supplied to the banking system. Reserves are distributed among thousands of
banks, and the individual banker cannot distinguish between inflows originating from
additons to reserves through Federal reserve action and shifts of funds from other
banks that occur in the normal course of business.
To equate short-run reserve needs with available funds, therefore, many banks tum to
the money market - borrowing funds to cover deficits or lending temporary surpluses.
When the demand for reserves is strong relative to the supply, funds obtained from
money market sources to cover deficits tend to become more expensive and harder to
obtain, which, in turn, may induce banks to adopt more restrictive loan policies and thus
slow the rate of deposit growth.
Federal Reserve open market operations exert control over the creation of deposits
mainly through their impact on the availability and cost of funds in the money market.
When the total amount of reserves supplied to the banking system through open market
operatlons falls short of the amount required, some banks are forced to borrow at the
Federal Reserve discount window. Because such borrowing is restricted to short
periods, the need to repay it tends to induce restraint on further deposit expansion by
the borrowmg bank. Conversely, when there are excess reserves in the banking
system, individual banks find it easy and relatively inexpensive to acquire reserves, and
expansion in loans, investments, and deposits is encouraged.
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STATE OF MICHIGAN

IN THE CIRCUIT COURT FOR THE COUNTY OF OAKLAND

BANK ONE, N.A,
Plaintiff,
V.

HARSHAVARDHAN DAVE and
PRATIMA DAVE, jointly and severally,

Defendants.

Case No. 03-047448-CZ
Hon. E.. Sosnick

AFFIDAVIT OF WALKER F. TODD,
EXPERT WITNESS FOR DEFENDANTS

Harshavardhan Dave and Pratima H. Dave
C/0 5128 Echo Road

Bloomfield Hills, MI 48302

Defendants, in propria persona

Michael C. Hammer (P41705)
Ryan O. Lawlor (P64693)
Dickinson Wright PLLC

Attomeys for Bank One, N.A.

500 Woodward Avenue, Suite 4000
Detroit, Michigan 48226

(313) 223-3500

Now comes the Affiant, Walker F. Todd, a citizen of the United States and the State of Ohio
over the age of 21 years, and declares as follows, under penalty of perjury:

1. fThat I am familiar with the Promissory Note and Disbursement Request and

‘Authorization, dated November 23, 1999, together sometimes referred to in other

}documents filed by Defendants in this case as the “alleged agreement” between

iDefendants and Plaintiff but called the “Note” in this Affidavit. If called as a witness,

I would testify as stated herein. I make this Affidavit based on my own personal

‘knowledge of the legal, economic, and historical principles stated herein, except that I

have relied entirely on documents provided to me, including the Note, regarding

‘certain facts at issue in this case of which I previously had no direct and personal

knowledge. I am making this affidavit based on my experience and expertise as an

attorney, economist, research writer, and teacher. I am competent to make the

following statements.

ExnieT TRl



2.

My qualifications as an expert witness in monetary and banking instruments are as

follows. FOr 200y earsi inworkeduasan, anomey cand lepalsofhceritoratheiogal
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d partmentsiof:the Eederal Reserve Banks of:Ne
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tk-and Cleveland: Among other
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things, I was assigned responsibility for questions involving both novel and routine
notes, bonds, bankers’ acceptances, securities, and other financial instruments in
‘connection with my work for the Reserve Banks’ discount windows and parts of the
iopen market trading desk function in New York. In addition, for nine years, I worked
as an economic research officer at the Federal Reserve Bank of Cleveland. I became

one of the Federal Reserve System’s recognized experts on the legal history of central

:banking and the pledging of notes, bonds, and other financial instruments at the
discount window to enable the Federal Reserve to make advances of credit that
became or could become money. I also have read extensively treatises on the legal

and financial history of money and banking and have published several articles

‘covering all of the subjects just mentioned. I have served as an expert witness in

several trials involving banking practices and monetary instruments. A summary

‘biographical sketch and resume including further details of my work experience,

readings, publications, and education will be tendered to Defendants and may be

‘made available to the Court and to Plaintiff’s counsel upon request.
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GENERALLY ACCEPTED ACCOUNTING PRINCIPLES

3. Banks are required to adhere to Generally Accepted Accounting Principles (GAAP).
jGAAP follows an accounting convention that lies at the heart of the double-entry
bookkeeping system called the Matching Principle. This principle works as follows:
'When a bank accepts bullion, coin, currency, checks, drafts, promissory notes, or anv
-other similar instruments (hereinafter “instruments™) from customers and deposits or
records the instruments as assets, it must record offsetting liabilities that match the
;assets that it accepted from customers. The liabilities représent the amounts that the

?ﬁgwgmﬁﬁa
actional reserve

'bank owes the customers, funds accepted from customers. Ir
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banking:system:like the United States’banking/system: the funds advancedito
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RELEVANCE OF SUBTLE DISTINCTIONS ABOUT TYPES OF MONEY

4. From my study of historical and economic writings on the subject, I conclude that a
‘common misconception about the nature of money unfortunately has been
perpetuated in the U.S. monetary and banking systems, especially since the 1930s. In
‘classical economic theory, once economic exchange has moved beyond the barter
stage, there are two tvpes of money: money of exchange and money of account.. For
‘nearly 300 years in both Europe and the Umited States, confusion about the
distinctiveness of these two concepts has led to persistent attempts to treat money of
account as the equivalent of money of exchange. In reality, especially in a fractional
%reserve banking system, a comparatively small amount of money of exchange (e.g.,

.gold, silver, and official currency notes) may support a vastly larger quantity of



business transactions denominated in money of account. The sum of these

transactions is the sum of credit extensions in the economy. Withitherexceptionsof
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réquired ‘to repaysor; settle: the’“Note) The factual basis of this conclusion is the

reference in the Disbursement Request and Authorization to repayment of $95,905.16
;to Michigan National Bank from the proceeds of the Note. That was an exchange of
the credit of Bank One (Plaintiff) for credit apparently and previously extended to
Defendants by Michigan National Bank. Also, there is no reason to believe that
Plaintiff would refuse a substitution of the credit of another bank or banker as
complete payment of the Defendants’ repayment obligation under the Note. This is a

case about exchanges of money of account (credit), not about exchanges of money of

;exchange (lawful money or even legal tender).

Tronically, the Note explicitly refers to repayment in “lawful money of the United

States of America” (see “Promise to Pay” clause). Traditionally and legally, Congress

defines the phrase “lawful money” for the United States. Zawfulimoney.was
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fo

Rt a1

S R AR R

) .ernment
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‘exchanpe.that.the federalig
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statute o Teceivein. paymentiofataxes ebts: Traditionally, as defined by

widrasrtuesiine

Congress, lawful money only included gold, silver, and currency notes redeemable
for gold or silver on demand. In a banking law context, lawful money was only those
forms of money of exchange (the forms just mentioned, plus U.S. bonds and notes

redeemable for gold) that constituted the reserves of a national bank prior to 1913

4



(date of creation of the Federal Reserve Banks). See, Lawful Money, Webster’s New

International Dictionary (2d ed. 1950). In& tsoIsconcludez that
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‘also is consistent with the bookkeeping entries that underlie the loan account in
fdispute in the present case. Moreover, it is puzzling why Plaintiff would retain the
archaic language, “lawful money of the United States of America,” in its otherwise
modem-seeming Note. It is possible that this language is merely a legacy from the
pre-1933 era. Modem credit agreements might include repayment language such as,
“The repayment obligation under this agreement shall continue until payment is

received in fully and finally collected funds,” which avoids the entire question of “In

‘what form of money 1t is the repayment obligation due?”
e R S e P S e e
6. 2 , rconcept:butone:

‘becausetitiallows paym thaticas

instrumentsithatscann
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hastbeen the:form:ofimoney ofiexchange:

asibeen’ yroféexchange:
Stafes since21933, when domestic private gold transactions were suspended (until
1974).. Basically, legal tender is whatever the govemment says that it is. The most

‘common form of legal tender today is Federal Reserve notes, which by law cannot be

SRS

‘redeemed for gold since 1934 or, sinceil Srsiver

4=forsilver. See, 31 U.S.C. Sections 5103,

'5118 (b), and 5119 (a).

Note: I question the statement that fed reserve notes cannot be redeemed for silver since
1964. 1t was Johnson who declared on 15 March 1967 that after 15 June 1967 that

Fed Res Notes would not be exchanged for silver and the practice did stop on 15 June
5



1967 — not 1964. I believe this to be error in the text of the author’s affidavit.

7. Legal tender under the Uniform Commercial Code (U.C.C.), Section 1-201 (24)

(Official Comment), is a concept that sometimes surfaces in cases of this nature. The

T T R S D R N N S N e e R e T R TS R
'Comment nofesithat.therdefinition ofmoneyisnotidimited to Jeoal

tenderiaunderathe:U. GGl Money is defined in Section 1-201 (24) as “a medium of
exchange authorized or adopted by a domestic or foreign government and includes a
monetary unit of account established by an intergovernmental organization or by
agreement between two or more nations.” The relevant Official Comment states that
“The test adopted is that of sanction of government, whether by authorization before

issue or adoption afterward, which recognizes the circulating medium as a part of the

. e P e R Y e e S ) ARG s
official currency of that govemment. Fhe:narrowaview that:monevsiseirmitedstorlceal

tendersisirejectedss Thus, I conclude that the U.C.C. tends to validate the classical

theoretical view of money.

HOW BANKS BEGAN TO LEND THEIR OWN CREDIT INSTEAD OF REAL MONEY

8. In my opinion, the best sources of information on the origins and use of Creditoas
money are in Alfred Marshall, MONEY, CREDIT & COMMERCE 249-251 (1929)
and Charles P. Kindleberger, A FINANCIAL HISTORY OF WESTERN EUROPE
‘50-53 (1984). A synthesis of these sources, as applied to the facts of the present case,
.is as follows: As commercial banks and discount houses (private bankers) became
established in parts of Europe (especially Great Britain) and North America, by the
‘mid-nineteenth century they commonly made loans to borrowers by extending their

own credit to the borrowers or, at the borrowers’ direction, to third parties. The

R R e e T R sy
typical form:of:SUCh. extensions ot credit:was; drais or.bills of:ex chanpe,drawn;upon

s

P RN e T
themselves (clal

A T e e T R SR IR e T
ms onithe credit of:the drawees):instead; of:disbursementszofibullion;

6



T SRR

Coinsor.other:forms of;moneys In transactions with third parties, these diafisian

SPEREEN

Came: tosserves mostiofatherordinarys functionsrofsmoney: The third parties had to

determine for themselves whether such “credit money” had value and, if so, how
much. The Federal Reserve Act of 1913 was drafted with this model of the
éommercial economy in mind and provided at least two mechanisms (the discount
window and the open-market trading desk) by which certain types of bankers’ credits
could be exchanged for Federal Reserve credits, which in turn could be withdrawn in
lawful money. Credit at the Federal Reserve eventually became the principal form of

monetary reserves of the commercial banking system, especially after the suspension

of domestic transactions in gold in 1933. fhusecreditmone Zalienz o, the
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monatarvesystem: In fact, a means by which the Federal Reserve expands the money

supply, loosely defined, is to set banks’ reserve requirements (currently, usually ten
percent of demand liabilities) at levels that would encourage banks to extend new
credit to borrowers on their own books that third parties would have to present to the
same banks for redemption, thus leading to an expansion of bank-created credit
money. In the modern economy, many non-bank providers of credit also extend book
credit to their customers without previously setting aside an equivalent amount of
:monetary reserves (credit card line of credit access checks issued by non-banks are a
-good example of this type of credit), which also causes an expansion of the aggregate
‘quantity of credit money. The discussion of money taken from Federal Reserve and
other modem sources in paragraphs 11 et seq. is consistent with the account of the

‘on'gins of the use of bank credit as money in this paragraph.
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9. Plaintiff apparently asserts that the Defendants signed a promise to pay, such as a
note(s) or credit application (collectively, the “Note”), in exchange for the Plaintiff’s
édvance of funds, credit, or some type of money to or on behalf of Defendant.
However, the bookkeeping entries required by application of GAAP and the Federal
Reserve’s own writings should trigger close scrutiny of Plaintiff’s apparent assertions
that it lent 1ts funds, credit, or money to or on behalf of Defendants, thereby causing
them to owe the Plaintff $400,000. According to the bookkeeping entries shown or
6&erwise described to me and application of GAAP, the Defendants allegedly were
to tender some form of money (“lawful money of the United States of America” is the
:type of money explicitly called for in the Note), securities or other capital equivalent
to money, funds, credit, or something else of value in exchange (money of exchange,

loosely defined), collectively referred to herein as “money,” to repay what the

empomite

Plaintiff claims was the money lent to the Defendants. Itiis:not.an.unreasonable

ent to state.that: Plaintiff-apparently: changed.: the economic substance of

rom. Zcontemplatedsins i cation - form.
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leastthe inference of-in

'(money, including lawful money, is to be exchanged for bank credit).



MODERN AUTHORITIES ON MONEY

11. ;To understand what occurred between Plaintiff and Defendants concerning the
alleged loan of money or, more accurately, credit, it is helpful to review a modern
I}‘ederal Reserve description of a bank’s lending process. See, David H. Friedman,
MONEY AND BANKING (4™ ed. 1984)(apparently already introduced into this
<j:ase): “The commercial bank lending process is similar to that of a thrift in that the
;eceipt of cash from depositors increases both its assets and its deposit liabilities,
;vhich enables it to make additional loans and investments. . . . When a commercial
bank makes a business loan, it accepts as an asset the borrower’s debt obligation (the
bronﬂse to repay) and creates a liability on its books in the form of a demand deposit
in the amount of the loan.” (Consumer loans are funded similarly.) Therefore, the
bank’s original bookkeeping entry should show an increase in the amount of the asset
%credjted on the asset side of its books and a corresponding increase equal to the value

of the asset on the liability side of its books. Thisiwould, show:ihat.theibank
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demgwgdepps:t%pﬁéfoﬂler;%dem%dﬁhaﬁgtygofﬁmgg@ The bank then usually

would hold this demand deposit in a transaction account on behalf of the customer.
'Instead of the bank lending its money or other assets to the customer, as the customer
rreasonably might believe from the face of the Note, the bank created funds for the
;customer’s transaction account without the customer’s permission, authorization, or
jknowledge and delivered the credit on its own books representing those funds to the
:customer, meanwhile alleging that the bank lent the customer money. If Plaintiff’s
‘response to this line of argument is to the effect that it acknowledges that it lent credit

or issued credit instead of money, one might refer to Thomas P. Fitch, BARRON’S

9



BUSINESS GUIDE DICTIONARY OF BANKING TERMS, “Credit banking,” 3.
“Bookkeeping entry representing a deposit of funds into an account.”” But Plaintiff’s
loan agreement apparently avoids claiming that the bank actually lent the Defendants
money. They apparently state in the agreement that the Defendants are obligated to
répay Plaintiff principal and interest for the “Valuable consideration (money) the
bank gave the customer (borrower).” The loan agreement and Note apparently still
delete any reference to the bank’s receipt of actual cash value from the Defendants

and exchange of that receipt for actual cash value that the Plaintiff banker retumed.
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9, Federal Reserve Bank of New York (4™ ed. 1984)(apparently already introduced
i;nto this case), explains that banks create new money by depositing IOUs, promissory

notes, offset by bank liabilities called checking account balances. Page 5 says,
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“Money: Fdossnithaveitos
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13. The publication, Anne Marie L. Gonczy, MODERN MONEY MECH_ANICS 7-33,

'Federal Reserve Bank of Chicago (rev. ed. June 1992)(apparently already introduced
into this case), contains standard bookkeeping entries demonstrating that money
‘ordinarily is recorded as a bank asset, while a bank liability is evidence of money that
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COMMENTARY AND SUMMARY OF ARGUMENT

|
14. Plaintiff apparently accepted the Defendants’ Note and credit application (money of

;account) in exchange for its own credit (also money of account) and deposited that
fcredit into an account with the Defendants’ names on the account, as well as
;apparently issuing its own credit for $95,905.16 to Michigan National Bank for the
:account of the Defendants. One reasonably might argue that the Plaintiff recorded the
jNote or credit application as a loan (money of account) from the Defendants to the
Plaintiff and that the Plaintiff then became the borrower of an equivalent amount of

“money of account from the Defendants.

11



16.

17.

s-asi consideration:to-purchase the: Note or credit

ent.fromithe:Defendants: (Robertson Notes: I add that when the bank
does the forgoing, then in that event, there is an utter failure of consideration for the
“loan contract”.) When the Plaintiff deposited the Defendants’ $400,000 of newly
issued credit into an account, the Plaintiff created from $360,000 to $400,000 of new
fnoney (the nominal principal amount less up to ten percent or $40,000 of reserves
that the Federal Reserve would require against a demand deposit of this size). The
Plaintiff received $400,000 of credit or money of account from the Defendants as an
asset. GAAP ordinarily would require that the Plaintiff record a lability account,
crediting the Defendants’ deposit account, showing that the Plaintiff owes $400,000

of money to the Defendants, just as if the Defendants were to deposit cash or a

payroll check into their account.

i The following appears to be a disputed fact in this case about which I have
jinsuﬁicient information on which to form a conclusion: I infer that it is alleged that
‘Plaintiff refused to lend the Defendants Plaintiff’s own money or assets and recorded
;a $400,000 loan from the Defendants to the Plaintiff, which arguably was a $400,000
‘deposit of money of account by the Defendants, and then when the Plaintiff repaid
‘the Defendants by paying its own credit (money of account) in the amount of
'$400,000 to third-party sellers of goods and services for the account of Defendants,

the Defendants were repaid their loan to Plaintiff, and the transaction was complete.

I do not have sufficient knowledge of the facts in this case to form a conclusion on

‘the following disputed points: None of the following material facts are disclosed in

‘the credit application or Note or were advertised by Plaintiff to prove that the

12
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following point is undisputed: The Defendants’ loan of their credit to Plaintiff, when
issued and paid from their deposit or credit account at Plaintiff, became money in the
Federal Reserve System (subject to a reduction of up to ten percent for reserve
requirements) as the newly issued credit was paid pursuant to written orders,
including checks and wire transfers, to sellers of goods and services for the account of

Defendants.

CONCLUSION

Based on the foregoing, Plaintiff is using the Defendant’s Note for its own purposes,
and it remains to be proven whether Plaintiff has incurred any financial loss or actual

damages (I do not have sufficient information to form a conclusion on this point). In

e T TP T I
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AFFIRMATION
19. I hereby affirm that I prepared and have read this Affidavit and that I believe the
fo;l'egoing statements in this Affidavit to be true. I hereby further affirm that the basis
of these beliefs is either my own direct knowledge of the legal pr.inciples and
hi:storical facts involved and with respect to which I hold myself out as an expert or
st:aiements made or documents provided to me by third parties whose véracity |
rglasonably assumed.
F;urther the Affiant sayeth naught.
At Chagrin Falls, Ohio

December 5, 2003

WALKER F. TODD (Ohio bar no. 0064539)
Expert witness for the Defendants

Walker F. Todd, Attorney at Law

1164 Sheerbrook Drive

Chagrin Falls, Ohio 44022

(440) 338-1169, fax (440) 338-1537

e-mail: westodd(@adelphia.net

NOTARY'’S VERIFICATION .

At Chagrin Falls, Ohio
December 5, 2003

On fhis day personally came before me the above-named Affiant, who proved his identity
to me to my satisfaction, and he acknowledged his signature on this Affidavit in my presence and
stated that he did so with full understanding that he was subject to the penalties of perjury.

Notary Public of the State of Ohio

1 .
Note: Emi)hasis added.
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