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Interest on reserves allows the

Federal Reserve to pursue an appropriate

monetary policy even with a high level of

excess reserves. However, a banking system

flush with excess reserves can raise the risk of

monetary policy getting behind the curve.

In recent months, the level of total reserves held by depository
institutions (DIs) in the United States has been consistently above $1
trillion. Of this, required reserves have been less than 7 percent. In the
five years prior to September 2008, total reserves fluctuated between
$38 billion and $56 billion, and required reserves fluctuated between
80 percent and 99 percent of total reserves. Hence, the recent level
of reserves represents a dramatic change from previous experience.
There has been much debate about the implications of high levels of
reserves for the economy and how monetary policy is conducted. In
this Economic Brief, we bring attention to the consequences of these
large reserve balances for the Federal Reserve’s ability to adjust its
policy stance in a timely manner.

Several factors help to explain why today the level of reserves is so high
by historical standards. In September and October 2008, riskless market
interest rates fell at all maturities. Since these lower interest rates also
represented a lower opportunity cost of holding reserves, DIs moved
to holding higher levels of reserves. In addition, the weakened condition
of many DIs and the financial system as a whole caused an increase in
demand for the most liquid assets, such as reserves. The Fed accommo-
dated this by increasing the supply in an effort to maintain its interest
rate target. While demand-related factors played a role in the initial
buildup of reserves (approximately $140 billion), the lion’s share of the
increase resulted from an unprecedented expansion of the Fed’s balance
sheet and the ability to pay interest on reserves (IOR). Beginning in the
fall of 2008, the Fed began paying IOR at a rate approximately equal to
the overnight interbank interest rate. By paying interest on reserves –
including excess reserves – the Fed essentially eliminated the opportu-
nity cost of holding excess reserves.

At the high levels of excess reserves that have prevailed since then,
banks are on an almost perfectly elastic portion of their demand curves
– meaning that quantities demanded are highly sensitive to changes
in the interest rate. Thus the Fed can make the quantity of reserves
as large as it wishes with little or no effect on market interest rates.1

During the financial turmoil of 2008 and 2009, the Fed’s pursuit of
lending programs and securities purchase programs (as described
by Federal Reserve Board Chairman Ben Bernanke2) resulted in the
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creation of a massive quantity of reserves.3 Several interesting policy
issues are raised by the large quantity of reserves:

• The “mismatch” between assets and liabilities on the Fed’s balance
sheet implies volatility in its earnings that may have economic,
and perhaps more likely political implications.

• The asset side of the Fed’s balance sheet shows the Fed to have
taken large positions in particular sectors (housing) and institutions
(AIG), which is unprecedented and may carry with it additional
political risks.

• In contrast to the predictions of simple theories, the IOR rate has not
acted as a floor on the federal funds rate. It is now well-understood
why certain institutional features of the fed funds market and the
IOR program should prevent the IOR rate from acting as a floor, but
the precise determination of the fed funds rate in this environment
remains poorly understood.

These are complex issues that have received careful attention in policy
circles. Our concern is instead an issue that has received much less
attention but that we think is important for policymakers to keep in
mind. Because monetary theory often describes bank reserves as the
“raw material” by which new money and, eventually, inflation is created,
it is tempting to worry that the large quantity of reserves inherently
represents inflationary pressure. As many writers have explained, this
is not the case.4 The ability to pay interest on reserves means that the
Fed can pursue an appropriate (non-inflationary) interest rate policy
while maintaining a large quantity of reserves in the banking system.
On the other hand, our view is that the large quantity of reserves does
represent an increased danger for policymakers of getting behind the
curve. That is, while the large quantity of reserves does not prevent
the Fed from conducting appropriate policy, it does raise the risk that
an inattentive policymaker will be too slow to respond to changing
economic circumstances. Furthermore, policymakers may need to look
at different indicators than in the past in order to avoid falling behind
the curve.

As is standard in the literature on the monetary transmission mechanism,
we take the view that one symptom of excessively loose monetary pol-
icy will be an unwarranted increase in the quantity of bank loans, and
thus an increase in the quantity of deposits, or “inside money.” If the
quantity of excess reserves in the banking system were small – say, zero
– it would, of course, still be possible for monetary policy to be too
loose. Suppose the banking system as a whole wanted to increase lending.
At first it would be thwarted by the lack of excess reserves: Increasing
loans means creating deposits, and deposits require reserves. To increase
reserves, an individual bank has several options; it can sell assets, raise
deposits, borrow in the interbank market, or issue securities. Although

other avenues might fund some of the expansion, it seems likely that
banks would want to finance long-term commercial and industrial loans
in large part through deposits. But increasing deposits takes time. The
bank has to offer better rates and investors only turn to deposits gradually.
Thus, the policymaker has some time to pick up the signals indicating
that the economy is improving.

Furthermore, among those signals is the increase in reserves that occurs
because the central bank must perform open market purchases in order
to prevent short-term interest rates from rising.5 Ultimately, the entire
banking system would have the ability to increase loans because the
Fed would have created additional reserves. And at some point in the
process, appropriate monetary policy would require adjusting the
short-term interest rate target. Absent that adjustment, monetary
policy would fall behind the curve.6

In the current situation, the above story is altered slightly but in an
important way. If individual banks want to increase lending, they
can do so without having to sell assets, raise deposits, or issue securities.
And for the banking system as a whole to increase lending, no accom-
modation from the Fed is necessary. The high level of excess reserves
means that banks in aggregate do not need to increase their reserves
before creating loans (and deposits); they can simply draw down their
excess reserves.

The fact that the banking system can create large quantities of loans
and deposits without the Fed’s involvement has two important implica-
tions. First, monetary expansion has the potential to occur more quickly
when the level of excess reserves is high. Second, the Fed will not get its
usual signals that such an expansion is underway.

One might conclude that it would be “better” if the quantity of reserves
were lower. There is indeed a risk associated with high levels of reserves,
but that risk would need to be weighed against other known benefits
in evaluating whether high levels of reserves are desirable. A primary
benefit of high levels of reserves involves the efficiency with which
the payments system operates. As indicated above, the difference be-
tween overnight market interest rates and the interest rate on reserves
represents the opportunity cost to DIs of holding excess reserves. In
accord with a well-known argument by Milton Friedman, because ex-
cess reserves are essentially costless for society to create (the Fed creates
them as electronic accounting entries), it is optimal for DIs to face a zero
cost of holding reserves. Thus, interest on reserves enhances payments
system efficiency.7 In addition, to a large extent, reserves are the coun-
terpart of the Fed’s lending and securities purchase programs men-
tioned above. While those programs are controversial, they do have
many supporters and those programs have effectively been funded
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by high levels of reserves.

Taking as given the level of reserves, an implication of our argument is
that the Fed ought to be particularly attuned to the division of reserves
between “required” and “excess” (which is available at a two-week
frequency). If policymakers observe rapid conversion of excess reserves
into required reserves, it could indicate a bank-induced monetary
expansion that warrants at least the consideration of an interest-rate
target increase. Under the Fed’s previous operating procedures, which
involved a very low level of excess reserves, the division of reserves
between required and excess was largely ignored. In present circum-
stances it should become one of the standard indicators for policymakers
to watch.

In the same way, bank lending becomes a more important indicator.
Inflationary pressures might have shown up in bank lending in the past
as well. However, in the absence of high excess reserves, as lending
picked up, the Fed would be forced to create new reserves in order to
maintain its interest rate target. This is no longer true with high levels of
excess reserves. For this reason, the Fed would have to rely more heavily
on bank lending as an indicator. Additionally, as we argued before, bank
lending could respond more quickly to changes in economic conditions
and it thus seems especially important that it be closely monitored.

One factor that may limit the risk associated with high levels of reserves
is the capital position of banks. Regulatory capital requirements require
banks to hold capital against loans. Holding reserves instead of loans
raises banks’ capital ratios. even though excess reserves can be turned
into loans and deposits (and the corresponding required reserves) po-
tentially very quickly, binding capital requirements would independently
restrict the ability of banks to make new loans.8 While the loans may
eventually be created, raising capital takes time, delaying the process
and allowing the policymaker to gather relevant information to design
an appropriate response.

In summary, when the level of excess reserves is high, the banking system
has the ability to create large quantities of new loans and deposits without
putting pressure on deposit rates and without the Fed creating addi-
tional reserves through open market operations. High excess reserves do
not represent inherent inflationary pressure, because the Fed can raise
the interest rate on excess reserves to limit any inflationary increase in
loans and deposits. Nonetheless, a large quantity of excess reserves does
represent potential inflationary risks to which the policymaker must
be attentive. The greater the level of excess reserves, the greater is the
banking system’s ability to expand quickly and the greater is the risk
of monetary policy falling behind the curve. With a very high level of
excess reserves, it is incumbent upon the policymaker to move with

alacrity in raising interest rates as the economy strengthens, and to
carefully monitor bank lending and the behavior of required and
excess reserves.

Before closing, we should emphasize that we are not advocating any
immediate policy change. In particular, we are not advocating an abrupt
policy action of the sort that occurred in 1936 -1937, when the Fed
raised reserve requirements partly in order to soak up a large quantity
of excess reserves. It has long been argued that the increase in reserve
requirements resulted in a substantial policy tightening.9 Instead we
are pointing out that today, as in 1936, the potential for the banking
system to create inflationary pressures without Fed intervention is greater
than it would be with a small quantity of excess reserves. In 1936 the Fed
may have erred on the side of excessive tightness. Our concern is that
the Fed should not make the opposite mistake in the coming years. �
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