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Reserve Requirements and Optimal Money Balances
By Ernst Baltensperger®

The paper employs a simple general equilibrium model of the economy
including a banking system to analyze the tax and efficiency effects of
reserve requirements. It asks whether under certain conditions a nonzero
reserve reguirement against deposits can he said to be optimal from an
efficiency point of view,

I. Introduction

Reserve requirements are comparable to a tax on a particular eco-
nomic activity, namely, the production of deposit accounts. As such, they
have efficiency effects similar to those of a tax on other types of ac-
tivities. This has always been accepted in general terms. Yet, sur-
prisingly, very little analyticai attention has been paid to it as the dis-
cussions concerning reserve requirements have always been dominated
by economic stability considerations.! In a sense, one may say that
fractional reserve banking has been argued to be the source of a nega-
tive externality by increasing instability in the money supply and
economic activity, and that the “reserve requirement tax” has been
justified in terms of a stability argument, a view maybe best exempli-
fied by the well-known 100 percent reserve proposal.2 The underlying
idea, of course, is that this would minimize the influence of private sec-
tor disturbances on the money stock by making the latter equal to the
outstanding amount of government money itself.

The purpose of this paper is to examine the issue of reserve require-
ments from a pure efficiency (allocative) point of view,? setting apart

* An earlier version of this paper was presented at the 1980 Konstanz
Seminar on Monetary Theory and Policy. I am indebted to Michele Fratianni,
Dale Henderson, Denis Karnosky, Thomas Mayer, Manfred Neumann, and
Klaus Riechel for helpful comments.

1 For some recent studies of this kind see, e.g., Poole and Lieberman
(1972), Poole (1976), Kaminow (1977), Laufenberg (1979), Sherman, Sprenkle,
and Stanhouse (1979).

2 Bee, e.g., Fisher (1935), Hart (1935), Angell (1935), Lutz (1936), Friedman
(1959).

3 Of course, underlying the concern for economic stability is the notion
that there are some sort of costs associated with economic shocks and
instability. Thus, in the final analysis, a stability argument is an efficiency
argument, too (of an entirely different kind, though, than the traditional
“static” type of efficiency effects discussed below).
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