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Reserve requirements are usually justified on grounds that they 
enhance the monetary authorities1 control over monetary aggregates. 

Using reserve requirements to control a monetary aggregate has long 

posed a problem for economists in devising an institutional structure 
in which to operate monetary policy. Higher reserve requirements 

give more accurate control over the target monetary aggregate, but 
they impose higher taxes on banks and bank customers.

Building on a reserve computation system presented earlier, 
this paper proposes a change in institutional structure that essen­
tially merges the monetary policy functions of the Federal Reserve 
with the deposit insuring authority of the Federal Deposit Insurance 
Corporation. The proposed system would provide accurate weekly con­
trol over the target monetary aggregate while completely eliminating 

the reserve requirement tax. The proposal would also simplify banks1 
portfolio and reserve management tasks and help insulate the target 
monetary aggregate from replacement in the publicfs demand function 
by other financial assets. Aside from the benefits of an improved 
monetary policy, banks, bank customers, and taxpayers would receive 
direct pecuniary benefits. Finally, the proposal would simplify 
(and provide a compelling economic rationale for) the role of govern­
ment in the financial system. These benefits would be obtained with­
out any additional compulsory measures.

Reserve Requirements, Deposit Insurance and Monetary Control

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



The paper is divided into four sections. The first reviews the 
problem of reserve requirements and monetary control and previous 
proposals to deal with it. The second describes the proposed system. 

The third provides the economic rationale for the role of government 

in the proposed system. The final section describes bank techniques 

of reserve management under the proposed system.

The Problem

It has long been recognized that reserve requirements affect the 
ability of the central bank to control any given target monetary 
aggregate. Generally, the higher the reserve requirements, the more 

accurate is control over the target aggregate. A simple way to per­

ceive the effects of different reserve requirements ratios begins 

by noting that the higher reserve requirements, the lower the multi­
plier between reserves and deposits. By reducing the multiplier 
between reserves and deposits, higher reserve requirements reduce the 

size of the disturbances to deposits caused by aberrations in reserves. 
More importantly, the higher are reserve requirements, the lower and 
presumably less volatile are excess reserves. Banks hold less excess 
reserves because higher levels of reserve requirements reduce the 
deficiency resulting from a deposit outflow. The less volatile are 
excess reserves, the more predictable is the relationship between 
reserves and money and the better the control over money.
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Higher reserve requirements act as a tax on banks and bank 
customers. Banks essentially economize on currency. They offer 
depositors a convenient, safe, and economical way to perform trans­

actions without physically transferring currency. In addition, be­

cause banks need reserve levels that are only a fraction of deposits, 

they are able to pay interest on deposits. These interest payments 

on deposits are a benefit of the technological innovation banking 

represents. In a world of commodity currency, these interest payments 
reflect the physical resources saved in economizing on the commodity 

currency (e.g., the real resources consumed in mining gold). In a 
world of fiat currency, these real resources are already saved in the 
production of currency. With fiat currency, deposit interest, which 
represents one benefit of banking, is a transfer from government to 
deposit holders.

To control a monetary aggregate effectively, reserve requirements 
should be higher than banks would voluntarily hold. This is necessary 

so as to have banks’ excess reserves close to zero and, therefore, 
predictable.^ The higher reserve requirements are raised above the 

voluntary level, the closer excess reserves move to zero and the more 
predictable the relationship between reserves and deposits. But, the 
higher are reserve requirements, the greater the tax on deposits and 
the smaller the interest payments to depositors. There is nothing 
unique about the relationship between government and the banking 

industry that justifies a government tax on banking. Banks can exist 

alongside commodity currency and without government chartering as well
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as w i t h  g o v e rnment fiat currency and government chartering. The 

j u s t i f i c a t i o n  for the r eserve requir e m e n t  tax rests simply on  the need 

to a c c u r a t e l y  c ontrol a target m o n e t a r y  aggregate.

One's p r e f e r e n c e s  on  the trade off b e t w e e n  m o n e t a r y  control and 

the r e serve r e q u i r e m e n t  tax is likely to be d e t e r m i n e d  by the i m p o rtance 

one attac h e s  to m o n e t a r y  control. Some economists wh o  place great 

i m p o r t a n c e  o n  m o n e t a r y  control hav e  a d v ocated 100 percent res e r v e  r e q u i r e ­

m e n t s  in the f o r m  of v a u l t  cash and reserves at the Federal Rese r v e  

a g a i n s t  demand deposits. This prop o s a l  wa s  first c i r culated in the 1930s 

by  a group of U n i v e r s i t y  of Chicago economists, the mos t  prom i n e n t  of 

w h o m  was H e n r y  C. Simons.^ The prop o s a l  was s u b s e q u e n t l y  advanced in 

s l i g h t l y  d i f f e r e n t  forms by other e c o n o mists.^ One h u n d r e d  percent 

r eserve requir e m e n t s  w o u l d  give the m o n e t a r y  author i t i e s  v e r y  accu r a t e  

control over demand deposits and the target m o n e t a r y  aggregate. H o w ­

ever, with o u t  the a b i l i t y  to e c o nomize on reserves, banks could not 

aff o r d  to pay interest on demand deposits. Banks could still accept 

dema n d  d e p osits and p r o v i d e  depos i t o r s  w i t h  the con v e n i e n c e  and safety 

of c h e c k  transfers, but they w o u l d  r e quire payment for these services.

In contrast, one could easily hold a d i a m e t r i c a l l y  oppo s i n g  v i e w  

(eliminate r e s e r v e  requirements) if one b e l i e v e s  either that m o n e t a r y  

p o l i c y  is not important or that, if important, it is i mplemented through 

m e a s u r e s  other than m o n e t a r y  a g g regates (e.g., interest rates). For 

an economist w i t h  such views, there wou l d  be little gained f r o m  the 

tax imposed by r e s e r v e  requir e m e n t s  if m o n e t a r y  p o licy is not effective.
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Similarly, for a m o n e t a r y  policy implemented t h rough i n terest rates, 

re s e r v e  r e q u i r e m e n t s  w o u l d  seem s u p erfluous.^

A n  important refin e m e n t  was added to the 100 p e rcent r e s e r v e  

r e q u i r e m e n t  p r o p o s a l  in the 1940s. In an effort to elim i n a t e  the tax 

effect of 100 p e rcent reserves, it was suggested that g o v e rnment pay 

interest o n  reserves. P e r h a p s  the mo s t  familiar of these pr o p o s a l s  

w a s  m a d e  by  M i l t o n  Friedman,-* who also p r o p o s e d  the e l i m i n a t i o n  of 

controls o n  interest paym e n t s  on depo s i t s  combined w i t h  free entry 

into banking. L i k e  the basic 100 percent res e r v e  req u i r e m e n t  proposal, 

this s y s t e m  w o u l d  give a c c u r a t e  control over the target m o n e t a r y  a g ­

gregate. The interest payment on reserves w o u l d  serve to offset the 

rese r v e  r e q u i r e m e n t  tax.^ A l l o w i n g  m a r k e t  rates of interest o n  d e ­

posits a l o n g  w i t h  free entry into b a n k i n g  w o u l d  insure that interest  

p a y ments on reserves w e r e  passed along to depositors. P a y i n g  interest 

on reserves remains one of the most v i a b l e  propo s a l s  for r e s o l v i n g  

the p r o b l e m  of m o n e t a r y  control and the reserve req u i r e m e n t  tax. One 

m a j o r  p r o b l e m  w i t h  the p r o posal is the pr a c t i c a l  d i f f i c u l t y  of d e t e r ­

m i n i n g  the interest payment n eeded to offset the cost of h o l d i n g  

reserves. Ideally, the interest payment to each b a n k  wou l d  just c o m ­

p e n s a t e  for the a d d i t i o n a l  cost of m e e t i n g  re s e r v e  requirements. An y  

h i g h e r  paym e n t  w o u l d  be a subsidy, any lower payment w o u l d  not e l i minate  

the tax. In addition, the specifics of h o w  interest w o u l d  be paid on  

reserves and h o w  this w o u l d  ensure accurate control over the m o n e t a r y  

target hav e  no t  b e e n  p r e c i s e l y  spelled out.^
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The P r o p o s a l

This pap e r  prop o s e s  a d i f ferent so l u t i o n  to the p r o b l e m  of 

m o n e t a r y  cont r o l  and re s e r v e  req u i r e m e n t  taxes. This s o l u t i o n  uses 

a rese r v e  c o m p u t a t i o n  s y s t e m  pres e n t e d  by the a u thor in an earlier 

ar t i c l e . ®  This system, r e ferred to as the r e v e r s e  lag, reverses the 

present s y s t e m  in w h i c h  the r e quired reserves a b a n k  m u s t  me e t  is 

b a s e d  on  depo s i t s  two w e e k s  before. Under the r e v e r s e  lag, a b a n k  

ma t c h e s  r e q uired r e serves in the current w e e k  to its r e s erves in the 

previ o u s  week. The r e v e r s e  lag s y s t e m  allows the m o n e t a r y  a u t h orities 

to a c c u r a t e l y  set w e e k l y  r e quired reserves. Mos t  importantly, it 

wor k s  no m a t t e r  h o w  low the level of rese r v e  requirements. The essence  

of the o p e r a t i o n  of the reverse lag is that it allows a b a n k  to easily 

m a t c h  and keep r e q uired reserves equal to its reserves in the prev i o u s

w e e k . 9

The p r o b l e m  dealt w i t h  in this p aper is to tra n s l a t e  the r e verse  

l a g ’s control over r e q uired reserves into a s y s t e m  giving accur a t e  

w e e k l y  control over a target m o n e t a r y  aggregate. A s i d e  fr o m  the 

n e c e s s i t y  of s e t t i n g  a p p r o p r i a t e  rese r v e  r e q u i r e m e n t s , 10 there is the 

p r o b l e m  of depo s i t s  held at n o n - m e m b e r  banks w i t h  r e s e r v e  r e q u i r e m e n t s 

d ifferent f r o m  those of memb e r  banks. A n  obvious s o l u t i o n  is s o m e h o w  

to force every b a n k  to meet the same r e serve requirements. The p r o b l e m  

w i t h  simply impo s i n g  u n i f o r m  r e serve r e q u i r e m e n t s  is that this imposes 

a tax on banks. Granted, r e serve req u i r e m e n t s  could be reduced quite 

s h arply so that the tax wou l d  be minimal. But a m u c h  better s o l u t i o n

is available.

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



- 7 -

The p r o b l e m  of m o n e t a r y  control and the r e s e r v e  r e q u i r e m e n t  tax 

is e s s e n t i a l l y  that b anks r e ceive no b e n e f i t  for the i m p o s i t i o n  of 

rese r v e  r e q u i r e m e n t s  that a l l o w  the m o n e t a r y  a u t h o r i t y  to co n t r o l  

the target m o n e t a r y  aggregate. W h a t  is n eeded is some t h i n g  to c o m p e n ­

sate ban k s  for rese r v e  requirements. Fortunately, there a l r e a d y  exists 

a be n e f i t  the gover n m e n t  is un i q u e l y  quali f i e d  to p r o v i d e  and for w h i c h  

there a p pears to be great demand on the part of banks. This b e n e f i t  is 

d e posit insurance, p r e s e n t l y  prov i d e d  by the F e deral Depo s i t  Insurance 

Corporation. It is propo s e d  that the m o n e t a r y  p o l i c y  functions of the 

F e deral R e s e r v e  be m e r g e d  w i t h  the deposit insuring a u t h o r i t y  of the 

Fed e r a l  D e p o s i t  Insu r a n c e  Corporation. This w o u l d  a l l o w  the co m p l e t e 

e l i m i n a t i o n  of the pres e n t  rese r v e  requir e m e n t s  and r e s e r v e  requi r e m e n t  

tax w h i l e  e f f e c t i v e l y  tra n s l a t i n g  control over r e q u i r e d  reserves into 

control over a target m o n e t a r y  aggregate. Pre s e n t  r e s e r v e  r e q u i r e m e n t s 

can be eli m i n a t e d  b e c a u s e  c h a nging the for m  in w h i c h  d e posit insurance 

charges are co l l e c t e d  allows deposit i nsurance to re p l a c e  the r e serve 

r e q u irement tax in c o n t r o l l i n g  the target m o n e t a r y  aggregate.

Presently, insured banks pay an annual p r e m i u m  of 1/30 of 1% of all 

d e p osits (not just insured deposits) for deposit insurance. This w o u l d  

be t r a n sformed into a r e serve r e q u irement level that y i e l d s  the same 

depo s i t  insur a n c e  charges. Thus, w i t h  interest rates of 10%, a r eserve  

r e q u i r e m e n t  of 1/3 of 1% w o u l d  cost banks the same amou n t  as the p r esent  

p r e m i u m  for d e p o s i t  insurance. A n y  b a n k  p r e s e n t l y  p a y i n g  for deposit 

i n s u r a n c e  (and alm o s t  all do) would be w i l l i n g  instead to hold reserves  

in pay m e n t  for d e p o s i t  i n s u r a n c e . H
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M o n e t a r y  p o l i c y  w o u l d  be co n d u c t e d  t h rough changes in reserves. 

B anks h o l d i n g  r e s erves w o u l d  be p u r c h a s i n g  dep o s i t  insur a n c e  for 

d e p o s i t s  w i t h  that level of required reserves. Under the reverse  

lag c o m p u t a t i o n  system, banks can easily m a t c h  r e q u i r e d  r e s erves to 

their re s e r v e  level in the previous week. Since all insured banks 

ar e  m a t c h i n g  r e q u i r e d  re serves to reserves, requ i r e d  r e serves for the 

entire b a n k i n g  s y s t e m  are under control. Given a p p r o p r i a t e  r e s e r v e  

requirements, c o ntrol over required reserves is e q u i valent to control 

over the target m o n e t a r y  aggregate. This control has b e e n  a c h i e v e d  

w h i l e  c o m p l e t e l y  e l i m i n a t i n g  the present rese r v e  r e q u i r e m e n t s  and the 

rese r v e  r e q u i r e m e n t  tax and w i t h o u t  a dding any n e w  c o m p u l s o r y  meas u r e s

Rol e  of G o vernment

M e r g i n g  the g o v e r n m e n t ’s m o n e y  issuing and d e posit insu r i n g  fun c ­

tions m i g h t  s e e m  strange at first. But, even aside fro m  the b e n e f i t  

for m o n e t a r y  cont r o l  and the e l i m i n a t i o n  of the re s e r v e  requi r e m e n t  

tax, there are a num b e r  of a t t r a c t i v e  aspects to the merger. Most 

important, the p r o p o s a l  is consistent w i t h  a c o m p e l l i n g  e c onomic 

r a t i o n a l e  for b o t h  impro v i n g  and sim p l i f y i n g  the role of g o v e rnment 

in the fina n c i a l  system.

W h y  are depo s i t s  insured? A  facile ans w e r  w o u l d  be that i nsur­

ance pr o t e c t s  depo s i t  hold e r s  from losses in the event of b a n k  fai l ­

ure. But there are m a n y  financial assets held by the p u blic that 

are not insured by g o v e r n m e n t — insurance policies, real estate, bond 

holdings, sto c k  ho l d i n g s  and some pens i o n  funds, K e o g h  Plans, and IRAs 

There is an e c onomic r a t ionale for deposit i nsurance that uses the
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same r e a s o n i n g  u n d e r l y i n g  rese r v e  requirements. R e s e r v e  r e q u i r e m e n t s  

are imposed to give the m o n e t a r y  aut h o r i t i e s  co n t r o l  ove r  a target 

m o n e t a r y  aggregate. Presumably, c o ntrol over a m o n e t a r y  a g g r e g a t e  is 

r e l a t e d  to m a c r o e c o n o m i c  goals of im p o r t a n c e  to the economy. It seems 

n a t u r a l  that d e p o s i t s  included in the target m o n e t a r y  a g g r e g a t e  be 

u nder d e p o s i t  insurance, b e c a u s e  de p o s i t s  are insured not to p r o t e c t 

i ndividual depo s i t  holders, but rather to pre v e n t  w i d e s p r e a d  b a n k  

failures and the effects of a m o n e t a r y  c o n t r a c t i o n  o n  the economy.

W h y  does g o v ernment p r o v i d e  d e posit insurance? If eve r y  b a n k  

failure w e r e  an  i n d e pendent event, d e posit ins u r a n c e  c ould p r o b a b l y  

b e  p r o v i d e d  m o r e  e f f i c i e n t l y  by p r i v a t e  institutions. However, d e posit 

insu r a n c e  is m o s t  cr i t i c a l  in a situa t i o n  of w i d e s p r e a d  b a n k  failures, 

such as the Great Depression. P r o v i d i n g  dep o s i t  in s u r a n c e  ag a i n s t  such  

p o s s i b i l i t i e s  seems a service that on l y  government could provide.

W h a t  c h a r a c t e r i s t i c s  should be po s s e s s e d  by the gover n m e n t  a g e n c y 

insu r i n g  d eposits? Certainly, the m o s t  c r i tical req u i r e m e n t  is that 

the d e posit i n s uring a g e n c y  be capable of r e i m b u r s i n g  d e p o s i t o r s  in 

the event of a b a n k  failure. Under the present arrangement, it 

appe a r s  likely that in a serious emergency, a d d i t i o n a l  g o v e r n m e n t a l  

resou r c e s  w o u l d  be m a d e  av a i l a b l e  to the d e posit i n s u r i n g  agency. 

N e v e r t heless, it is clear that c o n c e r n  over the a d e q u a c y  of its re ­

serves has b e e n  a factor in past actions of the de p o s i t  i n suring  

agency. If this a g e n c y  had the m o n e y  crea t i n g  powe r s  of the m o n e t a r y  

authority, such c o n c e r n s — and indeed the n e c e s s i t y  for a r e s e r v e  at

a l l — w o u l d  be eliminated.
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Wha t  factors d e t e r m i n e  the r i s k  in p r o v i d i n g  de p o s i t  insurance?

Again, if every b a n k  failure w e r e  an i n dependent event the r i s k  of a 

b a n k  failure w o u l d  be d e t e r m i n e d  solely by the c h a r a c t e r i s t i c s  of the 

i ndividual bank. However, the p o s s i b i l i t y  of w i d e s p r e a d  b a n k  failures 

was a prime m o t i v e  for the establ i s h m e n t  of g overnment deposit i n s u r ­

ance. The p e r i o d i c  o c c u r r e n c e  of w i d e s p r e a d  b a n k  failures suggests 

that economic c o n d itions play an important role in d e t e r m i n i n g  the 

ris k  of b a n k  failure. This b eing the case, it seems r e a s o n a b l e  to 

subject the m o n e t a r y  a u t h o r i t y  w h i c h  is r e s p o n s i b l e  at least in part, 

for economic conditions, to the effects on  the dep o s i t  insur i n g  a g e n c y . ^

This s e c t i o n  has argued that there are a num b e r  of att r a c t i v e  

a s pects to a m e r g e r  of the m o n e y  creat i n g  and d e posit insuring functions 

of government. The same deposits w h o s e  control is thought important 

for m o n e t a r y  p o l i c y  p u r poses b e c a u s e  of their impact o n  economic activity, 

should, for the same reasons be pr o t e c t e d  by depo s i t  insurance. G o v e r n ­

ment has an a d v a n t a g e  in pro v i d i n g  deposit insurance, and the mos t  im­

portant ch a r a c t e r i s t i c  for the deposit insuring a gency is the m o n e y -  

c r eating power of the m o n e t a r y  authority. Finally, be c a u s e  the beha v i o r  

of the m o n e t a r y  a u t h o r i t y  is an important det e r m i n a n t  of the risks 

involved in i n suring deposits, it appears rea s o n a b l e  that it share in 

the costs and benefits.

The pr o p o s a l  pre s e n t e d  here has another v e r y  important adva n t a g e  

for a m o n e t a r y  p o l i c y  opera t i n g  through control of a m o n e t a r y  aggregate. 

One m a j o r  p r o b l e m  at present, even given ac c u r a t e  control over the
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target aggregate, is the i n t egrity of the target m o n e t a r y  aggregate.

For example, one p o t e n t i a l  target m o n e t a r y  a g g r e g a t e  (M-l) was o r i g i n ­

ally de f i n e d  by  incl u d i n g  all those assets r e a d i l y  e x c h a n g e a b l e  for 

goods and services. The a p p e a r a n c e  of N O W  accounts, ATS accounts, 

m o n e y  m a r k e t  m u t u a l  funds, and c o r porate r e p u r c h a s e  a g r eements that 

c a n  serve the same role as dema n d  depos i t s  has rais e d  the q u e s t i o n  

of h o w  a c c u r a t e l y  M - l  satisfies its or i g i n a l  purpose. One res u l t  of 

the p r o l i f e r a t i o n  of n e w  types of deposits and q u a s i - d e p o s i t s  has 

b e e n  an  e x p l o s i o n  in the num b e r  of diffe r e n t  m o n e t a r y  aggre g a t e s  p u b ­

lished. U nquestionably, the pr i n c i p a l  r e a s o n  for the p r o l i f e r a t i o n  of 

v a r i o u s  s u r r o g a t e  d e p osits has b e e n  interest rate controls o n  v a r i o u s  

depo s i t  categories, p a r t i c u l a r l y  the p r o h i b i t i o n  of e x plicit inte r e s t  on  

d e m a n d  deposits. P r o b a b l y  no single step w o u l d  do as m u c h  to i m prove 

m o n e t a r y  p o l i c y  as the total e l i m i n a t i o n  of interest rate ceilings. 

Interest rate controls h a v e  b e e n  inequitable, inefficient, and inef­

fective, w h i l e  i n t r o d u c i n g  a great deal of u n c e r t a i n t y  and c o n f u s i o n  

into m o n e t a r y  policy. But even if interest rate c o ntrols w e r e  removed, 

there w o u l d  rema i n  a p r o b l e m  in c o n t r o l l i n g  the target m o n e t a r y  a g g r e ­

gate. T h e r e  is always an  incentive for the crea t i o n  of an i n s trument  

that serves the same f u nction as components of the target a g g r e g a t e  but 

is e xempt f r o m  r e s e r v e  r e q u i r e m e n t s . * ^  L i n k i n g  r e s e r v e  requir e m e n t s  to 

the p u r c h a s e  of de p o s i t  insurance eliminates the i n c entive to avoid the 

r e serve requi r e m e n t  tax by re m o v i n g  the tax itself.

This p aper deals exclu s i v e l y  w i t h  the f o r m  and ignores c o m p letely 

the a p p r o p r i a t e  level of charges for deposit insurance. It is p o s s i b l e
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that a set of o p t i m a l  charges for d e posit insurance, h o w e v e r  determined, 

m i g h t  not be c o n s i s t e n t  w i t h  control over the target m o n e t a r y  aggregate. 

It suffices to s h o w  that any po t e n t i a l  conflict can be reso l v e d  quite  

simply. Since the reve r s e  lag w i l l  w o r k  no m a t t e r  h o w  lo w  rese r v e  re­

quirements, it is always po s s i b l e  to find an a p p r o p r i a t e  set of r e l a ­

tive r e s e r v e  r e q u i r e m e n t s  to control the target m o n e t a r y  aggregate, at 

levels l ow e n o u g h  that the cost of deposit i nsurance for any d e posit 

is no hig h e r  than the o p timal deposit i nsurance charge. H a v i n g  a c h ieved 

control over the target m o n e t a r y  aggregate, the charge for deposit 

i n s urance on any deposit is raised to the opti m a l  level by im p o s i n g  the 

a p p r o p r i a t e  ins u r a n c e  p r e m i u m  on the deposit. Thus, d e p o s i t  i nsurance  

o n  some d e posits could be p u r chased through b o t h  requ i r e d  reserves and 

p r e m i u m  payments.

R e serve M a n a g e m e n t

One a s pect of the reverse lag requires a m o r e  e l a b o r a t e  e x p o s i t i o n  

for a s y s t e m  w i t h  l o w  reserve r e q u irements like that pr o p o s e d  in this 

paper. If rese r v e  requir e m e n t s  are ve r y  low (e.g., the 1/3 of 1% m e n ­

tioned in this p a p e r ) , it is poss i b l e  that a b a n k  w i t h  a severe deposit 

o u t f l o w  at the end of the settlement w e e k  could end the w e e k  w i t h  n e g a ­

tive reserves. Since under the reverse lag, a b a n k  mus t  m a t c h  r e q uired  

reserves one w e e k  w i t h  its reserves the p r e c e d i n g  week, n e g a t i v e  r e s e r ­

ves w o u l d  appear to pose a grave p r o b l e m  for a bank. However, there are 

at least three solutions for this problem. One of the solutions, though 

unusual, w o u l d  improve interbank a d j ustment and r e serve m a n a g e m e n t  

b e y o n d  its pres e n t  functioning.
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First, n o t i c e  that b e c a u s e  ban k s  could use F e d e r a l  funds trans­

actions to e l i m i n a t e  n e g a t i v e  r e serve levels earl i e r  in the settlement 

week, the p r o b l e m  of n e g a t i v e  reserves w o u l d  o ccur onl y  at the end of 

the week. N o t i c e  also that reserves could not go n e g a t i v e  for the 

entire b a n k i n g  system. These condi t i o n s  suggest two solutions to the 

problem. One w o u l d  be to a l l o w  banks to trade Fede r a l  funds after the 

close of b u s i n e s s  at the end of the settlement w e e k  as a w a y  of eli m i ­

n a t i n g  any n e g a t i v e  reserves. A n o t h e r  w o u l d  a l l o w  banks to trade 

reserves h e l d  in the prev i o u s  week.

A  third s o l u t i o n  is m u c h  di f f e r e n t  and p r o b a b l y  superior. Strange  

though it seems, under b o t h  the p r esent reserve c o m p u t a t i o n  s y s t e m  and 

the r e verse lag, it is p o s s i b l e  for a b a n k  to h a v e  n e g a t i v e  deposits 

for rese r v e  requi r e m e n t  purposes. Since d e posits ndue from" other banks 

are s u b t racted f r o m  demand deposits, a b a n k  can have n e g a t i v e  deposits  

if its "due from" deposit s at other banks are greater than its depo s i t s  

held by the n o n - b a n k  public. This arran g e m e n t  suggests an a l t e r n a t i v e  

to the F e deral funds m a r k e t  as a m e t h o d  of in t e r b a n k  adjustment. A  

b a n k  that has m o r e  de p o s i t s  than its reserves in the past w e e k  a l l o w  

can a c hieve e q u i l i b r i u m  by pay i n g  for deposits in its name at a b a n k  

w i t h  fewer de p o s i t s  than allowed. These d e p osits m o v e  b o t h  b a n k s  to 

equilibrium, s ince the d e p osits serve both as "due from" d e posits  

that are s u b t r a c t e d  from demand d e posits in c o m p u t i n g  required reserves 

for the def i c i e n t  b a n k  and "due to" d e posits added to demand depo s i t s  

for the surplus bank. This a djustment through d e posits moves the banks 

to e q u i l i b r i u m  and is a s ubstitute for the F ederal funds m a r k e t  in the

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



- 14 -

p r e s e n t  lagged r e s e r v e  system. A d j u s t m e n t  t h rough I n t e r b a n k  d e posits 

m a k e s  b a n k  a d j u s t m e n t  c o n sistent w i t h  b a n k i n g  s y s t e m  a d j u s t m e n t  (the 

e n t i r e  b a n k i n g  s y s t e m  must adjust through deposits, since it cannot  

c h a n g e  r e s e r v e s ) .

A d j u s t m e n t  th r o u g h  in t e r b a n k  de p o s i t s  has one impo r t a n t  a d v a n t a g e  

over r e serve a d j u s t m e n t  through the Federal funds market. A  Federal  

funds t r a n s a c t i o n  involves the transfer of r e s e r v e s  through a n  unse c u r e d  

loan. L e n d i n g  ban k s  are not i n different to the credit w o r t h i n e s s  of the 

b o r r o w i n g  b a n k  and it is not s u r p r i s i n g  that banks h a v e  lists of appr o v e d  

b o r r o w i n g  banks. Ban k s  in financial d i f f i c u l t y  are cut off fr o m  the F e d ­

eral funds market. The use of i n t e r b a n k  de p o s i t s  p r o v i d e s  an ad d i t i o n a l  

i n s t rument for i n t e r b a n k  ad j u s t m e n t  w h e r e  the b o r r o w i n g  b a n k ’s credit 

w o r t h i n e s s  can be  e s s e n t i a l l y  ignored. This is b e c a u s e  the l e nding b a n k  

grants onl y  a depo s i t  on its b o o k s —  a deposit that should not be  w i t h ­

dra w n  and w i t h  s p ecific maturity. Inter b a n k  deposit a d j u s t m e n t  simplifies 

the adj u s t m e n t  proc e s s  by r e moving the n e c e s s i t y  of c o n s i d e r i n g  credit 

w o rthiness, and in contras t to the F e deral funds market, el i m i n a t e s  the 

d e p e n d e n c e  of rates on the i d e ntity of the b a n k  redu c i n g  its deficiency.

A  r e m a i n i n g  p r o b l e m  a ggra v a t e d  by the low level of r e s e r v e  r e q u i r e ­

m e n t s  is the r i s k  involved for the clea r i n g  i n s t i t u t i o n  (whether the 

m o n e t a r y  a u t h o r i t y  or a p r ivate clea r i n g  house) in a l l o w i n g  ne g a t i v e 

reserves. M o n e t a r y  a u t h o r i t i e s  p r ohibit banks fro m  end i n g  the day w i t h  

n e g a t i v e  reserves, but they do a l l o w  a bank's intraday re s e r v e s  to go 

negative. This phenomenon, dubbed "daylight overdrafts", has o c c urred  

w i t h  greater fr e q u e n c y  in recent years. Ideally, a s y s t e m  should be
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d e s i g n e d  to give ban k s  the fle x i b i l i t y  of n e g a t i v e  re s e r v e s  (especially 

since n e g a t i v e  rese r v e s  do not inhibit control of the target m o n e t a r y  

aggregate) and yet rem o v e  the risk to the c l earing institution. One 

so l u t i o n  w o u l d  be to a l l o w  banks to deposit a c c e p t a b l e  securities, such 

as T r e a s u r y  bills, as c o l lateral against p o s s i b l e  n e g a t i v e  reserves.

A  b a n k  w o u l d  be a l lowed n e g a t i v e  reserves only to the extent of the 

v a l u e  of the secur i t i e s  it had dep o s i t e d  as coll a t e r a l . - ^  This w o u l d 

p r o t e c t  the clea r i n g  ins t i t u t i o n  against loss from b a n k  failure, w h i l e  

a l l o w i n g  banks the fle x i b i l i t y  of n e g a t i v e  reserves.

A l l o w i n g  b anks to cover n e g a t i v e  reserve posit i o n s  w i t h  a c c e p t a b l e  

c o l l a t e r a l  h e l p s  a n s w e r  a q u estion that m a y  occur to the reader. The 

p r o p o s a l  in this paper d escribes a s y s t e m  w i t h  v e r y  low rese r v e  r e q u i r e ­

ments. Yet, b anks w o u l d  v o l u n t a r i l y  hold reserves eve n  in the a b sence  

of reserve requirements. Is it po s s i b l e  that, under the proposal, 

ban k s  will choose to hold m o r e  r e serves than r e q u i r e d  for deposit 

i n s u r a n c e  and thereby d i s rupt control over the m o n e t a r y  a ggregate? To 

see w h y  this w i l l  not happen, consider w h y  banks hold reserves. A  

b a n k  holds r e s erves b e c a u s e  it beli e v e s  them the cheapest w a y  to avoid 

a deficiency. U nder the r everse lag sys t e m  a b a n k  knows b o t h  h o w  to 

e l i m i n a t e  any res e r v e  r e quirement de f i c i e n c y  at the b e g i n n i n g  of the 

w e e k  and that o u t s i d e  factors cannot m a k e  it defic i e n t  w i t h i n  the week. 

So it has no ince n t i v e  to hold any reserves against a d e f i c i e n c y  in 

re q u i r e d  reserves. Indeed, as n oted above, it can even hav e  n e g a t i v e  

re s e r v e s  w i t h i n  the w e e k  and come to reserve requir e m e n t  e q u i l i b r i u m

in the following week.
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However, the d e f i c i e n c y  against w h i c h  a b a n k  w o u l d  v o l u n t a r i l y  

hol d  reserves in the abse n c e  of rese r v e  requir e m e n t s  is of a n o t h e r  

type. Sup p o s e  a d e p o s i t o r  w i t h d r a w s  cu r r e n c y  f r o m  his c h e c k i n g  a c ­

count. The rise in c u rrency offsets the fall in d e m a n d  d e posits and 

since, under the r e v e r s e  lag, vault cash is s u b t racted fro m  demand 

depos i t s  in c o m p u t i n g  r e quired reserves, r e quired reserves do not 

change. But s u ppose the b a n k  does not h a v e  e nough v a u l t  cas h  to 

meet the d e m a n d  for currency. This is d e f i c i e n c y  in a m o r e  fun d a ­

m e n t a l  sense. A  b a n k  w i l l  h a v e  to ho l d  v ault cash to p r o t e c t  against 

this type of d e f i c i e n c y  even under the reve r s e  lag. The v ault cash 

a b a n k  holds m i g h t  be m u c h  larger than the r e serves held to pu r c h a s e  

dep o s i t  insurance, but it w i l l  not i n t erfere w i t h  control over the 

target m o n e t a r y  aggregate.

A  similar type of d e f i c i e n c y  can occur if a ban k ' s  net clearings 

at the c l e a r i n g  i n s t i t u t i o n  are s u f f i ciently a d v e r s e  to cause reserves 

to b e c o m e  negative. If the c l earing i n s t i t u t i o n  r e q uires c o l l ateral 

but lets reserves go n e g a t i v e  it eliminates the p o s s i b i l i t y  of a b a n k  

bei n g  deficient. The ban k ' s  defic i e n c y  p r o b l e m  is then t r a n sformed 

into w h e t h e r  it has sufficient c o llateral to cover any p o s s i b l e  ne g a t i v e  

r e s e r v e s .

A  b a n k ' s  v o l u n t a r y  demand for p r o t e c t i o n  against these fundamental  

types of d e f i c i e n c y  is satisfied by its vault cash and secur i t i e s  on 

d e posit at the c l e a r i n g  institution. These m a y  be m a n y  times the v a l u e 

of the ban k ' s  reserves used to p u r c h a s e  deposit i n s urance but, under 

the proposal, n e i t h e r  the v ault cash nor s e c u rities on deposit affect 

reserves or the target m o n e t a r y  aggregate. In effect the p r o posal
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s e p arates the two functions cu r r e n t l y  served by  r e s e r v e s — c o ntrol over 

the target m o n e t a r y  a g g r e g a t e  and p r o t e c t i o n  against depo s i t  outflows. 

A dditionally, the p r o posal allows b anks to earn interest on p r o t e c t i o n  

hel d  agai n s t  c l e a r i n g  imbalances.

C o n c l u s i o n

The m e r g e r  of the m o n e t a r y  au t h o r i t y  w i t h  the deposit i n s uring 

agen c y  w o u l d  si m p l i f y  and r a t i o n a l i z e  the gov e r n m e n t ' s  role in the 

financial structure. M o n e t a r y  p o l i c y  w o u l d  be d i r e c t e d  to changes in 

the target m o n e t a r y  a g g r e g a t e  and i m plemented enti r e l y  t h rough o p e n  

market operations. Under the r e verse lag c o m p u t a t i o n  system, banks 

w o u l d  a c c u r a t e l y  m a t c h  r e quired reserves in one w e e k  to reserves in 

the pr e v i o u s  week. In doing this banks w ould o b t a i n  d e posit i nsurance 

o n  all r e s e r v a b l e  deposits in r e t u r n  for reserves he l d  in the previous 

week. This w o u l d  give ac c u r a t e  w e e k l y  control over the target m o n e t a r y  

a g g r e g a t e  and w o u l d  compl e t e l y  eliminate the rese r v e  requi r e m e n t  tax 

w i t h o u t  a d d i t i o n a l  compu l s o r y  measures. Re s e r v e  r e q u i r e m e n t s  could be 

set at a level that p r o duces the same charges as p r e s e n t l y  imposed for 

de p o s i t  insurance. However, the p r o p o s a l  neit h e r  requires nor depends 

u p o n  any p a r t i c u l a r  a r ra ngement of either charges for deposit insurance  

or r e g u latory r e s p o n s i b i l i t i e s  and is compa t i b l e  w i t h  any arrangement.-^

The m e r g e r  of the m o n e y  i s suing and deposit i n s uring agencies 

seems to h a v e  advan t a g e s  for everyone. It gives the m o n e t a r y  a u t h o r i ­

ties a c c u r a t e  w e e k l y  control over the target m o n e t a r y  aggregate. It 

removes the n e c e s s i t y  of their c o m p e n s a t i n g  banks for rese r v e  r e q u i r e ­

m ents either by interest payments or by the p r o v i s i o n  of services,
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e l i m i n a t i n g  the p r o b l e m  of d e t e r m i n i n g  the a p p r o p r i a t e  interest p a y ­

m ents on reser v e s  and the p r o b l e m  of p r i c i n g  services prov i d e d  to 

b a n k s . ^  Further, it reduces the p o s s i b i l i t y  of other f inancial i n s t r u ­

m ents se r v i n g  as sub s t i t u t e s  for c o m p onents of the target m o n e t a r y  

aggregate.

The pr o p o s a l  helps the deposit i n suring a g e n c y  by r e m o v i n g  all 

q uestions of the a g e n c y ’s a b i l i t y  to meet its c ontingent liabilities. 

Indeed, it m a k e s  the q u e s t i o n  of the a d e q u a c y  of r e s erves superfluous. 

The pr o p o s a l  does not change the a g e n c y ’s revenues fr o m  dep o s i t  i nsur­

ance, only the m e t h o d  by w h i c h  they are obtained. To the extent that 

m o r e  a c c u r a t e  control over a m o n e t a r y  a g g r e g a t e  reduces economic v o l a ­

tility, the d e p o s i t  insuring age n c y  bene f i t s  f r o m  the r e d u c t i o n  in the 

risk of b a n k  failure.

Banks b e n e f i t  fr o m  the proposal, bot h  from the r e d u c t i o n  in the 

costs of po r t f o l i o  and rese r v e  m a n a g e m e n t  due to the a d o p t i o n  of the 

reverse lag and from the e l i m i n a t i o n  of the re s e r v e  requi r e m e n t  tax.

The p ublic shares in the b e n efits to the economy of an improved m o n e ­

tary policy. Ba n k  custo mers b enefit fr o m  the p a s s i n g  on of the gains 

o b tained fr o m  e l i m i n a t i o n  of the res e r v e  req u i r e m e n t  tax.

The only p o s s i b l e  loser might be  the taxpayer t h rough the r e d u c t i o n  

in T r e a s u r y  receipts from the reduced level of r e s e r v e  requirements. 

W h e t h e r  there would, in fact, be a loss is not clear. First, the great 

m a j o r i t y  (approximately 75 percent) of s e c u rities held by the mo n e t a r y  

aut h o r i t i e s  ari s e  from c u rrency issuance, not r e s e r v e  requirements, and 

w o u l d  be u n a f f e c t e d  by the proposal. Second, the m o n e t a r y  author i t i e s
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p r o v i d e  such s e rvices as che c k  c l earing and discount w i n d o w  lending 

free or b e l o w  cost. T h e s e  services are provided, and their attendant 

expenses to the T r e a s u r y  arise, s olely in an e ffort to o ffset the cost 

of re s e r v e  r e q u i r e m e n t s  and w o u l d  be u n n e c e s s a r y  u nder the p r o p o s e d  

system. M o r e  importantly, it is almost certain that the p r e s e n t  sys t e m  

w i l l  eventually, if it does n o t  now, cost the t a x payers r a t h e r  than 

b e n e f i t  them. As w i t h d r a w a l  from rese r v e  r e q u i r e m e n t s  b e c o m e s  m o r e  

widespread, only ban k s  that re c e i v e  services that exc e e d  in v a l u e  the 

cost of their r e s e r v e  r e q u i r e m e n t s  (primarily b i g  b anks that can m arket 

such services as c h e c k  clearing to their correspondents) w i l l  continue  

to mee t  re s e r v e  requirements. U n l e s s  one beli e v e s  that these services 

can be m o r e  e f f i c i e n t l y  p r o v i d e d  by the m o n e t a r y  aut h o r i t y  than b y  the 

p r i v a t e  sector, this w i l l  i n volve b o t h  a cost to t a x payers and an 

i n e f ficient a l l o c a t i o n  of re s o u r c e s  for s o c i e t y . 17 Finally, it is 

not clear w h y  b a n k s  and b a n k  customers should be  taxed to b e n e f i t  society  

w i t h  a m o r e  a c c u r a t e  m o n e t a r y  policy. But if re s e r v e  r e q u i r e m e n t s  are 

in t e n d e d  as a re v e n u e  r a ising dev i c e  then, in the interests of equity, 

they should be m a d e  universal. T h e  s y s t e m  p r o p o s e d  he r e  gives accurate  

control over a m o n e t a r y  aggre g a t e  w i t h o u t  either the rese r v e  r e q u i r e ­

men t  tax or the n e c e s s i t y  of an o f f s e t t i n g  subsidy.
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FOOTNOTES

The v i e w s  e x p r e s s e d  are those of the auth o r  a lone and do not 
n e c e s s a r y  repr e s e n t  the v i ews of the Federal R e s e r v e  B a n k  of 
Chicago or the Fed e r a l  R e s e r v e  System. The author has b e n e f i t e d  
from the c o m ments of J a c k  A. Galbraith, C h a y i m  H e rzig-Marx, L arry 
Mote, and Neil Pinsky.

1. If the m o n e t a r y  a u t h o r i t i e s  could a c c u r a t e l y  pr e d i c t  excess 
reserves at any level, the level of reserve req u i r e m e n t s  wou l d  
no t  be so critical.

2. O r i g i n a l l y  p u b l i s h e d  in m i m e o g r a p h e d  form, Simon's p r o posal  
was repri n t e d  in [11].

3. See [1, 3].

4. Interestingly, the author has b e e n  u nable to find such an 
argument. The few a r g uments such as Carson's [2] a g a i n s t  reserve 
requir e m e n t s  h a v e  b e e n  that they are not all that n e c e s s a r y  in c o n ­
trolling a m o n e t a r y  aggregate.

5. See [4].

6. Interest p a yments w e r e  also p r o p o s e d  in [9, 12]. The e a rliest 
explicit proposal, the a uthor has found, for p a y i n g  interest on  re ­
serves is [10].

7. Some pr o b l e m s  in u s i n g  interest paym e n t s  on reserves to help 
control a target m o n e t a r y  ag g r e g a t e  are descr i b e d  in [7].

8. See [6].

9. This paper and the r e verse lag pap e r  present only the b asic 
fr a m e w o r k  of the p r o p o s e d  system. The co m p l e t e  s y s t e m  in e x t e n ­
sive d e tail is d e s c r i b e d  in [8].

10. That is, res e r v e  requi r e m e n t s  ought to be consi s t e n t  w i t h  the 
target m o n e t a r y  aggregate. Control over M-l calls for the e l i m i ­
n a t i o n  of rese r v e  requir e m e n t s  against time and savings deposits, 
w h i l e  c o ntrol over M- 2  calls for the same res e r v e  requir e m e n t s 
against all deposits. 11

11. Rese r v e  r e q u i r e m e n t s  can be adju s t e d  p e r i o d i c a l l y  (e.g., a n n u ­
ally) to o ffset the effect of changes in interest rate levels and 
m a i n t a i n  the same c h arge for deposit insurance.
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12. Th i s  c o n n e c t i o n  b e t w e e n  the actions of the m o n e t a r y  autho r i t i e s  
an4 the r i s k  of b a n k  fai lure w as not e d  by G i b s o n  [5].

13. I t ’s c o n c e i v a b l e  that even w i t h  m a r k e t  interest rates paid on 
all deposits, A TS accounts, N O W  accounts, repurchases, and m o n e y  
m a r k e t  m u t u a l  funds w o u l d  still be a t t r a c t i v e  since they h a v e  the 
a d v a n t a g e s  of interest y i e l d i n g  demand de p o s i t s  w h i l e  e f f e c t i v e l y  
r e d u c i n g  the r e s e r v e  r e q u i r e m e n t s  against demand deposits. This is 
p a r t i c u l a r l y  true at times of h i g h  interest rates.

14. E x p e r i e n c e  indicates that banks w o u l d  v o l u n t a r i l y  h o l d  securities  
equal to less than 7% of their d e p osits for cl e a r i n g  purp o s e s  since 
they a p p a r e n t l y  find present reserve requi r e m e n t s  excessive.

15. A l t h o u g h  o u t s i d e  the topic of this paper, the p r o p o s a l  is ideally 
c o m p a t i b l e  w i t h  o p e n  e nt ry into b a n k i n g  and c o n f i n i n g  government re­
gu l a t i o n  to the g r a nting of deposit insurance.

16. One pr o m i n e n t  service p r e s e n t l y  offered w i t h o u t  cha r g e  by the 
m o n e t a r y  a u t h o r i t y  is ch e c k  clearing. It seems d e s i r a b l e  to h a v e  
c h e c k  cl e a r i n g  p e r f o r m e d  by the priv a t e  sector. A  p r ivate clea r i n g 
h o u s e  could settle by  re a l l o c a t i n g  reserves held w i t h  the m o n e t a r y  
a u t h o r i t y  a m o n g  banks at the end of the day. 17

17. A n o t h e r  w a y  of expre s s i n g  it is that a v o l u n t a r y  tax, once  
u n d e r s t o o d  to be voluntary, w i l l  not raise revenue.
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