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(cost-minimizing)

[llustration 1. a 50-basis-point spread between borrowing and
deposit rates at the central bank.

For example, suppose the rates on overnight accommodation at the
central bank are 4.75 per cent for surpluses and 5.25 per cent for
deficits, and the overnight rate in the market is 5 per cent.  The ne6t
of cost of a surplus or a deficit is then 0.25 per cent, and the least-
cost position for a bank is zero balances. Moreover, because the
costs are symmetric, cost-minimizing banks will target zero each

day.

[llustration 2: the rate on depositsisfixed at O per cent

The borrowing rate then has to be twice the market rate. For
example, if the overnight rate in the market is 5 per cent, the central
bank must charge 10 per cent for overdrafts. In this case the
opportunity cost of a surplus would be the 5 per cent foregone from
lending in the market, and the net cost of a deficit would also be
equal to 5 per cent - the 10 per cent charge less the 5 10 per cent
charge less the 5 cent earned by these funds in the market. Thus,
the opportunity cost of the surplusis equal to the net cost of a deficit.
Again, because of this symmetry, each bank's least-cost target for
settlement balances is zero.
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