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deposits. I, on the other hand, demand deposits are a close substitute
for time deposits, central bank expansion pushing down the rate on
time deposits will lead to the extinction of time deposits, thus
augmenting creation of demand deposits.’® The evidence of the last
few years seems to indicate very clearly that short-term securities
like Treasury bills are close substitutes for time deposits in the form
of certificates of deposit.

Similar arguments could be made with respect to currency and
excess reserves. There is little reason, to be sure, for thinking that
currency might be affected by substitutions between securities, time
deposits, and money. But the evidence is uncertain as to the depend-
ence of the demand for currency on money supply and on income,
respectively. To the extent that demand for currency is a function
of income, the increase in money resulting from a given expansion
of central bank liabilities (the money multiplier) will be larger in the
short run, before income has risen, than in the long.

Furthermore, excess reserves are clearly elastic with respect to
interest rates. Some evidence has been adduced that this elasticity
did not become infinite even during the 1930s, that is, that no
liquidity trap existed at the bank level.® In recent years, however,
variations in excess reserves in American banks have been small
relative to changes in reserves absorbed by time deposits.

As an extreme, it is conceivable that the creation of central bank
liabilities may reduce the money supply, if a decrease in the rate on
securities resulting from central bank expansion should generate
sufficient increases in the amounts of time deposits, currency, and
excess reserves demanded. As a practical matter, the conclusion
remains that the behavior of time deposits is the most powerful
factor interfering with central bank control of the money supply, as
long as the analysis remains limited to the domestic sphere.
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