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Federal Reserve Dividend Reduction Deserves

Thorough Debate
Norbert.J. Michel, PhD

In July, the U.S. Senate introduced a plan to offset
new highway spending by reducing the dividend
that the Federal Reserve pays to member banks.
While it is still unclear exactly where this idea origi-
nated, an anonymous Democratic staffer recently
referred to the dividend as “an unnecessary and
wasteful subsidy.” It now appears that the dividend
reduction will go forward even if it offsets outlays
other than highway spending.

Reducing the dividend will alter a 100-year rela-
tionship between the Fed and member banks. At the
very least, changing this policy deserves careful con-
sideration in Congress. Without an open debate over
the costs and benefits of Federal Reserve System
membership, removing this dividend amounts to
nothing more than a short-sighted move to increase
federal revenues through yet another source.

What Is the Fed Dividend?

A condition of joining the Federal Reserve System
has always been that banks must buy into the stock
of their district Fed bank. Specifically, banks have to
buy stock equivalent to 6 percent of their total paid-
up capital stock and surplus. Half is paid up front; the
remainder is held as a cash reserve. Owning these
sharesis more like a capital requirement than owning
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shares of stock in a private company, though, because

the shares cannot be sold, traded, or used as collateral

foraloan.? Because this amount can no longer be used

for any other purpose, the Fed pays the banks a 6 per-
centdividend every year. At the Fed’s foundingin 1913,
this dividend likely served as an important incentive

to join the Federal Reserve System.?

Critics argue that the 6 percent rate is “overly
generous,™ and one plan would cut the dividend to
1.5 percent for banks with more than $1 billion in
assets.” While it is easy to criticize this dividend as a
subsidy, it appears so only because interest rates on
other risk-free assets are currently so low. The exist-
ing disparity in rates might, at most, suggest that
the dividend should be tied to a market rate. Fur-
thermore, while belonging to the Federal Reserve
System may provide benefits that make the 6 per-
cent dividend unnecessary, the fundamental rela-
tionship between member banks and the Fed has
changed dramatically since 1913.

Membership and the Monetary Control
Act 0f 1980

The Depository Institutions Deregulation and
Monetary Control Act (DIDMCA) of 1980 essentially
overrode a bank’s choice to be a member of the Fed-
eral Reserve System because it gave the Fed jurisdic-
tion over all depository institutions’ reserves.® In
other words, regardless of whether a bank chose to
be a member of the Federal Reserve System, it was
required to hold its reserves in an account at its Fed
District Bank, subject to the Fed’s rules. While the
question of membership is largely ignored now, the
Fed was losing member banks for more than two
decades leading up to the passage of the DIDMCA.
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Between 1970 and 1978 alone, roughly 300 banks
left the Fed system, and the ratio of members’ depos-
its to total bank deposits fell from more than 80 per-
cent to 72 percent.” A main reason for this loss of
membership was that (inflation-driven) high nomi-
nal interest rates drastically increased members’ cost
of holding the zero-return reserve accounts that the
Fed required. Additionally, as rates rose, nonbank
financial institutions created new financial products
that were similar to banks’ demand deposits, but with
the added benefit of paying market interest rates.®
Many bank customers moved their funds out of banks
to earn a higher return, thus further contributing to
the decline in Fed member banks.’

Several Fed officials, including Chairman Paul
Volcker, testified to Congress that the loss of mem-
ber banks would result in the Fed losing control over
the banking system.!’ Their main argument was that
control over the reserve balances was necessary to

conduct monetary policy. However, the Fed is still
able to conduct monetary policy without these bal-
ances. The Fed has control over the monetary base—
currency plus banks’ reserves—regardless of wheth-
er the accounts are held at the Fed District Banks.
Strictly speaking, even if all formal reserve require-
ments were eliminated, banks would still need to
hold some level of cash reserves to accommodate
their customers (including other banks).

Regardless of the amount of these reserves, or
where the funds are held, the Fed would still have the
ability to precisely control the monetary base. All Fed
open-market purchases, for example, either increase
the amount of reserves or of U.S. currency in circula-
tion." The same arguments apply to the Fed’s discount
window and emergency lending programs. That is,
any discount window or emergency loans would also
add to the monetary base, regardless of whether a
bank is a member of the Fed or where the reserves are
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held. As long as it maintains monopoly control over
U.S. currency, the Fed enjoys the same ability to con-
duct monetary policy regardless of whether banks are
members or where they hold their reserves.!?

Conclusion

Congress appears poised to offset new federal
spending—possibly on highway projects—by reduc-
ing the 6 percent dividend that the Federal Reserve
pays to member banks. This plan deserves careful
scrutiny by Congress because changing the payment
will alter a 100-year relationship between the Fed
and member banks. Rather than changing this rela-
tionship simply for the sake of finding a new source of
tax revenue, policymakers should take a comprehen-
sive look at the consequences.

Perhaps it is time to remove the controls the DID-
MCA gave to the Fed and force the central bank to
compete with private markets. If the Fed can com-
pete with private markets and still provide economic
benefits, there is no reason why membership in the
Federal Reserve System could not be fully optional.
Without a full debate over the costs and benefits of
Federal Reserve System membership, reducing this
dividend amounts to nothing more than a short-
sighted policy aimed at increasing federal spending.

—Norbert J. Michel, PhD, is a Research Fellow in
Financial Regulationsinthe Thomas A. Roe Institute for
Economic Policy Studies, of the Institute for Economic
Freedom and Opportunity, at The Heritage Foundation.

12.  Even the federal funds market could be conducted outside the Fed's control because it consists merely of private banks lending excess

reserves to each other.




