Suppose The Fed Pays No Interest On
Bank Reserves. For Every $1000 In
Deposits, How Much Do Banks Lose

Suppose The Fed Pays No Interest On Bank Reserves. For Every $1000 In
Deposits, How Much Do Banks Lose is a thought-provoking question that touches on
the fundamental mechanics of banking, monetary policy, and the role of reserve holdings.
To understand the implications, it's essential to explore how reserve requirements, interest
payments, and banking profitability interact, especially in a scenario where the Federal
Reserve ceases paying interest on reserves (IOER). This hypothetical situation helps
illuminate the importance of reserve interest payments in the current monetary system and
what consequences might ensue if they were eliminated.

Understanding Bank Reserves and the Federal
Reserve’s Role

What Are Bank Reserves?

Bank reserves are the amounts of funds that commercial banks hold either in their vaults or
on deposit at the Federal Reserve. These reserves are crucial for several reasons:

- Regulatory compliance: Banks are required to hold a certain percentage of their deposits
as reserves, known as reserve requirements.

- Settlement and liquidity: Reserves facilitate the settlement of interbank payments and
ensure banks have enough liquidity to meet withdrawal demands.

- Monetary policy tool: The Fed influences the economy by adjusting reserve requirements
and paying interest on reserves, thereby affecting banks’ incentives to lend or hold
reserves.

The Federal Reserve’s Interest on Reserves (I00ER)

In recent years, the Fed has paid interest on reserves as a monetary policy tool to help
control short-term interest rates and influence banking behavior. The IOER acts as a floor
for the federal funds rate, encouraging banks to hold reserves rather than lend them out at
lower rates.

The Hypothetical Scenario: No Interest Paid on
Reserves



What Changes When the Fed Stops Paying Interest?

If the Fed ceases paying interest on reserves:

- Banks will no longer earn a return on their reserve holdings.

- The opportunity cost of holding reserves increases.

- Banks might be incentivized to lend more or reduce reserve holdings to maximize profits.

Implications for Bank Profitability

Without interest payments:

- The income banks earn from reserves diminishes to zero.

- The cost of holding reserves effectively becomes higher relative to potential earnings.
- Banks may adjust their balance sheets, impacting lending behavior and interest rate
settings.

Calculating the Loss for Banks per $1000 in
Deposits

The Role of Reserve Requirements and Reserve
Holdings

To analyze the loss, we must consider:

- The reserve requirement ratio (RRR): the percentage of deposits that banks must hold as
reserves.

- The typical reserve holdings relative to deposits.

- The interest rate paid on reserves (prior to the hypothetical change).

Case Study Assumptions

Let's assume:

- Reserve requirement ratio (RRR): 10%

- Total deposits per customer: $1,000

- Reserve holdings per customer: $100 (10% of $1,000)

- Interest paid on reserves (prior to no interest scenario): 2%

- Average annual interest earned on reserves: $2 per $100 (i.e., 2% of $100)

Calculating the Loss

- Pre-Scenario (with IOER):

- Income from reserves per $1,000 deposit: $2 annually.
- Post-Scenario (no interest):

- Income from reserves per $1,000 deposit: $0.

Therefore, the bank loses $2 per $1,000 deposit annually.



This loss can be viewed as the forgone interest income.
If the bank holds more reserves or if the interest rate was higher, the loss would
proportionally increase.

Broader Impacts of No Reserve Interest Payments

On Bank Lending and Profitability

- Banks might respond by:

- Increasing loan issuance to compensate for lost reserve income.

- Reducing reserve holdings, potentially impacting liquidity and stability.
- Adjusting interest rates on loans or deposits to maintain profitability.

On Monetary Policy and Financial Stability

- The Fed'’s ability to influence short-term rates could weaken without the reserve interest
rate floor.

- Banks’ incentives to hold reserves versus lend could shift, affecting credit availability.

- Potential for increased volatility in short-term interest rates.

Additional Considerations and Real-World Factors

Reserve Holdings Are Often Less Than the Requirement

In practice, many banks hold reserves below the regulatory requirement, choosing to lend
excess reserves. The loss of IOER would:

- Reduce the incentive to hold reserves.

- Potentially lead to more lending, increasing the money supply.

Impact on Bank Profit Margins

Banks’ profit margins depend on the difference between the interest earned on loans and
paid on deposits, minus reserve holdings. The loss of interest on reserves effectively
compresses margins if banks cannot offset this through lending.

Systemic Risks and Stability

While increasing lending might seem beneficial, it could also:
- Lead to excessive risk-taking.
- Increase financial instability if lending outpaces risk management.



Summary: How Much Do Banks Lose?

In the specific case of a $1,000 deposit with a 10% reserve requirement:

- Before the Fed stops paying interest, the bank earns approximately $2 annually from
reserves.

- After the Fed stops paying interest, the bank earns nothing from reserve holdings.

- Result: The bank loses about $2 per $1,000 in deposits annually in reserve income.

This simplified calculation highlights the importance of reserve interest payments as a
source of income for banks and their role in shaping banking behavior.

Conclusion: The Significance of Reserve Interest
Payments

The hypothetical scenario where the Fed pays no interest on reserves underscores the
delicate balance within the banking system. Reserve interest payments serve as an
incentive for banks to hold reserves, contribute to monetary policy transmission, and
support financial stability. Eliminating these payments would impose a direct financial cost
on banks—approximately $2 annually for every $1,000 in deposits under typical reserve
requirements—and could lead to broader shifts in lending, interest rates, and systemic
stability.

Understanding this dynamic helps policymakers, investors, and banking professionals grasp
the nuanced interplay between monetary policy tools and banking profitability. It also
emphasizes why the Fed’s decision to pay or stop paying interest on reserves is a critical
factor influencing the broader economy and financial markets.

In essence, for every $1000 in deposits, banks would lose roughly $2 annually in reserve
income if the Fed paid no interest on reserves, a loss that could influence their lending
behavior and the overall financial ecosystem.

Frequently Asked Questions

If the Fed pays no interest on bank reserves, how does
this affect the incentive for banks to hold reserves?

Banks have less incentive to hold reserves since they do not earn interest, potentially
encouraging them to lend more or hold fewer reserves, which can impact liquidity and
monetary policy implementation.

For every $1,000 in deposits, how much do banks lose
in potential interest income if the Fed pays no interest
on reserves?

Banks lose the opportunity to earn interest on their reserves, which could amount to the



prevailing interest rate on reserves or other comparable rates. For example, if the interest
rate were 2%, they lose $20 annually per $1,000 in deposits.

How does the absence of interest on reserves influence
the overall banking system and monetary policy?

It can reduce the cost of holding reserves for the Fed, but may also lead banks to decrease
reserve holdings, affecting liquidity management and potentially making monetary policy
transmission less predictable.

Could banks compensate for the lost interest income
from reserves by increasing lending or fees? How?

Yes, banks might increase lending activities or charge higher fees to offset the loss in
interest income, which could influence credit availability and banking costs for consumers
and businesses.

What are the implications for the money supply if banks
reduce their reserve holdings due to no interest paid on
reserves?

Reducing reserve holdings could lead to an expansion of the money supply if banks lend
out more, but it may also increase financial instability if reserves become too scarce to
meet withdrawal demands.

How would the decision of the Fed to pay or not pay
interest on reserves impact the effectiveness of
monetary policy tools?

Paying interest on reserves provides the Fed with a tool to influence banks' reserve
holdings directly; removing this incentive might weaken the Fed's ability to control interest
rates and liquidity in the economy.

Additional Resources

Suppose The Fed Pays No Interest On Bank Reserves. For Every $1000 In Deposits, How
Much Do Banks Lose?

In the complex world of banking and monetary policy, the interest paid—or not paid—on
bank reserves can significantly influence a bank’s profitability and the broader financial
system. Suppose The Fed Pays No Interest On Bank Reserves. For Every $1000 In Deposits,
How Much Do Banks Lose? This question touches on fundamental aspects of central
banking, banking operations, and the costs associated with holding reserves.
Understanding this scenario requires delving into the role of reserves, the structure of bank
income, and how changes in reserve policy ripple through the banking sector.



The Role of Bank Reserves in the Financial System

Before exploring the specific impact of the Fed paying no interest on reserves, it’'s essential
to understand what bank reserves are and why they matter.

What Are Bank Reserves?

- Definition: Bank reserves are the cash minimums that commercial banks are required to
hold with the central bank (the Federal Reserve in the U.S.) or as vault cash. These reserves
serve as a safeguard for liquidity and facilitate interbank payments.

- Types of Reserves:

- Required Reserves: The minimum reserves banks are mandated to hold, based on a
percentage of their deposits.

- Excess Reserves: Reserves held above the required minimum, which banks can choose to
hold or lend out.

The Purpose of Reserves
Reserves are a key tool for central banks to implement monetary policy, influence interest

rates, and ensure financial stability. They also play a role in controlling the money supply
and managing liquidity.

How Banks Earn Income and the Significance of Reserves
Banks generate revenue primarily through:

- Interest on Loans: The largest source of income, as banks lend deposits at higher interest
rates than they pay depositors.

- Fees and Other Income: Charges for services, transaction fees, and trading activities.

- Interest on Reserves: Historically, the Fed paid interest on reserves, providing banks with
a risk-free return on their reserve holdings.

When the Fed pays interest on reserves, banks are incentivized to hold higher reserves
without losing income, balancing liquidity needs with profitability.

The Implication of Paying No Interest on Reserves

Now, imagine a scenario where the Federal Reserve pays no interest on bank reserves. This
hypothetical change would fundamentally alter the incentives for banks regarding reserve
holdings.

Why the Fed Might Pay No Interest

- Policy Experimentation: To influence liquidity and lending behavior.
- Reducing Bank Incentives to Hold Reserves: Encouraging banks to lend more, possibly



stimulating economic activity.
- Financial Stability Risks: Potentially increasing the likelihood of banks holding fewer
reserves, which can be risky during periods of stress.

Calculating the Losses for Banks: The Core Question

Suppose The Fed Pays No Interest On Bank Reserves. For Every $1000 In Deposits, How
Much Do Banks Lose? To answer this, we need to examine:

- The typical amount of reserves held per dollar of deposits.

- The interest income banks forego when reserves are not remunerated.
- How this loss impacts overall profitability.

Step-by-Step Breakdown

1. Understanding Reserve Ratios and Reserve Holdings

Banks are required to hold a certain percentage of deposits as reserves. For example:

- Reserve Requirement Ratio: Historically around 10%, but it varies and has often been
lowered or eliminated in recent years.

- Reserves per $1000 Deposits:

- If the reserve requirement is 10%, then for every $1000 in deposits, the bank must hold at
least $100 in reserves.

- Excess reserves can vary based on bank behavior.

Note: The actual reserve ratio can be lower or zero if the Fed has set it to a minimal level or
eliminated reserve requirements.

2. Typical Interest Rate on Reserves

Before the hypothetical scenario:

- The Fed paid interest on reserves (IOER), which ranged from 0.10% to 2.40% in recent
years.

- For simplicity, assume an average IOER of 1.5%.

3. Calculating the Foregone Interest

If the Fed pays no interest:

- The bank loses the income it would have earned on reserves.
- For every dollar held in reserves, the bank forfeits the potential interest income.

Example Calculation:

- Reserves per $1000 deposit: $100 (assuming a 10% reserve requirement)



- Interest rate on reserves: 1.5%
- Annual interest income foregone:
$100 x 1.5% = $1.50

Thus, for every $1000 in deposits, banks lose approximately $1.50 annually in interest
income if they hold reserves at the mandated level and the Fed pays no interest.

Additional Factors Influencing the Loss

While the above provides a straightforward calculation, several other considerations
influence the actual loss:

a. Reserve Holding Behavior

- Banks may choose to hold more or less than the required reserves based on liquidity
needs.

- If they hold excess reserves, the loss per $1000 increases proportionally.

b. Cost of Funds and Opportunity Cost

- The interest cost of funds for banks could be higher than the interest earned on reserves.
- When reserves pay no interest, banks might prefer to lend those funds out to earn higher
returns, assuming they can manage the risk.

c. Impact on Net Interest Margin (NIM)

- The net interest margin, which is the difference between interest earned on assets and
paid on liabilities, could be squeezed if reserve holdings reduce income.

Real-World Implications of No Interest on Reserves

The hypothetical scenario where the Fed pays no interest on reserves is not just an
academic exercise—it carries real-world implications.

1. Incentives for Banks

- Without interest on reserves, banks have a stronger incentive to lend out excess reserves,
potentially increasing credit availability.

- Conversely, they might reduce reserve holdings to minimize opportunity costs, possibly
leading to liquidity risks.

2. Impact on Monetary Policy Transmission
- Reserves serve as a key tool for central banks to influence short-term interest rates.

- If banks hold fewer reserves due to no interest, the effectiveness of reserve requirements
and open market operations could diminish.



3. Profitability and Bank Behavior

- As calculated, banks could lose approximately $1.50 on every $1000 in deposits solely
from reserve holdings.

- While this might seem small on a per-deposit basis, it accumulates across the banking
system, affecting overall profitability.

Summary: Quantifying the Loss

| Parameter | Value | Calculation | Result |

[l l-1—|

| Deposit amount | $1,000 | - | - |

| Reserve requirement | 10% | $100 | - |

| Interest rate on reserves | 1.5% | $100 x 1.5% | $1.50 per year |
| Reserves held | $100 | - | - |

| Loss inincome | - | - | $1.50 annually |

Therefore, for every $1000 in deposits, banks lose roughly $1.50 annually if the Fed pays
no interest on reserves and they hold the mandated reserves.

Final Thoughts

While the direct monetary loss per $1000 in deposits appears modest, the broader
consequences are substantial. A zero-interest policy on reserves could incentivize banks to
alter their reserve holdings, potentially increasing lending but also raising liquidity risks. It
would also diminish a key source of risk-free income for banks, prompting them to seek
higher-yielding assets and possibly increasing systemic risk.

In conclusion, the scenario where the Fed pays no interest on bank reserves underscores
the delicate balance central banks maintain in managing liquidity, profitability, and financial
stability. For banks, the opportunity cost of holding reserves is a critical factor, and changes
to reserve remuneration directly influence their profitability, behavior, and the overall
functioning of the financial system.
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